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Foreword

Ladies and gentlemen, dear readers,

| feel deeply honoured to have been invited to address you, once again, at the opening
of an increasingly influential International Conference on European Integration
(ICEI) in Ostrava. In these testing times for the European Union, a reasoned voice of
the academic community is perhaps more important than ever. Unbiased, facts-based
scientific analysis, regardless of its conclusion, should be given more time and space
in the spotlight. | therefore welcome the third edition of this Conference. It will
hopefully contribute to critical, but rational discussion about the direction the EU is
taking. It can also debunk at least some myths about the EU circulating among the
media and the general public and offer suggestions for the future of the Union.

In many ways, 2016 and the years that follow will be crucial for the Union. Challenges
are numerous: the refugee and migration crisis, fight against terrorism, armed
conflicts in close neighbourhood or the "Brexit" issue and sluggish economic recovery
in many Member States, just to name a few. Many across Europe seem tempted to
abandon the idea of peace, freedom and prosperity through greater unity and
cooperation. Basic principles of European integration we take for granted, such as
the free movement of people, are now being tested.

Yet "no man is an island entire of itself, every man is a piece of the continent”, in the
words of the great English poet John Donne. | believe the solution to current problems,
grave as they might be, lies in cooperation and upholding the common values and
principles we have come to cherish so much. Jean-Claude Juncker, the current
Commission President, seems to share this opinion, and his list of ten priorities can
function as a solid basis for a stronger European Union.

Dialogue with public and stakeholders is essential if the Union is to reflect the wishes
of its citizens. In this context, | am looking forward to the outputs of this conference
and | will consider them in great detail.

Wishing you an inspiring experience.

QJQUQQ/

Jan Michal

Head of the Representation of the European
Commission in the Czech Republic



Foreword

Ladies and gentlemen, dear readers,

The third year of the International Conference on European Integration 2016 (ICEI
2016) is held at a time when the European integration process is undergoing an
endurance test. It does not concern so much the crisis of the European Union, but
rather the inability of the Member States and their politicians to use the framework
that has been painstakingly created for the past decades for finding mutually
acceptable solutions to the substantially different national interests. The conflict
between an ever closer Union on the one hand, and a multi-speed Union on the other
hand, requires courage to see the future of Europe in a long term perspective, not only
from the point of view of short-term interests, which are motivated by the political
cycle in the individual countries. As Robert Schuman said: “In this way, there will be
realised simply and speedily that fusion of interest which is indispensable to the
establishment of a common economic system; it may be the leaven from which may
grow a wider and deeper community between countries long opposed to one another
by sanguinary divisions. *

We believe that the conference will create a suitable environment for the objective
evaluation of the current development and for finding solutions to apparently
unsolvable problems, which the European integration process has been facing for 56
years since the publication of Schuman’s Declaration.

Wishing you an inspiring experience.

Boris Navratil Lenka Fojtikova
Head of Department of European Integration Conference Guarantee
Faculty of Economics Faculty of Economics

VSB - TU Ostrava VSB - TU Ostrava
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Abstract

This paper examines expanding the significance of socially responsible activities
of companies operating in the Czech Republic through both domestically developed standards
and international frameworks, which arises because of the deepening of European integration,
the interest of enterprises, European economy and society. These tendencies develop and
broaden the applicability of initiatives in a globalized context. This paper aims to identify
differences (in consideration of large, small and medium-sized enterprises) in the use of
standardization of corporate social activities in the relation of regional, domestic and
international operations. A significant effect we can observe in the proliferation and
application of CSR principles through international enterprises, which contribute to increased
exploitation of access of responsible behaviour in other organizations both for-profit, and non-
profit. We indicate a possible future development of voluntary CSR frameworks with local
competence and within European and global approaches.
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1. Introduction

Corporate social responsibility (CSR) refers to companies taking responsibility for their impact
on society (European Commission, 2011). Recently, governments have started paying close
attention to how business can contribute to society through CSR. The European Union (EU)
has been one of the most active entities concerned with the promotion of corporate social
responsibility measures. Todays, the approaches to CSR are supported by the EU and are
developed initiatives and strategic documents, which recognizes the concept of CSR as a tool
for achieving for all organizations more responsible approach. It can point out that Europe is
one of the leaders in area of CSR promotion in international perspective. The European
Commission (EC) believes that CSR is important for the sustainability, competitiveness, and
innovation of EU enterprises and the EU economy. It brings benefits for risk management,
cost savings, access to capital, customer relationships, and human resource management.

The evolution of CSR from voluntary business strategy to a matter of European public policy
is particularly significant to a wide variety of stakeholders inside and outside of Europe,
including European societies, members of the supply chain, customers outside of the EU, and
both European and international businesses operating in the European Union. The current
requirements prior to actual CSR integration in the strategic management of organizations and
therefore, we could determine the primary areas for future deepening integration of CSR: the
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Commission should be an important actor in the field of CSR (engaging into policy field and
creation the strategic approach of CSR and agenda for action). Consequently, the main
challenges for an EU policy on CSR and the importance of CSR for the future of EU economy
could be focused on issues of improving transparency (reporting, sustainable responsible
investment etc.), international issues (multilateral work, third country diplomacy, global level
playing field) as well as awareness raising activities. The Commission’s CSR strategy is built
upon widely recognized international CSR principles and guidelines (European Commission,
2014). In the context of the contribution we are focused on these principles, which they were
expanded to include other frameworks that are applicable in the Czech Republic.

The aim of the paper is to define the current approach to CSR by pervasive integration into
European organizations and also to identify which standards, guidelines and frameworks are
used by Czech firms (micro, small, medium sized and large enterprises). The reminder of the
paper is organized as follows. First, an overview of the relevant literature on CSR is provided.
This lays the foundation for the next section which introduces the context of corporate social
responsibility and European integration with impact on policy approach. Second, an overview
of the conceptual framework for integrating CSR with core business processes is presented. In
the next section is a methodology part and research findings, there are illustrative examples
provided to demonstrate how the frameworks are used by Czech enterprises. The paper
concludes with a brief summary and implications for future research.

2. Corporate Social Responsibility and European Integration of the
Regulatory Policies

At the beginning of this section will be defined by basic characteristics and importance of
CSR, and then works out the definition of European integration in the area of CSR, including
international and local standards applicable in the Czech Republic. There is a large number of
the definition used for CSR, we are inspired by the European Commission (2001, 2002, 2006),
which defined the CSR as ‘a concept whereby companies integrate social and environmental
concerns in their business operations and in their interaction with their stakeholders on a
voluntary basis’. The main idea behind CSR is also known as the triple bottom line principle,
implying that businesses (should) not only serve as economic, but also social and
environmental ends (Elkington 1994).

Today, Europe is regarded as a leader in CSR and CSR policies, in which one should not
overlook the fact that the only European country that has a noteworthy history in CSR is the
UK (Steurer, 2009). With the transition of the Commission in 2004, however, the EU CSR
policy changed from a pro-active to passive approach that re-emphasises businesses self-
regulation (European Commission, 2006). At the Member State level, several Western
European countries have become quite active in promoting and shaping CSR in recent years.

2.1 Corporate Social Responsibility: An Underpinning Concept

Corporate Social Responsibility: the integration by companies, on a voluntary basis, of social
and environmental concerns, which reflects perceptibly on their internal operations and
relations with stakeholders. Two important notions govern this definition: 1) voluntary: going
beyond compliance; and 2) perceptible: CSR must result in marked changes in the company’s
activities (Kitzmueller and Shimshack, 2012). Companies now use various terms when
reporting on their CSR activities, including sustainability; corporate responsibility; sustainable
development; corporate citizenship; people, planet, profit; or environmental and social report.
The considerable emphasis placed nowadays on the societal role of business is in accordance
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with the spreading belief that measures of company success must go beyond profit and should
relate to the needs of stakeholders and society (Natale and Sora, 2009). According to Carroll
(2000) CSR is becoming the defining business issue of our time, affecting corporate profits
and credibility, as well as personal security and sustainability of the global economy. Carroll
(1999) explained that the evolution of the CSR construct began in the 1950s; expanded in the
1960s and further proliferated in the 1970s. During the 1980s and onwards, relatively fewer
new definitions were proposed, more research that is empirical was conducted, and alternative
themes were explored. CSR is generally interpreted to mean the incorporation of issues such
as human rights, labour rights, environmental protection, consumer protection and fighting
corruption in corporate practices (Nijhof et al., 2005).

CSR has benefited from its close association with the sustainability movement and is generally
focused on a business’s contribution to sustainability (Kleine and Hauff, 2009). Accordingly,
sustainable development is a guiding model at the level of society, corporate sustainability is
a sustainable development model at corporate level, and CSR is a management approach for
business contribution to sustainable development (Asif et al., 2013). Steurer et al. (2005) noted
that sustainable development, corporate sustainability, and CSR are closely related concepts
focusing on stakeholder relations management but at different levels of action. Accordingly,
sustainable development is a guiding model at the level of society, corporate sustainability is
a sustainable development model at corporate level, and CSR is a management approach for
business contribution to sustainable development. Based on Kleine and Hauff (2009), Steurer
et al. (2005), Holme and Watts (2000) for the purpose of this paper we have defined CSR as
an approach by an organization for voluntarily addressing multiple and dynamic bottom line
issues through the development of an organization-wide infrastructure. Six core characteristics
are evident: voluntary, managing externalities, multiple stakeholder orientation, social and
economic alignment, practices and values and beyond philanthropy (Crane et al., 2013). A
broader-based audit of CSR can evaluate corporate governance systems, policies, and
outcomes in relation to their contribution to business effectiveness, as well as how well they
meet stakeholder expectations of customer care, employee involvement, appropriate
relationships with government, and sustainability (Mason and Simmons, 2014).

2.2 European Integration in the Area of CSR

The European Union has been the continent that first became a convert to the CSR movement.
Although innumerable abuses took place along its history, in Europe there have been
traditionally more CSR consistent values, norms and perceptions than in other areas of the
world; European corporations have tended to hold stronger and broader approaches to
stakeholder relations; and that network is being established to help many companies share and
diffuse relevant information about CSR (Mullerat, 2013).

In spite of the interest in CSR in the EU among businesses and governments, a clear divide of
opposite positions has existed. Essentially, the EC took a position of rejecting regulation and
putting the emphasis on voluntary measures for business, while the European Parliament,
together with NGOs and trade unions, has been demanding mandatory regulation and reporting
of corporations’ social and environmental impacts and transparency. However, CSR, as
viewed by the EC, remained a voluntary initiative for European business to practice that goes
beyond what is required by law. The Commission has played a pioneering role in the
development of public policy to promote CSR ever since it is 2001 Green Paper and the
establishment of the European Multistakeholder Forum on CSR. In 2006, the Commission
published a new policy whose centrepiece was strong support for a business-lead initiative
called the European Alliance for CSR (European Commission, 2006).
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The 2011 Commission Communication invited Member States to “develop or update by mid-
2012 their own plans or national lists of priority actions to promote CSR in support of the
Europe 2020 strategy, with reference to recognised CSR principles and guidelines and in
cooperation with enterprises and other stakeholders...”. In this context, the Commission also
undertook to “create with Member States in 2012 a Peer Review mechanism for national CSR
policies” (Williamson, Stampe-Knippel and Weber, 2014). To assess the progress on the
development of national action plans on CSR, the Commission also sent out a questionnaire
to the Member States. From the 25 received replies, 24 Member States answered that they
have or will develop a national CSR action plan including the Czech Republic. This call on
EU enterprises to strive to comply with and act in accordance with internationally recognised
CSR guidelines and principles that are presented in the next part.

2.3 Internationally Recognised Principles and Guidelines

The needs of current and future generations cannot be met unless there is respect for natural
systems and international standards protecting core social and environmental values. In this
context, it is increasingly recognized that the role of the business sector is critical. The terms
might be interchangeable, but there are many types and to say that a company has adopted a
standard says little, in itself, about the performance, policies, or strategies of that company
(Blowfield and Murray, 2014, p. 208). Paine et al. (2005) have make tried to make sense of
standards by identifying eight principles that cover the statements, commitments, and
requirements found in business codes. These codes (fiduciary, property, reliability,
transparency, dignity, fairness, citizenship and responsible principles) go beyond much of what
is included in corporate responsibility today.

For companies seeking a formal approach to CSR, especially large companies, authoritative
guidance is provided by internationally recognised principles and guidelines. In particular, the
recently updated OECD Guidelines for Multinational Enterprises, the ten principles of the
United Nations Global Compact, the ISO 26000 Guidance Standard on Social Responsibility,
the ILO Tri-partite Declaration of Principles Concerning Multinational Enterprises and Social
Policy, and the United Nations Guiding Principles on Business and Human Rights. This core
set of internationally recognised principles and guidelines represents an evolving and recently
strengthened global framework for CSR. European integration of these frameworks fully
follows the CSR promotion. The list could be supplemented by other frameworks with global
impact (AA 1000 AccountAbility/Assurance Standard; Social Audit Network; ETHIBEL;
EFQM; SA 8000 — Social Accountability International; 1ISO 8000, 1SO 9000, ISO 14000;
IASE 3000; Corporate Responsibility Index; Corporate Giving Standard; Corporate
Community Involvement Index; Dow Jones Sustainability Index; FTSE4GOOD) and involved
for local condition of the Czech Republic (IQNet SR 10) and has implemented an award for
CSR and quality management.

The differences between separate standards are focused on the stakeholders or it depends on
the methodology. There is the importance to highlight the London Benchmarking Group
(LBG), which is implemented in the Czech Republic as “Standard odpovédna firma” (SOF).
These is using for data verification into list “TOP Firemni Filantrop” in Czech and Slovak
Republic, also for Giving List in Great Britain and reporting about all CSR activities either.

A set of Principles for Better Self and Co-Regulation was published in early 2013, and a
‘Community of Practice’ was set up (as an online platform) to facilitate the exchange of
knowledge and good practice in this area. For evaluation of CSR the KORP method in the
Czech Republic was developed. In the year 2011, the Quality Council of the Ministry of
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Industry and Trade of the Czech Republic made the national programme for the evaluation
agreement of the management system of CSR. The above mentioned methods instruments are
introduced shortly, for purpose of this paper was to primary to identify existing frameworks.
Next part of the paper represents the sum of the research findings.

3. Methodology

The current research investigates to define approach in CSR pervasive integration into
European enterprises and identify which standards; guidelines are implemented in Czech
micro, small, medium-sized and large enterprises, whether they are developing a proactive
approach and incorporate these in their strategic plans. The research methodology is consistent
with descriptive e.g. stakeholder theory, which seeks to outline participants’ views of what the
business organization is doing vis-a-vis its stakeholders through using guidelines, frameworks
usable for CSR performance evaluation. From the perspective of strengthening
competitiveness and growth within the global impacts of business activity, we believe that
even the Czech companies widely used these standards. Therefore, research hypothesis was
derived “Is there a correlation between company size and the use of appropriate standards in
CSR issues?”

The primary data were collected using a self-administered paper and pencil questionnaire used
a rating method. Respondents (managers of selected companies) assessed the approach of the
firm by an appropriate standard, which is connected with any pillar of the concept of CSR
(namely, economic, environmental and social pillar). The research is focused on SMEs and
large Czech companies, which confirmed to participate in this research. Because it is a
preliminary study, so we wanted to achieve the same number of companies: in total has been
included in the research of 200 companies (of which 50 micro, 50 small, 50 medium-sized and
large enterprises 50). The instrument was validated through the assessment of the
percentage/quantitative distribution of test results. The questionnaires were distributed,
thoroughly explained, self-administrated, recovered and systematized between September and
November 2015. The software program Excel performed calculations.

4. Research Findings

The result in Table 1 convey the results between different categories of SMEs and large
enterprises. The results are quite shocking when we thought that Czech companies use certain
standards in the field of CSR, so that they can inform its stakeholders about its activities and
thus strengthen their competitiveness and positive impact on society. The results suggest the
opposite; only in large companies, we have seen higher levels of use of CSR standards.

Microenterprises barely use any standardization and even ultimately ignore the concept of CSR
(they are not aware of CSR, but use only selected approaches largely in compliance with the
law). Their activities are only going for certification (1ISO 9000 and ISO 14000 series), which
according to the replies the main reason to have this certification is to obtain customer who
require the level of certification. Based on detailed analysis, the main motivation factors for
SMEs was discovered, except the customers’ requirement, other important stimulus is
participation in public tenders for grant opportunity. This motive was also common for large
companies, which understand the certification e.g. in terms of quality as standard.
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Table 1: Guidelines, Frameworks and Standards Incorporated into Business Activities

Identified by Enterprises

Type of implemented guidelines, micro | small | medium | large Total number

frameworks (according the type
of standard)

1SO 14000 series 2 6 15 23 46

EMAS 0 0 0 1 1

1SO 9000 series 8 17 21 37 83

1SO 26000 0 0 1 5 6

OHSAS 18001 0 4 6 18 28

OECD Guidelines 0 0 0 2 2

ILO Tri-partite Declaration 0 0 0 1 1

UN Guiding Principles 0 0 0 3 3

London Benchmarking Group 0 0 0 4 4

GRI 0 0 3 4 7

IQNet SR 10 0 1 2 3 6

CSR award participation 0 0 1 5 6

IFC Colour Certificate 0 0 0 3 3

total numbers of guidelines

(according the type of enterprise) 10 28 49 109

Source: own research

ISO certification is a dominant framework in large companies (see Table 1), which in absolute
numbers by 37 companies (out of 50) use the ISO 9000 series and 23 enterprises use the 1SO
14000 series. Large companies use other international guidelines very rarely, namely e.g. GRI
and LBG in only 4 companies and OECD Guidelines in two companies surveyed. It should be
noted that were the enterprises operating in a global market environment with a high impact
on the environment and society, because these companies have voluntarily engage in these
standards for the purpose of long-term sustainability, not only business.

Figure 1: The Operating Area of the Enterprise in Terms of their Business Activities
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Voluntary standards in the form of recommendations in 1SO 26000 are only used in 6 cases.
In the Czech Republic, the standard is not very widespread, because of the very low publicity.
Vague approach for the upcoming season gives to speculate if this standard has become one
of the conditions for obtaining grants, so you can expect a large increase in its implementation.
For the purposes of Czech, accreditation arose frameworks that is used for the purpose of
certification and was identified in six companies. Taking into account the areas of operation
for selected groups of enterprises was found that the more the enterprises is active in the
international environment, the more use of international and local standards in the issues of
CSR. These was connectivity to the size of the enterprise with increasing number of deployed
voluntary standards. The area of influence and connection with the use of standardization
revealed that micro enterprises mainly operate locally (28%) or only in the region (48%) and
almost not included international or local CSR standards.

5. Conclusion

Over the past few decades, various international guidelines have been developed by
international organisations. The guidelines are designed to support governments, businesses
and other organisations to make progress towards establishing effective CSR practices and to
set commonly-recognised standards. The guidelines are based on research, stakeholder and
expert input, and evidence from best practice and consultation with national governments.
Some countries have specifically set out how their National Action Plan and other policies and
strategies are aligned to the goals of these internationally recognised guidelines and standards.

Countries where there is an established tradition of CSR may be monitoring the continued
application of these recommendations, using them as a benchmark for good practice which is
then used for settling disputes or targeting specific support to high risk sectors. The Czech
Republic is in the stage of raising awareness or disseminating good practices in relation to
these international standards. Results showed that the use of standardization approaches were
found to a greater extent only in large enterprises. Conversely, SME sector is very specific,
and there were found only the 1SO series standard. In regard to the hypothesis, we have
discovered that there is relationship between size of the company and the use of appropriate
standards in CSR, the stated hypothesis was confirmed. In the preliminary study we have
identified some research limitations, specifically in area of local action of respondents, the
sample size is based on the confirmation of cooperation within research (it’s not a random
selection) and the number of the units of analysis in our study is dictated by the type of research
problem. Also we used the simple analytical methods which are basis for subsequent research
of dependencies between selected factors of CSR according to the size of the company.

Overall, we can say that the main standards of the European Commission's view are almost
never used in the Czech Republic and examples we identified only in large multinational
enterprises. Therefore, it is necessary to focus on more awareness of CSR in the SME sector,
because SMEs provide two out of three private sector jobs and contribute to more than half of
the total value added created by businesses in the EU. Therefore, the impact that a shift to more
sustainable and socially responsible SME business practices could have on Europe’s society,
economy and environment is potentially significant.
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Abstract

Modernization of public administration has been greatly driven by the development of Good
Governance concept on the European continent for the past two decades. This concept stresses
the quality and properly functioning public administration with an integrated element of
subsidiarity. Good Governance has been incorporated over time into the development
strategies of international organizations as the United Nations or the World Bank and it is
significantly supported by their activities at the national level. The European Union also
strongly supports the concept of Good Governance and promotes the modernization of public
administration in member states because Good Governance is considered as a key aspect when
ensuring the country's long-term competitiveness and well-being. The paper focuses on the
evaluation of the development of Good Governance indicators in the European Union. The
research is made based on assessment of Good Governance indicators (Worldwide
Governance Indicators) monitored by the World Bank.

Keywords: European Union, Good Governance, Public Administration

JEL Classification: H00, H11, F62

1. Introduction

In the field of public affairs administration there is currently significantly promoted the
concept of Good Governance. This concept is not legislatively defined at the national or
international level. Documents dealing with this issue are usually defining Good Governance
through its individual components; known as principles of Good Governance, see Potésil
(2008). Generally, Good Governance is the designation for high-quality and properly
functioning public administration with an integrated element of subsidiarity, allowing for the
participation of the citizens and respecting democratic values and the rule of contemporary
modern state. The success of Good Governance concept implementation indices the quality of
public administration functioning and overall maturity of public administration in individual
countries, as specified by Kooiman (2003) or Zanger (2000). As reported by Klimovsky
(2010), the applying of the Good Governance concept is also promoted by international,
multinational and national subjects such the World Bank (WB), United Nations (UN),
International Monetary Fund (IMF), Organisation for Economic Co-Operation and
Development (OECD), European Union (EU) or Council of Europe (CE). With regard to the
fact that the proper performance of administrative practice stands in the focus of interest of
many multinational and international organizations, the concept of Good Governance is
described in a number of important documents with international scope. Despite the fact that
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these acts in form of recommendations and resolutions are not legally binding, the countries
have at least a political commitment to act in accordance with them.

The crucial role in shaping the concept of Good Governance has been played by the CE.
Comprehensive look at the issue of Good Governance is available in the “CE Recommendation
on good administration” from 2007, see Council of Europe (2007). This act aims to define the
basic right to good administration and to facilitate its effective implementation in practice.
Good Governance is defined here through principles of Good Governance: Principle of
lawfulness, equality, impartiality, proportionality, legal certainty, principle of taking action
within a reasonable time limit, participation, respect for privacy and transparency. As stated
by Demmke et al. (2006) the concept of Good Governance is not only one of the contemporary
current trends of public administration modernization in EU but it is also an important subject
of a number of research studies that pay attention e.g. to the public administration reform in
EU member countries (Ladi and Tsarouhas, 2014) or the value of Good Governance (Arturo
and Cantale, 2012).

Due to the importance of the Good Governance concept worldwide, this paper aims to evaluate
the level of Good Governance implementation in the EU, based on indicators of Good
Governance and to verify whether the level of governance in the EU is increasing during the
time. Benefit of evaluating the quality of public administration is that the quantification of
governance and their individual dimensions may lead to improved understanding of the
concept, towards its greater relevance to practice. More importantly, however, is that the
measured results influence recommendations of political analysts in addressing public policy
issues.

1.1 Approaches to Evaluating of Good Governance

The current public administration is interpreted in the broad sense in the context of theoretical
works and referred to as Governance. Good Governance is an ideal state government, which
is as a whole difficult to achieve, but it determines the quality of governance in individual
countries, see Agere (2000). Although this is an area with a relatively short history, to the
modern measuring of governance has been dedicated a large number of projects on which basis
was created wide portfolio of governance indicators.

The beginnings of the application of the governance indicators are in the 80s of the 20th
century, when the qualitative case studies were published emphasizing the importance of
governance for socio-economic development, see North (1991). The main sponsor of these
research projects were organizations such as USAID, IMF, WB, UN or EU. Due to the
important interdependence between the governance, human rights and democracy, and the fact
that human rights and democracy are considered as key aspects of governance, many
approaches to measuring Good Governance use the indicators of the aforementioned areas.
However, over time the use of indicators was extended to empirical research, see European
Commission (2014). The first impulse of empirical research in the area of Good Governance
was an effort to find the relationship between political and legal institutions and economic
growth. For this purpose, were used indicators measuring human rights and freedoms, e.g.
Array of Freedom House, on which was inferred level of law (Rule of Law), as stated by Grier
and Tullock (1989) or indicators assessing the degree of political stability, on the basis of
which was exerted protection and enforcement of property rights, which are also regarded as
an important aspect of Good Governance, see Alesina and Perotti (1996). Conjunction of
standard rating scales and objective statistical data allowed the emergence of specific approach
aggregating these indicators into indices measuring the state of some aspect of governance, as
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stated by Poticek et al. (2007). Examples are two indexes comparing economic freedom:
“Index of Economic Freedom” and “Economic Freedom of the World Index”. Indicators of
Good Governance were established due to the inadequacy of indicators created for other
purpose than for measuring of Good Governance. Approaches to evaluating of individual
aspects of the governance focused on expert assessment panels that enabled comparisons
among countries using a variety of indicators. The pioneers of this type of projects became
private consulting firms already in the late 70s and 80s of the 20th century. In academic
research, the data for assessment of governance began to be used in recent years, e.g. Clague
et al. (1999). Parallel to these commercial activities, as documented by Pottcek et al. (2007),
gradually began to be promoted non-profit and academic projects of expert measurement of
governance. The most famous is the “Corruption Perception Index of Transparency
International”. Other projects dealing with the evaluation of governance are e.g. Studies of the
World Bank “World Business Environment Survey”, an investigation of the University of the
United Nations' “World Governance Survey” or the “Transformation Index” by Bertelsmann
Foundation and “Global Governance Initiative” of the World Economic Forum, see Court et
al. (2002). Very important contribution to the development of Good Governance indicators is
a project of the World Bank “Institute Aggregate Governance Indicators”, see UNPACS
(2014). Benefit of indicators of Good Governance lies primarily in the fact that they
highlighted the key role of Good Governance for successful socio-economic development.
Relationship between quality of governance and economic development gradually gained
unquestioned nature.

1.2 European Commission Initiatives in the Area of Good Governance

The EU strongly supports the concept of Good Governance and supports the increase of quality
of public administration. Good Governance is considered as the key aspect in ensuring a
country's long-term competitiveness and well-being. Therefore, the quality improving of
public administration has been an important funding objective of the European structural
investments in several member states, see European Commission (2014). According to Lacina
(2010), the application of Good Governance in European public administration systems is
affected mainly due to effects of severe economic and financial factors, the application of the
principles of strategic planning and the formulation of ideas about the goals of reform and
ways of their implementation, and to some extent also due to efforts to develop the European
Administrative Space.

The EU is actively engaged in the modernization of public administration not only of own
institutional structure but also in EU member countries. Since the beginning of 2000 it is
possible to record at European level a comprehensive attempt about the “Reform of European
governance”. As stated in European Commission (2014), the aim of this reform is, inter alia,
to ensure the efficient, clearer and more open government, especially in areas that are entrusted
to the EU. The basic document formulating the principles of Good Governance is the “White
Paper on European Governance” from 2001, see European Commission (2001). The basic
principles of European Good Governance are openness, participation, accountability,
efficiency and solidarity. The European Commission has implemented “modern
administration”, which is defined as management based on the principles of EU, see Europa
(2015). In recent years, the Commission and its staff engaged in the task of redesigning the
administrative systems and procedures, management of financial and human resources and
way of planning their activities. This led to the most radical internal modernization since the
establishment of the European Commission in 1958, see European Commission (2010).
Among the essential elements that contribute to the modernization of the administration of the
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Commission were included: efficiency, transparency, ethics and conduct, equal opportunities,
electronic Commission, environmentally friendly Commission and multilingualism, see
European Commisssion (2014).

2. Data and Methodology

The analysis of Good Governance is based on processing and evaluation of data collected by
the World Bank, see Kaufmann, Kray a Mastruzzi (2006). These data are soft data (evaluation
of the public, entrepreneurs or experts), which are based on the outputs of project “Governance
Matters” measuring the quality of governance. The World Bank has been collecting data about
governance since 1996 and currently they are monitored annually. It processes indicators of
governance for 215 economies of the world. Good Governance is monitored on the basis of
six aggregate indicators, so called WGI (Worldwide governance indicators). The data source
for comparing is the database of the World Bank, see UNPACS (2014). This data were chosen
because they characterize the public administration in terms of quality and because of
geographic coverage and long-term monitoring that enable international comparisons over
time. The advantage is that the data are obtained and processed with the same method all the
time and they are comparable to each other.

The evaluation of the state of Good Governance implementation is performed in all EU
countries (EU-28) and the results are compared with other two important grouping of countries
- the OECD and the CE. In the research there are processed data from 1996 to 2013 for the 28
EU countries, 47 countries of CE and 34 countries of OECD. There are evaluated six
characteristics of governance, so-called aggregate indicators of Good Governance: Voice and
Accountability, Political Stability and Absence of Violence, Government Effectiveness,
Regulatory Quality, Rule of Law and Control of Corruption. The detailed results of individual
aggregate indicators and their development are processed for the countries EU-28. Each of the
aggregate indicators becomes normalized values in the interval from -2.5 (worst result) to 2.5
(best result). The investigation of the state of public administration in EU countries was
determined on the basis of the above mentioned aggregate indicators as the arithmetical
average, see (1).

_ 1 1
X = ;(xl +X,+ ..+ x,) = ;Z?ﬂxi 1)

Where X is the composite index of Good Governance, n is the number of aggregate indicators
and x; are the results of individual aggregate indicators. Evaluation of Good Governance is
done with the use of comparative and graphical methods. There are also used the methods of
hierarchical clustering.

3. Problem Solution

The empirical part of the paper is focused on comparison of Good Governance level in member
countries of selected international organizations (EU, OECD, CE) and evaluation of Good
Governance level in EU. The comparison of the Good Governance level of international
organizations is conducted both for individual indicators of Good Governance, and the overall
“composite index of Good Governance”, which was processed by own calculation. The
reported period covers the time series from 1996 to 2013. Fig. 1 documents the development
of Good Governance in the EU, OECD and CE countries from 1996 to 2013 by the composite
index of Good Governance. The highest level of public administration was reported in OECD
countries. However, in the long term there is a slight reduction in level of administration. In
1996, the calculated value of the composite index of Good Governance was 1.20, in 2013 it
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was 1.16. On the contrary, EU countries showed a slight increase in the value of the composite
index of Good Governance from 1.02 in 1996 to 1.04 in 2013. The comparison shows that the
lowest level of government has been recorded in the countries of the Council of Europe.
However, these countries reported the highest growth of government level during the
monitored period — from 0.66 in 1996 to 0.76 in 2013.

Figure 1: Comparison of the Public Administration Level in EU, OECD and CE
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Source: Own calculations based upon data from World Bank (2014)

On Fig. 2, there are compared the individual aggregate indicators of Good Governance in 2013.
The figure shows that the EU and OECD countries achieve comparable values for indicators
of “voice and accountability” and “political stability”. In other indicators, the EU lags behind
OECD countries. CE countries are lagging behind in all monitored indicators.

Figure 2: Comparison of Individual Aggregate Indicators in EU, OECD and CE

Regulatory quality
Source: Own calculations based upon data from World Bank (2014)

Fig. 3 documents the development of the composite index of Good Governance in the country
groups of EU (EU-28, EU-25, EU-15, EU-10) from 1996 to 2013. Based on the comparison
of the composite index in particular groups of EU countries is possible to trace two tendencies.
While in the EU-10 countries is evident the trend of gradual improvement of the level of public
administration, at the EU-15 countries the trend is reversed. This trend is also reflected in the
values of EU-25 and EU-28.
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Figure 3: Development of Good Governance Composite Index in EU Countries
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In Fig. 4 there are compared the individual aggregate indicators in EU-28 in the year 1996 and
2013. While the indicators “rule of law” and the “regulatory quality” increased during the
period, the indicator “political stability” declined in EU countries. Almost unchanging values
were found in indicators “control of corruption”, “voice and accountability” and “government
effectiveness”.

Figure 4: Development of Individual Aggregate Indicators in EU Countries (EU-28)
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Source: Own calculations based upon data from World Bank (2014)

Fig. 5 summarizes the state of public administration maturity in the EU in the year 2013. There
are also included the results of selected EU country groups (the EU-15, EU-25, EU-28 and
EU-10 countries). The obtained results show that the top ranked countries in EU are the Nordic
countries: Finland, Sweden and Denmark. On the contrary, the worst score was reached by
Greece, Romania and Bulgaria.
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Fig. 5 State of Public Administration Maturity in the EU Countries (2013)
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Based on the achieved results, it is possible to divide EU countries using hierarchical clustering
- Ward's method into 3 groups according to the level of Good Governance. In the first group
are countries with high level of public administration, and therefore may have an inspirational
character for other EU member countries. The second group contains countries with average
level of Good Governance, and in the third group are substandard countries with insufficient
level of public administration. The results are documented in Tab. 1.

Table 1: Evaluation of the Level of Public Administration in EU Countries (2013)

Group Countries
Above-average Finland, Sweden, Denmark, Luxembourg, the Netherlands, Austria,
Germany, Ireland, Great Britain, Belgium

Average France, Malta, Estonia, Cyprus, Portugal, Czech Republic, Slovakia,
Poland, Lithuania, Spain, Slovakia, Latvia, Hungary
Below-average Italy, Croatia, Greece, Romania, Bulgaria

Source: Own calculations based upon data from World Bank (2014)

4. Conclusion

Well functioning and reliable public administration is an essential factor of economic growth.
The aim of this paper was to assess the level of public administrations from the perspective of
Good Governance concept in EU countries. Based on comparison of the composite index of
Good Governance in the member countries of selected international organizations is possible
to conclude that the highest level of public administration is achieved on average in OECD
countries. OECD countries are followed by the EU countries, according to the reported values
and the lowest level of public administration was detected in the CE countries. However, based
on the use of graphical methods, in terms of long-term trend is possible to state that the level
of public administration in EU countries is increasing.

The detailed analysis was made up in EU countries with detail on the individual aggregate
indicators of Good Governance. Based on a comparison of indicators, it was found that the
level of public administration in the EU-28 as a whole improves slightly in the long-term
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development. It is primarily due to the introduction of regulations and practices that lead to the
reduction of administrative burden on businesses and the increasing level of law in EU
countries. The assessment shows that the composite indexes of Good Governance in EU
countries are only positive values in the interval from 0.12 to 1.85. Negative values of
composite index of Good Governance are absent in the EU countries, what is reflecting the
maturity of public administrations in EU countries. On the other hand, there were observed no
values very close to the maximum of 2.5. It follows that the concept of Good Governance
should be understood as a kind of ideal state of public administration, which individual
countries are seeking for by long-term reforms and interventions.
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Abstract

The main goal of the article will be the analysis of changes in socio-economic development
level of 27 member countries of the European Union in the 2004-2013-time period, utilizing
multidimensional taxonomic methods. The core of this analysis will be the comparison of
clusters composed of EU member countries in two sub-periods: 2004-2006 and 2011-2013,
performed by measuring Euclidean distances between pairs of countries and grouping similar
countries into clusters, using Ward’s method of agglomerative hierarchical clustering. The
analysis will be based on ten variables describing level of socio-economic development on
national level (for example: GDP per capita, employment rate, R&D expenditure as
percentage of GDP, at-risk-of-poverty rate). The main source of empirical data will be the
Eurostat database.

Keywords: Agglomerative Hierarchical Clustering, European Union, Socio-economic
Development Level

JEL Classification: C38, F15, 100, 019

1. Introduction

The main goal of this article is the analysis of changes in level of socio-economic development
in member countries of European Union in the 2004-2013-time period, using taxonomic
methods: measuring Euclidean distances between objects (countries) and grouping similar
objects into clusters, using Ward’s method of agglomerative clustering. Such analysis will
allow to evaluate similarity in levels of socio-economic development in EU member countries
and to identify character of this similarity’s changes in the analysed time period. These changes
can manifest themselves as changes in cluster composition or lengths of bindings between
countries or their clusters. An increase of the above-described similarity will be treated as an
indicator of a decrease in difference among EU member countries, when it comes to socio-
economic development levels, and vice versa. The EU’s need of supporting socio-economic
development of its member countries and the necessity of decreasing differences between
member states in this area, were mentioned both in theory (Klonowska-Matynia and Sasin,
2015), (Piontek, 2010), (Ray, 2000), (Schwarz 2014), and EU’s documents, €.g. in the Europe
2020 Strategy (European Commission, 2010), (European Commission [online], 2016).

Obijective scope of the article covers 27 member countries of the European Union. 28™
member country — Croatia — was omitted in the analysis due to two reasons. First, this country
joined EU in 2013, so it wasn’t a EU member country during the analysed period (see below).
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Second, for the time period covered in analysis, the majority of variable values for this country
weren’t available in the Eurostat database.

Temporal scope of the article covers two sub-periods: 2004-2006 (sub-period A) and 2011-
2013 (sub-period B), which came from an intention of analyzing changes in socio-economic
development levels in EU member countries in the 2004-2013 period. First sub-period was
chosen as the “initial” sub-period, showing situation shortly after the Eastern Enlargement of
the EU. Second sub-period was chosen as the “final” sub-period, characterising EU’s situation
almost ten years after the enlargement. Calculations of variable values used in the
multidimensional analysis were based on arithmetical means of yearly variable values in each
sub-period. Temporal completeness of the data was achieved by substituting missing or
unreliable variable values with values from previous / next year.

Subjective scope of the article covers ten variables, used to describe level of socio-economic
development on a country level. The procedure of variable selection and preparation has been
described in next section. Credibility and comparability of the data were achieved by using
only one source of data (Eurostat database) for all variables.

2. Selection and Preparation of Diagnostic Variables

A preliminary variable selection was done based on the analysis of literature, utilizing
substantial criteria (Boeri, 2002), (Esping-Andersen, 1990), (Rosati, 2009), (Sapir, 2005),
(Skidelsky, 1997), (Tendera-Wtaszczuk, 2016), (Wilkinson, Pickett, 2009), (Zelias, 2004). It
was decided that all variables should be treated as equally important (they should have
identical weights in analysis). A list of variables, describing level of socio-economic
development in EU-27 member countries, which was used in the analysis, has been presented
in Table 1.

Table 1: List of Variables Used in the Analysis of Socio-Economic Development Levels
in EU-27 Member Countries

Variable Eurostat Code | Character
x1 | Real GDP per capita (Euro per inhabitant) nama_aux_gph | stimulant
x2 | Services! as percentage of GDP (%) nama_nacel0_c | stimulant
x3 [ Employment rate in age group 16-64 years (%) Ifsi_emp_a stimulant

Employment in agriculture, forestry and fishing as
percentage of total employment (%)
People with tertiary education (ISCED 5-8) as

x4 nama_nacel0_e | destimulant

x5 percentage of total population aged 25-69 years (%) edat_Ifs_9903 | stimulant
x6 | Infant mortality rate (per 1000 live births) demo_minfind | destimulant
X7 | Total R&D expenditure as percentage of GDP (%) rd_e_gerdtot stimulant
x8 | At-risk-of-poverty rate? (%) ilc_lio2 destimulant
X9 | Severe material deprivation rate (%) ilc_mddd11 destimulant

Crude rate of total population change (per 1000 of
inhabitants)

INACE activities G-Q; >Cut-off point: 60% of median equivalised income after social transfers
Source: Author

x10 demo_r_gind3 | stimulant
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Values of diagnostic variables and their selected statistical characteristics have been presented
in Tables 2 and 3.

Table 2: Variable Values for Sub-Period A (Arithmetic Means of Yearly Values 2004-
2006*)

Variable values for sub-period A
x1 X2 x3 x4 x5 X6 X7 x8 X9 x10

AT | 29966,67 | 69,57 | 7750 | 550 | 17,33 4,10 | 2,31 (12,73 ] 3,63 [ 5,70
BE | 29033,33 | 60,53 [ 60,80 | 1,77 | 29,53 | 3,87 | 1,80 | 14,60 | 5,87 | 5,97
BG | 300000 |7253]|56,20(21,20|20,97|10,57| 0,46 | 21,73 |46,90| -527
CY | 18433,33 [67,93|69,00| 490 | 28,23 | 3,73 | 0,37 | 15,73 | 12,70 | 15,77
Cz | 10233,33 | 60,67 [ 64,77 | 3,83 [12,67| 3,47 | 1,18 | 9,97 | 9,60 | 1,90
DE | 27266,67 | 80,47 | 6590 | 1,70 | 23,77 | 3,93 | 2,44 | 13,30 | 4,83 | -0,90
DK'| 38400,00 | 61,23 (76,33 | 2,87 | 3250 | 4,10 | 240 [ 11,47 | 3,07 | 3,03
EE | 836667 |56,87|6543| 517 |3230| 540 | 0,96 [18,93] 9,60 | -573
EL | 17600,00 | 70,57 | 59,77 | 11,93 19,77 | 3,87 | 0,56 | 20,00 | 12,80 | 3,20
ES | 21033,33 [ 71,37 63,30 | 4,73 [ 26,60 3,70 | 1,10 | 20,17 | 4,33 | 17,03
FI | 30166,67 | 65,50 | 68,43 | 5,13 | 33,37 | 3,03 | 3,33 [ 11,77 | 3,63 | 3,63
FR | 27366,67 | 60,90 | 63,67 | 3,33 | 24,03 | 3,87 | 2,06 | 13,23 | 547 | 7,17
HU | 8800,00 [69,73]|5703]| 837 |16,63| 6,17 | 0,93 | 13,90 | 21,23 | -1,67
IE | 39100,00 | 69,07 [ 67,53 | 5,73 | 28,47 | 4,10 | 1,20 | 19,70 | 4,90 | 24,80
IT | 24633,33 | 50,93 [ 57,87 | 4,13 | 11,50 | 3,77 | 1,06 [ 19,20 | 6,53 | 4,20
LT | 633333 |6503]|6270 1387|2457 | 7,47 | 0,76 | 19,87 | 24,83 | -14,93
LU | 64966,67 | 60,60 | 63,23 | 1,57 | 23,70 | 3,00 | 1,64 | 13,50 | 1,23 | 15,20
LV | 5833,33 |64,03]6300]11,70]19,70| 8,13 | 0,53 | 21,37 | 31,53 | -10,07
MT | 12200,00 | 71,27 [ 53,83 | 3,40 | 11,10 | 4,93 | 0,53 [ 1453 | 4,57 | 4,77
NL | 31633,33 | 56,47 [ 7353 | 2,97 [ 29,07 | 457 | 1,80 | 10,20 | 2,17 | 2,07
PL | 6466,67 |63,30|53,00)16,97|16,27| 6,40 | 0,56 | 18,97 [ 27,90 | -0,53
PT | 14666,67 [62,03|6750)11,47|12,17| 3,53 | 0,81 |19,43] 9,43 | 1,90
RO | 3800,00 | 71,17 |58,03(31,77]10,53]|1523] 0,41 | 2353|3387 | -613
SE | 33166,67 | 67,70 | 72,57 | 2,20 | 28550 | 2,77 | 3,43 [ 11,03 | 2,47 | 5,07
Sl | 14433,33 | 61,63 6597 | 9,70 | 1963 | 3,73 | 1,44 | 11,77 | 510 | 2,33
SK'| 7166,67 | 73,73 ]|58,03| 443 |[13,40( 6,87 | 0,49 | 11,83 | 18,00 | 0,07
UK'| 30966,67 | 72,40 [ 71,67 | 1,20 | 29,80 | 5,00 | 1,63 | 18,87 | 4,67 | 7,07

20927,16 | 65,82 | 64,32 | 7,46 | 22,08 | 516 | 1,34 | 1598|1188 | 3,17
14299,59 | 6,45 | 653 | 7,01 | 7,32 | 2,70 | 0,87 | 4,10 [ 11,74 | 8,38
Cy 0,683 0,098 | 0,102 | 0,939 | 0,331 | 0,523 | 0,648 | 0,257 | 0,988 | 2,641
*Except: x8 and x9: 2005-2007 for CY, CZ, DE, HU, LT, LV, MT, NL, PL, SI, SK, UK
(missing data); 2007-2009 for BG, RO (missing / unreliable data)

Source: Author's calculations based on Eurostat data: Eurostat (2016), Database [online],
[cit.2016-02-01], Available: http://ec.europa.eu/eurostat/data/database.

a | X
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Table 3: Variable Values for Sub-Period B (Arithmetic Means of Yearly Values 2011-

2013%)
Variable values for sub-period B
x1 X2 x3 x4 x5 X6 X7 x8 X9 x10
AT | 32166,67 |67,33|79,43| 4,60 | 19,43 | 3,30 | 2,77 | 14,43 | 4,07 | 5,20
BE | 29633,33 |63,20|61,83| 1,30 | 33,97 | 3,57 | 2,22 | 15,23 | 5,70 | 6,10
BG| 3733,33 | 75,43 58,90 (19,23 |23,70| 7,87 | 0,61 | 21,47 | 43,57 | -563
CY | 17300,00 | 69,87 | 64,63 | 4,00 | 37,23 | 2,73 | 0,46 | 14,93 | 14,27 | 7,20
CzZ | 11466,67 | 61,50 | 66,63 | 3,27 | 18,67 | 2,60 | 1,75 | 9,33 | 6,43 | 0,80
DE | 30133,33 | 85,00 | 73,07 | 1,57 |27,80| 3,40 | 2,84 | 16,00 | 5,20 | 2,17
DK | 37300,00 | 62,10 [ 72,73 | 2,43 | 33,33 | 3,47 | 3,02 | 12,80 | 3,07 | 4,00
EE | 9466,67 |57,87 66,97 | 4,43 |36,93| 2,73 | 2,08 | 17,87 | 857 | -3,47
EL | 15650,00 | 70,63 | 51,57 | 12,23 | 24,97 | 3,33 | 0,72 | 22,53 | 18,33 | -5,43
ES | 20300,00 | 71,37 | 56,20 | 4,20 | 31,33 | 2,97 | 1,28 | 20,60 | 5,50 | -1,10
FI | 30833,33 | 66,83 [ 69,10 | 4,63 | 38,63 | 2,20 | 3,46 | 12,90 | 2,87 | 4,67
FR | 27666,67 | 60,90 | 63,97 | 2,80 | 29,73 | 3,53 | 2,22 | 13,93 | 520 | 4,40
HU | 8900,00 | 73,33|56,73| 7,13 |21,43| 4,93 | 1,29 | 14,03 | 25,20 | -2,77
IE | 36366,67 | 71,17 |59,40 | 4,97 | 38,27 | 3,50 | 1,56 | 15,00 | 9,17 | 2,50
IT | 22900,00 | 47,60 | 56,30 | 3,80 | 15,03 | 2,90 | 1,25 | 19,37 | 12,70 | 7,87
LT | 8100,00 |64,23|6197 | 857 |33,07| 4,13 | 0,92 | 19,47 | 18,27 | -12,13
LU | 63066,67 | 63,60 6537 | 1,10 |37,67| 3,57 | 1,24 | 14,87 | 1,43 | 23,67
LV | 6766,67 |64,67 |6293| 7,80 |28,33| 5,77 | 0,65 | 19,20 | 26,87 | -11,97
MT | 13600,00 | 78,40 | 59,27 | 3,07 | 16,50 | 6,17 | 0,80 | 1547 | 8,43 | 8,23
NL | 32733,33 | 58,30 | 74,07 | 2,57 | 31,83 | 3,70 | 1,95 | 1050 | 2,43 | 3,47
PL | 8500,00 |68,20|59,67|12,50|23,73| 463 | 0,84 |17,37 (12,80 | -0,33
PT | 14433,33 | 67,83 |61,93|10,70 | 17,40 | 3,13 | 1,40 | 18,20 | 9,27 | -4,60
RO | 4700,00 | 75,47 59,87 |30,17|1450| 9,20 | 0,45 | 22,40 | 29,27 | -4,17
SE | 35366,67 | 70,23 | 73,93 | 2,30 | 34,83 | 2,47 | 3,27 | 14,30 | 1,30 | 8,03
Sl | 15066,67 | 67,77 | 63,93 | 8,33 | 25,87 | 2,47 | 2,563 | 13,87 | 6,47 | 1,77
SK | 9366,67 | 7590 |59,63| 3,23 | 18,70 | 5,40 | 0,77 | 13,00 | 10,43 | 1,43
UK | 30466,67 | 75,13 (69,90 | 1,27 | 37,17 | 4,03 | 1,65 | 16,03 | 7,07 | 6,73
X | 21332,72 | 67,92 64,07 | 6,38 | 27,78 | 3,99 | 1,63 | 16,11 | 11,25 | 1,73
c | 13728,32 | 7,59 | 663 | 6,37 | 799 | 166 | 0,90 | 342 | 10,01 | 7,16
Cv 0,644 0,112 | 0,103 0,999 | 0,288 | 0,416 | 0,555 | 0,212 | 0,890 | 4,145

*Except: x1: 2011-2012 for EL (missing data); x7: 2011-2012 for IE (missing data)
Source: same as in Table 2.

First stage of data preparation was to verify level of variable variation, using coefficient of
variation. Value 0,1 of the coefficient was chosen as the critical value (variables with level of
variation lower than this value should be removed from analysis). In case of almost all
variables, their variation level was above the critical value, with an exception of variable x2,
with variation level slightly below the critical value in sub-period A (0,098). Due to the fact,
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that this value was very close to the critical value and also because in sub-period B the value
of coefficient was higher than the critical value (0,112), decision was made not no remove
variable x2 from further analysis. It’s worth mentioning that also in case of variable x3 level
of variation was close to the critical value (0,102 / 0,103).

Second stage of data preparation was to verify level of variable correlation, using the method
of inverted correlation matrix, with the critical value of 10. For all variables used in the
analysis, their level of correlation with other variables was lower than the critical value.

Third and last! stage of data preparation was normalization of variable values using method of
regular standardisation (based on the usage of arithmetic mean and standard deviation).

3. Level of Socio-Economic Development in 27 Countries of the European
Union in the 2004-2013 Period — Cluster Analysis

The basis for the cluster analysis of 27 EU countries in both sub-periods was the measurement
of Euclidean distances between pairs of countries. After that, countries were grouped into
clusters of countries sharing similar level of socio-economic development, using Ward’s
method of agglomerative hierarchical clustering. This procedure was performed using
XLSTAT program. The choice of optimal number of clusters was made utilizing automatic
truncation of XLSTAT program, which takes into consideration: number of objects, character
of connections between objects and lengths of bonds (Addinsoft [online], 2016). Other
methods of choosing optimal number of clusters (e.g., Hellwig’s method) were omitted, due
to the fact that their usage led to high number of diverging objects (Jabtoniski, Robaszek, 2000),
(Tendera-Wtaszczuk, 2009). The results of grouping 27 member countries of the EU in both
sub-periods of the analysis were presented in Figures 1 and 2.

Clustering performed for the sub-period A (2004-2006) showed high diversity of socio-
economic development levels in EU countries. Among 27 analysed countries, four clusters
were identified. Highest level of similarity characterized six countries: Austria, Denmark,
Finland, Germany, Netherlands and Sweden. All these countries could be described as “rich”
countries of EU’s “north”. Second cluster was composed of five countries: Cyprus, Ireland,
Luxembourg, Spain and United Kingdom. These were generally countries with economies
based on foreign investments and important role of the financial sector (except Spain). Third
cluster consisted of five countries: Bulgaria, Latvia, Lithuania, Poland and Romania. All these
were new member countries, with lowest level of economic development (measured e.g., by
GDP per capita) in the entire EU. Fourth, most numerous, but also most internally dissimilar
cluster, was composed of eleven countries: Belgium, Czech Republic, Estonia, France, Greece,
Hungary, Italia, Malta, Portugal, Slovakia and Slovenia. This cluster consisted of “richer” new
EU member countries, almost all countries of EU’s “south” plus Belgium and France.

L E.g., stimulation of destimulants was nor performed, due to the character of further analysis (grouping
of countries, without ranking them).
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Figure 1: Ward’s Method Dendrogram for 27 EU Member Countries, Sub-Period A
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Source: Author’s calculations, based on data from Table 2.

Second clustering, performed for the sub-period B (2011-2013) also showed high diversity of
socio-economic development levels in member countries of the EU. Among analyzed
countries, three clusters were identified. Highest level of similarity in socio-economic
development levels characterized two countries: Bulgaria and Romania. These two countries
formed a “diverging object” of a kind, significantly different from two other clusters. Second
cluster consisted of ten countries: Greece, Hungary, Italy, Latvia, Lithuania, Malta, Poland,
Portugal, Spain and Slovakia. This cluster was composed of Central-Eastern and Southern
European countries, with average level of economic development lower than in countries from
last, third cluster. This cluster consisted of fifteen countries: Austria, Belgium, Czech
Republic, Cyprus, Denmark, Estonia, Finland, France, Germany, Ireland, Luxembourg,
Netherlands, Slovenia, Sweden and United Kingdom. Most of these were “rich” countries of
North-Western Europe. There were only four new EU member countries in this cluster.
Overall, among 27 EU countries, three groups of countries could’ve been identified, each of
them with different average level of socio-economic development: 1) two low-developed
countries of Eastern Balkans (Bulgaria and Romania), 2) ten middle-developed countries of
Central-Eastern and Southern Europe and 3) fifteen high-developed countries of (mostly)
North-Western Europe.

Figure 2: Ward’s Method Dendrogram for 27 EU Member Countries, Sub-Period B
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Source: Author’s calculations, based on data from Table 3.
42



International Conference on European Integration 2016 Ostrava, Czech Republic

When comparing clusterings done for both periods, two conclusions can be formulated.

First, it isn’t possible to unambiguously state, if during the 2004-2013 period differences in
levels of socio-economic development in the EU countries were decreasing or increasing.
A decrease in number of clusters (from 4 to3) could be used as an argument supporting the first
claim (decrease in difference). On the other hand, an increase in level of dissimilarity, required
to create one cluster from all analyzed countries (from 92 to 96), could support the second
claim (increase in difference).

Second, there is no doubt that big (relative?) changes in levels of socio-economic development
in EU member countries occurred during the analyzed period. Some countries improved their
position within the EU: Latvia, Lithuania and Poland left the common cluster they shared with
Bulgaria and Romania, Czech Republic, Estonia and Slovenia ended up in one cluster with
countries of North-Western Europe. But in case of some countries, their position within the
EU worsened: Greece, Italy, Portugal and Spain created a common cluster together with
“poorer” new member countries. Most likely, two different phenomena overlapped here: an
increase in levels of socio-economic development in new member countries (caused i.a. by the
utilization of European Funds) and a decrease in these levels in countries of Southern Europe
(the outcome of financial and economic crisis in these countries).

A worrying thing, which can be noticed as the final outcome of this analysis, is the formation
of so-called “two-speed Europe”, when it comes to levels of socio-economic development,
consisting of a) poorer East and South and b) richer Nord and West.

4. Conclusion

Main goal of this article was the analysis of changes in levels of socio-economic development
in member countries of the European Union in 2004-2013 time period, using Ward’s method
of agglomerative hierarchical clustering.

Clustering performed for first sub-period (2004-2006) identified four clusters:
e 6 richer countries of EU’s “north” (AT, DE, DK, FI, NL, SE),
5 countries with important role of financial sector (CY, ES, IE, LU, UK),
5 poorer new member countries (BG, LT, LV, PL, RO),
11 other countries (BE, CZ, EE, EL, FR, HU, IT, MT, PT, SI, SK).

Clustering performed for second sub-period (2011-2013) identified three clusters:
e 2 low-developed countries of Eastern Balkans (BG, RO),
e 10 middle-developed countries of Central-Eastern and Southern Europe (EL, ES, HU,
IT, LT, LV, MT, PL, PT, SK),
e 15 high-developed countries of Northern and Western Europe (AT, BE, CY, CZ, DE,
DK, EE, FI, IE, FR, LU, NL, SE, SI, UK).

Comparing both clusterings, distinctive changes in (relative) levels of socio-economic
development in EU countries can be identified. During analyzed period, some countries
improved their position within the EU (CZ, EE, LT, LV, PL, SI), while others (EL, ES, IT,
PT) — worsened. When it comes to identifying the character of changes in differences among

2 Changes in countries’ positions were most likely the outcome of absolute changes in variable values,
but due to variable standardisation, this can’t be unambiguously stated.
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EU’s member countries (decrease / increase in difference), the analysis doesn’t allow to
formulate unambiguous conclusions.
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Abstract

The role of foreign banks in emerging markets, especially in the new EU member states, is a
highly debated topic in the literature of the last decades. The advantages on the medium- and
short-term are counterbalanced by a consistent number of disadvantages. At the same time,
long-term consequences and the effects of the recent crisis on foreign banks’ behaviour are
still controversial. Several studies have explored the relation between the mode of entry (i.e.
by acquiring a local bank, or greenfield) and the subsequent behaviour of the new entities on
the local banking markets. The present paper intends to enrich these approaches by studying,
in a comparative pre- vs. post-crisis view, the evolution of the main foreign-owned bank groups
in the region, broken down by mode of entry. Our findings, in line with similar previous
researches, allow us to formulate critical interpretations on the importance of the entry mode
on various markets in the corporate strategy of large international banking groups.

Keywords: EU Member States, Foreign Bank Entry, Post-crisis

JEL Classification: G21, F36, G34, G01, L10

1. Introduction

The topic of foreign banks’ strategies entering on emerging markets is a highly debated topic,
starting with the motivation, costs, expectation targeted market development, legislation and
plans from hosting authorities regarding the participation of foreign capital in national banking
system. It appears that, at least on the Central and Eastern European (CEE) markets in the last
two decades, they have evolved relatively similar regarding those entries. Reorganization
favoured, initially, the greenfield-type entries. Subsequently, the processes of privatisation and
reorganization have created opportunities for foreign banks to acquire local banks, leading to
the second wave of entries, significantly changing the profile of the banking systems in each
country. In addition, acquisitions and mergers between these “new” foreign banks and the
effects of the recent crisis have complicated furthermore the picture of CEE banks. This paper
is aiming at investigating the actions undertaken by foreign banks in CEE, before and after the
crisis, in terms of entry, by investigating the evolution of the most important banks in six
representative countries of the region. The paper is organized as follows: in the next (second)
part we briefly review the literature on bank capital entry modes, strategies and effects; in the
third part we present the research methodology, questions, and discuss the results; and finally
we conclude about the stage of banking market in ECE countries.
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2. Motives, Performance and Effects of the Foreign Banks’ Entry on the
Emerging markets. A Literature Eeview

The literature mentions a number of motives for banks to enter the foreign markets, e.g.
managerial decisions, empire-building tendencies of banks, profit-maximization, the need to
acquire new customers on new markets or to keep (and multiply) the relationship with existing
customers on the new markets etc. (Konopielko, 1999; Petrou, 2009).

The first step taken into entering a new market is, surprisingly, the lack of physical presence
in the target market, by establishing cross-border lending relationships. For an effective
expansion we refer, therefore, to the two main forms of entry on a foreign market: (1)
greenfield investment or de novo bank, i.e. the establishment of an institution from scratch, in
the host country, in most cases, under the name of parent company; and (2) acquisition of a
bank, or obtaining a control position in a local institution.

The benefits of entering a market through greenfield investments consist of capitalizing
reputation and international expertise of the foreign bank, especially in less developed or less
stable economies. In some cases, de novo entry offers to foreign banks the opportunity to
address additional market segments, avoiding incompatible customers with banking group
strategy and expectations. The advantages of purchasing a local bank fall into another type of
strategy. Foreign banks are preferred for new, tech products and services with a global
platform, intensive in capital, for the experience and skills necessary for sophisticated
products. From this point of view, the acquired banks, preserving foreign banks benefits, have
ability to better exploit the advantages specific to domestic banks, compared with greenfield
types (Degryse, Havrylchhyk, Jurzyk and Kozak, 2008).

Understanding the influence of entry mode on the performances of foreign banks begins with
the distinct way according to which these banks acquire information (Claeys and Hainz, 2006)
and the effect that difference has on the client portfolio, or so-called “competition effect” and
“portfolio composition effect”. In a first stage, domestic banks have a more complete picture
on portfolio companies, which creates an advantage over new entrant banks. The advantage is
significantly diminished if the foreign bank entry is made through purchasing a local bank, in
which case the screening abilities and information analysis of the foreign bank exploits the
portfolio of the acquired local bank (Bonin, Hasan and Wachtel, 2005; De Haas and Van
Lelyveld, 2006). Havrylchyk and Jurzyk (2010, p.3) admit that “foreign banks are more
efficient and profitable than domestic institutions, and they experience faster and more stable
loan growth”. However, not all foreign banks reveal superior performance over domestic
institutions, but only the greenfield bank group (Vo Thi and Vencappa, 2008, pp.23-24).
Moreover, these performances “cannot be entirely attributed to benefits of foreign ownership
but rather raise suspicion that they merely reflect a different borrower mix, with a higher share
of large and transparent clients at the expense of small and medium enterprises” (Havrylchyk
and Jurzyk, 2010, pp. 3-4).

The second set of effects comes from the interest rates area. Over more than a decade, on the
CEE markets, foreign banks could lend at much lower interest rate than local banks. In
addition, large national domestic banks or recently privatised, able to compete with recently
implanted foreign banks, were involved in long reorganizing processes, with portfolios
burdened by inherited nonperforming loans. It was added also the desire of large, international
customers to work with international banks, equipped with modern customer services.
Privatised or not, large domestic banks administered consistent mixed client portfolios with
mediocre yields, while foreign banks, de novo in particular, developed a selected portfolio.
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According to De Haas (2014), the (economic) impact of banks entry on emerging markets can
be examined from three points of view: dimension, efficiency and stability. In quantitative
terms, the geographical proximity, the processes of institutional convergence (EU), resumption
of traditional ties made the banking capital flows from Western to Central and Eastern Europe
to be consistent, continuous and associated to sound economic expansion strategies. As a result
of this process, at present, the share of foreign capital in baking in most CEE countries is
impressive, between 70 and 80% (Raiffeisen Research, 2015). In terms of efficiency, foreign
banks brought on emerging markets superior lending technologies and risk management,
marketing. Gradually, transfer of expertise, organization, technology and qualified personnel
had taken place in domestic banks as well, reducing rent extraction phenomena and
monopolistic behaviour. Despite all these benefits, there are critical opinions stating that
foreign banks efficiency comes from cherry-picking behaviours, leaving the less interesting
clients, as small and medium-size enterprises (SMEs) to domestic banks (Badulescu, Simut
and Badulescu, 2014).

All these positive arguments about the foreign banks entry on the emerging markets may be
undermined (at least partially) by the volatility of the banking capital and economic instability
that could be brought on these markets (Morgan, Rime and Strahan, 2004). There are evidences
questioning the scale of these destabilizing phenomena, pointing out that foreign banks have a
stabilizing effect on aggregate lending during local crises. Especially in the case of CEE
markets, De Haas and Van Lelyveld (2006) and De Haas (2014) found that the banks acquired
by foreign capital, unlike independent local banks, have additional access to the resources of
parent banks, being able to overcome difficult moments and even capitalize the opportunities
given by a temporary shortage in the credit supply from local banks. From this study’s point
of view, entry mode counts: greenfield banks seem to be (by subsidiaries - foreign legal entities
component) more likely to transmit negative shocks from international markets to host markets
compared to foreign banks acquiring important domestic banks.

3. Research Methodology, Sample Description and Results

The goal of our research is to investigate foreign banks’ actions in CEE, before and after the
recent crisis, in terms of entry mode, whether foreign banks which have entered the CEE in
the form of greenfield investments have lost or gained in market shares, assets or even business
quality, compared to foreign banks which have entered via acquisition of local banks, or to
other competitors in the market. Note that the CEE region is quite diverse and heterogeneous,
with most of the countries being still emerging economies in terms of economic and
institutional development, while some of them have been exceeded this stage. Thus, we have
selected seven of the most important foreign banks in CEE countries, and their evolution has
been analysed over approx. 10 years (2004-2014) according to three relevant indicators:
market share by assets, total assets and cost/income ratio. The main banking groups studied
hereby were: Erste Bank (Hungary, Romania, Czech Republic, Croatia), Unicredit (Hungary,
Romania, Czech Republic, Croatia, Bulgaria, Poland), Raiffeisen Bank (Hungary, Romania,
Czech Republic, Croatia, Bulgaria), Societe Generale (Romania, Czech Republic, Croatia,
Bulgaria), which is a representative selection according to Raiffeisen Bank reports (2004,
2008, 2014).

Analysing the data for Poland (see Table 1), we note than the largest market share in assets

belongs to PKO Bank Polski (a state-owned bank), with a relatively constant market share,

ranging from 15.2% in 2004 to 15.9% in 2014. Next we find banks which have entered through

acquisitions: Bank Pekao - part of the Unicredit Group (ltaly), Bank Zachodni WBK - part of

Santander Group (Spain), mBank (part of the Commerzbank group, Germany) and ING Bank.
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Table 1: Main Banks in Poland, in Terms of Market Share, Assets and Cost/Income Ratio
(2004, 2008, 2014)

Bank Market-share Total assets
(type of (%) Mil. euros) Cost/income ratio (%)

capital / entry 200
mode) 2004 8 2014 2004 2008 2014 2004 2008 2014

PKO Bank
Polski (state-
owned) 15.2 15 15.9 21,072 32,268 58,349 64.4 45.8 47.1

Bank Pekao
(foreign
acquisition) 10.9 14 10.9 14,562 31,622 39,327 55.1 455 44.6

Bank
Zachodni
WBK (foreign
acquisition) 4.6 6 7.9 6,763 13,862 31,556 63.2 51.6 47.2

mBank
(foreign
acquisition) 5.7 9 7.7 8,020 19,798 27,681 69.3 55.1 44.9

ING (foreign
acquisition) 5.9 8 6.5 8,573 16,684 23,429 62.6 70.5 54.5

Millenium
(foreign
acquisition) 3.7 5 4 5,011 11,292 14,251 69.9 64.5 50.2

Raiffeisen
Bank
(greenfield) 1.9 3 3.5 2,756 7,077 13,760 59 52.1 51

Source: Raiffeisen Bank, Annual Reports for 2004, 2008, 2014

Last on the list is the only greenfield top bank, Raiffeisen Polbank, the one with a consistent
growth on market share, nearly doubled in 2014 compared to 2004. In the ranking of total
assets, there are no changes comparing to market shares, although the majority of banks are
doubling the assets during the 10 years analysed. The consolidation of the state-owned bank
and the fact that the only greenfield bank in the top displays an excellent evolution, by
increasing its assets by 5 times. Regarding the cost/income ratio, the best positioning (in the
entire period) belongs to the Bank Pekao (Unicredit Group), with a rate of 44.6% in 2014,
followed by mBank and the state-owned PKO Bank. Although, overall, the banks manage to
improve their cost/income ratio, the best results do not belong in an overwhelming percentage
to foreign banks, but to the state-owned bank also.
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Table 2: Main Banks in Hungary, in Terms of Market Share, Assets and Cost/Income
Ratio (2004, 2008, 2014)

Market-share Total assets Cost/income ratio
Bank (%) (Mil. euros) (%)
(type of capital 201
/ entry mode) 2004 | 2008 | 2014 | 2004 2008 2014 | 2004 | 2008 4
OTP Bank
(state-owned) 24.2 18 22 | 12,381 | 35,424 | 34,841 | 47.9 | 49.6 | 49.8
K&H Bank
(foreign
acquisition) 9.6 9 7.6 7,049 | 12,018 | 7,918 69.7 79.5 | 56.3
CIB Bank
(foreign
acquisition) 7.1 9 7.3 4,886 | 11,477 | 5,506 56.2 | 47.9 60
Unicredit
(foreign
acquisition) 5.4 5 7 4,043 6,654 7,100 | 47.6 51.4 | 49.3
Raiffeisen
(greenfield) 6.5 8 6.7 4,293 | 10,053 | 6,629 N.a. N.a. | 38.7
Erste Bank
(foreign
acquisition) 6.6 8 5.9 4,524 9,958 6,155 | 72.1 58.8 | 39.4
MKB (foreign
acquisition) 8.7 8 5.5 6,628 | 10,897 | 6,175 | 55.9 56 73.8

Source: Raiffeisen Bank, Annual Reports for 2004, 2008, 2014

The data analysis of the banking system in Hungary (see Table 2) shows that the largest market
share in assets belongs to OTP Bank, a bank with domestic capital, with a market share going
from 24.2% in 2004 to 22% in 2014. In the second place, at a considerable distance, there is
K&H Bank (KBC, Belgium), with a market share of 7.6% in 2014, but decreasing during the
entire period, followed by CIB Bank (Intesa Group, Italy), K&H Bank and Unicredit (the latter
growing steadily over the past 10 years). Raiffeisen Hungary (a greenfield bank) has a shaky
ascent of the market share. In the ranking of total assets, OTP Bank leads way ahead, yet we
encounter significant decrease with CIB Bank, and Raiffeisen Bank and Erste Bank also under
the conditions their operations on the Hungarian market have suffered. Referring to
cost/income ratio, the situation of the most important banks in Hungary is somehow different.
Raiffeisen Bank and Erste Bank have reported very good rates which, despite the announced
losses and decreased market share, have adjusted their costs policies. The market leader OTP
Bank has kept its cost/income ratio relatively constant.
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Table 3: Main Banks in Czech Republic, in Terms of Market Share, Assets and
Cost/Income Ratio (2004, 2008, 2014)

Bank Market-share Total assets

(type of capital (%) (Mil. euros) Cost/income ratio (%)
/entry mode) 2004 2008 | 2014 2004 2008 2014 | 2004 | 2008 | 2014
CSOB  (foreign

acquisition) 23.2 17 18.4 | 20,159 | 30,616 | 32,134 | 59.9 | 46.6 | 47.6
Ceska Sporitelna

(foreign

acquisition) 22 18 159 | 19,097 | 31,099 | 36,487 | 584 | 458 | 44.3
Komeré¢nibanka

(foreign

acquisition) 17.4 15 15.7 | 14,715 | 25,958 | 35,399 | 51.9 | 43.0 | 425
Unicredit (foreign

acquisition) 5.4 7 9.1 7,066 | 10,348 | 18,887 | 49.4 | 61.4 54.5
GE Money (fo-

reign acquisition) 2.2 2 2.6 1,962 | 3,511 | 5351 | 688 | 45.2 42.5
Raiffeisen

(greenfield) 2.4 4 2.4 2,075 | 6,749 | 8,393 | 64.4 | 61.2 58.9
JT Banka (state-

owned) <1 <1 2.3 406 1,437 | 4,968 | N.a. | 53.1 57.8

Source: Raiffeisen Bank, Annual Reports for 2004, 2008, 2014

Unlike Hungary and Poland, the Czech banking system (Table 3) is dominated by foreign
banks entering the market through acquisition: CSOB, member of KBC, Belgium (with market
shares ranging between 22% and 18%), followed by two banks with significant market shares
(around 15-16%): Ceska Sporitelna (Erste Group, Austria) and Komercnibanka (Societe
Generale, France). Unicredit Czech Republic has a growing market share compared to year
2004. Further away follows a group of three banks with a different story, GE Money (part of
GE Capital Group USA), Raiffeisen Czech Republic (greenfield), JT Banka (state-owned). In
the ranking of total assets, there are some changes in the first 3 ranked and Unicredit maintains
its 4th place, increasing assets extent compared to year 2008. Next are Raiffeisen Bank, then
GE Money and JT Banka. The banks with the best value of cost/income ratio are KB and GE
Money (42.5% at the end of 2014), both continuously improving this rate over the analysed
period. An improvement course can be observed from one period to another with Raiffeisen
Bank (greenfield). Perhaps more than in the case of the previous two countries, the
performances of greenfield Czech banks are not spectacular or singular compared to other
banks in the market.
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Table 4: Main Banks in Croatia, in Terms of Market Share, Assets and Cost/Income
Ratio (2004, 2008, 2014)

Bank Market-share Total assets

(type of (%) Mil. euros Cost/income ratio (%)

capital / entry

mode) 2004 | 2008 | 2014 [ 2004 2008 2014 | 2004 | 2008 | 2014

Zagrebacka
Banka
(foreign 15,67

acquisition) 25.1 24 254 | 8,391 | 13,562 8 615 | 56.9 | 49.9

Privredna
Banka
Zagreb
(foreign

acquisition) 18.7 17 171 [ 5710 | 9,285 | 9,490 | 54.1 | 49.7 | 46.2

Erste &
Steiermirkis
che Bank
(foreign

acquisition) 11.3 12 141 | 3,519 | 5,947 | 9,105 | 66.5 41.1 38.3

Raiffeisen
Bank

(greenfield) 10.6 11 7.8 [3333 [ 5680 | 4,684 77 63.2 | 59.1

Splitska
Banka
(foreign

acquisition) 4.4 7 7.1 | 2845 | 3,750 | 3,752 59 52.2 | 59.8

Hypo  Alpe
Adria Bank

(greenfield) 9.9 10 7 2,226 | 3,610 | 3,706 | 53.7 | 66.3 | 66.3

Hrvatska
Postanska
Banka (state-

owned) 2.4 4 4.3 650 1918 | 2,267 | 48.1 | 75.6 | 60.3

Source: Raiffeisen Bank, Annual Reports for 2004, 2008, 2014

As in the case of Czech Republic, the ranking of the Croatian banking system (Table 4) can be
divided into four levels. The most important bank is Zagrebacka Banka (part of Unicredit
Group, Italia), with a market share of more than a quarter of the total banking system. It is
followed by a group of two banks, entering via acquisition, Privredna Banka (Intesa, Italy),
respectively, Erste & Steiermérkische (part of Erste Group, Austria). The third group of banks
consists of three banks with market shares between 7 and 8%, two of them entering the market
as greenfield - Raiffeisen Bank and HypoAlpe-Adria-Bank, respectively Splitska Banka (part
of Group Societe Generale, France). In the ranking of total assets, the only notable facts in
2014 compared to 2008 are the doubled assets at Erste and their significant decrease at
Raiffeisen. Erste Bank was better positioned (below 40%) regarding the cost/income ratio,
remarkable if compared to the values reported 10 years ago (67%). We may note that
greenfield banks action like other banks present in top, yet the high cost/income (therefore
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bad) ratio is quite a surprise, especially for such de novo banks, where cost control is usually
more effective than in state-owned banks or (recently) purchased by international groups.

Table 5: Main Banks in Bulgaria, in Terms of Market Share, Assets and Cost/Income
Ratio (2004, 2008, 2014)

Market-share Total assets Cost/income ratio
Bank (type of (%) (Mil. euros) (%)
capital / entry 200 | 201 200 | 200
mode) 2004 8 4 2004 | 2008 | 2014 4 8 2014
UniCredit
Bulbank (foreign
acquisition) 145 | 16 | 174 | 1,497 | 5,651 | 7,615 | 42.4 | 42.4 | 38.2

DSK Bank (fo-
reign acquisition) | 13.1 | 12 | 11.7 | 1,652 | 4,026 | 5,183 | 56.9 | 49.1 | 38.2
First Investment
Bank (state-

owned) 6.6 6 10.2 | 872 | 2,191 | 4175 | 64.7 | 73.1 | 47
United

Bulgarian Bank

(foreign

acquisition) 8.8 11 7.7 120 | 3,967 | 3,463 | 56.5 | 37.9 | 43.2

Eurobank  (fo-
reign acquisition) | 4.7 8 7.2 573 | 2,785 | 4,371 | 70.8 | 45.6 | 46.5
Raiffeisen bank

(greenfield) 8 10 7 1,029 | 3,531 | 3,068 | 45.2 | 50.9 | 53.2
SG Expressbank

(foreign

acquisition) 3.1 4 5.4 555 | 1,357 | 2,507 | 50.2 | 58.8 | 49.9

Source: Raiffeisen Bank, Annual Reports for 2004, 2008, 2014

Regarding the market share by assets in the Bulgarian banking system (Table 5), the first
position belongs to Unicredit Bulbank (Unicredit, Italy) with a market share that has raised the
entire analysed period. It is followed by DSK Bank (OTP, Hungary), with a decreasing market
share. On the third place we find First Investment Bank (a state-owned bank), followed by
United Bulgarian Bank (member of NBG Greece), Eurobank (Eurobank, Greece) and
Raiffeisen Bank (a greenfield entry), all three on a recessive course compared to the 2008
period. The last in this ranking is SG Expressbank (Societe Generale, France) with an
increasing market share from one period to another. In terms of total assets, in 2014 the top
two places remain unchanged, even if declining compared to year 2008. The only greenfield
bank, i.e. Raiffeisen Bank has declining assets volume compared to the year 2008, given that
the main competitors increase their assets extent. In terms of cost/income ratio, the banks
present in this ranking have good results, just below 40%. The only bank with an over 50%
ratio is the only greenfield bank, Raiffeisenbank (53.3% in 2014). To draw a conclusion, the
only greenfield bank represented in this top has a relatively small market share and a lack of
efficiency.
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Table 6: Main Banks in Romania, in Terms of Market Share, Assets and Cost/Income
Ratio (2004, 2008, 2014)

Bank Market-share Total assets Cost/income ratio
(type of capital / (%) Mil. euros) (%)

entry mode) 2004 | 2008 | 2014 | 2004 2008 2014 | 2004 | 2008 | 2014
BCR (foreign

acquisition) 26.2 | 20.3 | 16.2 | 6,438 | 17,334 | 13,749 | 53.7 | 41.4 | 435
BRD (foreign

acquisition) 13.1 | 15.7 | 124 | 2,983 | 12,777 | 10,287 | 67.6 | 68.6 | 50.2
Banca

Transilvania

(private owned) | 2.9 5.4 9.8 675 4,303 | 7,953 | 86.0 | 81.6 | 41.9

Raiffeisen
Bank (foreign

acquisition) 9.1 6 79 | 2,088 | 4860 | 6,423 | 84.6 | 55.6 | 55.5
Unicredit

(foreign

acquisition) 1.4 5.5 7.9 165 4,379 | 7,221 | 63.3 | 48.2 | 50.6
CEC Bank

(state-owned) 5.8 4.3 7.7 | 1,300 | 3,400 | 6,243 | 88.5 | 59.0 | 55.2
Alpha Bank

(greenfield) 3.2 5.5 4.6 733 4,381 | 3,779 | 489 | 73.1 | 51.1

Source: Raiffeisen Bank, Annual Reports for 2004, 2008, 2014

In the Romanian banking system (see Table 6), in terms of market share (assets) we find in the
leading position the Romanian Commercial Bank (BCR), part of Erste Group Austria, in a
decreasing trend from one period to another. The first runner-up is Romanian Development
Bank (BRD), part of Societe Generale France, with a fluctuating market share. The third
position belongs to Banca Transilvania (foreign capital) with a sustained growth in market
share, followed by Raiffeisen Bank (initially a greenfield bank) with a fluctuant trend in market
share. Previously entering the market through a small acquisition, Unicredit continued the
purchase of two medium sized banks during 2004-2008, and reached 8% in 2014. The only
state-owned bank in this top, i.e. CEC Bank, doubled its market share in 2014 compared to
2008. Alpha Bank (part of Alpha Bank Group, Greece), a greenfield bank, displays a
decreasing market share compared to 2008. In terms of total assets, there are not significant
changes and the cost/income ratio confirmed the evolution of Banca Transilvania (41.9% in
2014), followed by BCR, which, during 2013-2014, underwent an extensive process of internal
reorganization. The rest stands between 50 and 55%, with a general tendency of improvement.
Moreover, in the Romanian banking system, the banks which have entered the market by
acquiring local banks reside in the leading places, but their position is not as comfortable as in
the previous period. It’s worth mentioning: a private bank's performances, the improvement of
the state-owned bank and the relatively modest evolution of the only greenfield bank present
in this top - Alpha Bank Romania.

4. Conclusion

The banking systems of the CEE countries display both common features and national specific
features in terms of foreign banks actions and entry mode. We notice, therefore, a clear
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domination of the foreign banks entered via acquisitions, both in number and assets. However,
their evolutions on each national banking market are uneven, probably due to inside actions or
strategic repositioning, imposed by parent banks. De novo entry banks do not act in a specific
manner, and their presence in the top 7 is, often, in defensive. It is likely that these greenfield
banks to have been better represented (in terms of market share, efficiency, know-how) in the
previous period (i.e. 1995-2004). After 2004, the importance of greenfield banks has gradually
diminished and the recently privatized banks have started to exploit their double nature: an
international foreign bank, and a good presence and knowledge of the local market. It could
be a confirmation of the theories according to which the banks entered via acquisition present
a more stabilizing and positive role comparing to the greenfield type (especially the foreign
subsidiaries). Our analysis is, however, limited to capturing the transformations that have taken
place in these greenfield banks during 1990-2014, when some of the greenfield banks were
purchased and incorporated into the strategies of the new groups. Our findings do not
necessarily indicate a diminishing of the importance of greenfield banks, but rather a sign of
the consolidation of banking markets and systems in the region. On consolidated, competitive,
well-regulated and supervised markets, which surpassed the crisis, it is unlikely that certain
banks could actually distinguish in terms of market share or singular positive evolution.
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Abstract

Macroeconomic consequences of the global financial crisis have affected all territorial and
commodity segments of the global economy. The resulting stagnation of the economic growth
has translated in a fall of commodity prices. It had been initially assumed that cheap inputs
will increase the international competitiveness of their biggest consumers, in particular that
of EU member states. However, the present situation on the oil market, which is a result of the
synergic effect of variety of factors, with the most crucial being the enhanced extraction of
shale gas and oil shale, a decline in economic growth in China, the lifting of sanctions against
Iran and a polarizing political conflict between Ukraine and Russia, along with the reluctance
of OPEC to flexibly respond to the changing conditions, puts this prism into a question. The
aim of this paper is to critically assess the most important factors affecting the development of
global oil market, identify the role of Chinese economy in this process and point out the
available adaptation options that can support the competitiveness of the EU.

Keywords: China’s Economy, Competitiveness, European Economy, Oil market, Shale Gas

JEL Classification: B30, F1, F10, F 100

1. Introduction

Over the last decade, the global economy has undergone major changes with their intensity
being constantly multiplied, and the resulting consequences creating even a stronger pressure
on the individual segments of the global economy. The global financial crisis that erupted in
2007 and has become a major catalyst for subsequent developments, showed a considerable
"resistance” to adaptation measures of individual countries. Additionally, its high
“contagiousness and toxicity” have also confirmed the dominance of globalization as such,
and thus how seriously it can impact the global economy, both in the positive as well as the
negative way. The crisis has also demonstrated that one of the key indicators or an
accompanying phenomenon was the development of the commodity markets, particularly on
the crude oil market. Every significant change of the price of crude oil automatically causes
changes that lead to altering of the prices of other energy commaodities and thus results in the
chances of the prices of all the goods sold on the international markets. Therefore, the rising
prices of crude oil automatically lead to increases in prices of industrial goods and these
developments are subsequently being reflected in the lower worldwide competitiveness of
industrial products. On the other hand, the increase of oil prices is usually a manifestation of
the growth in demand and the latter is generally just a projection of an ongoing economic
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progress. Ultimately, such an algorithm has a decisive influence not only on the overall climate
within the global economy and the particular economies of individual countries, but also on
the rate of the GDP growth and the development of other macroeconomic indicators.
Interdependence between oil prices and other energy carriers (i.e. decoupling) is relatively
high, however, there is still a significant degree of complementarity within them. For over two
decades, the oil market was under the influence of the alternative concept of limited world's
supplies of crude oil, so called “Hubbert's peak oil theory®, with the theory advocating the
future economic dominance of OPEC and non-OPEC countries, therefore being seen as a threat
for net importers of crude oil. Only the onset of various renewable energy sources and
industrial 'mastering’ of the production of oil and natural gas from the shale, have helped
countries that are dependent on oil imports, to create a feasible mix of alternative sources and
thereby reduce their dependence on their business partners. Ultimately, it has been shown that
following 2008, the global economy has experienced a lower economic growth rate and hence
a potentially lower demand for crude oil. It has to be pointed out that the major role in this
development has to be ascribed also to the sources of alternative energy, which have helped to
stabilize the situation on the global markets. On top of that, it has been also confirmed that the
world is not yet sufficiently technologically advanced enough, to have a long-term effective
substitute for crude oil, especially when it comes to the production of plastics, pharmaceuticals
or fuels used for transportation.

The last decade demonstrated that the rapid growth of oil prices was with a certain delay
accompanied by the increases in the prices of coal and natural gas. However, once the oil prices
exceeded the threshold of 120 USD/bbl., the majority of investors has shifted the attention to
the investments within energy carriers with a higher effectiveness and various types of
renewable sources of energy. Subsequently, the price of crude oil almost reached the threshold
of 150 USD/bbl. due to numerous speculations on the stock markets and unrealistic
expectations of investors. However, its subsequent decrease and the breakdown of 2016, in
which the price fell under 30 USD/bbl., has revealed, the significance of crude oil prices and
the importance of their role on the functioning of the global economy. For a short amount of
time, it had seemed that the low oil prices would be beneficial mainly for the largest consumers
and importers of crude oil, however, later developments have suggested that this assumption
was correct only to a limited extent. Particularly, when it came to the import-intensive
developed market economies located in the euro area, this assumption was relevant for only a
short period of time. At present, all the trades in commodities, thus in crude oil as well, are
settled in the US dollar. Therefore, the development on global markets is extremely sensitive
to changes in the exchange rate of US dollar and even a small fluctuation can result in
significant consequences that have long lasting implications on all economic sectors. Thus the
rapid decline of the Euro against the US dollar, have largely eliminated the benefits that
stemmed from low oil prices. Furthermore, decline of the Euro has also resulted in the member
states of the EU being forced to spend much more resources for the items imported from the

3 According to assumptions of M. K. Hubbert, that had been accepted for a long time - mainly in the pre-
2000 period, and had been reflected also in the work of numerous distinguished experts, the decisive
break in the oil production was supposed to come before the year 2010, with all the proven reserves being
exhausted by 2045. It had been therefore expected that global oil prices would be strongly affected by
this fact and according to Goldman Sachs their height was expected to reach as high as to up to 300
USD/bbl in 2025-2030. Provided that the ceteris paribus rule is being adhered to, such high prices would
have a decisive impact on the economic growth of both, the net exporters and importers of crude oil.
(Ed).
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dollar zone. On top of that, the process of more efficient adaptation to a new situation on the
world energy market have been extensively obstructed by the subsidy policy applied to energy
sector in vast majority of countries of this community. When analyzing the new position of
countries for which the revenues from oil exports represent a major source of their national
revenues —the OPEC countries in particular, it has been confirmed that their profits are reduced
by the low oil price with the profitability levels being close to their production costs.
Ultimately, their purchasing power has not increased along with the decrease of oil prices, with
the production costs being reduced only “mathematically”. Subsequent development
tendencies have also influenced the demand for final goods, however, only to a very slight
degree.

Figure 1: Long-Run Development of Oil Production

— 88673

thousayds barrel per day

Source: Processed according to data from BP Statistical Review of World Energy. 2015.

Gradually, it has become clear that the low oil prices have had a positive territorial impact,
although also due to other particular reasons, exclusively for the countries of Southeast Asia,
which made a great use of their own comparative advantages, and for the US, which replaced
the enormous amounts of oil imports by its own production of shale oil and fundamentally
restructured its energy base, mainly in the sector of electricity production. Certain indications
suggest that long-term low prices of crude oil may bear considerable economic, but also
geopolitical risks, especially for countries in which, the bulk of the national income comes
from exports of this energy carrier. However, the present strategic importance of this raw
material cannot be questioned. Nevertheless, the emergence of the new resources combined
with the improved extraction processes have contributed to higher efficiency of the whole
sector, with the processing being virtually waste-free now. Taken into consideration that
supplies of crude oil are finite, supplemented by the fact that they still remain an essential input
material used for the production in many sectors, it can be inferred that their possession can
be one of the major factors determining the future survival of various countries. Development
after 2014 has been marked by the falling oil prices, with historic minimums being recorded
even despite the fact that the volume of extraction as well as exports remained constant or even
growing. This situation is a result of various factors, with the most significant ones being: the
efforts of majority of countries to reduce their oil consumption, the ongoing attempts of OPEC
countries to maintain their market share, the decrease in the US demand for oil that is a result
of the US being able to satisfy yet higher and higher share of its oil consumption by shale oil
of its own production, and continually increasing importance of alternative as well as
renewable sources of energy in energy mix of vast majority of world's largest consumers of
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energy. Analyses have confirmed that the most important decisive factors when it comes to
the sale of crude oil on the spot market are the price and related terms of delivery. Of an
increasing significance to the development on the oil market, had been also the Chinese
consumption and the demand, which had been constantly growing up until the beginning of
2016. However, since the beginning of 2016, in relation to the completion of structural
economic reforms in China, combined with the decline in the economic growth, the extent to
which the whole global economy and the EU in particular, depend on the current development
of the Chinese economy has become even more apparent. Thus it can be concluded that the
huge volatility of the Chinese demand poses a significant risk on the rest of the countries within
the global economy. Additionally, the situation in 2016 has also proved that the world
economy is still under the influence of the global financial crisis, with current operability being
maintained only via artificial macroeconomic interventions, such as energy subsidies,
quantitative easing, among the others. Therefore, any objective predictions that would
determine the future development of the oil market and its subsequent influence on the global
economy cannot be formulated. The adoption of the European Energy Security Strategy in
2015, although appears to be the right decision for the future development of this grouping,
but it comes too late, and support from the national governments of the individual member
states is yet slow and unconvincing. The authors are therefore trying to point out the major
factors that determine the future economic success of particular countries, while giving equal
importance to internal as well as external factors, and subsequently to highlight the most
significant risks stemming from the potential inability of particular EU members to adapt to
these new developments.

2. Problem Formulation, Methodology and Literature

The formulation of a research problem stems from the aim of this research article, which is: to
assess the mutual dependencies between the development of the global economy and the
development of the oil market and subsequently to identify the most important factors, which
currently influence the prices of oil. On this basis, authors aim to highlight the already existing
as well as potential dependencies between the development on the international markets and
the competitiveness of the particular member countries of the EU. The authors have identified
the impact of the expansion of the Chinese economy on the strength and the competitiveness
of the EU as a whole. However, the authors of this research article note that the views of
experts on trends on the global oil market and its consequences for the competitiveness of
national economies differ. Even thought that the majority of authors confirms that there is a
direct linkage between both variables, with its intensity being determined by the development
of various external factors and the ability to successfully adapt to the new situation on the
energy market (M. Asif, P. Balaz, L. Kilian. P. Krugman, M.S. Obadi, J.H. Yuhan), there are
significant differences when it comes to the evaluation of individual impacts and arguments
by which they explain their findings. Regarding the EU, there are various authors that highlight
the dependencies and linkage of the development of oil market and the competitiveness
of particular member countries of the EU (L. Fojtikova, O. Machek, L. Melecky, M. Vosta, T.
Heryan). The majority of authors expresses a similar opinion with regard to the high
dependence between both variables and the subsequent consequences, which are posing a
threat to the market positions of the EU member countries, but also highlights the risks of
delayed reforms of the EU energy market (L. Pavelka, V. Ruzekova, M. T. Workie and
others.).
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3. Problem Solution

Authors want to acknowledge that the low oil prices are not an opportunity for the further
development of the global economy and the related economic growth, but a significant threat.
The algorithm of the importance of oil to the international competitiveness of the period or in
2014 is influenced mainly by the following trends:

Oil prices fell sharply. With the prices of other fuels moving in tandem in many parts of
the world. Countries including India and Indonesia took the advantage of the oil price
decline and moved ahead. Iran, one of the world’s largest hydrocarbon resource-holders,
has returned to oil markets. Renewables contributed almost half of the world’s new power
generation capacity in 2014 and expanded to more than a quarter of global consumption.
Non-OECD countries account for the increase in global energy use, reducing cumulative
consumption of OECD countries from the peak reached in 2007. Declines are led by the
EU (-15% over the period to 2040), Japan (-12%) and the U.S. (-3%).

China is the world's second biggest producer and consumer of energy resources. It is the
biggest global coal importer (53 % of global exports) and the 2nd biggest crude oil
importer (4.5 mil. bbl. /daily). Its influence on the development in international markets
is growing.

Position of China as the world's largest importer of coal has the main influence on its
world prices and on the prices of oil and gas, as well. Its supplies were paid by the final
goods that were finalized in China, with the major comparative advantages being fully
utilized, mainly the low labor costs. A decrease in its imports (13 % in 2014) caused the
decrease its world prices to under $ 50 from about $ 220/metric tons. Quantification of
adverse consequences for its exporters have far-reaching negative, direct and indirect
consequences on the situation on international markets and global demand.

According to EIA, the oil production in China will remain stable during the upcoming
years, however, provided that the Chinese economy would maintain its current levels of
economic growth and domestic consumption (according to the World Bank, the GDP per
capita of China was 8 466 USD in 2015). Furthermore, the significant increase of China's
imports can be also expected.

Table 1: Situation on the Oil Market with the Regard to Major Consumers of this
Commodity (31.12. 2014)

Proven | Share | R/P | Production | Share | Consumption | Share
reserves | (world) (thousand. | (world) | (thousand. | (world)
(mld. bbl) bbl)
bbl)
China 18,5 1.1% | 119 4246 5.0% 11056 12.4%
India 5.7 0.3% |[175 895 1% 3846 4.3%
USA 48.9 29% | 12.4 11644 12.3% 19035 19.9%
CIS N/A N/A N/A N/A N/A 2371 2.6%
EU 5.8 0.3% 11.2 1411 1.6% 12527 14.1
Russia 103.2 6.1% | 26.1 10838 12.9% 3196 3.5%
World 1700.1 100% | 52.5 88673 100% 3347.6 100%

* CIS: Commonwealth of Independent States
Source: Processed according to the data from BP Statistical Review of World Energy. 2015.
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Figure 2: Comparison of Oil Production and Consumption of China and the EU (1990-
2014 in Mil. Bbl.*)
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Given the assumption that China with its 1.3 billion people would reach the level of GDP per
capita of, for instance, of the EU's average (32,642 USD), its GDP would have to increase
fourfold, therefore reaching a double level of the current GDP of the US. There is, nevertheless,
a significant probability that this assumption would be a reality, thus resulting to an increase
in the energy demand of China, which would be caused by the decreased demand of general
population for goods of standard consumption and the subsequent elevated demand for the
durable goods as well. Nevertheless, the energy as such is needed for the production of new
energy. Thus, the more energy China consumes, the more additional energy she needs for its
production.

Figure 3 confirms the hypothesis of oscillation between oil imports to China and global oil
prices, when the comparison is made on annual basis of selected indicators. While the
consumption of the EU has been growing slightly up until 2005 at around 1%, following 2006,
the decline within the range of 0.03% to 3.94% has been recorded. Imports to China had
experienced significant growth up until 2008, with the level in 2001 being only 7.4%, then
reaching over 68.2% in 2004 and being 65.3% in the period following 2008. In 2009, a
significant fall of 33% occurred, while the global price of crude oil increased by 80.3%. On
the contrary, it fell by 53.5% in 2008, which was a significant shift as price of this commodity
had previously copied the development of Chinese imports. Following 2009 up until 2012,
Chinese imports were growing significantly once again, and so did oil prices in 2010. From
2012 to 2014, the growth rate slowed, with even decreasing in 2013 (-0.8%) and then a year
later, in 2014 growing only by 0.03%. The price of oil in 2012 depreciated by 2.9%, again and
was followed by the decrease in Chinese imports in 2013. Moreover, global oil price increased
by 4.2% in 2013 and then, in 2014 fell by 42.6%.
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Figure 3: Development of Crude Oil Prices, its Consumption by the EU and Imports to
China (2001-2014, Annual Change)
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4. Conclusion

The European Union, and its member countries in particular, underestimate risks arising from
the current developments and the subsequent consequences on the international energy
markets. Although in case of developments in energy prices, especially the oil, there is no
reason to worry, provided, that so needed fundamental economic reforms would be
successfully carried out. At present, the slow internal convergence combined with the low
ability to subordinate national economic interests to unitary ambitions, but also the decreasing
influence of the EU on the world energy market, are extremely beneficial not only for China
but also for numerous Asian countries. Moreover, the EU presently lacks a purposeful
promotion of common long-term strategies which can be built on existing comparative
advantages. Nevertheless, it has to be pointed out that provided that the EU member countries
would fail to reform their policies and adapt to these new situation, it would lead into a
definitive loss of competitiveness the whole region. Development of the global economy in
the next decade, in terms of risks arising from positions in oil, can be only predicted with a
high degree of abstraction. The algorithm assessing the impact of the availability of crude oil
and its price is constantly expanding, with its volatility being extremely high. Thus the
subsequent impacts on the competitiveness of the whole grouping, and its particular economic
subjects, is currently incalculable and poses one of the major risks for the entire world
economy and its stability.
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Abstract

Dynamic processes taking place in recent years, in a highly globalized world economy
confront European businesses with more new challenges. The co-opetition phenomenon is a
response to growing competitive pressure in global markets. The complexity of the co-opetition
activities as well as their increasing universality within the internal market of the European
Union make it essential to take into account the legal aspects. However there are very few
studies exploring the phenomenon of co-opetition in the context of the principles and limits
arising from the regulation of European competition policy. The aim of the study is to analyze
the phenomenon of co-opetition taking the form of restrictive agreements as an example of
cartel. In this context, the paper is also an attempt to determine the boundary between freedom
in shaping the co-opetitive relationship and the constraints imposed by the European antitrust
regulations.
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1. Introduction

The construction, expansion and improvement of the internal market of the European Union
is accompanied by a dynamic development of competition policy from the very beginning of
its existence. The creation of a system ensuring the competition between enterprises has been
and is still one of the basic tasks set out in the Treaty on the Functioning of the European
Union: TFEU (Treaty on the Functioning of the European Union, 2010). The rules set out in
title V11, chapter 1 of the TFEU defining the principles of European competition policy aim to
create optimal conditions conducive to economic development of Member States and the
effective management of enterprises in the conditions of undistorted competition within the
EU market. Competition between European businesses forces an innovative approach not only
in the sphere of production or service but also in the area of mutual cooperation between
competing undertakings (Mynarzova and Kana, 2014). From the above reasons more and more
European companies decide to enter into co-opetition agreements. Co-opetition agreement is
complex since its scope includes two parallel streams of relations: competition and
cooperation. Due to the fact that co-opetition agreements can take a variety of forms of
cooperation, the very essence of the co-opetition relationships is a subject to assessment from
the point of view of European competition policy which includes developing cooperation by
the competing companies, especially if this cooperation concerns the companies operating at
the same level of trade and covers agreements on prices, market division or controlling
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production or sales. Among the agreements concluded by the competing companies special
attention should be paid to cartel agreement which, due to its impact on the functioning of the
EU internal market is generally among the most serious violations of competition rules.

The aim of the study is to analyze and assess the co-opetition phenomenon taking the form of
cartel agreements with regard to freedom of co-opetition on one hand and antitrust regulations
on the other hand. The aim defined this way is however a subject to significant limitations of
research which result mainly from the fact that such agreements are in practice always assumed
as illegal, hence their character is secret. Businesses participating in the cartel, mainly for
image reasons are not eager to reveal the details of their relationships. Accordingly, the only
effective method of analysis which enables the satisfactory description of the phenomenon,
aims, objectives, and motivations of co-opetition is the case study. With regard to the cartel
agreements the case studies consist of decisions of the European antitrust authorities i.e. the
decisions of the European Commission and the judgments of the Court of Justice of the EU.
While performing the aim of the research critical analysis of literature and applicable
regulations have also been used.

2. The Phenomenon of Co-opetition Between Enterprises

As mentioned above the co-opetition is one of the most complex forms of economic
cooperation of enterprises. The co-opetition is one of four possible relations existing between
competing companies. In addition to it the competition, the cooperation and the coexistence
are pointed out. Each of these types of relationships is characterized by the frequency, strength

and form of relationships, level of confidence, the resources and market position (Table 1).

Table 1: Types of Connections between Competitors

Types of | Frequency | Strength of | Form of | Level of | Resources | Market
connections | of connections | connections | confidence position
between connections
competitors
Coexistence | Small Weak or | Informal High Sufficient Weak
lack of it
Cooperation | Large Significant Formal or | High Insufficient | Weak
Informal
Competition | Large Weak Informal Low Sufficient Strong
Co-opetition | Large Significant Forma Medium Insufficient | Strong
land/or
Informal

Source: M. Bengtson, S. Hinttu and S. Kock (2003), Relationship of Cooperation and Competition
between Competitors, 19" Annual IMP Conference, 4-6™ September 2003 Lugano, Switzerland

But co-opetition distinguishes simultaneously the occurrence of opposing streams of
relationships: cooperative stream, which is based on mutual trust between the partners and the
competitive stream, the essence of which is competition and conflict. It is clear that in the
context of a co-opetition relationship the two streams interact with each other but at the same
time maintain a margin of independence and the different dynamics of development (Cygler,
2013). Paradoxically, while building co-operation relationships the competing entities by
cooperating with each other (e.g. exchanging knowledge, experience, etc.) are based on one
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hand on the conflicting interests (as competing entities) and on the other hand on common
interests (as cooperating entities). It is their interest, when building co-opetition relationships,
to delimit the areas where the two streams appear. They can do this through formal
arrangements, mainly contract or in a less formalized way. The area of cooperation includes
generally the activities of complimentary character related to the available resources both
tangible and intangible. It is often the cooperation in the field of R & D, logistics, operations
or production (Cygler, 2013). It is based on two pillars: the sharing of knowledge and the
combination of shared competence. As an example of the co-opetition in the
telecommunications market the cooperation between Ericsson, Nokia and Motorola can be
pointed out. In this example the cooperation between above mentioned companies is focused
on improving the infrastructure of the Chinese telecommunications industry, through joint
negotiations with the government to gain greater market share and consequently to build
telecommunications networks together. On the other hand, these companies simultaneously
compete in order to achieve the highest profits.

Within the co-opitition relationship the associations of economic and non-economic nature
appear. Particular attention is paid to the fact that co-opetition involves in practice the
relationship between direct competitors offering similar groups of products and / or targeted
at the same customers, taking into account the criterion of demand and geographical criterion
(Bengtsson and Kock, 2000). But co-opetition arrangement however has the impact on
functioning of other entities too and not only the competitors. It also affects to greater or lesser
extent other organizations performing in the entire business ecosystem and comprises the
suppliers, distributors, subcontractors, manufacturers of comparable products or services,
technology providers and many other organizations - creating a network of interconnections
(Moore, 1997).

3. Co-opetition of Enterprises in the fFrm of a Cartel Agreement and the
Rules of European Competition Policy

Although the concept of co-opetition has not been explicitly defined on the basis of European
competition law, however Art. 101 paragraph 1 of TFEU concerns the essence of the co-
opetition phenomenon which is the agreement covering the three forms of co-operation in the
category of agreements: agreements between undertakings, decisions by associations of
undertakings and concerted practices. Such a wide range of agreement concept gives antitrust
organs large possibilities for interpretation. In its judgment in Case T-7/89 Hercules Chemicals
EU, The Court of First Instance accepted that the agreement covers all forms, both
conventional, formal, and informal, they can take the form of collaboration between
companies. The condition is that this cooperation is to coordinate the behavior of companies
and is based on their common intention to have the joint impact on the market in an established
way (Judgment of the Court of First Instance, Case T-7/89, 1991).Various forms of activities
that occur in co-opetition relation can thus be regarded as an agreement. In this context it is
also stressed that the initial consultations between co-opetitors concerning the restriction of
competition, without further formal or informal finalization can be the subject of control from
the antitrust authorities as an agreement (Materna, 2013).

On the basis of the above regulations the agreements aimed at maximizing profits are analyzed,
which are held by the companies which compete against each other (i.e. horizontal agreements)
and which are concluded between undertakings operating at different levels of trade (i.e.
vertical agreements). The basis for the legal assessment in this regard is the prohibition on
anti-competitive agreements which have as their object or effect the prevention of competition
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(Janosikova and Btezinova, 2001). The alternative nature of the premise: “object or effect”
entails the need to examine in the first instance the agreement in the economic context in which
it is to be used. The Court of Justice in its judgment in Case C-551/03 General Motors pointed
out that if the purpose of an anti-competitive agreement is evident, taking into account its
actual effects is not absolutely necessary to recognize an agreement as prohibited. However,
when the analysis of the agreement does not reveal a sufficient degree of harm to the
competition, the antitrust authorities should proceed to examine the effects of the agreement
(Judgment of the Court, Case C-551/03, 2006).

The cartel agreements are among the most harmful practices affecting the rules of effective
competition. Current statistics on the activities of the European Commission show its
consistent position in combating cartels operating in the EU market. The number of decisions
issued and the amount of penalties imposed in anti — cartel proceedings has been steadily
increasing. In total, in the years 2012-2016 (statistics as of January 27", 2016), the
Commission issued 133 decisions in which imposed penalties of 5 950 486 000 Euro in total
(European Commission, 2016). This is due to the fact that the cartels, even if they do not
include all companies from the industry, have similar effects on the market as a monopoly and
mainly they cause a similar degree of allocative and productive inefficiencies. In addition,
cartels do not bring any benefit to the consumers which could offset the anti-competitive
effects. The study (mainly based on the analysis of the documentation of cases pending in the
EU and national competition authorities) shows that cartels operating in the EU market are the
multi — entity structures with a long-term horizon duration, enabled to operate in secret even
for decades (Levenstein and Suslow, 2006). Due to the efficient organization and the
management of the agreement, especially in the field of information management, they
effectively limit internal factors of destabilization. Modern cartels avoid price wars and
retaliatory measures against companies breaking adopted rules. They prefer maintaining
internal balance instead mainly through coordinated management in the form of monitoring of
compliance with the economic parameters, efficient mechanism for coordination of behavior
of its members and communication as well as the use of the compensation system as means of
protection against cheating. For example an efficient management system was typical for the
cartel of manufacturers of flexible polyurethane foam (the companies Vita, Carpenter, Recticel
and Eurofoam) operating in the EU market which was eventually combated in 2014. The main
objective of the cartel was to move on the price increases of raw materials for the production
of chemicals to customers and to avoid aggressive price competition between the four
producers. The Commission found that the board of directors and managers of high-level
participants in the cartel contacted with each other during the so-called green meetings
(including informal meetings during the golf game). Meetings were held regularly at least once
a quarter (in some periods more often), in various locations around the world. The success of
such a long existence of the cartel was mainly based on mutual trust and close cooperation of
the participants in all spheres covered by the agreement (European Commission, Case
AT.39801, 2014).

Cartel agreements that the co-operators decide to enter into may take the form of a variety of
practices. The antitrust authorities recognize as particularly harmful the cartel agreements
consisting of: fixing directly or indirectly purchase or selling prices or any other trading
conditions, limiting or controlling production, markets, technical development or investment,
sharing markets or sources of supply, applying to trading partners uneven conditions for
equivalent transactions, thereby placing them at a competitive disadvantage, making the
conclusion of contracts a subject to acceptance by the other parties of supplementary
obligations which, by their nature or according to commercial usage, have no connection with
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the subject of such contracts (Barcik, 2015). However this prohibition can be declared
inapplicable in the case of any agreement which contributes to improving the production or
distribution of goods or to promoting technical or economic progress, while allowing
consumers a fair share of the resulting benefit, and which does not impose on the undertakings
restrictions which are not indispensable to the attainment of these objectives and afford such
undertakings the possibility of eliminating competition in respect of a substantial part of the
products in question (Smuda, 2014).

4. Case Study — “Optical Disk Drives” Cartel

One of the latest proceedings carried out by the Commission was the one on the cartel of
manufacturers of optical drives. Eight leading industry entrepreneurs were associated in co —
ompetitive, four-year relationship which took the form of cartel. On the one hand the
entrepreneurs competed against each other on the sales market but on the other hand they
reached the agreement on price fixing during the tenders. The European Commission has fined
eight optical disc drive suppliers (Philips Liteon, the joint venture Philips Liteon & Digital
Solutions, Hitachi-LG Data Storage, Toshiba Samsung Storage Technology, Sony, Sony
Optiarc and Quanta Storage) a total of 116 million Euros for having coordinated their actions
in relation to procurement tenders organized by two computer manufacturers, in breach of EU
antitrust rules. The Commission's investigation revealed that the participating companies in
the cartel communicated to each other their intentions regarding to bidding strategies, shared
the results of procurement tenders and exchanged other commercially sensitive information
concerning optical disc drivers used in laptops and desktops. They also organized a network
of parallel bilateral contacts that pursued a single plan to avoid aggressive competition in
procurement tenders organized by Dell and HP. Although the cartel contacts took place outside
of the European Union, they were implemented on a worldwide basis. Of the companies
involved in the cartel, only Philips has its headquarters in European Union. The other seven
are headquartered in Asia. The duration of each company's involvement in the cartel varied
and ranged from less than a year to over four years. The companies were aware that their
behavior was illegal and tried to conceal their contacts and to evade detection of their
arrangements. For example, they avoided naming the competitors concerned in their internal
correspondence but used abbreviations or generic names. The cartel members also avoided
leaving traces of anticompetitive arrangements by preferring face-to-face meetings and
ensured that the competitors' discussions were not revealed to customers. Some of them met
in places where they could not be easily spotted, including in parking lots or cinemas. Under
the Commission's 2006 Leniency Notice, Philips, Lite-On and Their joint venture Philips &
Lite-On Digital Solutions received full immunity from fines as they were the first to reveal the
existence of the cartel (European Commission, Case AT.39639, 2015).

5. Conclusion

The European companies operate in increasingly difficult and complicated conditions of
development, such as dynamic processes of globalization, complexity and intensity of
environment, new requirements and competitive intensity of competition. This fact
undoubtedly and significantly affects the growth of interest in co-opetition as a form of
economic cooperation in the EU internal market. In order to meet the need to increase the
competitiveness of European enterprises, European competition policy rules allow as principle
the freedom of entrepreneurs for the development of mutual cooperation in the form of co-
opetition relationship. However, the legislative prohibition of agreements restricting
competition established in TFEU puts a clear line between accepted co-opetition which is
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beneficial for the economy and forbidden co-opetition taking the form of the violations of
competition policy, namely the cartels. The decision of the Commission on Optical Disk
Drives confirms the consistent position of the EU case law in this matter.
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Abstract

EU is trying to improve the interrelationship with Ukraine since 1994.” Ukraine and the EU
started to negotiatate on an Association agreement in 2009. However, it was not enough to
make closer ties between EU and Ukraine. The goals of the article are to describe all aspects
of development, affecting the deepening of the integration process and thus the trade between
Ukraine and the EU. Key results article is that the EU offered Ukraine to become part of the
Association Agreement in the context of deep and comprehensive free trade area (DCFTA).
Based on these facts DCFTA was the main core of negotiation process between EU and
Ukraine. Human rights issue was one of the most important conditions in ratification of this
trade agreement. Ukraine tried to prepare the DCFTA according to the conditions of
modernizing and adjusting economy and trade based on European standards. The process of
ratification of Association Agreement was rejected by Victor Yanukovych in 2013.
Subsequently thousands of people protested in Maiden movement and it caused the start of
civil war and Russian annexation of Crimea. Based on these events EU deferred the
implementation of the DCFTA from September 2014 to January 2016.

Keywords: Association Agreement, Deep and Comprehensive Free Trade Agreement
European Union, Ukraine

JEL Classification: F 49, F 53, F 63

1. Introduction

The dissolution of the Soviet Union and its splitting into fifteen different independent republics
has led to a new political situation in Eurasia, which gave new contours to foreign politics in
the West. European Union tried to improve the relationship with countries, which gained the
independence from Russian influence. Among these independent republics Ukraine was a very
appealing country for Europe and Asia, in spite of Russian influence because of its 52 million
population and natural resources. However, after the collapse of the Soviet Union, EU, and
Russia began to exert their influence on Ukraine in regards to their enlargement policy. The
change in government regime should be in accordance with economy, tourism, transportation,
and trade. While Russia wanted to regain the influence over Ukraine, EU intention were to
finalize the DCFTA agreement with Ukraine. Since 2013, the conflict of interests led Ukraine
into a desperate situation. It led to a desperate situation in Ukraine since 2013. (Kast'akova,
2012; p. 11).

The EU started to develop relations with Ukraine and other republics under an agreement on
partnership and cooperation in 1994.This agreement was not sufficient for closer relations
between EU and Ukraine. Orange revolution brought new matters about democratization in
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2004. European Union tried to utilize revolution for closer relationship and cooperation with
Ukraine based on the initiative of European neighbourhood politics. It meant steps liberal West
and cooperation between Ukraine and international organizations was initiated in 2008 by
World Trade Organization (WTO). (Ruzekova, 2013; p. 966-969).

In 2009, the European Union established the Eastern partnership with six neighbouring
countries creating the European neighbourhood politics (ENP), which became a milestone in
the relation with Russia and led to the emergence of new relations between them. EU began to
develop a relationship with the members of the European Eastern Partnership through
negotiations of the Association Agreement (AA) and Agreement on a Deep and
Comprehensive Free Trade Area (DCFTA), which once adopted into force should ensure visa
waiver and readmission agreement. (Ozgir, 2012; p. 4).

Moreover, other countries of the Eastern partnership were in negotiations with EU, but Ukraine
showed the biggest interest towards negotiations with EU and therefore ended up progressing
more than others. Negotiation of DCFTA was the most important objective for Ukraine and
despite the fact that European Union had conditions in ratifying DCFTA concerning human
rights, Ukraine started the adjustments and modernizations of their economy and trade in
accordance with European standards. During the final negotiations in 2012 and 2013 both
parties came to the consensus accepting DCFTA in Vilnius Summit in 2013. (Loo, 2012;
p.189-190).

All of these visions and plans were destroyed by Victor Yanukovych’s rejection of DCFTA
and caused protests in Maiden movement of thousands of Ukrainian people. Based on that a
Civil War erupted and Russians managed the annexation of Crimea. This development of
events caused critical situation and the military conflict in Ukraine. The situation resulted in
postponement of implementation the DCFTA from September 2014 to January 2016. It is
surely assumed that cooperation with EU and signing DCFTA is the only way out for Ukraine
future advancement and security. (Delcour, 2015; p. 320).

1.1 Foreign Trade of Ukraine and Integration Changes

The EU's relations with Ukraine (as well as other states of the commonwealth of Independent
States) are based on of the mode of cooperation and partnership. This system is based on a
Partnership and Cooperation agreement (PCA) signed by the European Community (EC) and
its Member States on the one hand and Ukraine on the other one. This agreement does not
constitute association or focuses on Ukraine's accession to the EU. It is important to note that
it does not deepen the integration of Ukraine within the EU, but it creates a framework for
cooperation and coordination of policies. PCA agreement covered various areas as well as
political dialogue, trade of goods, trade of investments, the establishment, operation of
companies, cross-border provision of services, current payments, movement of capital,
economic cooperation, industrial cooperation, scientific, technical cooperation, energy sector,
transport, cooperation in the field of democracy, human rights, the energy sector, transport,
cooperation in the area of democracy, cooperation in the field of the control of illegal
immigration, and illegal activities. As a legal basis for PCA agreement were used several
articles of the Treaty establishing the EC. (Loo, et al, 2012; p. 426-427).

PCA represents a partnership based on strengthening political and economic freedoms and it
also focuses on the support of the independence and sovereignty of Ukraine and the creation
of a regular political dialogue. It also aims to promote the efforts of the state through the
consolidation of democracy and the development of transition of Ukraine to a market
economy.
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The process of integration of Ukraine has been restricted due to lack of domestic strategy and
also external interventions. The issue of the Ukrainian economic-political orientation has
received much attention within the context of the failed integration through the Eastern
partnership at the summit in 2013.Ukrainian access through deeper integration with the EU
was one of the causes of the subsequent military conflict between Russia and Ukraine.
(Spiliopoulos, 2013; p.258-259)

Currently, Ukraine aims to overcome the impacts of the conflict and the implementation of the
AA/DCFTA, which consists of placement trade, commodity, territorial restructuring,
improving competitiveness, and trade integration through the new commodity and territorial
specialisation of Ukrainian foreign trade. Trade integration and the formation of new patterns
of specialization are badly influenced by economic and business relationship with Russia, with
serious economic implications, not only in the short term, but probably also in the medium and
long term. Disturbed economic relations with Russia, which include bilateral trade,
investment, and travel embargo as well as disputes in the energy prices and other
disagreements have resulted in considerable economic consequences for both parties. The EU
and western institutions such as International Monetary Fund (IMF), World Bank, and
European Bank for reconstruction and Development (EBRD) are trying to help reforming the
Ukrainian economy and to assist Ukraine in the change of trade specialisation and the
restructuring of their economy and the ability to get the influx of new foreign investment. It
will require a certain degree of macroeconomic stability, improving the investment climate,
and particularly the termination of the military Crimea conflict. This is a fundamental
prerequisition for economic stabilization and possible growth of investments, which represents
an urgent task for all parties involved. (Dragneva and Wolczuk, 2014; p. 215-216).

2. Problem of Formulation and Methodology

The article describes the trade relationship between EU and Ukraine. The analysis includes the
trade relationship of products in the period of 2004-2014. The integration of Ukraine into the
EU on the basis of the agreement on partnership and cooperation agreement of 1998 or the
Eastern partnership of 2009 and through the AA/DCFTA from 2014 recorded changes in the
business relations with the 28 member countries of the EU in the period under review. The
analysis of trade relations of Ukraine and the EU as well as the volume and structure of foreign
trade are expressed through the usage of mathematical-statistical methods.

Business analysis reflects the development of foreign trade relations between Ukraine and the
EU (export + import) from 2004 to 2014. Another part of the trade analysis is focused on the
calculation of the level of trade integration, sometimes also called the rate of economic
openness. A lot of authors express the economic openness in different ways than (Balaz, 2002;
p. 152-157), (Burda, 2006; p. 24-26), (Tanco$ova, 2004;p. 245). An example is a statement
(Cihelkova, 2012; p. 230),the share of economic openness is reflected on the overall sum of
export and import and on the overall economic activity, which we define by the share of
imports and exports of GDP.

According to Eurostat is the trade integration of products expressed as a percentage of GDP.
Practically, it means the diameter of the imported and exported items of products and trade
balance and its share of GDP. If the index increases all the time in monitored country, which
in our case is the Ukraine, it becomes more integrated into the international economy. On this
basis, we express this factor through the share of export and import and their share of GDP:

Th=(2200) * 100 )
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Where Tl represents the degree of trade integration during a certain period of time t, which is
expressed in percentages, IMP; s the import and GDPt is gross domestic product at time t
expresses the nominal value.

The second pattern may be expressed similarly, but with using exports (EXPt). Through this
method we compare the part of the trade (export or import), which expresses business

integration.
EXPt

TEt=(2>—) * 100 )

The data for this analysis were obtained from Eurostat and are in Euro value. Further we are
focused on the changes in the sectoral and geographical composition of foreign trade. In the
analysis of foreign trade of EU and Ukraine you can see the representation of development of
the turnovers of foreign trade between the years 2004-2014. (Eurostat [online], 2016].

Table 1: Trade Flows Export and Import of EU and Ukraine according to the SITC

Import Export

Value [Total |Extra |Growt |Value |Total [Extra- |Grow

Total 13,706 |100,0 | 0,8 -1,3 [17,007 [100,0 | 1,0 [-28,8

0 Food 2,482 | 18,1 2,7 13,5 |1,310 7,7 1,7 [-195
1 | Beverages 18 0,1 0,2 |-10,8 | 187 1,1 0,7 |-20,4
2 | Crude material 2,698 | 19,0 40 |[-16,1 | 417 2,5 1,1 |-24,0
3 | Mineral fuels 998 7,3 02 ]-10,8 1,870 | 11,0 1,7 [-24,8
4 | Animal 616 45 7.3 32,7 54 0,3 1,3 16,10
5 | Chemicals n.e.s. 554 4,0 0,3 -0,3 3,681 | 21,7 1,3 |-19,8
6 | Manufactured goo |3,845 | 28,1 2,2 -1,8 12,601 | 15,3 1,3 [-24,0
7 | Machinery 1,417 | 10,3 0,3 28 14,932 [290 0,7 1-394
8 | Miscellaneous 630 4,6 0,3 8,8 (1,680 | 9,9 09 |-27.9
9 | Commodities 33 0,2 0,1 -2,7 83 0,5 0,1 |-47,3
Other 516 3,8 n.a. n.a. 191 1,1 n.a. n.a.

Source: own estimated according http://trade.ec.europa.eu/doclib/docs/2006/september/trado
c_113459.pdf

In the post below we express the calculation of the balance of trade for each commodity group
according to the standard international trade classification. Among the main commodity
groups of export and import of EU and Ukraine according to the SITC is also expressed the
value of export and import of Ukraine and EU including values shown in Table 1.

3. Problem Solution

The EU is the Ukraine’s largest trading partner representing more than one of these trades. It
is also the main source of Foreign Direct Investment (FDI). Since 1993 till 2015 Ukraine
profited from the general system of preferences. In 2013 more than 70 % of Ukrainian exports
to the EU benefited from the GSP tariff preferences and represented the technical, mechanical
equipment, plant, oils, base metals, chemicals, and textiles. AA/DCFTA aims to strengthen the
bilateral trade in goods and services between the EU and Ukraine following by progressive
removal of tariffs and the harmonization of rules in the Ukraine, according to the EU, in
selected industry sectors and towards the agricultural products.(Ec.europa.eu [online], 2015).
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Figure 1: Total Goods: EU Trade Flows and Balance, Annual Data 2004-2014
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Source:own estimated according http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc
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Figure 1 reflects on the development of foreign trade between the EU and Ukraine in years
2004-2014. This data confirms that the trade of the EU and Ukraine (export and import) over
the years significantly changed. From the Figure 1 above we can see that the export from the
EU to Ukraine in the monitored period was higher than import from Ukraine to the EU. It also
shows that the foreign-trade turnover was the lowest in 2004 with the largest slump in the
foreign trade between Ukraine and the EU recorded during the years 2009 and 2010 and
climaxed in the year 2014.

Table 2: Total Goods: EU Trade Flows and Balance, Annual Data 2004-2014

Import Export Balance | Total trade
Perio Value % % Value % % Value Value Mio
2004 8,512 0,8 | 10,593 1,1 2,081 19,105

2005 8,718 2,4 0,7 13,299 | 256 13 4,581 22,018
2006 9948 | 141 0,7 118,287 | 375 1,6 8,339 28,235
2007 [ 12,484 [ 255 0,9 |[22431 ] 22,7 1,8 9,947 34,915
2008 | 14,642 | 17,3 09 [25159 | 1272 1,9 10,517 39,801
2009 7,943 | -45.8 06 13991 | -444 13 6,048 21,934
2010 [ 11547 [ 454 08 17,413 | 245 13 5,866 28,959
2011 | 15,152 | 31,2 09 21283 2272 1,4 6,131 36,435
2012 | 14643 | -34 0,8 23865 121 1,4 9,222 38,507
2013 | 13,882 | -52 08 23899 | 02 14 10,017 37,782
2014 | 13,706 | -1,3 0,8 | 17,007 | -28,8 1,0 3,301 30,713
Source:own estimatation according http://trade.ec.europa.eu/doclib/docs/2006/september/tra
doc_113459.p

Changes in the volume of foreign trade include exports and imports and part of the foreign
trade turnover along with the sum of total trade for years 2004-2014. The higher changes in
trade were expressed by the percentage growth or a drop in the percentage of the assessment
of foreign trade in individual years. We can see the details regarding the development of
foreign trade in Ukraine and EU, specifically, the development of import and export in Table
2. A higher volume of imports than exports was achieved through the observation of total trade
in GDP in the years 2004-2014, where we can see that the development in those years was
not alike. For example, the share of imports in GDP was in 2004 higher than the share of
exports and in 2014 this trend constantly persists.

76



International Conference on European Integration 2016 Ostrava, Czech Republic

Figure 2: The Status of Trade Integration
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For example, the rate of openness of the Ukrainian economy towards the EU in 2014 was 50
% on the export side and more than 66 % on the import side. The share of imports in GDP was
higher than the share of exports from 2004 to the year 2014.We can see the resulting trade
openness in Figure 2. The status trade integration was higher in 2014 than in 2004. In both
cases, the share of trade integration was higher in 2014 than in 2004. From this perspective,
the integration of Ukrainian economy with the EU contributed to achieving a higher level of
economic openness, and confirmed a fact, that Ukraine is a small open economy with a
dependence on a foreign trade. The diversification of foreign trade of Ukraine is a hard task
because Ukraine still belongs to the developing countries. (Gochar, et al, 2013; p. 16-19)

Ukraine has an open emerging economy but the crisis has hit at a difficult time. Ukrainian
economy has reacted extremely painfully to the deepening crisis. Ukraine has the 51™ largest
export economy in the world and 31™ most complex economy according to the Economic
Complexity Index (ECI). (atlas.media.edu)Ukraine was at the 22 place among the trading
partners of the European Union in 2014 making 1.1 % of total volume of the foreign trade of
the EU. If we analyse the dynamics of bilateral trade in the period of years 2004-2014, we can
see an interesting increase of the share of the EU in the foreign trade with goods and services
of Ukraine rising from 29.6 % to 32.1 %.The main trade partners of Ukraine in 2014 were
membership countries of the EU such as Germany (17.9 %), Poland (15.1%), Italy (10.7%),
Hungary (7.4%), The Netherlands (5.1 %), France (4.7%), Spain (4.5 %), and other countries
(34.6%). (Ukraine-eu.mfa.gov, [online]; 2016).

Table 3: Main Trading Partners of Ukraine in 2004 and 2014 in %

The | Country 2004 | Percentage | The Country Percentage
share 2014 share
1. [ Russia 56,9 % 1. [ EU28 35,2 %
2. | Germany 13,3% 2. | Russia 20,8%
3. | Turkmenistan 8,8 % 3. | China 7,5%
4, | ltaly 8,6 % 4. | Belarus 5,2%
5. | Poland 6,4% 5. | Turkey 4,5%
6. | Turkey 6,2% 6. | Egypt 2,7%
7. | Belarus 6,0% 7. | USA 2,4%
8. | USA 2,6 % 8. | India 2,3%
9. | China 45% 9. | Kazakhstan 1,3%
10. | Hungary 2,5% 10. | Saudi Arab 1,1%

Source: own estimatation according http://trade.ec.europa.eu/doclib/docs/2006/september/tra
doc_113459.pdf
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In Table 3 is we can see the change by the percentage of trading partners of Ukraine for 10
years and, specifically, years 2004 and 2014. These data confirm that Ukraine has started to
focus more on foreign trade with the European Union and also with other countries.

4. Conclusion

Ukraine is trying to deepen its position within the geographical and political space in the
context of the global civilization development and trying to express their own priorities,
national interests, strategy tactics, and also their implementation. Additionally, they are trying
to focus through foreign policy on the general trends of global development and pushing their
national interests, the growth of their international authority and influence on international
events. The outcome of this research expresses the foreign-trade relations between Ukraine
and the EU, and the trade integration status of Ukraine. The results also indicate that Ukraine
is heading in a positive direction to develop prosperous foreign trade cooperation between
them and the EU.

There was also discovered a deficit balance between Ukraine and the EU countries in the
framework of international trade, which points to the fact that there is a need to find a balance
between the Ukraine foreign trade by increasing the export volume.

It is necessary to develop the support of competitiveness of Ukrainian producers on the basis
of the structural reforms of the economy, particularly the export-oriented industries. It is also
necessary to implement new comprehensive export strategy of the Ukrainian economy focused
on raising the export innovation products with high added value and also to focus on the
increase of the grants for the high-tech services. Furthermore, it is also necessary to redirect
the import strategy, which will provide comprehensive problem solutions through the
modernization of the national economy and active policy of import through substitution of
import commodities.
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Abstract

Definition according to which the COMI shall be the place where the debtor conducts the
administration of its interests on a regular basis and which is ascertainable by third parties is
moved from the recitals to the main body of the Regulation (EU) 2015/848 (the Regulation).
Under the Regulation the place of the registered office is still presumed to be the debtor’s
COMI, but now such presumption shall only apply if the registered office has not been moved
to another Member State within a 3-months period prior to the request for the opening of
insolvency proceedings. Furthermore, the new law adds a recital that clarifies the
circumstances in which the presumption that the COMI of a legal entity is located at the place
of its registered office can be rebutted. Special provision applies for natural persons. In the
case of an individual exercising an independent business or professional activity, the center of
main interest shall be that individual's principal place of business; in the case of any other
individual the centre of main interests shall be the place of the individual’s habitual residence.
The habitual residence became in course of the past decade the most important connecting
element determining the status of natural persons in terms of the EU law (not only in
insolvency proceedings).

Keywords: Center of Main Interest, EU Law, Insolvency, Legal Entity, Natural Person

JEL Classification: G33, K10, K11, K12, K13

1. Introduction

On 29 March 2012, the Commission launched a public consultation, during which the
Commission received 134 contributions. The Commission also took into account the outcome
of an external study prepared by the universities in Heidelberg and Vienna analysing the
application of insolvency regulation. Empirical data obtained on the basis of the outcome of
the public consultation and the abovementioned external studies have proven that three-
quarters of the respondents agree with the use of the concept of the centre of main interests
(COMI) for the determination of international jurisdiction in the main proceedings. But the
majority expressed the opinion that the interpretation of the concept of the centre of main
interests in case law has contributed to practical problems. Almost half of the respondents
adduced evidence proving the abusive transfer of the centre of main interests (Council
Regulation (EC) No. 1346/2000, proposal, p. 4).

Regulation (EU) 2015/848 of the European Parliament and of the Council on insolvency
proceedings (recast) (hereinafter referred to as “Regulation 2015/848”) entered into force on
25 June 2015; as of 26 June 2017, the said Regulation 2015/848 shall replace the current
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Council Regulation (EC) No. 1346/2000 on insolvency proceedings (hereinafter referred to as
“Regulation 1346/2000). Consequently, it is desirable to analyse the changes that will occur
in cross-border insolvency proceedings, primarily with regard to the concept of the debtor's
centre of main interests (COMI) as the crucial concept, and the conflict-of-laws connection
drawn by European insolvency law, which also appears in international insolvency
proceedings in a number of non-EU countries.

Judicial practice in EU Member States since the adoption of Regulation 1346/2000 with
respect to the determination of international jurisdiction in insolvency proceedings can be
characterised as being inconsistent. The courts, primarily English courts, as opposed to the
courts of other Member States, have significantly differed in their assessment of the centre of
main interests. English courts have often proceeded very aggressively from the perspective of
continental law, and have not hesitated to apply an extensive interpretation in order to declare
themselves competent (having jurisdiction) in a number of controversial cases. Considering
such practice, one might also tend to believe that one of the main objects of the Regulation —
to prevent forum shopping — has had the opposite result. The inconsistent application of the
rules governing court jurisdiction has so far not only provided sufficient room to the involved
parties for the abusive relocation of the centre of main interests, but it also represents the
impetus for such action (Cihula, 2006). Nonetheless, examples can also be found in other
countries, such as Germany, where the determination of the COMI was rather questionable,
and the relevant decisions principally lacked any justification in this regard. In its report of
December 2012, the Commission pointed out certain debatable aspects of the current
legislation.

As concerns individuals (natural persons), some courts have applied the presumption favouring
the debtor's residence, whereas others have applied national laws, which does not comply with
the requirement that the concept of the COMI ought to be construed as an autonomous concept
of EU law (Btichaéek, 2015). The debtor's “centre of main interests” in terms of Article 3(1)
of Regulation 1346/2000 is a specific concept of EU law; consequently, its meaning is
autonomous and must be interpreted uniformly and independently of any national laws or
regulations (Rastelli Davide e C. Snc v. Jean-Charles Hidoux, Judgement CJ EU, 2011). Apart
from the above said, the Commission has highlighted the practice of forum shopping adopted
by debtors —debtors have, in certain cases, changed their registered office/place of residence
immediately before the expected opening of insolvency proceedings in order to transfer their
COMII and, consequently, jurisdiction. The Commission has come to the conclusion that there
have been cases of the evidently abusive relocation of the centre of main interests for the sole
purpose of obtaining the discharge of residual debts in jurisdictions with laws favourable for
the said purpose. This problem has often been referred to as “bankruptcy tourism” (Bfichacek,
2015).

2. Concept of Debtor’s Centre of Main Interests (COMI)

The COMI determines jurisdiction for the opening of the main insolvency proceedings; the
concept encompasses business (trade, entrepreneurial), as well as other professional economic
activities (for-profit activities) (Fritz et al., 2001). Consequently, we could generally infer that
main interests include not only business, entrepreneurial or professional activities, but also the
debtor's (bankrupt's) general business interests. This approach applies to both individuals and
legal entities, both entrepreneurs (traders) and persons who do not carry on any business
activities, and it is always necessary to determine, from among a group of potentially more
suitable places, those places that exhibit the greatest importance for and closest connection to
the debtor. But the principal requirement is that the place must be ascertainable by third parties
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without exerting any special effort to determine the place. The place must be clearly obvious
to third parties.

Regulation 2015/848 confirms the value of the debtor's centre of main interests as the main
connecting factor. Such approach is logical, even though the application of the concept still
gives rise to problems in practice. The main insolvency proceedings can only be opened in the
jurisdiction in which the debtor has their COMI. The COMI represents the focus point of the
debtor's economic life, and ensures that the insolvency proceedings are opened in the
jurisdiction with which the debtor has an actual and the closest connection. This connecting
factor has already gained a certain degree of international recognition — it is also incorporated
in the 1997 UNCITRAL Model Law on Cross-Border Insolvency.

In status law, the COMI as a connecting factor is closer to the seat theory (from the perspective
of the seat/place of management, the place of control determining the real seat of a legal entity)
than the incorporation theory, which is the primary basis of the Czech status law with respect
to legal entities. The registered office (in terms of the incorporation theory) merely represents
a rebuttable presumption of the existence of the debtor's centre of main interests at the said
registered office.

There are several interpretation concepts of the COMI. The opinion prevailing in continental
Europe can be described as an opinion on the centre of activities, i.e. that the debtor's centre
of main interests is determined by the place where the debtor can be ascertained or reached by
third parties. Conversely, the Anglo-Saxon opinion is more cosmopolitan and can be described
as an opinion according to which the debtor's centre of main interests is determined by the
place of management, i.e. the debtor's centre of main interests (COMI) is located in the place
where decisions concerning the management of the enterprise are actually made (Goodfrey).
However, such interpretation is substantially more flexible than the seat theory according to,
for instance, German law; the latter is closer to the place from which the debtor's activity is
influenced, and to some extent, also controlled.

One must principally adopt the premise that the debtor's centre of main interests must meet the
fundamental prerequisite, i.e. it must be a place objectively ascertainable by third parties, not
only temporary, and the connection between the debtor's activities and the said place must
exhibit a sufficient, not only temporary importance.

The concept of Regulation 2015/848 substantially complies with German law and the German
approach as the approach and concept of a state whose citizens were the main investors on the
European level for a long time, primarily in the 1980s and 1990s. Hence, the said concept of
international jurisdiction provides sufficient leeway to open the main insolvency proceedings
in Germany even against a company that does not have its registered office in Germany. Such
approach is therefore highly protectionist, especially in relation to countries with a
concentration of investors and creditors domiciled in the said territory, because the concept of
the COMI and the definition of its contents can serve as the basis for an interpretation that
argues that the place can be situated in a territory from which the debtor's activities are
managed, from which (or through which, as the case may be) the main payment transactions
are executed, etc. This very approach demonstrates the highly politically motivated character
of Regulation 1346/2000, which has been substantially used by, for instance, German courts
and German receivers (though, naturally, this does not apply to Germany only); German courts
and receivers have also, from the very beginning, reflected this concept in the laws of national
origin relating to insolvency proceedings.
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3. Definition of COMI and Rebuttable Presumptions in Regulation
2015/848

The new definition of the debtor's centre of main interests is formally a mere rephrasing of the
former definition incorporated in the Preamble, without any intention to change the essence
thereof. The COMI is defined as a place from which the debtor regularly manages its interests
and which is ascertainable by third parties.

Business companies and/or legal entities are subject to a rebuttable presumption that the
debtor's COMI is located at its registered office. However, a company should not be interpreted
as limited to a business company; the concept also covers civil-law companies, including
associations, which are endowed with legal personality under the individual legal systems,
without being classified as legal entities. For instance, a general partnership under German law
has its own legal personality, even though it is not considered a legal entity — contrary to certain
other legal systems and their rules regulating analogous legal forms. Considering the
differences in the perception of the legal personality of such legal concepts, Regulation
2015/848 has adopted relatively broad rules in order to cover as many of such cases as possible.

Regulation 2015/848 has retained the (rebuttable) presumption that the country of the
company's statutory registered office is identical to the debtor's COMI. The reasoning behind
this approach is logical, because it is a place that is usually, ipso facto, ascertainable by third
parties, primarily creditors. Consequently, such approach significantly increases the security
of the creditors, who may assume, with a sufficient degree of probability, that if the debtor
becomes insolvent, the main proceedings will probably be conducted in the said country. The
concept of the statutory registered office, or registered office as such, could give rise to certain
interpretation problems with respect to the rebuttable presumption under Article 3(1) of
Regulation 2015/848. The definition of the registered office is controversial, questionable and
in the EU, almost politicised. On the one hand, the incorporation principle has been accepted,
more as a political compromise; on the other hand, however, the principle applies exclusively
as a rebuttable presumption modified by the main principle, i.e. the principle of the COMI as
the connecting factor.

It is necessary to adduce evidence and prove the opposite, i.e. if the party has alleged that the
COMl is not identical to the place of its statutory registered office. For example, Belgian courts
accepted the opposite as proven and opened the main proceedings despite the fact that the
debtor's statutory registered office was not situated in the territory of the Kingdom of Belgium
(Henry, 2000) based on the following arguments, which persuaded the courts to do so: (i) the
company has and operates its enterprise in Belgium, whereas the company carries on no
economic activities in the country of its statutory registered office, (ii) the company was
formed under Belgian law and subsequently relocated its statutory registered office to France,
but the debtor could not be found in the place of its statutory registered office, no staff could
be ascertained, and on top of that, it was difficult to serve documents to the debtor in the place
of its statutory registered office, and (iii) the debtor's statutory registered office in the territory
of another state could be deemed as purely fictitious for other reasons and on the basis of other
circumstances.

Regulation 2015/848 supplements the definition of the rebuttable presumption, namely the
presumption only applies if the registered office has not been moved to another Member State
within the 3-month period prior to the request for the opening of insolvency proceedings
(Article 3(1) of Regulation 2015/848). If the request is lodged within less than 3 months of the
relocation, the presumption of the registered office shall not apply and the court will have to
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assess the COMI on the basis of a comprehensive analysis of all factors. This temporal
limitation is necessary for the proper functioning of the internal market and to avoid incentives
for parties to transfer assets or judicial proceedings from one Member State to another, seeking
to obtain a more favourable legal position (forum) to the detriment of the general body of
creditors (forum shopping).

A truly mobile conflict caused by a change of the COMI arises, in most cases, only very rarely.
It is either an entirely intentional change of the COMI after the request for opening the
proceedings is lodged, or even only a fictitious change, which, however, does not represent
any change in actual fact, and consequently, cannot give rise to any consequences, or a
situation where the COMI is changed immediately prior to the request, and the change is
motivated solely by forum shopping and therefore represents an evident evasion of the law.
Any influence of any such changes of the COMI on international jurisdiction must be rejected.
A true change of the COMI that is not motivated by the search for another, more suitable
international jurisdiction, is mostly undertaken by individuals, often people with insignificant
assets (Gebauer et al., 2005), where a simple and fast migration allows them to sever close and
constant connections to their current domicile. However, even such cases require an
examination of whether or not the grounds for the migration inhered exclusively in a desire to
change the international jurisdiction to process the insolvency and open the insolvency
proceedings.

From the temporal perspective, the key factor is the place of the COMI at the moment of filing
the request. Changes of the place after the filing of the insolvency request and before the
declaration of insolvency (or at any later moment) are irrelevant. As regards the change of the
COMI after the request to open the proceedings, this issue has also been addressed by the ECJ
in Susanne Staubitz — Schreiber (Susanne Staubitz-Schreiber, Judgement ECJ, 2006). The
Court ruled that a transfer of jurisdiction from the court originally seized to a court of another
Member State would be contrary to the objectives pursued by the Regulation. The legislator's
intention was to avoid incentives for the parties to transfer assets or judicial proceedings from
one Member State to another, seeking to obtain a more favourable legal position. That
objective could not be achieved if the debtor could move its centre of main interests to another
Member State between the time at which the request to open insolvency proceedings was
lodged and the time at which the judgment opening the proceedings was delivered and thus
determine the court having jurisdiction and the applicable law. Such a transfer of jurisdiction
would also be contrary to the objective of efficient process, increased effectiveness and more
expeditious insolvency proceedings with an international impact, as it would oblige creditors
to be in continual pursuit of the debtor, wherever they chose to establish themselves more or
less permanently, and would often mean in practice that the proceedings would be protracted
(Susanne Staubitz-Schreiber, Judgement ECJ, 2006, paragraphs 24-26).

The introduction of the three-month “neutralisation” period attempts to solve certain critical
aspects of Regulation 1346/2000, but in the authors' opinion, it is too weak and incoherent. D.
Latella argues that whoever has their registered office in an EU Member State may freely
choose any other Member State to carry on their business activities, even though they have no
material connection to the state, except for a formal act of registration. He opines that the
freedom of establishment, guaranteed by primary EU law, also includes the possibility of
moving the centre of main interests, and consequently, companies may choose their own
national insolvency law by relocating their registered office (Latella).

Insolvency can be assimilated to a serious and deep economic crisis in the individual sense,
usually irreversible and irremediable. In such situations, some companies sometimes attempt
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to secure a more favourable legal environment by moving their registered offices. Naturally,
this is often motivated by illegitimate incentives, primarily if the aim of the change is to cause
detriment to the creditors; in such case, the introduction of the neutralising three-month test
may undoubtedly be of benefit. On the other hand, financial distress, however serious, is a
situation of preliminary insolvency, where the debtor can still be saved and the company can
be given a second chance to survive. Companies may in such cases look for a more comfortable
legal framework and their efforts are not necessarily motivated by illegitimate purposes, but
rather by legal and economic effectiveness in the restructuring of their debts. The uniform
three-month neutralisation period does not factor in whether the particular case concerns
insolvency (lack of liquidity), or only financial distress. It may neither prevent all cases of the
abusive transfers of the registered office due to the shortness of the period, but may slow down
good transfers (Latella).

The Preamble (Recital 30) of Regulation 2015/848 newly contains an explanation, inspired by
the decision in Interedil (Interedil Srl, in liquidation v Fallimento Interedil Srl and Intesa
Gestione Crediti SpA., Judgement CJ EU, 2011), that the presumption regarding the COMI
should be rebuttable if the company's central administration is located in a Member State other
than that of its registered office, and where a comprehensive assessment of all of the relevant
factors establishes, in a manner that is ascertainable by third parties, that the company's actual
centre of management, and the supervision and management of its interests are located in such
other Member State. Factors that ought to be considered primarily include all places where the
company pursues its economic activity, and all places where the company owns assets,
provided that such places are ascertainable by third parties. Such circumstances must be
assessed globally and with due regard for the circumstances of each individual case.

On the other hand, it has to be emphasised that, despite any such rebuttable presumption (in
the case of legal entities), and despite the fact that it is usually the creditor (the person filing
the request) who can be expected to exert efforts to rebut the presumption, the court is also
obliged to examine, of its own motion (ex officio), whether or not it has jurisdiction. The reason
is that Article 4 of Regulation 2015/848 stipulates that a court seized of a request to open
insolvency proceedings shall, of its own motion, examine whether it has international
jurisdiction pursuant to the Regulation. The judgment opening insolvency proceedings shall
specify the grounds on which the jurisdiction of the court is based, and in particular, whether
jurisdiction is based on Article 3(1) (main proceedings) or (2) (secondary proceedings). Article
5 has newly introduced a possibility available to the debtor or any of the debtor's creditors to
challenge the decision opening the main proceedings on grounds of international jurisdiction.
The decision opening the main insolvency proceedings may also be challenged by other parties
or on grounds other than a lack of international jurisdiction of the court, where national law so
provides.

These changes should improve the procedural framework for the determination of the
jurisdiction to open the proceedings. They should help to make sure that the proceedings are
only opened if the respective Member State actually has jurisdiction. A more thorough control
of the COMI should also be introduced, and this measure should therefore represent another
instrument for preventing forum shopping. The possibility of defence pursuant to Article 5 of
Regulation 2015/848 should also provide effective means of legal protection to the creditors,
which has so far lacked any legal basis in EU law (Bfichacek, 2015). However, this provision
is specific for its principally and exclusively procedural nature. Despite the fact that the details
of the instrument are regulated under national laws, some legal systems will probably need an
adjustment of their procedural mechanisms in order to make sure that persons with legal
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standing may employ the instrument at all, although the right itself to the protection is
exercised as a result of direct application on the basis of Article 5 of Regulation 2015/848.

Regulation 2015/848 shall not apply if the (statutory) registered office is situated in the
territory of a Member State, but the state is not the state of the COMI. However, this principle
must not enable the debtor to make fictitious transfers of their assets and endeavour to
artificially construe the COMI outside the territorial scope of Regulation 2015/848. This is
another reason why the court seized of a request to open the insolvency proceedings should
have the power and the duty to examine the centre of main interests and its actual location ex
officio, and if the court discovers that the COMI has been artificially construed outside the
territorial scope of Regulation 2015/848, the court should employ any and all legal instruments
to undermine the construct. The active, if not actually investigative, role of the court should
therefore be enhanced.

On the other hand, if the COMI is not located in any of the Member States, Regulation
2015/848 shall not apply and the determination of international jurisdiction, as well as the
effects of any foreign decision in an insolvency case, shall be governed exclusively by private
international law rules incorporated in the legislation of the individual states.

Conversely, Regulation 2015/848 must be applied and its scope will cover the case if the
COMI is situated in the territory of a Member State, despite the fact that the debtor's statutory
registered office is not situated in the territory of the Member States.

4. COMI of Individuals

The Regulation has introduced provisions regulating the centre of main interests of individuals
(natural persons). In the case of an individual exercising an independent business or
professional activity, the centre of main interests shall be presumed to be that individual's
principal place of business; in the case of any other individual, the centre of main interests
shall be presumed to be the place of the individual's habitual residence. This solution could
have been inspired by Susanne Staubitz-Schreiber; the Advocate General in the said case
provided the following opinion: [...Jthe centre of the main interests of an individual who
carries on a business activity is deemed to be their “business address”, while for other natural
persons, it is deemed to be their habitual residence[...] (Susanne Staubitz-Schreiber, Opinion,
paragraph 62).

That presumption shall only apply if the individual's principal place of business has not been
moved to another Member State within the 3-month period prior to the request for the opening
of insolvency proceedings, or in the case of other individuals (who do not carry on a business
activity), if the habitual residence has not been moved to another Member State within the 6-
month period prior to the request for the opening of insolvency proceedings. The Preamble to
Regulation 2015/848 (Recital 30) has supplemented an explanation regarding individuals not
exercising any independent business or professional activity, according to which it should be
possible to rebut this presumption, for example where the major part of the debtor's assets is
located outside the Member State of the debtor's habitual residence, or where it can be
established that the principal reason for moving was to file for insolvency proceedings in the
new jurisdiction, and where such filing would materially impair the interests of creditors whose
dealings with the debtor took place prior to the relocation.

The concept of habitual residence, which is a brand new concept for European insolvency
proceedings, is already incorporated in the Brussels Il bis Regulation, and has also been
employed by the Hague Conference on Private International Law. EU law has not offered any
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legal definition of the concept thus far. The meaning and specific contents of the concept of
habitual residence differ in various legal cultures. Both the Hague Conventions and the
Brussels 11 bis Regulation, as well as a number of other EU procedural and substantive laws,
have intentionally refrained from providing any definition thereof. The reason is that the
countries of continental Europe have tackled the concept differently. Swiss law, for instance
(despite the fact that Switzerland is not a Member State), stipulates that the place of habitual
residence is defined as a place where the individual has lived for a longer period of time; this
applies even if they have been aware from the very beginning that their residence shall only
be temporary. But most other states provide no definition of the place of habitual residence —
the states have deferred the interpretation to courts in the context of the individual international
treaties and EU law, as applicable (Zavadilova et al., 2010).

For instance, the Judgment in Korkein hallinto-oikeus states that the concept of habitual
residence under Article 8(1) of Regulation 2201/2003 must be interpreted as meaning that it
corresponds to the place that reflects some degree of integration by the child in a social and
family environment. To that end, in particular the duration, regularity, conditions and reasons
for the stay on the territory of a Member State and the family’s move to that State, the child’s
nationality, the place and conditions of attendance at school, linguistic knowledge and the
family and social relationships of the child in that State must be taken into consideration. It is
for the national court to establish the habitual residence of the child, taking account of all the
circumstances specific to each individual case (Korkein hallinto-oikeus, Judgement ECJ,
2009). The above and, of course, other aspects, naturally adjusted to the conditions of an
economically capable individual, must also be applied to the COMI test with respect to
individuals in order to determine their insolvency status. Future case law of the courts of the
Member States and of the ECJ will hardly shed any light on the particular contents that the
concept of habitual residence will assume in the context of cross-border insolvency
proceedings; but it may at least delimitate the contents of the test and the significance of the
individual criteria.

5. Selected Case Law Concerning Debtor's Centre of Main Interests

The courts of the Member States have endeavoured to provide a more precise interpretation of
the COM I ever since the adoption of Regulation 1346/2000. Based on the already existing case
law, the debtor's centre of main interests is determined by factoring in such aspects as day-to-
day management (Ireland) (Eurofood IFSC Ltd., Judgement High Court of Dublin, 2004;
Judgement ECJ, 2006) versus the fact that members of the managing board had the nationality
of the state of the forum (Italy) (Parmalat S.p.A., Judgement Tribunale Civile e Penale, 2004;
Eurofood IFSC Ltd. v. Parmalat S.p.A., Judgement ECJ, 2006). The Supreme Court of the
Netherlands has ruled that the COMI is situated in the state (here the Netherlands) in which
more of its significant ownership interests had their seat, through which the debtor
implemented its trading interests (Fortis v. Vennink, Judgement De Hoge Raad, 2004; Bos,
2015).

The fact that a subsidiary was established in Sweden was held by a Swedish court (similarly
to the assessment of the Supreme Court of the Netherlands in the last mentioned case above)
to be so important that the Court determined the COMI of the company according to the said
factor, despite the fact that the company was incorporated in Great Britain and had a
correspondence address in Spain (No. O 21-05, Judgement Court of Appeal Skane and
Blekinge, 2005; Wessels, 2006). In connection with the Swedish practice, as well as the aspect
that can be potentially assessed as the decisive circumstance for determining the COMI, one
may also invoke another Swedish decision, in which the determining factor establishing the
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COMI was associated with the place where the source codes to the debtor's computer
programme were deposited, despite the fact that the company was incorporated and had its
correspondence address in the UK, whereas it only had its branch in Sweden (No. K 17664-
04, Judgement Stocklhoml court, 2005; Wessels, 2006).

We may also highlight the case in which the parent company (of an Austrian subsidiary with
its registered office in Innsbruck, Austria) had its registered office in Germany. The court in
Munich declared bankruptcy both with respect to the German parent company in terms of the
main insolvency proceedings (Hettlage KgaA, Judgement Amtsgericht Miinchen, 2004;
Mankowski, 2004), and with respect to the Austrian subsidiary; the court ruled that the decisive
element was the organisational structure, because the accounting services for the entire Group,
IT services, contractual agenda and similar activities had been carried on at and through the
German parent company. Nonetheless, the court also had regard to other circumstances, such
as the fact that any and all goods sent to Austria were produced and supplied by the parent
company, any and all business activities were organised from Germany, members of the
business management of the Austrian company were residing in Germany, etc. This is a
situation that was typical for Germany in the past, and an approach favouring the jurisdiction
of domestic courts, although even German courts have in this regard adopted different
decisions — for instance, Amtsgericht Monchengladbach emphasised in its rulings the debtor's
outward actions (Mankowski, 2004), and underlined, in at least one case, the place from which

the debtor's advertising campaign was conducted (EMBIC 1, Judgement Amtsgericht

Monchengladbach, 2006; Ehlers, 2006). In this regard, it may, for instance, suffice
whether and which address was notified by the debtor to their business partners as the main
contact (communication address) (Ci4net.com Inc. and Re DBP Holdings Limited, Judgement
High Court of Justice Leeds District, 2004), which may become important, especially if the
debtor only has a few business partners; otherwise, it would be necessary to have regard to all,
or at least the more important, creditors (at least the more important creditors who have lodged
their applications), and the address by no means needs to coincide with the debtor's registered
office (Judgement Amtsgericht Diisseldorf, NZI, 2004, p. 450).

For a comparison connected with the location or residence, as applicable, of the statutory body,
we may refer to the decision of a London court in Aim Underwriting Agencies. This case
concerned a company formed in Ireland, but which was fully owned by a British company.
The statutory body, as the sole person fully responsible for the operation of the company, had
his permanent residence in Great Britain, and London was determined as the COMI; however,
the court in this case also had regard to the perception or potential perception, as applicable,
of the COMI by creditors. The court also took into account the fact that principally a number
of activities were carried on by the parent company in England, as well as the fact that the Irish
subsidiary had no employees (Aim Underwriting Agencies (lreland) Ltd., Judgement High
Court of London, Chancery Division, 2004; Hyde et al.). Principally analogous criteria were
also employed by the same court in a different, even older case, in which the court ruled that
a company formed in Spain had its COMI in London, where the company adopted any and all
financial and economic decisions (Enron Directo S.A., Judgement High Court of London,
Chancery Division, 2002; Hyde et al.).

Similarly to the last mentioned case, as well as the Northsea case (see below), a Swedish court
had regard to the fact that some basic activities of a company formed in Finland were pursued
in Sweden, and used this argument in support of its own jurisdiction by holding that the COMI
was located in Sweden (No. K 17664-04, Judgement Stockholm court, 2005; Wessels, 2006).
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It is clear that the interpretation favouring the determination of the COMI primarily according
to the outward appearance of the debtor shall continue to apply, i.e. even within the regime of
Regulation 2015/848.

Nevertheless, even the practice of English courts seemed rather inconsistent for a long time,
and English courts in many cases tended to accept the debtor's COMI in the place of its
“organisational” management, without too much emphasis on the perception thereof by third
parties (creditors) (Crisscross, Judgement High Court of Justice in London, 2003). The recent
case of Northsea Base Investment Limited (Northsea Base Investment Limited, Baltic Tankers
Holding Limited, B. Endeavour Shipping Co Limited, B. Force Shipping Co Limited, B. Faith
Shipping Co Limited, B. Merchant Shipping Co Limited, Judgement High Court of Justice,
Chancery Division, 2015) serves as a useful reminder of the potential to rebut the presumption
of the registered office. The court in the Northsea case held that the COMI of the ship carriers
was located in England and Wales, i.e. in the countries to which their operations and
management were transferred, not in Cyprus, where the Group was registered. All eight
companies were registered in Cyprus, although the operations and management of the
companies had been delegated under a service agreement to a shipping company formed in
England (Marine Services Limited Cross), payment transactions and all communication were
carried out through London, and as a subsidiary factor, key contracts were governed by English
law, with the place for resolving eventual disputes also located in England. The court in the
Northsea case concluded that the services, operations and management of the Group were
undertaken by Marine Services Limited Cross, as well as the payment transactions and contacts
with banks. The court held that from the point of view of objective evidence, and what could
be ascertained by third parties, the involvement of Marine Services Limited Cross in London
was critical to the operation of the ship companies. Conversely, factors such as the fact that
meetings of the boards and General Meetings were not held in England, but in Cyprus, were
rejected, because such circumstances were important for the internal running of the company,
but in most cases could not be perceived as the decisive factor for the creditors, who, moreover,
were not and could not be informed of such circumstances. This must be perceived as the
difference between factoring in such a circumstance from the perspective of international
(European) insolvency law, on the one hand, and fiscal and administrative law, among others,
on the other hand; the latter often involves the assessment of the said internal status. This
decision repeatedly emphasised the importance of the debtor's COMI as perceived by third
parties. Nonetheless, we must naturally point out that the perception of the individual creditors
may differ. In this connection, an English court took into account in its ruling the view adopted
by the main creditor, an English factoring company, which financed the business activities of
a German company, supported by the fact that most administrative activities of the debtor were
carried on in England. The court also had regard to the fact that contracts concerning
approximately seventy per cent of goods supplied by the company to the German market were
contractually executed (contracts signed) by a company from the Group that had its registered
office in England (Daisytek-1SA Limited, Judgement High Court of Justice, Leeds District,
Chancery Division, 2003; Hyde et al.).

6. Conclusion

It is necessary to point out that the changes in the regime of EU insolvency proceedings will
make sure that its legal basis solidifies into a more effective set of rules. But the possibility of
a broad interpretation of the COMI still leaves room for individual subjective discretion of the
judge — it is the judge of the insolvency court seized of a request to open the proceedings who
must assess the existence of the centre of the debtor's main interests in the place of the said
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court. Both Regulation 2015/848 and a number of published opinions strive to present the
COMI as an objectively existing fact, which only needs to be ascertained on the basis of an
assessment of all potentially applicable circumstances. This opinion is certainly correct, but it
would be overly academic and detached from practice if we failed to realise that the
determination of the place on the basis of all available circumstances presupposes a significant
quantum of information and practical professional, economic and general abilities to be
possessed by the judge. The judge must assess the existence of the COMI with maximum
economic and international knowledge and insight. The concept of Regulation 2015/848
provides room for the protection of the debtor's interests, rather than the interests of the
creditors, its main objective. The reason is that the debtor usually has at their disposal the
greatest amount of information that could be of significance for the assessment of the COMI,
as opposed to the creditors, who usually have at their disposal only very limited and incomplete
information regarding the debtor's economic interests. The judge who examines the issue of
main interests should therefore base their conclusions on the maximum objectivisation of facts
presented to them in the request to open the proceedings. It is therefore more than advisable to
make use of, to the maximum extent possible, any expert reports and preliminary receivers,
who could and should supply the judge with information that is as objective as possible.

We cannot agree that the rules for the determination of international jurisdiction are
sufficiently clear and exclude almost entirely any conflicts of jurisdiction, whether positive or
negative. On the contrary, the highly politicised circumstances attending the adoption of both
Regulations and the discussion thereof, as well as the compromising approach to the resolution
of crucial issues, render the problem and the resolution thereof rather unclear and vague. The
reason is that the COMI depends on the assessment of many factors, which can be ascribed a
completely different significance by judges from various Member States. Hence, the problem
inheres in the fact that the assessment of the given conflict-of-laws issue is substantially
influenced by subjective reasoning or evaluation by the judge, as applicable, and the
approaches adopted by national legal cultures. This results in principal conflicts of jurisdiction.
Consequently, the determination and definition of clear conflict-of-laws criteria, which would
make them generally applicable, is the principal assignment for the future decision-making
practice of the Court of Justice of the EU and for the courts of the Member States.

References

[1] Bos, T., M. (2015). De Europese Insolventieverordening in de Nederlandse rechtspraak.
NIPR, p. 592-604

[2] Btichaéek, T. (2015). Novy pravni ramec pro pieshraniéni insolvenci v EU [title in
translation: New Legal Framework for Cross-Border Insolvency in EU]. Prdvni rozhledy,
iss. 22, pp. 778 ff.

[3] Cihula, T.(2006). Uréeni mezinarodni piisluinosti v insolvenénim fizeni s mezindrodnim
prvkem. Prdvni rozhledy, pp. 673 ff.

[4] Ehlers, E. (2006). TILEC (Tilburg University) Discussion Paper (2006-010). Corporate
Rescue: The German Insolvenzplan and the U.S. Chapter 11. Proceedings — European
Insolvencies: Selected Issues of EC Regulation 1346/2000) [online].[cit: 2015-02-21].
Available:
https://www.researchgate.net/publication/4867713_Corporate_Rescue_The_German_In
solvenzplan_and_the US_Chapter_11 Proceedings_-
_European_Insolvencies_Selected Issues_of EC_REgulations_13462000.

90



International Conference on European Integration 2016 Ostrava, Czech Republic

[5]

[6]

[7]

[8]

[9]
[10]

[11]

[12]

[13]

[14]

[15]

[16]

[17]

Fritz, D.F. and Béhr, R. M. (2001). Die européische Verordnung iiber Insolvenzverfahren
Herausforderung an die Gerichte und Insolvenzverwalter. DZWIR, pp. 221 ff.

Gebauer, M. and Wiedmann, T. (2005). Zivilrecht unter europdischem Einfluss.
Stuttgart: Richard Boorberg Verlag.

Godfrey, P. (2016). Working with the regulation — project ,, E“ [online]. [cit 2016-02-
10]. Available: http://www.era.int/web/en/resources/5 2341 3071 file_en.4460.pdf.

Henry, P. (2000). La failite consoledée. In: Foéx, B. and Thévenoz, L (eds.).
Désendettement et redressement. Etudes réunies en l' honneur de Louis Dalévez. pp. 221

ff.

Hyde, M and Tylor, St., J. (2016). The EU Insolvency Regulation [online]. [cit: 2016-02-
21]. Available: http://www.europeanrestructuring.com/05intro/008_013.htm.

Judgement (DEU) Amtsgericht Miinchen of 4. May 2004, Hettlage KgaA (unpubl.).
Reported in: NZI, Case law, 2004, p. 450.

Judgement (GBR) of the High Court of Justice, Chancery Division, Companies Court of
26 January 2015 between Northsea Base Investment Limited, Baltic Tankers Holding
Limited, B. Endeavour Shipping Co Limited, B. Force Shipping Co Limited, B. Faith
Shipping Co Limited, B. Merchant Shipping Co Limited ([2015] EWHC 121 [online].
[cit: 2015-02-20]. Available: http://www.bailii.org/ew/cases/EWHC/Ch/2015/121.html.

Judgement (GBR) of the High Court of Justice, Leeds District of 20 May 2004
Cidnet.com Inc. and DBP Holdings Limited [2004] EWHC 1941, [2005] BCC 277,
[2004] ZIP 1769.

Judgement (GBR) of the High Court of London, Chancery Divison of July 2002 in Re
Enron Directo S.A. (unpubl.), reported by: Hyde, M and Tylor, St., J. The EU Insolvency
Regulation [online]. [cit: 2016-02-21]. Available:
http://www.europeanrestructuring.com/05intro/008_013.htm.

Judgement (GBR) of the High Court of London, Chancery Divison of 2. July 2004 in Re
Aim Underwriting Agencies (Ireland) Ltd., reported by: Hyde, M. and Tylor, St., J. The
EU Insolvency Regulation [online]. [cit: 2016-02-21]. Available:
http://www.europeanrestructuring.com/05intro/008_013.htm.

Judgement (GBR) of the Judgment of the High Court of Justice, Leeds District, Chancery
Divison of 16 May 2003 in Re Daisytek-I1SA Limited (unpubl.), reported by: Hyde, M and
Tylor, St., J. The EU Insolvency Regulation [online]. [cit: 2016-02-21]. Available:
http://www.europeanrestructuring.com/05intro/008_013.htm.

Judgement (NLD) De Hoge Raad of 9. January 2004 Fortis v. Vennink, No. JOR 2004/87
(unpubl.).

Judgement (SWE) of the Court of Appeal Ské&ne and Blekinge of 3 February 2005, No.
O 21-05 (unpubl.), reported by Wessels, B. (2006). EU Insolvency Regulation and its
Impact on European Business. CESInfo DICE Report, iss. 6, p. 16-21 [online]. [cit: 2016-
02-21]. Available:
https://www.academia.edu/8034067/EU_insolvency_regulation_and_its_impact_on_Eu
ropean_business.

91



International Conference on European Integration 2016 Ostrava, Czech Republic

[18] Judgement (SWE) of the Stockholm court of 21 January 2005, No. K 17664-04 (unpubl.),
reported by Wessels, B. (2006). EU Insolvency Regulation and its Impact on European
Business. CESInfo DICE Report, iss. 6, p. 16-21 [online]. [cit: 2016-02-21]. Available:
https://www.academia.edu/8034067/EU_insolvency_regulation_and_its_impact_on_Eu
ropean_husiness.

[19] Judgement (SWE) Svea Court of Appeal of 30 May 2003, No O 4105-03 (unpubl.).

[20] Judgement of the Court of Justice of the European Union C-191/10 of 15 December 2011
Rastelli Davide e C. Snc v.i Jean-Charles Hidoux.

[21] Judgement of the Court of Justice of the European Union C-219/13 of 2 April 2009
Korkein hallinto-oikeus.

[22] Judgement of the European Court of Justice C-341/04 z 2 kvétna 2006 Eurofood IFSC
Ltd. v. Parmalat S.p.A.

[23] Judgement of the European Court of Justice C-C-1/04 of 17 January 2006 Susanne
Staubitz-Schreiber.

[24] Judgment of the Court of Justice of the European Union of 20 October 2011 in re Interdil
Srl, in liquidation v Fallimento Interdil Srl and Intesa Gestione Crediti SpA. CELEX:
62009CJ0396.

[25] Langan, J. (2004) Case Law - EC Insolvency Regulation. Southsquare’s % Digest, vol.
10, iss. 7 [online]. [cit. 2016-02-21]. Available: http://www.southsquare.com/files/july-
04.pdf.

[26] Latella, D. (2013). The "COMI" Concept in the Revision of the European Insolvency
Regulation. European Company and Financial Law Review Forthcoming) [online]. [cit.
2015-02-21]. Available: http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2336470.

[27] Pannen, K. and Riedemann, S. (2007). European Insolvency Regulation. Commentary.
De Gruyter, p. 648.

[28] Wessels, B. (2006) EU Insolvency Regulation and its impact on European business.
CESifo Dice Report, iss. 1, pp. 16-21.

[29] Wessels, B. (2006). EU Insolvency Regulation and its Impact on European Business.
CESInfo DICE Report, iss. 6, p. 16-21 J[online]. [cit: 2016-02-21]. Awvailable:
https://www.academia.edu/8034067/EU_insolvency_regulation_and_its_impact_on_Eu
ropean_business.

[30] Wessels, B. (2008) Cross-border insolvency law in Europe: present status and future
prospects. PER: Potchefstroomse Elektroniese Regsblad, vol. 11, iss. 1.

[31] Zavadilovd, M. and Turofiovd, J. (2010). Pravidla urCovani mezinirodni soudni

soudniho dvora. [title in translation: Rules for Determination of International Court
Jurisdiction pursuant to Brussels Il bis Regulation in Light of Most Recent Case Law of
European Court of Justice]. Prdavni rozhledy, iss. 7, pp. 246-252.

92



International Conference on European Integration 2016 Ostrava, Czech Republic

The Impact of Tax Competition on the FDI Flows within EU in
Conditions of Globalization

Beata Blechova
Silesian university in Opava
School of Business Administration in Karvina
Department of Finance and Accounting
Univerzitni namésti 1934/3
Karvina, Czech Republic
e-mail: blechova@opf.slu.cz

Abstract

With the emergence of multinational corporations and globalization of their economic
activities, the competition between these companies is being expanded also on the competition
between individual states. This competition is also manifested in the tax area, when less
economically developed countries are trying to attract the foreign investors from economically
advanced countries to their country through a lower corporate tax burden, which is considered
as harmful tax competition. This article examines the extent of Foreign Direct Investments
flows depending on the size of corporate income tax burden in EU countries. The amount of
the corporate income tax burden is expressed here using two types of tax rates, namely the
statutory tax rate and the effective tax rate, defined by the ratio of the aggregate revenue of
corporate income taxes to GDP. The degree of dependence of FDI flows on the size of the
corporate tax rates is determined using correlation analysis.

Keywords: Globalization, Multinational Corporations, Foreign Direct Investment, Corporate
Income Burden, Tax Competition, Tax Advantages, Agglomeration Advantages
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1. Introduction

Much discussed topic today is the globalization process, which has developed into its present
form as a result of continuous development of the world economy. (Stiglitz, 2002)
characterizes the globalization as the closer integration of the countries and peoples of the
world, brought about by the enormous reduction of costs of transportation and communication,
and the breaking down of artificial barriers to the flows of goods, services, capital, knowledge,
and people across borders.

Globalization is indissolubly linked with the emergence of Multinational Corporations (MNC),
i.e. companies which have their headquarters in one country and develop continuous operation
under their control (they own there at least 10% of the common stocks and decision-making
powers) in at least two other countries with the use of Foreign Direct Investment (FDI).

The poorer countries are trying their best to attract investments of these companies, since they
enable them capital inflows and attracting or invoking of the secondary investments. They also
provide them with access to advanced technologies, to advanced managerial experiences, to
the developed markets and also simultaneously to create a new job. Individual countries are
using different tools for the FDI promotion. These include the liberal regulation of exchange
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of national and foreign currencies, guarantees against expropriation, setting up of the industrial
parks, some tax breaks or direct subsidies.

An important factor that also may influence the investors' deciding about the allocation of their
investments is the size of the corporate tax burden. To a tax instruments that are the most
important for decisions of foreign investors we can include mainly the level of the statutory
corporate tax rates, the extent of applicable tax benefits and mutual relations between the
taxation of income in the host and home country. Among the most frequently applied tax
benefits we can include in particular the following:
o the temporary tax exemption from income, which applies to new businesses,
o the possibility to add a certain part of the costs associated with buying or setting up a
new company in addition to the normal depreciation of fixed assets,
o the possibility to apply more favorable depreciation method at the fixed assets,
o the lower income taxes for all foreign investors, or only within a particular sector or
region.

The application of these tax instruments gives rise to tax competition, which most
economically advanced states consider as harmful. However, tax competition may also
represent certain medicine against effort to expansion of state power and to increasing of the
government spending associated with them, which have an impact on the tax increases. It can
act more effectively than political mechanisms, because in this case it has the same effect as
competition in business. Under the influence of tax competition, governments would be forced
behave more efficient and more responsive to the priorities of their "customers” i.e. of their
business entities and private individuals.

Also among the politicians and economists within EU taking place currently numerous
discussions about the impact of tax competition on the economic and fiscal situation in
individual EU countries. Economists and politicians from the original fifteen Member States
(EU15MS) mostly critically evaluate tax policy of thirteen new economically less developed
Member States (EU13MS), which manifests by effort to attracting capital from EU15MS by
decreasing the statutory tax rates on corporate income and by providing various tax benefits.
They argue that these activities of EU13MS lead to the growth of harmful tax competition,
which has a negative impact on their tax and fiscal policy. As a result, they are themselves
forced to reduce the tax burden of incomes, to prevent the leakage of capital to the EU13MS,
causing the reduction of their tax revenues. This then has resulted in limiting their opportunities
in the provision of public goods and in fulfilling of social functions. These states therefore
endeavor to enforce greater tax coordination and harmonization within the EU, particularly in
the area of corporate income taxation.

The opinions on the importance of taxation like a factor influencing FDI are very different.
Among the economists who share the view, that the level of corporations’ income tax rates
and their reduction has an impact on the growth of FDI inflows, and thus may lead to harmful
tax competition, include for example (Bradford and Oates, 1971), (Hartman, 1984), (Wilson,
1986) or (Zodrow and Mieszkowski, 1986). They are inclined to the view that due to the effect
of corporate tax competition, governments will to shift the tax burden from mobile production
factors, falling into the economic function "capital”, on the immaobile factors belonging into
the economic functions "labor" and "consumption™. This can cause the effect known as "Race
to the Bottom" in the taxation of mobile factors and to lead to economic decrease due to the
reduction in consumption, caused by higher tax burden of labor and consumption. The opinion
that corporate tax competition is harmful and leads to the sub-optimally low tax rates for
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mobile factors of production has also supported (Bucovetsky, 1991) and (Wildasin, 1998). On
the contrary, the positive effect of corporate tax competition on FDI flows states e.g. (Swenson,
1994), while (Wheeler and Moody, 1992) found no significant effect. (Margan, 2012) then
emphasizes the significant impact of the corporate tax burden on the global economic
competitiveness of individual countries.

For finding out the size of corporate income tax burden are often used the statutory tax rates,
which are readily available. However, don’t take into account different rules for determining
the amount of the income tax base. Therefore, a more objective seem to be the effective tax
rates, which take into account both the tax base and the way in which are integrated the systems
of corporate and personal income tax.

2. Development of FDI and Corporate Income Tax Burden in the EU

For monitoring the development of FDI flows has been selected period 2004 - 2012. The
limited scope of this period is affected by the availability of the necessary statistical data in
Eurostat Database, and also by the fact that the individual EU Member States used a different
methodology for determining the size of FDI flows in earlier time. The uniform principles,
based on the third edition of the OECD model definition of 1995, which is fully consistent
with the fifth edition of the "Balance of Payments Manual,” elaborated by International
Monetary Fund, the individual EU Member States began gradually implement until 2004, from
which the data on FDI flows in EU countries are comparable among themselves.

The underlying data on inflows and outflows of FDI in the EU have been taken from (Eurostat
[online], 2016). For the more objective comparability of FDI flows in individual MS EU a
there are used the percentage ratio metric data FDIin/GDP and FDIlouw/GDP.

Table 1: Development of Average Values of the Indicators FDI/GDP, SCITR and ECITR
in Groups of EU Member States

2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012
EU28 [ 1229 | 1594 | 17,2 | 20,62 | 11,84 | 17,94 | 18,16 | 28,65 | 21,82

EU15 | 18.17 | 23.23 | 23.53 | 30.79 | 16.59 | 30.16 | 31.07 | 50.51 | 37.67
EUI3 [ 596 | 752 | 990 | 888 | 635| 3.83| 328 | 342| 353

OFDI/
GDP
(%)

EU28 | 1793 | 15.25 | 13.14 | 23.12 | 13.64 | 18.35 | 15.89 | 25.03 | 19.11
EU15 | 2127 | 27.34 | 22.84 | 41.31 | 23.36 | 33.06 | 29.05 | 46.19 | 35.10
EUI3 [ 103 | 131 1.95| 214 | 242 | 138| 070 | 068 | 1.00

OFDIo/
GDP
(%0)

EU28 | 2679 | 25.26 | 25.08 | 24.37 | 23.84 | 23.78 | 23.20 | 22.97 | 23.14
EU15 | 3139 | 30.06 | 29.64 | 28.67 | 28.21 | 27.89 | 27.33 | 26.91 | 27.35
EU13 [ 2147 | 10.73 | 19.81 | 19.41 | 18.79 | 19.02 | 18.43 | 18.43 | 18.28

(4]
SCITR
(%)

EU28 [ 293 | 308 | 331| 363| 337 | 276| 266 | 2.70| 2.65
EUIS [ 318 | 335| 352 | 361 | 327 | 258 | 275 | 2.76 | 2.68

EUI3 | 263 | 2.76| 3.08| 366 | 349 | 296 | 255 | 262 | 2.61
Source: (Eurostat, 2014, 2015), own calculation

(S

ECITR
(%)
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Data on the development of corporate tax rates have been taken from (Eurostat, 2014). Here
were applied the statutory corporate income tax rate (SCITR) and the effective corporate
income tax rate (ECITR), defined as the ratio of annual aggregate tax revenues from corporate
income to annual GDP values, which more objectively evaluates the level of tax burden.

Table 1 presents the evolution of the average values of these parameters in groups of the
original 15 Member States (MS EU15), 13 new Member States (MS EU13) and in all 28
current Member States (MS EU28) in the period 2004-2012. As the table shows, the
development of indicators FDI/GDP in the reporting period was markedly fluctuating, while
the value of these indicators in the MS EU15 group were fold higher than in the EU13 MS.
For SCITR indicators we see the steady decline in both groups of MS EU between 2004 -
2012, when the decline in the MS EU15 group amounted to 4.04 pp. and was larger than in the
MS EU13 group, where amounted only to 3.19 pp. During the entire period, the SCITR value
in MS EU13 group was in average lower about 9 pp. than in MS-15 group. The development
of ECITR indicator had also a similar course in both groups of MS EU, while between years
2004 - 2007 showed the growth and subsequently the decline and stagnation. The difference
in the ECITR values between the groups MS EU15 and MS EU13 was much smaller than at
indicator SCITR and during the reporting period decreased from 0.55 pp. to 0.07 pp. From it
can be deduced that the level of corporate income tax burden, expressed as ECITR, has
approached in both MS EU groups.

3. The Assessment of the Tax Competition Impact on the Extent of FDI in
the EU

The association between development of FDI and corporate tax rates is here assessed using the
degree of correlation between the sets of random variables X and Y. The X files represent files
of average SCITR and ECITR values in groups of MS EU15 and MS EU13, Y files then the
files of average values of FDI in/GDP and of FDI out/GDP in both those groups that were
detected in the reporting period. The range of selective files of x; and y; pairs is determined by

the length of the reporting period 2004 - 2012, i.e. that these files contain 9 pairs.

The value of the correlation coefficient r is calculated as follows:

r= nEim XY i~Yie g % Ximq Vi (1)
J[n T )2 -3, xi)z][n Y, 002-(Ti, J/i)z]

where n is the number of pairs x; and y; in the selective file.

This selective correlation coefficient r is calculated from the values of the sample of random
variables x; and y; hence its value reflects the proportions in the sample and not a correlation
coefficient p in the basic file, from which the selection was made. When interpreting the results
of the calculation of the coefficient r, we are trying to broaden its validity for the basic file
with the aim to generalize this result. In order to simplify all of this testing procedure were for
the null hypothesis that p = 0 (i.e. that the basic set of pairs of random variables X and Y does
not show the linear dependence) tabulated the critical values of this coefficient, designated as
the r,. These values are tabulated in mathematic - statistical tables, depending on the
parameters v = n - 2 and p, where v denotes a parameter called as the degree of freedom and
parameter p is called as the level of statistical significance, i.e. the probability that the absolute
value of the calculated  selective  correlation  coefficient r  (when
p = 0) exceeds the value of r,. The values of rp are usually tabulated for the degrees of freedom
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v =1 to0 100 and for the level of statistical significance p = 0.05 and p = 0.01. In practice, the
procedure is such, that the calculated selective correlation coefficient r is compared with
respective value of rp given in the table for the corresponding value of the parameter v, and the
chosen significance level p. If | r |> rp is possible to refuse the null hypothesis that p = 0, and
to consider the existence of a linear relationship between random variables X and Y of the basic
file as proven at a significance level of p, i.e. with the probability P = 100 (1 - p).

The value of selective correlation coefficient r varies in the range -1 <r </, and determines
the degree of mutual linear dependence of two monitored random variables X and Y. The value
of the coefficient r = 1 indicates, that the statistical dependence of these random variables
shows a direct linear functional dependency, the value r = -1 indicates, that there is the indirect
linear functional dependency, and the value r = 0 indicates, that between the observed random
variables does not exist a linear relationship. The more the value of coefficient r is approaching
to +1 or -1, the greater is the degree of linear relationship between selected files of random
variables X and Y (direct for positive r values and indirect for its negative values). When the r
value is approaching to zero (from left or right), this indicates a minimal or even zero degree
of linear dependence between the files of random variables X and Y.

In our case the number of the pairs x; and y; in the sample is equal to n =9, i.e. that the degree
of freedomv=n-2=9-2 =7. If we choose the significance level p = 0.05, then for the
calculated degree of freedom v = 7 we find at the mathematical and statistical tables the critical
value rp, = 0.6664. In the case that the calculated selective correlation coefficient r satisfies the
condition |r| > 0.6664 we can consider the analyzed dependence between selected files of
random variables X and Y as linear with the probability P = 100 (1 - 0.05) = 95%.

The following Table 2 contains the calculated values of selective correlation coefficients r,
characterizing the degree of linear dependence among the selection files of pairs in each
group of MS EU15 and MS EU13 and between these groups:

FDIin/GDP — SCITR FDIin/GDP — ECITR
FIDou/GDP — SCITR FIDouw/GDP — SCITR

Table 2: The Values of the Selective Correlation Coefficients r between the Files
O FDIin/GDP, @ FDIlouwt/GDP and the files @ SCITR, @ ECITR in groups of MS EU15
and MS EU13

O FDI/GDP inflow O FDI/GDP outflow

MS EU15 | MSEU13 [ MSEU15 | MS EU13

O SCITR | -0,7208502 | 0,51379814 | -0,65387 | 0,127804
O ECITR | -0,5528034 | 0,63033956 | -0,31476 | 0,936396

Source: own calculation

The table shows that with regard to the size and sign of the calculated selective correlation
coefficients r is only in two cases possible, with a probability of 95%, to evaluate the
dependence between the values of the indicators FDI/GDP and the values of indicators SCITR,
ECITR as linear. Specifically, the dependence of @ FDI in/GDP on @ SCITR in MS EU15
group, and the dependence of @ FDI out/GDP on @ ECITR in MS EU13 group. Partial impact
on the presented result could have an impact of the global financial crisis in 2008, as well as

the small size of the selective files used for correlation analysis.
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4. Conclusion

Based on the performed correlation analysis we can not make a definite conclusion about the
impact of the level of corporate income tax rates on the volume of FDI flows within the EU.
However, the analysis clearly demonstrated that reduction of statutory corporate tax rates in
the reporting period in MS EU13 group did not affect the growth of the FDIin/GDP ratio in
these EU MS. Therefore, it does not confirm the view of the part of economists and politicians
from the MS EU15 group, that the reduction of the tax rates in the MS EU13 raises tax
competition, which causes undesirable outflow of capital from the MS EU15 group to MS
EU13 group.

The volume of FDI inflows into some country is not only influenced by the level of the
corporate tax rates. There are also many other fiscal factors, such as the so-called "tax
optimization™ or "tax planning,” enabling companies, that operate on an international level,
certain options to reduction or completely avoiding taxation by using the tools of fiscal
engineering. These include in particular the use of so-called. "Tax havens” and "Offshore
financial centers", i.e. tax jurisdictions applying very low taxation of corporate profits, in
which multinational companies set up their headquarters.

Besides the tax factors, investors decide about direction of their foreign investments also
according to a range of different "agglomeration advantages" that occur in individual
countries, as it they mention in their works e.g. (Ludema & Wooton, 2000) or (Baldwin &
Krugman, 2004). These advantages can e.g. include the proximity of sources of necessary raw
materials, the assumption of high sales, the proximity of companies that can provide the
necessary cooperation, quality local education system, enough skilled workers, advanced
infrastructure, guarantee against a possible expropriation, liberal regulation of national and
foreign currencies exchange, consent with international arbitration in the disputable cases or
state financial aid in the form of preferential loans, of the share in capital in newly founded
companies or of direct financial subsidies to foreign investors.

All these tax and non-tax factors affect the size and direction of flow of FDI, which are not
only dependent on the size of corporate tax rates in individual countries. Tax competition,
caused by differences in these rates within the EU, so can not be a decisive factor that
influences FDI flows in individual EU MS and can therefore not be considered as harmful for
that reason.
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Abstract

This article aims to provide an overview of the development of tourist trips in the Czech and
Slovak Republics. The article deals with the development of tourism in the Czech and the
Slovak Republics with regard to European integration processes. Its attention is focused on
tourist trips, which are analyzed by purpose and length of stay. The gathered data in the years
2012 — 2014 are being compared. In the introduction to the article, the concept of tourism is
set in the deeper historical context, followed by the selection of the most important publications
on the topic and clarification of key terminology. The research deals with tourist trips in the
Czech and Slovak Republics. The analyzed data come from the Czech Statistical Office, which
provides Eurostat statistical data to be able to be compared in the European context.

Keywords: Czech Republic, European Integration, Slovak Republic, Tourism, Tourist Trip

JEL Classification: F02, F22, F6, J61

1. Introduction

Processes of European economic integration play the key role in the development of all
member states and affect the activities of all institutions and firms in both public and private
sectors (Skokan, 2012, p. 296). The development of tourism in the countries of the former
Eastern Bloc countries profits from the political changes in the last century. As Mundt stated
(1999, p.1) the foundations of tourism are politically based and without the guarantee of
generosity and mobility, which belongs to the fundamental rights of citizens in liberal states,
tourism is not as possible as without economic base. Globalization is the common denominator
of what is happening in Europe. It affects all sectors of economy, including tourism.
Globalization characters in tourism are reflected in economy (by horizontal and vertical
integration strategies, foreign investments in hotels and tourist attractions, by global players
and strategic alliances, global tourism management and global tourist areas competition
(Petermann, Wenrich 1999, p.74). As a consequence, it has an influence on tourism.

Tourist trips represent the foundation stone of tourism, which can be examined from a lot of
aspects. According to Freyer (2011, 9) travelling in Europe can be divided into four stages:

1 Early stage (till 1850), period before travelling,

2 Beginning stage (1850 — 1914),

3 Development stage (1915 — 1945),

4 Advanced stage.
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The above mentioned phases are formed, according to him, by changing the ways of travel
using various means of transport (on foot, horseback, by steamboat, boat, car, plane), by
motivation for travel (education, treatment, recovery, regeneration), by number of participants
and their social composition (from the elite and the new middle class to the mass).

At the same time Freyer emphasizes that when discussing the human context of tourism, it is
difficult to assess whether to talk about "world tourism™ or just "local tourism" in individual
countries (Freyer, 2011, p. 9).

1.1 Professional Literature on Tourism

Professional literature on tourism is quite extensive. It is necessary to draw attention to the fact
that tourism can be viewed from different angles, especially in terms of economic, marketing,
sociological, geographical, culturological, political and ecological disciplines, e.g.
publications with respect to economic growth (Palatkova, Zichova 2014), with regard to
employment (income of population) and unemployment (Freyer 2007), (Vorlaufer 2003),
publications focused on the sustainability of nature and society (Abbega 1996), publications
with attention to the tourism industry from the perspective of management (Miiller 2004).
Tourism policy is understood as development and environmental policy from many points of
view, e.g. employment policy through the promotion of tourism as a means of the European
Union integration policy (Mundt 2004). From other possible approaches, it is possible to
mention an interdisciplinary approach (Mundt 2012), satisfaction surveys on the hotel business
(Dreyer, 2003), the travelling culture (Henning 1997), from the point of view of psychology
and sociology (Hahn), from the perspective of marketing (Haedrich 1997), from the
perspective of public administration (Tittelbachova 2011).

1.2 Terminology

Similarly, to other countries, in the Czech Republic there are synonymous terms associated
with travelling such as “turismus”, “turistika”, “cestovni ruch” being not distinguished a lot in
informal speech. In German terms “ Tourismus”,” Touristik” or “Fremdenverkehr’are used.
The German term “Fremdenverkehr” was used in the 19th century and as a technical term it
was employed in the 19th and 20th centuries.

EERNT3

In the Czech Republic there are used terms “turismus”, “turistika” and besides the term
“cizinecky ruch” is more common “cestovni ruch®“. Simultaneously with the German
equivalent “Fremdenverkehr” the term “cizinecky ruch” continues to decline in use, which
might be related to the root of “cizinec” associated with mostly negative connotations. The
word tourism can be described as an international word being used in English (tourism), French
(tourisme), and (turismo) both in Italian and Spanish.

Tourism is referred to people that stay outside their own environment in places that are far
from their place of residency for a variety of purposes, except for migration and the normal
daily work (Jakubikova 2012, p.18).

In the German environment, the term tourism began to be used after World War I1. Interesting
is also the meaning of "Reiseverkehr" (in Czech “cestovni ruch”). According to Freyer (2011,
p. 8), it is possible to see the differences in the term with the other terms in these connotations:
1 Traffic and transport aspects of travelling
2 Techno-logical aspects

Into the tourism sector Freyer ranks all aspects related to the length of trips and travel
arrangements in destinations.
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Defining the term tourist trips according to Freyer, who considers tourist trips the constitutive
elements of tourism and specifies them further:

e Persons‘ change of place using means of transport

e Stay in different place

e  Motivation for this change.

Following the above-mentioned classification of tourist trips, tourist trips are limited in the
article with respect to their length and motivation or purpose of stay.

2. Problem Formulation and Methodology

The research deals with tourist trips in the Czech and Slovak Republics. The analyzed data
come from the Czech Statistical Office, which provides Eurostat statistics enabling comparison
of statistic data in the European context. From the statistic data we focus on tourist trips that
we will analyze further:

e by purpose,

e by length of stay.

Tourist trips by purpose are considered all tourist trips of residents aged 15 years and more for

personal or business purpose with at least 1 overnight stay. These trips are further specified as:
e private,

holiday, free time and recreation,

visiting friends and relatives,

other trips including pilgrimage and health care,

work and business.

Tourist trips by the length of stay are specified as follows:
e 1 and more nights,

1 -3 nights,

4 and more nights,

4 — 7 nights,

8 — 14 nights,

15 — 28 nights,

29 — 91 nights.

For the purposes of this article we focus solely on the Czech and Slovak Republics. The
observed period comprises years 2012, 2013 and 2014. Older detailed statistic data are not
available in Eurostat.

The aim of this research was to analyze of abovementioned data, evaluate their positive or
negative connotations and find further determinants of these phenomena. In connection with
the declared aims, the following hypothesis were formulated, the confirmation or disproval of
which was the research objective:
e H1: The number of tourist trips by purpose in the both Czech and Slovak Republics
is increasing due to European integration processes.
e H2: Tourist trips in classification by purpose are predominated by personal trips and
trips realized within holiday, free time and recreation in both countries.
e H3: Tourist trips in classification by length of stay are predominated by short-term
trips.
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In terms of methodology, the article was based on the research of domestic and foreign
literature, its analysis and the analysis of own investigation results which was conducted
according to abovementioned aspects. In our research we use the method of analysis, synthesis
and comparison.

3. Results

3.1 Tourist Trips by Purpose

Tourist trips by purpose, by which are meant all tourist trips of residents aged 15 or more with
private or work purpose with at least an overnight stay. In the observed period the number of
tourist trips in the Czech Republic is the highest (32,858,426). There were fewer trips in
Slovakia (7,166,228).

Table 1: Tourist Trips by Purpose 2012

Holiday, free| Visiting Others,
. . . o Work,
Country Total Private time and | friends and | pilgrimage, .
. . business
recreation relatives | health care

Czech

. 132858426 (31406312 19222585 | 11374177 809 550 1452114
Republic
Slovak | 5166298 | 5569134 | 3553156 | 1502857 | 913121 | 1197094
Republic
Source: CSO

The same order in the overall number of tourist trips can be observed in the following years
2013 and 2014. If we compare, however, development of the total number of trips in the years
2012-2014 in the Czech and Slovak Republics, we come to interesting results. In the Czech
Republic total number of trips fell from 32,858,426 in 2012 to 31,280,116 in 2013, a decrease
of 1,578,310 trips and in 2014 while the number of trips in total again grew by 165,801, the
state from 2012 was not achieved. Also in the Slovak Republic the same trend can be observed.
The total number of trips fell from 7,166,228 in 2012 to 6,894,459 in 2013, representing a
decrease of 271,769 trips. Statistical data from 2014 are not available.

If we look at tourist trips sorted by their purpose, the private trips and trips for holiday, free
time and recreation are the most prevalent from the quantitative perspective. This trend was
recorded in both observed countries and in all selected years (see Table 2).

Table 2: Tourist Trips by Purpose 2013

Hollqay, Visiting Others,
. free time . o Work,
Country Total Private friends and | pilgrimage, )
and . business
. relatives | health care
recreation
Czech
. [ 31280116 | 29608213 | 17383492 [ 11 506 127 | 718 595 1671902
Republic
Slovak
. 16894459b [ 5733000b (3723238b (1630221b| 379541b |1161459Db
Republic
Source: CSO
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While looking at private trips in both countries during years 2012, 2013 and 2014, we can see
a different development in selected countries. In the Czech Republic the amount of private
trips decreased from 31, 406, 312 in 2012 to 29, 608 ,213 in 2013, while in 2014 their amount
rose to 31, 442,035. Statistical data on private trips in Slovakia during 2014 are not available,
only the data from 2012 and 2013 are available, when there was an increment in the number
of this type of trips from the original 5, 569, 134 in 2012 to 5, 733, 000 in 2013 (see Table 3).

Table 3: Tourist Trips by Purpose 2014

Hohc.lay, Visiting Others,
. free time . o Work,
Country Total Private friends and | pilgrimage, )
and . business
. relatives | health care
recreation
Czech
. 32692 62531442035 | 17850044 12956258 | 635733 1250 590
Republic
Slovak not not not not not not
Republic available | available | available | available | available | available
Source: CSO

The lowest amount of trips is represented by the category of others, which include pilgrimages
and diverse health care. The percentage ratio of this type of trips on the overall number of trips
is demonstrated in the following table including years of 2012, 2013 and 2014.

Table 4: The Share of other Trips on the Total Number of Tourist Trips

Country Year 2012 Year 2013 Year 2014
Czech Republic 2,46 % 2,29 % 1,94 %
Slovak Republic 12,74 % 5,51 % -

Source: CSO, own creation

The above table shows that the share of other trips in the total number of trips is relatively low
in the Czech Republic. In the Czech Republic, this share was in the years 2012 - 2014 in the
range of 2.46% in 2012 to 1.94% in 2014.

3.2 Tourist Trips by the Length of Stay

In both observed countries in 2012 tourist trips with one or more overnight stays dominate,
which have the highest number compared with an overnight stay between 1-3 days, more than
4, 4-7, 8-14, 15-28 days and 29-91 days. Also tourist trips for 1-3 days are very popular - it
should be noted, however, that their number is significantly lower than for 1 or more nights.
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Table 5: Tourist Trips by the Length of Stay 2012

I and 4 and
Country | more 1-3 4-7 8—14 | 15-28 | 29-91 (92 -365
. more
nights
Czech 32858 |208344| 12024 |830253| 3002 |699 105
Republic| 426 1 015 2 532 1403121 K
Slovak 7166 3255 3910 2 654
Republic| 228 258 970 437 9353591242245 WO X

Source: CSO

Also in 2013, it is possible to notice the same trend. For overnight stays for 1-3 days, however,
we must note that in the Czech Republic the number of overnight stays dropped from
32,858,426 to 31 280 116. In Slovakia the number decreased from 7,166,228 to 6,894 459.
Also, for overnight stays for one to three days there was a decline in the Czech Republic from
20,834,411 to 19,678,829. Conversely, an increment in those stays is evident in the Slovak
Republic from 3,255,258 to 3,856,133.

Table 6: Tourist Trips by the Length of Stay 2013
I'and 4 and
Country | more 1-3 4-17 8—14 [ 15-28 | 29-91 (92 -365
. more
nights
Czech 31280 | 19678 | 11601 7 646 3122
Republic 116 829 287 789 418 679 870 | 152210 &
Slovak |689445|3856 13| 3038 |199652| 895018
X X
Republic|  9b 3b 326 2b p |S8449b] MO | K
Source: CSO
Table 7: Tourist Trips by the Length of Stay 2014
I'and 4 and
Country | more 1-3 4-17 8—14 [ 15-28 | 29-91 [92-365
. more
nights
Czech 32692 | 20674 | 12017 8 480 2 664
X
Republic| 625 834 790 945 042 6939341 176 293 &
Slovak
Republic
Source: CSO

not available
© unreliable data

3.3 Discussion

The hypothesis 1 supposing that tourist trips are on the rise both in the Czech and Slovak
Republics was not confirmed. We have seen the highest number of total of tourist trips by
purpose in the Czech Republic in 2012, in following years the number was not exceeded. The
same was observed in Slovakia.
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The hypothesis 2 claiming that tourist trips divided by their purpose are dominated by private
trips and trips for holiday, free time and recreation, was confirmed for both Czech and Slovak
Republic.

The hypothesis 3 assuming the short-term trips are the most prevalent type of trips considering
their time of duration was successfully confirmed.

The results of the research could lead to the reflection of the causes of the uneven development
of tourism, which may relate to many aspects of European integration processes, especially to
aspects of economic and social nature.

4. Conclusion

Political changes in 1989 in the former Czechoslovakia started the development of the society
and its integration within Europe in a lot of areas. It is quite evident that they led to the
development of labour mobility, influenced the way of leisure and extended the possibilities
of travelling. European integration processes have also affected international tourism. We
cannot perceive tourism as an independent phenomenon, but always in connection with the
integration processes. It becomes the part of global life.

The development of tourism as a brunch of industry is difficult to predict as it is influenced by
a number of factors. Apart from the economic ones some others can be pointed out as for
instance psychological and political factors in connection with increasing threats of terrorist
attacks and fears of insecurity, etc. It is reasonable to suppose, however, that tourism will
remain a significant social and economic factor in the future.

In relation to abovementioned risks, it is also possible to expect apart from the globalization
tendency even regionalization of the tourism branch, i.e. reinforcement and propagation of
domestic tourism. This is connected with diversification of tourist journeys in terms of their
purpose and length.

The significance of tourism has to be seen above all in the economic level as it creates
opportunities for economic growth of both the country and the region in question while at the
same time in the social level since it creates job opportunities. The task of the tourism state
policy is to increase its competitiveness and sustainability of economic performance.
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Abstract

This research paper has the title Social cohesion between Slovak regions: Bratislava Region
and KosSice Region. In our contribution, we also deal with the European integration and its
development from the end of World War II, until the entering of Slovakia to the EU. We
introduce particular steps of European integration, as for example European Communities,
extending of European Union, entering of Slovakia to the EU and ratification process. In this
regards, main role plays the social cohesion, which is one of principles of European Union.
For this purpose, were established in the EU the Solidarity Fund, the European Social Fund,
The Cohesion Fund, and The European Fund for Regional Development. Among the regions
across the Slovak republic, it is possible to see the substantial differences, mainly from west
to east direction. A questionnaire method is the fundamental method used in our research
paper. Our research paper is focused on standard of living in these regions. Our intention is
to use the questionnaire to find out how the inhabitants of two self-governing regions —
Bratislava self-governing Region and Kosice self-governing Region - evaluate their standard
of living. We supported the research paper in the context of EU regional policy.

Keywords: Bratislava Region, Kosice Region, Region, Standard of Living, EU Regional Policy

JEL Classification: 1310, J600, R580

1. Introduction

The regional policy is one of policies of the European Union. The research paper deals with
the issue of regionalism on the example of the Bratislava Region and KoSice Region. The issue
of regional policy and regions in the conditions of Slovak republic emerged after the
revolutionary changes and in connection with the decentralization of public administration. Its
goal was to bring public administration (governance) closer to the citizen. Because of this, at
first the towns and cities became the subject of a territorial self-government. As the time
passed, the public administration went through a certain restructuring in the sense that there
were 8 regions established, and those represented in 2001 the next level of territorial self-
government. Their meaning brings the fact that they are closer to the citizen and thus can more
effectively deal with its problems as central bodies of state administration in the center of the
state.

In our research paper, we focus on two regions (self-governing): the Bratislava Region and
Kosice Region. The aim of our research paper is to find out, how their residents evaluate their
own standard of living.
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2. Social Cohesion in Regions of Slovakia

Social cohesion represents balancing. Cohesion can have many forms. In our contribution, we
deal with the cohesion between regions.

2.1 Problem Formulation

The transformational changes in our country are associated with economic and social
development. These changes have brought many new problems that need to be identified and
solved. The modified approach also requires management of the development of the regions
and the solution of interregional differences. (Adamkovicova, 2013) The task of the state is to
balance the pressures inside (Horvath, 2013), and therefore also among the regions. In addition
to transformational processes, we are talking also about the European integration processes,
including the Slovak republic. In the context of this topic, it is necessary to highlight that the
regional policy is closely related to the European integration, or more precisely the European
Union due to the fact that the regional policy allocates the EU the largest part of the budget for
2014-2020 (351,8 billion € from the total amount of 1 082 billion). (The policy of the
European Union: Regional policy, 2014)

Nowadays, it is possible to understand the region as a multidimensional concept. (Cemez,
2013) Europe is interpreted as Europe of regions. In our research paper, we will understand
the term region as the self-governing region. Regional development faces a whole range of
new challenges. The European Union has a crucial contribution to the adjustment among
regions of Slovakia and their development. From the above mentioned facts, it can be assumed
that the European Union proves a success in the implementation of its policies in the national
states. (Mihalik, 2011)

The solidarity and social cohesion are among the core principles of the European Union. It can
be also among the reasons, why the European Union is attractive for migrants. (Slovak, 2015)
These principles are also reflected between regions. The social cohesion between Bratislava
and Kosice Region needs to be understood in the broader geographic and historical contexts.
Bratislava, as the center of Bratislava Region, is located on the intersection between Vienna,
Budapest and the Czech Republic. Because of this, even the economic activity and intellectual
activity derived from it is concentrated in Bratislava and its surroundings, and to the east it is
reduced. It has its impact on the standard of living in different regions. The standard of living
or quality of life represents the life situation of a human in different situations. (Kubic¢kova,
2013)

Regions have a considerable importance for the European Union. For the purpose of the
implementation of regional policy, the European Union has created The Solidarity Fund, the
European Social Fund, The Cohesion Fund, and The European Fund for Regional
Development. (The policy of the European Union: Regional policy, 2014)

In this context, a vital role is played by enterprises that may have common interests in the areas
of human resources, research and innovation, trade promotion, etc. (Gajdova, 2014) The
importance of the enterprises (especially small and medium-sized) is based in the reduction of
an unemployment rate, in creating and developing the middle class and in the creation of a
competitive environment. (Dobai Korcsmaros, 2012) Clusters are being created. The cluster
has to be a wide and open platform of businesses that are interested in the further development
of their industries in the region. (Kovalev, Littvova, 2013).
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2.2 Research Aim, Reseach Objective, Methodology, Characteristics of the Sample

The aim of our research is to find out, how the residents evaluate their standard of living in
two regions (the Bratislava Region and Kosice Region) and to compare the results.

We have set the following objectives:

1. Tofind out, how the inhabitants of Bratislava Region evaluate their standard of living,

2. To find out, how the inhabitants of KoSice Region evaluate their standard of living,

3. Tocompare the results of the evaluation between objective 1 and objective 2,

4. To find out, how the inhabitants of Bratislava Region evaluate the severity of certain
social problems,

5. To find out, how the inhabitants of KoSice Region evaluate the severity of certain
social problems,

6. To compare the results between objective 4 and objective 5.

As a method, we applied a questionnaire method determined for the selected respondents by
quota selection in terms of region residence, age, gender, and marital status. We used
questionnaires in two regions - Kosice Region and Bratislava Region. In each region, we have
determined the necessary number of questionnaires for 1260. Respondents had the choice to
rate the researched issue by values from 1 to 5.

In the table 1, respondents had to evaluate their standard of living from 1 (best) to 5 (worst).
By each evaluation, we have introduced the number of people, who marked the given value.
From results, we have calculated the average values. In the table 2, respondents had to evaluate
the seriousness of given social problem from 1 (most serious) to 5 (least serious). From results,
we have calculated the average values.

3. European Integration

The process of European integration had several steps. Its beginnings can be seen in far past.
Among grounding points of today’s European integration belongs Benelux, which was created
on the basis of Agreement on Customs Union between Netherlands, Belgium and
Luxembourg, which was established in 1944. The core of future Europe was the French-
German partnership, together with Great Britain. Significant importance had also the
integration initiative of Jean Monnett and Robert Schumann. (Hrivik, 2005) Their aim was to
establish the infrastructure of peace, and to ensure that the war will not repeat. (Krejéi, 2009)

The base of Schumann’s plan was creation of common market for coal and steel, and in this
way was established the European Community for Coal and Steel. Another community was
the European Community for Nuclear Energy. Its objective was the mutual cooperation by
coordination of research in the field of nuclear energy. The third established community was
the European Economic Community. Together with this one was established the European
Social Fund, which had to coordinate the social politics of member countries. In 1965 was
adopted the unifying agreement, on the basis of which were individual communities
considered as European Communities. (Hrivik, 2005) The process of European integration had
the logic of expansive sector integration. (Krejci, 2009)

Later, there appeared extending and in 1973 joined Great Britain, Ireland and Denmark. Then
there were further waves of extending, mainly the southern countries (Greece, Portugal,
Spain). Subsequently, this community joined Austria, Sweden and Finland. (Maztrek, 2002)
In later periods was adopted the Agreement on European Union in Maastricht, 1991. (Hrivik,
2005)

110



International Conference on European Integration 2016 Ostrava, Czech Republic

However, extending was directed mostly to the east. In relation to entering of Slovakia to the
EU, it was necessary to fulfill several criteria: political, economical, work harmonization,
improving the administration and court capacities. (Hrivik, 2005)

Ratification process was completed by signature of the Agreement on Entering to the EU in
2003. Subsequently, the president of Slovakia announced the referendum on entering of
Slovakia to the EU. Referendum was valid and absolute majority voted for entering to the EU.
National Council of Slovak republic announced the consent with entering of Slovakia to the
EU. (Hrivik, 2005) Entering of Slovakia to the EU was understood as the decisive factor of
ensuring of Slovak national interests. (Krej¢i, 2009)

In this context, significant role plays the regional politics of the EU. This has the task of
elimination of most serious inequalities between regions, support of participation on
development of regions, and also participation on sustainable development and creation of
sustainable workplaces. Cohesion politics of the EU contributes to strengthening of
economical and social compactness. (Hrivik, 2005)

The membership in the EU also brings some negative aspects, by which we mean mainly the
democratic deficit in the EU. (Bellamy, Kroger, 2016) In this regard, national parliaments
should serve for interpreting the opinions of inhabitants towards the EU. (Auel, Eisele, Kinski,
2016) Enforcement of member countries and their interests requires application of cooperative
strategy between parliaments, governments and political parties, or also other subjects.
(Sprungk, 2016)

4. Regional Differences between Bratislava and Kosice Region

In this part, we introduce evaluation of empirical research on the basis of questionnaire, which
was evaluated.

4.1 Evaluation and Analysis of the Research Results

As it arises from the table 1, on average, inhabitants of Bratislava region evaluate their standard
of living better than inhabitants of KoSice region.

Table 1: The Comparison Evaluation of Bratislava Region and KoSice Region
Inhabitants' Standard of Living from 1 (the Best) to 5 (the Worst) on the Basis of Tables
land5in %

Evaluation Bratislava Region KoSice Region
1 152 104
2 199 151
3 402 312
4 224 328
5 145 204
I do not know 138 161
total 1260 1260
average 2,94 3,34

Source: author’s calculations

As it arises from the table 1, on average, inhabitants of Bratislava region evaluate their standard

of living better than inhabitants of KoSice region. It has some concrete causes. Historically,

Bratislava region was in the vicinity of Vienna, which was the source for Bratislava. It became

the important centre in conditions of Slovakia in regards that it is the capital city of Slovakia,
111



International Conference on European Integration 2016 Ostrava, Czech Republic

where were centralized all significant political, cultural and social institutions. Bratislava was
and still is the residence of many industrial enterprises. Also, it is necessary to take into account
the fact that its geographical placement is in the west edge of Slovakia, and therefore also its
economical activity is focused more on west of Slovakia, which has its relation with the
unemployment, of which rate is higher in Eastern Slovakia. It has the effect on standard of
living. Practical use of introduced results lies in the fact that they signalize results of
comparison of living standard evaluation in Bratislava and Kosice region, and they also point
out that there are significant regional differences, so the regional cohesion does not work.

Table 2: Evaluation of Severity of Selected Social Problems by Respondents from 1 (Most
Severe) to 5 (Least Severe)

Social problem Bratislava Region KoSice Region
unemployment 2,55 2,21
low wages 3,38 2,43
housing issue 2,79 2,66
education 2,47 2,91

system quality

social services 2,53 2,82
moral level 2,42 2,61
average 2,69 2,61

Source: author’s calculations

If we take a look at above introduced table, we can see how inhabitants of two regions evaluate
the severity of selected social problems. Among social problems, which are researched in our
contribution, belong: unemployment, low wages, housing issue, education system quality and
moral and cultural level.

Respondents had to mark in our questionnaire particular social problems with the mark from
1 to 5. The value 1 meant that it is very serious problem and the value 5 meant that it is not
significant problem. From results, we have calculated the average values from respondents of
Bratislava and Kosice region.

From the table 2, it is possible to state following outcomes. We will start with the issue of
unemployment. It is one of key problems of today’s era. As we can see from the results, which
are introduced in the table 2, by inhabitants of KoSice region, it is more serious problem than
by inhabitants of Bratislava region. As the cause, it is possible to consider the higher
unemployment rate, which is connected with the lack of work opportunities in the east of
Slovakia. Also the unemployment has its causes. It is mainly caused by insufficient
infrastructure in this part of Slovakia.

Analogically, it is possible to consider the problem of low wages. In regards that in Bratislava
region is concentrated more companies, which make their business in the sector of services,
also wages there are higher than in the KoSice region.

If we will come to the housing issue, there is also possible to see that inhabitants of Kosice
region consider this problem as more serious. The explanation can be found in the fact that
after 1989, as the consequence of revolution, there occurred the total change in social politics,
which included also the family politics and housing politics. In the consequence of total change
of paradigm after 1989 and of lack of resources for financing appeared the decrease in housing
development. The state stopped to support young families in such extent, as it was before 1989.
Families were forced to take mortgages and loans, in order to be able to purchase own
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accommodation. High prices of accommodation and unprofitable loans cause that not everyone
can afford this. Economical activity was concentrated in Bratislava and its surroundings, and
also higher wages are in this region.

If we take a look on education system quality, it is even more serious problem, mainly for
inhabitants of Bratislava region. The explanation can be found in the fact that previous
problems, such as unemployment, low wages and housing issue are the basic problems. People,
who have solved these ones, are not focused so much on them, but they focus rather on social
problems of higher levels. In the same way it is possible to consider the question of social
services quality.

The last problem in our table is the moral and cultural level. This social problem is more
significant for inhabitants of Bratislava region than for inhabitants of KoSice region. The
explanation lies in the fact that the human has to solve basic problems at first, such as
employment or housing issue, and only after that can consider also other problems, which are
present in the society, but do not affect him/her directly.

From introduced partial results, it is possible to state following outcomes:

1. As it arises from our contribution, inhabitants of Bratislava region evaluate their
standard of living more positively (2,94) than inhabitants of KoSice region (3,34). As
the main cause, it is necessary to consider the historical development and
geographical placement of Bratislava in the vicinity of Vienna, on western borders of
Slovakia. With this is also related the increased economical activity in Bratislava and
its surroundings, and also higher unemployment rate in east of Slovakia. It has some
effect on standard of living.

2. From our contribution also arises that problems, which are connected with ensuring
of basic life needs, such as housing issue, wages or unemployment, are more
significant by inhabitants of Kosice region. In contrary, problems, which are related
to higher needs (education system quality, moral and cultural level, social services
level), are more significant for inhabitants of KoSice region.

Practical use of introduced results lies in the fact that they reflect the regional cohesion and its
results on the example of standard of living in condition of Slovakia.

5. Conclusion

In the end, it is possible to state that generally, inhabitants of Bratislava region evaluate the
standard of living better than inhabitants of KoSice region.

As more serious problems inhabitants of KoSice region consider such ones, which are
connected with ensuring of their basic life needs; opposite it is by inhabitants of Bratislava
region, by whose dominate higher needs.

In this context, it is necessary to point out the European Union and its regional politics with
regards on interregional balancing, which represents currently, and also to the future, a great
challenge, for example also in the connection with differences between regions in Slovakia.

Value added of submitted paper lies in the fact that in the context of social cohesion it provides
the example of how great are differences between regions of Slovakia, mainly in the standard
of living and in selected social problems. To new information, which are introduced in this
contribution, belong results of empirical research, according to which inhabitants of KoSice
region evaluate their standard of living worse than inhabitants of Bratislava region, and also
from our contribution arises that inhabitants of Bratislava region consider as more significant
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problems such ones, which are related with higher needs; by inhabitants of KoSice region it is
opposite. Introduced information can be contributive for managing representatives of self-
government regions, for organizations, which deal with the research of standard of living, also
for particular ministries and other official offices and agencies of state administration. Future
research of subjected issue is suitable to focus towards other regions and research of their
standard of living, or possibly of their mutual comparison or of changes during some time. To
practical and economical aspects belong the fact that particular institutions should deal more
with marginal areas of Slovakia, such as east of Slovakia, where should be directed financial
cash-flows and regional aid from EU for building of infrastructure, which will attract foreign
investments. Moreover, it is necessary to prefer domestic investors, and to focus their attention
on east of Slovakia. With this is related also building of high-quality education system in such
fields of study, which are required in east of Slovakia.
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Abstract

In recent years, many policy papers have suggested that the institutional setup of the labour
markets have considerable influence on the economic performance. But, what about the
European Union? Is the declining trend of the European productivity connected with the
European labour market institutions? This paper investigates the impact of selected labour
market institutions and their interactions on the total factor productivity growth in 19 EU
member states. As basis for the empirical analysis, an endogenous growth model extended by
institutions is derived. As analytical tool, panel data model is applied. The analysis covers the
period from 1995 to 2013. Data for total factor productivity growths were calculated using
growth accounting method. The results suggest that labour market institutions really matter,
in the sense that they are statistically significant in explaining the European total factor
productivity growth in the analysed period.
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1. Introduction

Given the significant contribution of total factor productivity to economic growth and its
decisive impact on national competitiveness?, the relatively low level of productivity and its
declining trend in recent years constitutes a serious problem for the member states of the
European Union. Besides the threat for national economies, the gap in productivity fosters
imbalances and creates adverse spill-overs for the monetary union (Draghi, 2014) as well as
impedes the euro area’s capability to get over the negative outcomes of the crisis. Therefore,
it is not surprising that various initiatives to boost productivity have been started in the
European Union.®

However, it is not possible to improve the situation without an exact knowledge of factors that
could induce this unsatisfactory development. Over the last years, several policy paper have
suggested that the institutional setup of labour markets has considerable influence on the
economic performance. The economic theory is inconclusive in this issue excepting both

4Productivity is usually seen as the main determinant of national competitiveness, especially in the case
of its external dimension. However, it can be also considered as a proxy (see e.g. Krugman, 1994) or as
an anchor variable (for more details see Compnet Task Force, 2015) for national competitiveness.
5 For example, the issue of higher productivity is threated in Europe 2020 or by Competitiveness Research
Network of the ECB.
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positive and negative impact of labour market institutions on the productivity growth. The
inconclusiveness of the economic theory is expected as that their effect crucially depend on
country context and overall institutional set-up. Only an empirical research would provide
unambiguous conclusions. However, there is no academic study which would perform more
complex investigation of various labour market institutions and their interactions for the
member states of the European Union.

The goal of this paper is to investigate the impact of selected labour market institutions and
their interactions on the total factor productivity growth in 19 member states® of the European
Union. More precisely, five labour market institutions is taken into account, namely: (a) trade
unions, (b) employment protection legislation, (c) unemployment benefits, (d) minimum
wages and (e) active labour market policies. To determine the impact of these institutions on
total factor productivity growth a panel data analysis, based on an institutions-augmented
endogenous growth model, is provided for the period from 1995 to 2013.

The structure of the paper is as follows. After a short introduction, the second section provides
an overview of the theoretical relations between total factor productivity and labour market
institutions. The second part of the section is devoted to description of methodological issues.
The empirical results of the model derived in the second section are consequently presented
(Section 3). The last section summarises our main findings.

2. Theoretical Background and Methodology

Total factor productivity (TFP) reflects the ability of production factors to jointly generate
output (Compnet Task Force, 2015). On the contrary to other measures of productivity, TFP
is an overall measure which accounts for all production factors (Coelli, 2005). With respect to
its computation, TFP growth is derived as residual catching up that part of output growth which
cannot be attributed to extensive factors (see e.g. Solow, 1957; Barro, 1998). As the growth
accounting provides only a decomposition of economic growth, causal explanations require
construction and testing economic theories. While the neoclassical growth theory viewed TFP
as a proxy for technological progress which is exogenously given, new growth theories allow
for a wider interpretation, including the impact of labour market institutions on TFP.

Labour market institutions (LMI) represent a set of laws, norms and conventions, outcomes of
collective choice mechanisms, that alter decisions of labour force by imposing constraints or
incentives (Boeri and van Ours, 2013). They are introduced with aim to protect workers or
redistribute income to them; but simultaneously they can lead to efficiency gains due to their
impact on labour market functioning and productivity (Betcherman, 2012). The recent research
in LMI is dominated by two contradicting intuitions providing an ambiguous answer on their
role. The distortionism claims that institutions impede economic growth, while according to
the institutionalism institutions are able to reduce costs, enhance productivity or moderate
crises (Freeman, 1993).

2.1 Theoretical Channels between LMI and TFP

Labour market institutions may theoretically influence productivity (levels and growth rates)
through various channels with both positive and negative effects. The net effect of LMI on
productivity will depend on several other factors, such as country and industry context,

%Bulgaria, Croatia, Cyprus, Estonia, Latvia, Lithuania, Malta, Romania and Slovenia were excluded from
the analysis regarding the unavailability of required data.
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interactions of LMI, differences in the level of development among countries or particular
organizational features of LMI.

The positive effect of trade unions (TU) can be induced by encouraging training, labour
reallocation and technological changes as firms support productivity enhancing measures
when labour cost rises (Heyes and Rainbird, 2011) or via better organization and efficiency of
production (Machin and Wadhwani, 1991). TU may also increase productivity by lowering the
quit rate or improving workers” moral (Freeman and Medoff, 1984). An increase of aggregate
skills (thereby of average productivity) through involvement of more skilled labour force into
the production process (Neumark and Wascher, 2006; Aaronson and French, 2007) or thanks
to higher incentive to invest more in human capital of low skilled workers to avoid
unemployment (Cahuc and Michel, 1996; Agell and Lommerud, 1997) may be induced by
minimum wages. Moreover, unemployment benefits may leads to the creation of more
productive, high quality post-unemployment jobs (Lippman and McCall, 1979) or to the
generation of better matches and higher-productivity jobs (Acemoglu and Pischke, 1999;
Marimon and Zilibotti, 1999). Similarly, active labour market policies have positive effect on
TFP as they are introduced to make workers more employable by increasing their skills
(Calmfors et al., 2002). And finally, employment protection legislation (EPL) which is the
most considered LMI in recent studies. It may encourage workers” commitment and thus their
willingness to be involved in productivity enhancing activities (Soskice, 1997, Belot et al.
2007, Buchele and Christiansen, 1999) or firms to adjust by investing more in both physical
and human capital (Betcherman, 2012). Other theoretical channel through which EPL may
influence productivity is a positive impact of less stringent regulations on the flexibility of
high-risk entrepreneurial firms and their chance to expand and become high-growth firms
(Acs, 2008).

There are also various theoretical explanation of their negative impact on productivity. As Aidt
and Tzannatos (2002) suggested management could be reluctant to introduce productivity
enhancing technologies if regulations negotiated by trade unions are restrictive or job loss is
expected. Or wage-setting institutions (MW and TU) may create barriers for potential high-
growth firms, having in turn negative impact on productivity (Henrekson and Johansson,
2009). Bassanini (2008) pointed out that a reduction of wage differential between high-skill
and low-skill job, due to higher MW, could reduce workers” incentive to invest in training. In
addition, too generous UBs likely increase the duration of unemployment leading to human
capital depreciation and inefficient use of resources (OECD, 2006). They may also reduce the
work effort of employees (Shapiro and Stiglitz, 1984) or reduce incentives to innovates
(Bartelsman et al., 2005) and thereby lower the productivity. Moreover, increasing adjustment
costs impedes the reallocation of resources from declining sectors to expanding ones having
negative implication for aggregate productivity (Hopenhayn and Rogerson, 1993; Saint-Paul,
1997). EPL may make workers to be more willing to put less effort which in turn leads to
declining productivity (Ichino and Riphahn, 2005; Boeri and van Ours, 2013).

2.2 Methods and Data

In this section we describe the baseline model used to assess the impact of selected labour
market institutions and the methods of its estimation. In the second subsection, the data used
in the empirical analysis are presented.
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2.2.1 The Model and Estimation

In order to determine the impact of LMI on TFP growth we use a panel data method. Assuming
that TFP is endogenously determine, the baseline model is derived in compliance with the
conventional endogenous growth model in which TFP growth is explained by the
accumulation of knowledge and a residual set of factors (Aghion and Howitt, 2009). More
specifically, in our specification the baseline model contains research and development (R&D)
and human capital (HC) as variables for knowledge accumulations and labour market
institutions (LMI) as institutional factors. Formally, the institutions-augmented productivity
equation is as follows:

AlnTFPl-t = BR&DLL' + YHCL'L' + Zk 6kLMIkit + Eit (1)

where g;, stands for disturbance term, i is country index and t is time index.

As we focus on the specific set of the European countries and the inference will be restricted
on the behaviour of these countries, we assume the presence of unobserved (individual)
heterogeneity. Thus, the error structure of the disturbance term can be decomposed into an
individual time-invariant effect a; and an iid error term ;.. Then, our baseline model becomes:

Al?’lTFPit = BR&DLt + yHCit + Zk 6kLM1kit + a; + Uit (2)

The correctness of this specification and its estimation via fixed effects estimator is tested by
Hausmann specification test (1978). In all regressions, a null hypothesis of common intercept
is rejected at any reasonable significance level preferring the application of fixed effects
estimator to the random effects estimator.

In addition to one-way error component regression model based on (2) with country-specific
effects, we run a regression model based on a two-way error component specification in the
following form:

where d; stands for time dummies to control for common aggregate shocks that could have
impact on all the Europeans countries in a given year.

As LMI did not operate separately in the European countries, it is reasonable to assume that
beside their simple effect on TFP growth, their interactions are also decisive. The interaction
terms of LMI is modelled, following Bassanini and Duval (2010), taking the form of products
of deviations of institutions from their sample mean (over countries and years). In the case of
one pairwise interaction of LMI,, and LM1I, the augmented productivity equation is as follows:

AInTFP;, = BR&D;; + YHCyy + Y 8, LMy + Oy (LMIE — LMIT*)(LMI}t — LMI™) +
a; +de + pie 4

In this specification, a negative sign for the interaction coefficient 9, would provide an
evidence of reform complementarity.

In order to avoid the issue of heteroscedastic and autocorrelated error terms, we use HAC error
term (Arellano) for all regression equations.
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2.2.2 Data

The empirical analysis is conducted on the panel of 19 member states of the European Union
and covers the period of 1995-2013. The choice of member states and time period was
determined by the availability of data for the given period. In total, the dataset includes 7
explanatory variables and TFP growth as dependent variable. The description of all variables
and references data sources are depicted in the Table 1. Notice that TFP growth rates were
calculated via growth accounting method (Cekmeové, 2016) and EPL was obtained as a
weighted average of three partial measures of employment protection published by OECD.

To get un-biased results in the case of panel data, stationary time series are required. Therefore,
before running regressions, unit root tests for all variables were conducted via Levin-Lin-Chu
test (Levin, Lin & Chu, 2002). According to the results, all explanatory variables, with
exception MW, indicated the presence of unit roots. As solution for the issue of non-
stationarity first differences of variables were used in the regression models.

Table 1: Description and Sources of Data

Variable Source Description

TFP Own calculation Log difference of total factor productivity

growth

R&D OECD.Stat Total patent applications

HC Eurostat Upper secondary and tertiary education (% of population)

TUD OECD.Stat Trade union density

ALMP OECD . Stat Public expenditures on active labour market policies (%
of GDP)

UB OECD.Stat Public expenditures on unemployment (% of GDP)

MW Eurostat Monthly minimum wages in EUR (PPP)

EPL Own calculation | Strictness of employment protection, overall index (0-7)

Source: Own construction

3. Empirical Results

The empirical results of regression for the baseline model (2) and its extensions (3) and (4) are
reported in the Table 2. By comparison the Within R? of the regression models (2) and (3), it
is clear that the latter is able to explain bigger portions of variability between variables.
Therefore, our findings are interpreted in line with this regression model.

The results of the productivity equation (3) approve the importance of research and
development for productivity growth given the positive sign of the corresponding parameter
estimate and its statistical significance. However, in contrast with the theory, human capital
seems to be insignificant. ” Regarding the institutional variables, four of the selected LMI have
statistically significant impact on the growth rate of TFP, however, with different signs. While
the net effects of trade unions, unemployment benefits and minimum wages are negative, the
net impact of employment protection legislation is positive. These findings are in compliance
with our assumptions about the relation between the unsatisfactory development of TFP in the
EU member states and the institutional set-up of the European labour markets.

7 1t could be partially cause by a problem to account for all the aspects of human capital accumulation by
available indicators (e.g. training in workplace or other courses behind the formal institutions).
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The last column of the Table 2 includes the estimates of the productivity equation augmented
by LMI interactions. Notice that we include only those interaction that indicated a high level
of significance in separated regressions with single interaction terms. The results suggest that
only the pairwise interaction, UB and EPL, significantly explain the growth rate of TFP. The
negative sign of this parameter provide evidence of reform complementarity (i.e. reforms
diminishing the levels of these LMI should be implemented together to maximise their impact).

Table 2: Regression Results — Institutions-Augmented Productivity Equations

@) (©) 4)
const 0,049** 0,054*** 0,056***
(0,004) (0,001) (0,008)
d_R&D 6,02e-9*** 3,93e-9** 3,31e-9**
(2,16e-9) (1,56e-9) (3,31e-9)
d_HC -0,001** -0,001 -0,001
(0,001) (0,001) (0,001)
d_TuD -0,002%** -0,001* -0.001*
(0,001) (0,001) (0,001)
d_ALMP -0,038* -0,017 -0,018
(0,021) (0,017) (0,017)
d_uB -0,06*** -0,03%** -0,031***
(0,017) (0,009) (0,001)
MW -3,89e-8*** -3,91e-8*** -4,71e-8***
(7,78e-9) (7,69e-9) (1,33e-8)
D_EPL 0,018 0,020* 0,019
(0,012) (0,012) (0,013)
TUDxUB - - -3,17e-8
(6,73e-9)
ALMPxUB - - 0,001
(0,001)
UBXMW - - -5,17e-9
(6,73e-9)
UBXEPL - - -0,000**
(0,000)
MWXxEPL - - -1,21e-8
(1,26e-8)
TUDXALMP - - -3,75e-8
(0,000)
Time Dummies no yes yes
Observations 342 342 342
Within R? 0,22 0,45 0,46
F Statistic 33,93 87,98 906,78
P-value (F) 4,1e-39 9,3e-89 1,5e-251

Source: Own calculations using GRETL software package
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4. Conclusion

Over the last years, several policy paper have suggested that the institutional setup of labour
markets have considerable influence on the economic performance, including the development
of productivity growth. In this paper, we were interested in the question whether the
institutional set-up of the European labour markets could be related to the unsatisfactory
development of total factor productivity in the member states. With aim to investigate the
impact of five labour market institutions and their interactions on the total factor productivity
growth in 19 EU member states we executed a panel data estimation based on an institutions-
augmented endogenous growth model.

The results of our empirical analysis suggest a significantly negative effect of trade unions,
unemployment benefits and minimum wages on the growth rate of total factor productivity in
the analysed period. On the contrary, employment protection legislation indicates a significant
positive impact. Therefore, we can conclude that labour market institutions really matter in
determining the European productivity growth. Moreover, we approved our assumptions about
the importance of institutional interactions. As the impact of selected labour market institutions
seem to be, in average, negative, suitable reforms of institutional set-up of the labour markets
would improve (at least partially) the situation of the European total factor productivity.

However, to be able to design suitable measures for the European labour markets, more
complex investigation of their impact on total factor productivity will be necessary. In our
upcoming studies, we plan to re-estimate the productivity equation using industry level data
for total factor productivity to find out whether the influence of labour market institutions
varies across industries. Moreover, we plan to apply a catch-up specification of productivity
equation to account for differences in productivity levels among countries and test the
hypothesis about distance-dependent institutions.
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Abstract

The aim of this article is to analyse the current state of logistics communication of SMEs in
the region NUTS II, especially in Moravian Silesian Region. To fulfil the objectives, the article
is divided into two parts. The first part contains a search of available literature on the topic.
The influence of globalization, openness of the European market and increasing competitive
pressures cause in enterprises need to streamline a number of processes, including logistics
communication. Quality logistics communication is absolutely necessary for efficient material
flow through the supply chain. The second part contains the results of a questionnaire survey
realized in the region NUTS Il (Moravian Silesian Region) focused, among other things also
on the level of logistics communication of SMEs having headquarters in this region with their
surroundings. Attention is aimed at communication via EDI. The results of this survey can help
to increase the competitiveness of companies of this region in the context of the European
environment.

Keywords: Logistics Communication, Moravian Silesian Region, NUTS Il, SME, Supply Chain

JEL Classification: M15, M39, L21

1. Introduction

One of the objectives of the creation of an integrated European space was, among other things
to increase the competitiveness of this created space globally. Each system is as strong as its
weakest link. The EU is aware of this fact and in its regional policy is taking a number of steps
to remove regional disparities.

The EU understands support of the continuous development of knowledge as a necessity,
involves innovation policy in her strategic targets, such as the Europe 2020 strategy for smart,
sustainable growth. Its aim is to lend support to research and innovation performance of Europe
and to accelerate the process from ideas to markets.

Innovation in enterprises can take place in different areas, one of them is also process and
technology. Rapid development of ICT is an important factor helping innovation in the
corporate environment. This development arouses both at world and European level as well as
in the Czech Republic interested in the analysis of the impact of the development of this sector
to the economy's competitiveness, namely economic growth, employment, labour
productivity, total factor productivity, and other key indicators (Fisher et al., 2013).
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In today's oversaturated market logistics is one of the last opportunities to enhance the
competitiveness of companies. The success of logistics management is based on high-quality
communication of particular segments in the supply chain. Therefore, the aim of this article is
to analyse the current state of logistics communication of SMEs in the region NUTS 11,
especially in Moravian Silesian Region.

2. Problem Formulation and Methodology

To perform analysis of logistics communication of SMEs in Region NUTS Il methodological
process, based on the problem formulation, bibliography and description of the applied
methodology is necessary.

2.1 Problem Formulation

European politicians were aware of the uneven level of individual regions of Europe and early
in European integration were a matter of regional disparities problem. One of the tools that
help to reduce disparities is also innovative and knowledge-based policy.

EU Innovation policy is about helping companies to perform better and contributing to wider
social objectives such as growth, jobs and sustainability. The main current European Union's
innovation policy is the Innovation Union, as one of the seven flagship initiatives of the Europe
2020 strategy for a smart, sustainable and inclusive economy (European Commission [online],
2016).

Strengthening the individual, especially the weaker regions, will make the EU stranger as a
whole. High competitiveness in the global economy can only be achieved by introducing
innovations in production and services in EU Member States (Lipkova, 2012). Innovation is
the key not only to creating more jobs, building a greener society and improving our quality
of life, but also to maintaining our competitiveness on the global market (Kordos, 2014).

For purposes of international comparison of the performance of regions NUTS classification
system originated in the 70s of the 20th century. Moravian-Silesian Region is one of the NUTS
Il regions. In the long term this region evinces in comparison to other regions the lower row
range of indicators. Regional politicians of Moravian-Silesian Region, aware of this situation,
are looking for ways to support the development of this region. For efficient routing of support
for regional development in Moravian-Silesian Region the project Sustainable business and
its supporting in context of expected socio-economics development of Moravian-Silesian
Region was implemented in 2015. The project focused on a range of factors affecting SMEs
in this region. Focus on SMEs reflects the fact that SMEs account for around 99% of all
enterprises in the EU. These businesses are crucial importance, because they generate
approximately 2/3 of all jobs (Jufi¢ek, 2010). These enterprises also play an important role in
introducing innovation, what is for EU, which prides itself on the knowledge economy, an
important factor and the right way.

Globalization pressures are forcing companies to form themselves into supply chains. The
supply chain can be understood as a network of interlinked and dependent organizations, which
operate on the basis of cooperation, joint control, management and improvement of physical
and information flows from suppliers to end users (Christopher, 2000). Proper application of
logistics methods and tools enables independent firms to efficiently manage the flow of
materials and processes not only within these companies, but also throughout the supply chain.
The interdependence enables SMES to achieve greater competitiveness.
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Without the cooperation relations in the framework of the course of material and information
flows there is not the existence of the supply chain and the importance of information
transmission in this context is increasingly emphasized and analysed (Lukoszova, 2012).
Because supply chains are dependent on vast amounts of information in real time, it is essential
that the information can be transferred seamlessly across organizations (Murphy, Wood,
2011).

To survive in today's market conditions, businesses need an information infrastructure that
would enable to implement accurate decisions in real time, and also full concentration on
customer satisfaction (Lukoszova, 2012), because that is the only source of profit.

Supplier-customer interdependence goes hand in hand with communication consistency.
Innovative influences are reflected in the types of communication channels that companies use
in the exchange of information in the supply chain.

Under the pressure of market organizations are being forced to adapt their communication
channels so as to be able to quickly and efficiently view information on computer screens or
on increasingly smaller mobile screens device (Dorc¢ak et al., 2015). Communication between
sub-units should be improved at every level of the organization to streamline networking
concept in practice (Prisa, 2010). Face to face communication and traditional written
communications are increasingly being replaced by so-called electronic communications
(Vydrova, 2010). The question is whether this is so even in SMEs in Moravian-Silesian Region
(MSR).

The communication does not take place only at the corporate level. The company customer
may not necessarily be an enterprise, but also the end customer, i.e. we do not only consider
the B2B sector, but also B2C, not only in itself ordering and delivery of the product, but also
for example in the maintenance or reverse logistics.

Efficient logistic communication is positively perceived by the customer. Customer
satisfaction is reflected in his loyalty, which subsequently positively influence the economic
indicators of the company. Economic stability and competitiveness of the effectively
communicating organizations increases, which is in a macroeconomic point of view reflected
in the growth of living standards of the population. The growth of population living standards
of the region, here for example NUTS Il Moravian-Silesian Region will be reflected in
reduction disparities of this region. And the money spent by the European Union's regional
policy will achieve its goal.

2.2 Methodology

To obtain quantitative data on SMEs operating a business in the area of MSR (NUTS II)
questionnaire survey war realised in autumn 2014. This type of questioning was preferred over
using electronic polling, because the pilot survey response rate does not exceed 10%. The main
task of the questionnaire was to find out respondents' awareness and attitudes about the basic
elements of cooperation between regions, municipalities and entrepreneurs and to identify the
factors that affect small and medium-sized enterprises in MSR.

The questionnaire survey was conducted with owners and managers of SMEs operating in this
region the between years of 2009-2013. Completed questionnaires were subjected to visual
inspection and then processed using MS Excel. SPSS statistical software was used for
statistical analysis.

The sample size n was calculated by using the formula (Olaru et al., 2010):
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where:

t....confidence level, corresponding to probability with which the accuracy of the results will
be guaranteed, from the statistical tables of the Student distribution;
p....prevalence, probability or proportion of the sample components that will explore the
problem;

@....... acceptable margin of error.

The sample size corresponds to recommended minimum value in probability of 0.95. The
minimum sample size was computed according equation (1), where t value in o = 0.05 is 1.645;
p-value = 0.1699 is counted as proportion of businesses, which are active in year 2014 in MSR
(250,028) to whole number of businesses in the Czech Republic 1,470, 929 (CSO [online],
2015); © = 0.05 is acceptable error limit of 5 %. Minimum sample size is 153 respondents
(Tvrdon, 2015). 400 respondents were randomly interviewed. In total it was received 285
questionnaires, but 70 of which had to be excluded for several reasons. For statistical
evaluation 215 valid replies (215>153) was used.

The total internal reliability was measured using Cronbach's alpha, which had value of 0.845,
while partial analyses internal reliability of data ranged around values 0.79, which satisfies the
condition for further data analysis (Nunally, 1978).

To test the relationships basic statistical methods were used. Cramer's contingency coefficient
V which represents the most appropriate measure of association between two nominal
variables was one of the most important. Scale, introduced by Cohen (1988) for the correlation
coefficient, was used for coefficient interpretation. For predictive interpretation the
formulation, that can be found in the work of Liebetrau (1989), was also used, where the degree
of significance between 0.25 and 0.5 means a factor in the causal linkage and value between
0.7 and 0.9 makes it possible to predict the factor behaviour in the next period. Research was
conducted in order to determine: (i) identify the type of logistics communication channels; (ii)
identify the route of placing and taking orders; (iii) find the interaction between ordering via
EDI - test the hypothesis H: there is relationship between receiving and submitting orders via
EDI in SMEs; (iv) find connection within EDI and business sector.

3. Problem Solution

Research was conducted in all districts of MSR; the percentage of respondents in each district
corresponds to the percentage proportion of economically active enterprises in this region.
Enterprises met the criteria of size and turnover, according to EU requirements for
classification of SMEs. Firms up to 9 employees and a turnover of between 10 to 100 miles
CZK dominate in the sample.

In terms of legal form, the sample can be classified as follows: limited liability companies
(45.6%) and self-employed persons (39.5%) make up the largest share, joint stock companies
make up the third place (12.1%). Other types of enterprises are presented only in small amounts
(up to 1%). In terms of business constitute the group of companies, which the core business is
trade (36.28%) is the largest, closely followed by companies dealing with services (33.95%),
the third group in the ranking are companies engaged in the building industry (13.95%),
followed by industrial companies (10.70%). Farmers (1.86%) and companies dedicated to
public service (3.26%) have the smallest share.
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From Table 1 we can see that any of the communication channels is not used in 100% of cases.
This represents a change from the research, which was implemented in 2013 (Cemerkova,
2015) (Cemerkova, 2014) when the telephone was used in 100% of cases. Still, the phone
takes for communication with suppliers the first place (211 companies, 98.14%), followed
closely by personal contact (210 companies, 97.67%). The third place occupies the
communication via e-mail (95.35%, 205 firms). Text communicators, video chats and
teleconferencing is used by about half of the companies. Strangely there has not been recorded
no case of use other than offered the communication channel.

Table 1: Channels Use for Communication with Suppliers and Customers

Supplier Customer

Number of Number of Number of | Number of

appl. abs. appl. rel. appl. abs. appl. rel.
E-mail 205 95.35% 196 91.16%
Text communicator 118 54.88% 119 55.35%
Videoconference,
Teleconference 110 51.16% 102 47.44%
Telephone 211 98.14% 208 96.74%
Personal contact 210 97.67% 211 98.14%
Otherwise 0 0.00% 0 0.00%

Source: author’s calculations

Given that many companies are recently focused mainly on services, we could in
communication with customers expect a high proportion of personal contact. We also expected
high utilization of the transmission of information over the phone and now for many especially
young people common use e-mail. The survey showed that the personal contact is the most
frequently used channel (211, 98.14%). Communication by telephone takes second place
(96.74%, 208 firms). Third place was occupied by e-mail (91.16%, 196 firms). Analogously
to the case of communication with supplier’s possibility otherwise was not occurred.

Table 2: Way of Submitting and Receiving Orders

Supplier Customer

Number of | Number of Number of Number of

appl. abs. appl. rel. appl. abs. appl. rel.
E-mail 196 91.16% 191 88.84%
WWW 127 59.07% 122 56.74%
EDI 84 39.07% 85 39.53%
Telephone 194 90.23% 195 90.70%
Personal contact 171 79.53% 195 90.70%
Otherwise 0 0.00% 0 0.00%

Source: author’s calculations

Firms were also asked how they served their orders to their suppliers, respectively how they
take orders from their customers, see Table 2. In relation to supplier’s orders via e-mail take
the first place (91.16%, 196 firms). Telephone is used almost as often it (90.23%, 194 firms).
39.07% of companies are using EDI orders. Any company did not indicate possibility
otherwise. In relation to customers, telephone and personal contact again prevail (90.7%, 195
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firms). In contrast, the order received via EDI has occupied the last position (39.53%, 85
companies). Even here companies have not listed other route of received orders.

Although classic written communication is in retreat, we can only doubt that it way of
communication is not used by any company. Results of the survey also demonstrate the fact
that companies do not associate ordering process with communication with their surroundings.
But to place an order equals to communicate.

Table 3: The Order of Use of EDI for Submitting and Receiving Orrders

Order of use of EDI Nu_mber of appl. abs.
Supplier Customer
0 131 130
1 3 3
2 2 0
3 5 7
4 13 13
5 61 62

Source: author’s calculations

In their responses companies also reported by importance ranking of routes of submitting
orders, where 1 means the most efficient way. Although EDI is used by almost every other
business, it is not a priority, see Table 3. Of all the options it received the lowest average rating
that is 4.51.

In Table 3, we can also see the order of importance of use of EDI in receiving orders from
customers. Only 3 companies consider EDI as the most important way of receiving orders
(rating 1), while the overwhelming majority of respondents consider EDI as the method with
the lowest priority. In the case of receiving orders EDI have obtained from all the possibilities
the worst average rating (4.54).

Table 4: Use of EDI Ordering in the Supply Chain

Use of EDI in Use of EDI in submitting of orders
receiving of orders Yes No
Yes 70 15
No 14 116

Source: author’s calculations

Table 5: Use of EDI versus Business Sector

Supplier Customer
Business sector EDI yes EDI no EDI yes EDI no
Agriculture 50.00% 50.00% 50.00% 50.00%
Industrial production 47.83% 52.17% 65.22% 34.78%
Construction industry 60.00% 40.00% 60.00% 40.00%
Public service 14.29% 85.71% 14.29% 85.71%
Trade 35.90% 64.10% 33.33% 66.67%
Services 32.88% 67.12% 31.51% 68.49%

Source: author’s calculations
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The association between the use of EDI for submitting and receiving orders we can see in the
Table 4. It has been founded a strong statistical dependence between the use of EDI for
submitting and receiving orders (Cramer's VV = 0.71), i.e. H hypothesis was confirmed.

With regard to the field of business we can say that EDI orders prevail in the construction
industry, farmers use EDI from 50%. In services, the prevalence of EDI was not expected;
nasty surprise is about 48% representation in the case of industrial production in relation to
suppliers, which contraries to the customer's EDI order. It is used in about 65% of cases, see
Table 5.

4. Conclusion

From the survey results in the SME segment in the NUTS Il Moravian-Silesian Region it was
found, that although the literature states that personal contact is within communication of
companies with their suppliers and customers on the decline, in that region it is still crucial.
E-mail and telephone are also frequent communication channels. Modern communication
tools such as videoconference, teleconference and text communicators are used by companies
of 50%. None of the available communication channels, even in relation to the supplier or the
customer, lagged significantly.

The survey also showed that a progressive way of ordering via EDI is already used by
companies in MSR. However, it plays an insignificant role. It was further confirmed that when
companies use EDI, then this communication method used by both towards suppliers and
towards the customer. Furthermore, it was found that the EDI is mainly used by companies
from construction industry and agriculture, where this was not expected. Conversely, industrial
enterprises use EDI rather in relation to customers.

Found findings do not correspond with the findings from the literature. SMEs in MSR do not
fully exploit the potential of modern communication channels. This fact has a negative effect
on the performance of these companies. But companies do not realize that situation. If the EU
wants to reduce the regional disparity and strengthen Europe as a whole, there is opportunity
to increase the performance of SMEs. It is questionable whether the EU should be targeted to
communication in organizations, or develops all processes in organizations. The impact of this
policy would then be much greater. Similar survey would be appropriate to implement in other
regions NUTS Il and then perform a cross-regional comparison. Certainly it would be very
interesting to compare these communication channels in differently developed regions.
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Abstract

The European Union needs a well-trained and highly-qualified human capital to strengthen
its knowledge-based competitive advantage. In the process of creating human capital,
education plays a key role. Since competitiveness is highly correlated with the quality of
education, there have been many studies conducted to assess the global educational outcomes.
In the paper, one of the core competences to succeed in both academic and professional setting
— the ability to comprehend and work effectively with academic texts was examined and
analysed. In addition, reading literacy deficiencies of the Bachelor program students at A.
Dubcek University of Trencin were identified. This pre-research will serve as a basis for a
follow-up comprehensive and comparative research to be carried out in collaboration with
colleagues from the Universidad de Valencia and Universidad Catdlica de Valencia San
Vicente Martir in Spain.

Keywords: Reading Literacy, Reading Comprehension, Competence, University Students
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1. Introduction

In the process of European integration, continuous efforts have been made in order to enhance
the level of knowledge and skills of all citizens of EU countries and thus to promote
employment. The European Union top representatives have acknowledged that education and
training are the cornerstones for the development of today’s knowledge society and economy.
In order to be competitive in the global labour market, innovations and knowledge are of
primary concern. We maintain that a competitive and knowledge-based society needs highly-
qualified, creative and suitably trained people possessing human capital in order to be capable
of facing and responding flexibly to major challenges within a society. Human capital refers
to the “ability of an individual to create new knowledge (innovations)” (Vojtovic¢, 2009, p.
320). It follows, that new knowledge is the key prerequisite for economic and social progress
of societies. New knowledge means that “it is something new, what distinguishes itself from
the old one. It is new not only because knowledge is its driving engine (knowledge economy),
neither because it uses innovations (innovative economy), nor because it is network-
interconnected (network economy) (Krajnakova, Vojtovic, 2011, p.144). Since new
knowledge can be created by highly-qualified people with sound human capital, we agree that
“investing in human capital brings about improvement of performance, flexibility, and
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productivity, and enhances the ability to innovate, which naturally follows from continuous
enhancement of qualification as well as skills and expertise of staff” (Gren¢ikova, Vojtovic,
Gullerova, 2013, p. 42). The European Council meeting held in Lisbon in March 2000 set
several key goals for the EU for the next decade. One of the goals aims to turn the European
Union into the most competitive and knowledge-based economy with stronger social cohesion
and higher employment rates. In order to accomplish these goals, a set of partial objectives to
be met was put forward, including the transition to knowledge economy (stepping up the
process of structural reform for competitiveness and innovation and completing the internal
market), making the European social model modern, mainly through the process of investing
in people and acting to eliminate social exclusion, preserving a sound economic environment
and economic growth by implementing an appropriate set of macroeconomic policies. (Lisbon
European Council 2000) The process of attaining these goals was assessed as the vital one for
the upcoming period of time by the European Union in 2010. (Lisbon Strategy evaluation
document, A strategy for smart, sustainable and inclusive growth, 2010).

1.1 Reading Literacy — One of the Key EU Competence

The issue of reading literacy is of primary concern among primary and secondary school
students. The PISA (The Programme for International Student Assessment) triennial
international survey coordinated by OECD is a project which aims to assess the skills and
knowledge of 15-year-old students and improve educational policy and education results.
Another program acknowledging the importance of this skill was launched in 2001 under the
title Program for International Reading Literacy Study (PIRLS). PIRLS was last conducted in
2011 as the third international 5-year cycle of assessments focused on measuring trends in
reading literacy achievement at the fourth grade.

The notion of academic competence refers to a cluster of related abilities, skills, knowledge
and cognitive and non-cognitive dispositions that allow students in institutions of higher
education to carry out the necessary activities as required, and thus to graduate and be
successful in their career. Reading literacy, along with professional, technical and other
academic competences, ranks among the essential competences in an academic setting. It is
considered to be the core academic competence in terms of processing the information gained,
innovating it and consequently creating new knowledge. The definition of reading literacy
undergoes constant modifications to reflect changes within societies, economies, culture and
education. Therefore, reading literacy is not a simple skill encompassing the processes of
reading, decoding and comprehension. Recently, reading literacy pertains to understanding of
not only explicit but also implicit content of the read text. International organizations doing
research on reading literacy point out mainly to its functional aspect. They consider the
functional aspect to be crucial in achieving goals in a career and society. They do not pay
enough attention to the active and initiative role of readers in comprehending and utilizing the
information. The PISA international research, however, highlighted not only the
comprehension competence, but also the competence of thinking about the texts read and using
own judgment and experience. The PISA 2000 defined reading literacy as understanding, using
and reflecting on written texts, in order to achieve one’s goals, to develop one’s knowledge
and potential, and to participate in society. The PISA 2009 definition of reading, continued for
2012 and 2015, adds engagement in reading as an integral part of reading literacy: Reading
literacy is understanding, using, reflecting on and engaging with written texts, in order to
achieve one’s goals, to develop one’s knowledge and potential, and to participate in society.
Thus, PISA (2009) defined reading literacy as the ability to comprehend a written text, think
about it and use for achieving one’s goals; to develop one’s skills, knowledge and potential for
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active involvement in the society. Svrékova defines reading literacy as "a functional use of an
acquired skill in a particular social context. Being literate means that one has to develop a
broader set of skills, which activate functional use of an acquired skill (e. g. language) in
everyday life. Hence, reading literacy refers not only to mastering the reading skill, but also
the ability to work with texts, communicate in writing, acquire and process information
contained in texts." (Svrékova, 2011, p. 13) According to Holloway (1999), reading skills are
essential to the academic achievement of middle- and high school students. Olson (1977)
claims that in today’s society, reading literacy introduces a bias because it provides advantages
to those who acquire the necessary skills. As the currency used in schools, literacy provides
access to literate institutions and has an impact on cognition, or thinking processes (Kern and
Friedman, 2008; Olson, 1994; Pretorius, 2000); it also shapes the way in which we think.
Achievement in reading literacy is not only a foundation for achievement in other subject areas
within the educational system, but also a prerequisite for successful participation in most areas
of adult life. (Cunningham & Stanovich, 1998) Barthes (2006) claims that modern literary
science and semiotics offer readers, contrary to the established ways of the text reception
schemes, more freedom in text interpretation. Reading is not merely asource of new
knowledge about reality or a matter of aesthetic satisfaction. Reading is often regarded as a
source of pleasure originating from the joy of breaking laws and norms of society. Prochazkova
(2006) notes that research results indicate that poor, immature reading and information literacy
leads to grave difficulties in studying and employability in the labour market. Reaching an
optimum level of both types of literacy is also a prerequisite for the development of key
competencies related to academic, professional and personal growth of each person. We hold
that reading literacy is a comprehensive set of reading skills and abilities that are needed to
work with texts effectively. Reading literacy does not refer to a mere speed reading of words,
phrases or full texts. What is more, reading literacy refers to being able to comprehend the
contents properly, find both explicit and implicit meanings, analyse the content and the
information obtained; and being able to interpret the content properly and pass it on. In the
first place, however, it is the ability to make one’s own judgments about texts, and apply their
content to innovate and create new knowledge as a result of the information received. Reading
literacy is one of the key skills required in an academic setting, since the vast amount of
knowledge is acquired through books, monographs and written documents; and we consider it
a core competence in the process of transforming information into understanding.

2. Problem Formulation and Methodology

The main reasons of conducting the research were our own experience with the students’
difficulties to decode meaning in academic discourse, low students ‘grades in examinations,
frequent retaking of examinations, and last but not least low rating of Slovak students in the
PISA 2012 assessment. There has, however, a lot of research been done on validity of such
studies. It has been found that many factors, such as translation, familiarity with the item
content, differences across curricula, student motivation, test anxiety, etc. can make the
validity of such studies less reliable. (Kreiner & Christensen, 2014) There are six types of
problem identified by Arffman (2010) endangering the equivalence of PISA reading texts.
These were language-specific differences in grammar, language-specific differences in
writing, language-specific differences in meaning, differences in culture, translators’ choices
and strategies, and problems with editing. It is a complex process to examine and assess the
reading literacy level. In order to determine and assess the reading competence level, students
were assigned two tasks related to working with the text. An identical text in Slovak and
Spanish language titled Gender and Perception of Equality in relation to Education / Género y
concepciones de igualdad en la educacion of intermediate academic difficulty level was
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selected. The tasks assigned to students were to compose a 150-word abstract and make an 8-
slide power-point presentation. The following hypothesis was formulated prior conducting the
research: More than 40% of Slovak students in higher education in their first year of study lack
the needed level of reading literacy. The evaluation of results was done based on the grading
system in line with the European Credit Transfer System. In the assessment, however, A-B-C
grades were considered satisfactory and D-E grades unsatisfactory.

2.1 Model and Data

The research sample consisted of 22 Slovak students in the first year of the Bachelor program
of study and 27 Slovak students in the second year of the Master program of study. For the
purposes of comparison, 7 Erasmus students of Spanish nationality were also tested. Erasmus
students were in their third and fourth year of study, studying at 3 universities in Valencia, two
of which will participate in the follow-up comparative research. This sample, however, does
not provide any relevant results and is provided for information purposes only.

Table 1: Writing an Abstract / Power-Point Presentation — Research Results

Abstract Power-point presentation
Number and nationality | Satisfactory | Unsatisfactory | Satisfactory | Unsatisfactory
of students A-B-C D-E A-B-C D-E

22 students,
1st year,
BA study program  SK 55% 45% 41% 59%
27 students,

2" year,

BA study program  SK
36 students,

2nd year,

MA  study program
SK

7 Erasmus students,
3rd/4th year,

BA study program  ES 71% 29% 71% 29%
Source: research findings

67% 33%

67% 33% 64% 36%

As seen from the table, 45% of the 1%t year students in the Bachelor program of study and 33%
of the 2" year students in the Master program of study had difficulties in writing an abstract.

Regarding the power-point presentation, 59% of the 1% year students, 33% of the 2" year
students in the Bachelor program of study, and 36% of the 2" year students in the Master
program of study faced problems in writing a PowerPoint presentation. The data found indicate
that students lack a competency of reproducing main ideas as well as structure of the original
piece of writing in an accurate manner.

With respect to the adverse findings, a questionnaire containing self-assessment items was
distributed among 26 students in the first year of Bachelor study, and 70 students in the second
year of Bachelor study, Faculty of Social and Economic Relations, A. Dubcek University of
Trencin. Self-assessment items were to examine the nature of student reading difficulties. The
findings given in Table 1 confirm the hypotheses formulated prior conducting the research on
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reading literacy. The results are alarming, yet not surprising as reading comprehension
problems are frequently encountered with in an academic setting.

Given the findings, a self-assessment questionnaire was elaborated and distributed among 26
students in the first year and 70 students in the second year of the Bachelor program of study,
Faculty of Social and Economic Relations, A. Dubcek University of Trenéin. It was found that
38% of the 1% year students and 48% of the 2™ year students find their reading rate moderate,
i.e. their reading rate is neither quick/easy nor slow/laborious.

The results also showed that 58% of 1st year students and 55% of the 2™ year students have
some difficulties to understand the content of texts on their reading lists. Serious reading
difficulties have 4% of the 1% year students and 1% of the 2" year students.

Unfamiliar words represent a major challenge when reading academic texts. The research
findings indicate that 39% of the 1% year students and 41% of the 2" year students do not
understand approximately 3 words in one print page of their reading lists. In that respect, 46%
of the 1% year students sometimes check the meaning of unfamiliar words in a dictionary and
43% of the 2" year students always use dictionaries to deal with unfamiliar words. Concerning
the use of dictionaries, 35% of the 1%t year students almost never, while additional 35% almost
always use dictionaries while reading and 31% of the 2™ year students sometimes use
dictionaries while reading. Interestingly, 62% of the 1% year students and 42% of the 2" year
students do not know what coherent texts are. Only 4% of the 1% year students and 19% of the
2" year students know what coherent texts are.

3. Problem Solution

The main purpose of the paper was to examine the reading literacy competence in students
studying at A. Dub¢ek University of Trenéin. Reading literacy is one of the core skills required
in not only academic but also professional settings. It was found that 45% of students in the
first year of the Bachelor program of study and 33% of students in the second year of the
Master program of study faced serious difficulties in writing an abstract. Writing a power-
point presentation posed difficulties for 59% of students in the first year of the Bachelor
program of study and 36% of students in the second year of the Master program of study.
There are several reasons why a high percentage of students in the second year of the Master
program of study failed to write an effective presentation, such as research done close to the
end of the semester, low motivation or interest as participation in the survey was not counted
as a component of the students’ grade.

4. Conclusion

It is taken for granted that students studying at institutions of higher education have developed
the skills and strategies needed for academic reading. The research showed that, contrary to
expectations, secondary schools in Slovakia fail to develop the academic reading literacy
required for higher education or for occupational purposes. Thus, reading literacy-related
difficulties found in PISA testing continue to persist in higher education as well. Reading skills
are of crucial importance in the information society of today as they are regarded as effective
tools for acquiring, organising, and applying information in various domains. New
technologies and applications have brought great benefits and opportunities in terms of getting
information in a fast and efficient manner. Yet, they are an obstacle to developing reading
literacy. The information society, which is referred to as a knowledge-based society, is based
on knowledge economy in which the ability of economic entities to assess their knowledge
capital plays a crucial role, whereas knowledge capital refers to creating added value through
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applying commonly acquired knowledge and experience and their further enhancing and
exchanging with others. To be informed is of strategic importance to survive in the information
society, therefore the ability to identify, acquire and process information intellectually, as well
as to apply, enhance and innovate it and consequently create new knowledge is of utmost
significance. This is, however, only possible when having the top-level reading literacy. As
indicated by the data in Table 1, students studying in institutions of higher education face
serious difficulties reading academic texts, i.e. they have not developed the cognitive academic
language proficiency required for higher education or for employment purposes. Therefore,
institutions of higher education should integrate various text-processing skills and strategies
as well as linguistic disciplines into their curricula in order to build mastery of the reading
literacy in their students. It is the only way to prepare students to face the challenges of the
future, become productive citizens and thrive in the European labour market.
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Abstract

Economic integration is necessarily accompanied with the process of building credible
institutions. This paper focuses on the process of building monetary credibility of a candidate
for membership in EU - Albania. It follows the main events that formed Albanian monetary
framework and evaluates what effect it had on the Bank of Albania and its actions during the
outbreak of the global financial crisis and the Great Recession, when the country became one
of the lone economies not falling into recession.

Keywords: Monetary Policy, Bank of Albania, Great Recession, Credibility, Inflation
Targeting
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1. Introduction

A successful of integration to European Union (EU) assumes that the candidate country have
functioning monetary institutions so it is able to meet Maastricht criteria and finally adapt euro.
Without sound institutions that are able to define and keep the target there is no chance that
country can integrate to European Monetary Union. Adopting inflation targeting is a standard
way of ensuring price stability (defined as inflation no more than 1.5% percentage point higher
above the rate of three best performing countries). However, Great Recession showed that 2%-
inflation target might be too low and even that inflation targeting might not be optimal when
nominal interest rates approach zero. Since abandoning inflation targeting during the crisis can
easily lead to loss of credibility, most central banks decided to stick to inflation target. In
addition to the risk of losing credibility, countries which may have an ambition to join the EU
in the future are constrained by the need to comply with Maastricht criteria. Necessity to meet
the Maastricht is more important in countries not yet in EU. It is reasonable to expect that due
to current problems, EU will be less inclined towards further adopting new members.
Therefore, aspiring countries will be judged much more strictly than EU-members.

This paper deals with the building of functional monetary institutions necessary for fulfilment
of EU integration criteria in Albania which is a candidate country for EU accession. Albania
was recognized as a potential candidate for EU membership in 2000. In 2006, Albania signed
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Stabilization and Association Agreement and finally, in 2009 applied for EU membership.
Without proper institutions country cannot guarantee macroeconomic stability necessary for
becoming a member of EU and especially member of the currency union. Building of monetary
institutions is therefore a crucial part of successful synchronizing of candidate country’s
institutional framework with EU standards.

2. Problem Formulation and Methodology

Batini, Levine and Pearlman argue that inflation targeting is superior to the stabilization of
exchange rate and that the unstable emerging-market economies should “fear to fix” rather
than “fear to float”. (Batini, Levine and Pearlman, 2009) Dennis reaches the same conclusion,
but he considers the exchange rate movements to be a source of valuable information even
under inflation targeting. Taking the exchange rate into consideration in the monetary-policy
decisions can lead to better economic outcomes. (Dennis, 2001) Parrado compares the inflation
targeting and the exchange rate rules. He states that under external and real shocks, the social
costs are significantly higher when the exchange rate is managed. On the other hand, in the
case of nominal shocks, the loss is higher when a flexible exchange rate is applied. (Parrado,
2004) Monacelli and Gali point out the trade-off between the stabilization of domestic inflation
and the output gap on the one hand and the stabilization of the nominal exchange rate and the
terms of trade on the other hand. They conclude that the optimal volatility of exchange rate is
proportional to the openness of the economy. (Monacelli and Gali, 2005)

Independence and credibility of central bank, developed financial market and fiscal discipline
are also considered to be basic criteria for successful inflation targeting. Credibility of central
bank is important for realizing of any monetary regime and gaining credibility is the greatest
challenge of transition economies. Siklos and Bordo define credibility as “a commitment to
follow well-articulated and transparent rules and policy goals”. According to them, economic
shocks and the manner of how central bank uses its monetary policy instruments determine
how credibility evolves over time. (Bordo and Siklos, 2015) Blinder has more straightforward
definition: “A central bank is credible if people believe it will do what it says.” (Blinder, 2000)
Since the beginning of central banking, their credibility over the time has been volatile. Before
1914, under gold standard it was high, then failed and finally was regained in 1980’s to great
extend thanks to introducing inflation targeting. The ability to control inflation is often
mentioned as one of the crucial conditions of central bank credibility — not only the ability of
disinflation but also to keep the target. According to KoZetinac, a great extent of credibility
lies in the ability of central bank to communicate its goals to public. (KozZetinac, 2011)

The aim of this paper is to determine a degree of credibility of monetary institutions of EU
membership candidate Albania as it is a necessary condition of successful integration process.
Functional monetary framework providing macroeconomic stability is crucial for meeting
Maastricht criteria. To assess how credible Albanian monetary institutions are, we analyze
historical development of Albanian monetary policy and its reaction during global financial
crisis and the Great Recession in context of European integration.

We have done a literature review about the origins of Albanian monetary policy, with the
impact on two crucial crises of confidence in 1997 and 2002 and on how the monetary targeting
regime transformed into inflation targeting. We have confronted this information with the
economic development during the Great Recession and its consequences for the on-going
integration process in Albania. Finally, we conclude what could be desired further
development of Albanian monetary policy as a candidate for membership in EU.
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3. Problem Solution

During past 25 years” Albanian monetary framework went through various changes and crises
and finally it gained proper credibility, not the least thanks to adopting inflation targeting.
However, now it faces several challenges. The years of isolation and state controlled economy
had consequences in the lack of skills in conducting of the monetary policy what strongly
affected first decade of Bank of Albania’s modern history and led to two crises of confidence
(in 1997 and in 2002). Finally, during the early years of the global financial crisis (2007-2008)
that led to the Great Recession (since 2008), the country experienced the best outcome of
monetary policy, but also it brought some challenges. However, low inflation target was a
cornerstone of successful monetary policy in the past might easily lead the country into
liquidity trap. Therefore, Albania will have to rethink its monetary framework having in mind
risks of (1) losing credibility, (2) violating the Maastricht which will be costly since Albania
aspire to be a member of EU and (3) hitting zero lower bound.

3.1 Forming of the Monetary Policy and Financial Sector

The beginning of modern monetary policy in Albania can be dated to year 1992 when the
framework of the Bank of Albania (BoA) was established. Its main objective was defined as
“to preserve the internal and external value of the domestic currency,” what could have been
considered as ambiguous as it was unclear what was the ultimate goal, if it was price stability
or exchange rate stability or some vague combination of both. (Themeli, 2012) Setting initial
monetary rule was equally confusing. It could be characterized as monetary targeting with
announcing the annual growth rate of M3 what with time gained more features of inflation
targeting. As Kodheli lists, following objectives were pursued by the Bank of Albania in years
preceding turning to inflation targeting: “reducing inflation, increasing its international
reserves, easing exchange rate volatility, improving financial system stability and finally
boosting economic development”. Tools to conduct the policy changed within a time. In 1995,
ceilings imposed on the total domestic credit expansion of the banking sectors were completed
with adjustments to bank deposit interest rates. (Kodheli, 2008)

The focus of monetary policy on banking sector can be seen now as quite dubious as the
financial and banking sector was heavily underdeveloped. This led to the rise of the infamous
pyramid scheme companies whose bubble burst in 1997. Before, financial sector was
characterized by 90% dominance of the state-owned banks, which credited mostly state-owned
enterprises. Private banks were resistant to involve in operational activities in domestic
currency which limited a supply of credit to common people and private enterprises. Another
outcome was high level of currency outside the banks what limited control of BoA over the
monetary aggregates. (Nagellari, Pacukaj and Shahini, 2014) Above all, the regulatory system
was ineffective. Central bank lacked the experience and there was no demand for the
introduction of the regulations. All that combined with absence of culture of loan repayment
led to the fact that the fear from the law was minimal. (Cani and Hadéri, 2002)

All of this was a base-ground for the private financial companies providing suspicious and not
guaranteed financial services. Pyramid-scheme institutions provided deposits with 6-8%
interest rates monthly and were initially supported by officials as the financial intermediaries
pushing economic growth and providing services uncovered by banks. (Cani and Hadéri, 2002)
The pyramid scheme bubble burst in 1997 contouring the first crisis of confidence. The
currency depreciated by 44.6%, the money was massively withdrawn from banks and the panic
spread over the country. It had tragic consequences of riots, burglaries in arm depots, a loss of
the state of control, state collapse and almost civil war. This, in combination with the large
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budgetary expenses of government before elections, tripled inflation and led country to the
greatest financial and economic crisis in its post-communist history. (Pisha and Vorpsi, 2010)

Despite the fact that even in the most crucial time the central bank was still successful in
disinflation, the reforms were inevitable. In 1997, new law strengthened the independence of
BoA. Between 1998 and 2003, total privatization of the banking system was accomplished. In
1999, credit ceilings to second tier banks were removed and ratio of bad loans to total loans
was introduced and later on in 2000, direct control over the deposit interest rates was removed
and was replaced by indirect instruments like open market operations in T-bills. (Kodheli,
2008) One of the leading reforms was the deposit insurance with aim to protect smaller
depositors from unexpected events (in 2002). Despite good economic situation, the
introduction of this safety measure sparkled nation-wide panic of withdrawals of the deposits
and proved to be a textbook version of self-fulfilling prophecy. (Tanku, 2008) It underlined
the lack of transmitting the information to its citizens as well as unclear communication of the
policies of central bank. As the result, BoA started educational campaign with cooperation of
academics, non-governmental organizations or politicians and started everyday cooperation
with banks. Economic indicators soon return to its pre-crisis values. (Cani and Hadéri, 2002)

3.2 Current Framework of Monetary Rules

The law amended in 2002 defined the objective of monetary policy as “to achieve and maintain
price stability” with a medium-term inflation objective. (Kodheli, 2008) The inflation targets
were introduced in 1999 as 3+/-1%, but BoA still followed monetary targeting. Later,
exchange rate channel proved to be the most important channel. (Tanku, 2008) Growth rate of
M3 diverged widely from its target, in contrast of official inflation that often even undershot
the target. BoA was only slowly opening the discussion on introducing inflation targeting,
mostly because of lack of empirical evidence on transmission mechanism. As Kodheli sums
up, the only difference was the lack of the publication of target and formal mechanism that
makes BOA accountable to the announced target.

3.3 Leader of the Region in Monetary Policy

Every country in the region went through more or less severe processes towards building its
monetary stability. It is interesting to compare the evolution of Macedonian and Serbian
monetary system as they are both EU membership candidates. Similarly, to Albania,
Macedonia had various problems in 1990°s because of limited independence and lack of
experience in conducting monetary policy in a market economy. In terms of monetary policy,
both countries can be considered now as reliable stable economies. Monetary policy in Albania
was characterized by no drastic changes and slow evolution from monetary targeting to
inflation targeting. The situation in Macedonia was different. After the period of hyperinflation
in the early years of independence it changed its policy towards exchange rate targeting which
had to be later adjusted. There was pressure on Macedonian dinar to depreciate and because
of it the current account deficit was deteriorating. In 1997, Macedonian national bank was
forced to devaluate denar. (Fetai, 2008) Since then Macedonia central bank targets same
exchange rate. It had to limit its monetary policy, while Albania reached stability of its
monetary policy while keeping more flexibility. With Serbia it is the only country with
inflation targeting and not some degree of fixation of the currency among the countries at the
regional comparable context. But apart from Albania, Serbia never reached credibility (mostly
due to high level of informal dollarization, general distrust in local currency and slow reactions
of central bank).
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3.4 Monetary Policy during the Crisis

Inflation targeting is considered to be a desirable way of conducting a monetary policy because
inflation is a good indicator of demand shocks. However, inflation is far from being a perfect
indicator. It also reflects shifts in aggregate supply. In theory, an ideal central bank should be
able to distinguish between demand (nominal) and supply (real) shocks and ignore the latter
(Clarida, Gali and Gertler, 1999). In 2008, many central banks reacted to the increase in oil
prices either by tightening or not loosening their policy enough in face of crumbling financial
sector. Central bank of Albania was one of them. During 2008 it increased interest rates to
6.25% - the highest values during the last decade. It managed to prevent inflation rate from
soaring too high, but still prices increased faster than they were supposed to. Were high interest
rates the price for keeping the inflation target or were there other reasons for monetary
restriction?

Global financial crisis put a test on all the central banks in the region — Serbia targeting
inflation and Macedonia and Bosnia and Herzegovina which fixed exchange rate (Macedonia
via exchange rate peg, Bosnia and Herzegovina using currency board). In 2008, Serbian central
bank also having inflation target increased interest rate from 10% (2007/Q2) to 17%
(2008/Q4). On the other hand, Bosnia and Herzegovina and Macedonia did not pay too much
attention to rising prices of oil. We conclude that if Albania had not target inflation, its central
bank would probably behave much more like its Macedonian and Bosnian counterparts.

3.4.1 Providing Stability and Letting Exchange Rate do the Trick

In 2009, Western Balkans felt the impact of the financial crisis. Economic slowdown in many
of their trading partners led to decrease in exports and capital outflow. Increase in uncertainty
pushed down investment and consumption demand. Worries about debt sustainability created
pressures on government finances. In situation like this, central bank is supposed to push down
the interest rate. Albanian central bank did exactly that. It decreased interest rate from 6.25%
back to 5.7% and later to 5.1% and increased monetary base by more than one fifth to meet
liquidity needs.

However, Albanian monetary policy cannot be considered too expansionary for several
reasons: (1) Going back from 6.25% to 5.7% was just returning to normal pre-2008 levels. (2)
In small open economy actual level of interest rate is not very important. It is interest
differential with respect to other countries what determines whether money is tight or loose.)
Interest rate of European Central Bank (ECB) at that time was 0.5%. (3) Serbia decreased
interest rates more significantly — from average 15.1% in 2008 to 13.1% in 2009 and 9.13%
year after. (4) Whereas country with flexible exchange rate is supposed to loosen monetary
policy in situation like year 2009, country with fixed exchange rate has to tighten to keep the
value of currency stable. Macedonia and Bosnia and Herzegovina decreased their money base
but they kept interest rates stable. In 2010, they started to push interest rates down and to
increase monetary base. Albanian monetary policy which is supposed to be expansionary did
not dramatically differ from policy in Macedonia and Bosnia and Herzegovina which is supped
to be restrictive.

Looking only at what Albanian central bank really did can be misleading. It is necessary also
to acknowledge what it let happen. It let exchange rate depreciate. Boshian and Macedonian
central bank kept exchange rate fixed. In 2009 Albanian lek lost about 7% of its value with
respect to euro. One year after it lost another 5%. Whereas Albanian exports slowed down in
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2009, Macedonian and Bosnian decreased by one third and one fourth respectively. While
Albanian economy grew slightly less rapidly, Macedonian and Bosnian economies froze.

Was flexible interest rate the secret of Albanian success? Yes and no. Serbian dinar also lost
about 15% of its value, its export just slowed down (they did not decrease) but Serbian
economy shrank by 3% in 2009. Nevertheless, exchange rate depreciation helped to soften the
bow of European crisis. So was it inflation target? Yes and no. Inflation targeting in Albania
did not lead to especially loose policy but it provided a guarantee of stable economic
environment. This is what was absent in Serbia which is still a long way from successful
inflation targeting. And that is what is absent in Bosnhia and Herzegovina, too. On the other
hand Macedonia provided stable investment environment and experienced unique latter
investment and output growth.

3.4.2 Loosing Monetary Ammunition as a Barrier for Integration

Understanding inflation targeting is easy if you do not ask which inflation to target. These are
actually two questions — prices of what goods, services (and assets) to target and in what time
horizon. We would like to focus on the time horizon question. Targeting year-to-year inflation
is a source of lot of uncertainty about the level of prices in the long run. Suppose that central
bank undershoots the inflation target by 1% five years in a row. This makes price level 5%
lower in comparison with scenario when central bank always meets the target. Likewise,
central bank can overshoot the target several years in a row. The longer the time horizon, the
higher the uncertainty about the price level. This makes long-term planning especially difficult.

Central banks usually target inflation in the medium run but they rarely define how long the
medium run is. This is also true for Albania. This creates the environment where inflation
target can be undershooting several times in a row with the excuse that target was almost met
or that undershooting was within acceptable range (£1% in case of Bank of Albania) even
tough price level is very different from what economic subjects could have anticipated in the
past. Albanian inflation rate has been below target since late 2011. It is not clear whether this
low inflation is supposed to compensate for slightly higher inflation before 2011 or Bank of
Albania is willing to let bygones be bygones. It seems that Bank of Albania is trying to push
inflation up since it continually decreases the interest rates but at the same time it is afraid to
significantly ease the policy. There is one possible explanation: fearing the zero lower bound.

While for a long period inflation targeting provided country a credibility and flexible exchange
rate gave it nominal stability (both even during the outbreak of the crisis), now Albania can
lose both. Zero lower bound is a definite obstacle that can possible put a barrier in the monetary
integration of Albania. Once in the liquidity trap, central bank is more or less out of control of
its monetary policy and therefore cannot fulfil the Maastricht criteria.

Albania is an example that the process of building the credibility never ends. Despite building
a proper set of instruments and clear commitment, Albania faces another crisis. If Bank of
Albania wants to keep flexible exchange rate it should put stronger sign to the market that it
wants to fulfil its target, but on the other hand if it is unsuccessful the possibility of further
easing is limited. Finally, it can end in Czech situation. When Czech National Bank’s interest
rates fell on zero lower bound, it was forced to implement new tool nominal exchange rate
targeting in order to ease monetary policy.
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4. Conclusion

Albanian monetary framework went through various challenges and continuous changes but
despite the experience of some other countries in the region, Albania did not lose flexibility in
order to gain credibility. Economy went through slow changes moving itself from monetary
targeting to the regime resembling inflation targeting. The greatest test to the monetary policy
was global financial crisis leading to the Great Recession. Let us sum up Albanian monetary
experiences since 2008: (1) Inflation target forced Bank of Albania to tighten in 2008 as a
response to higher oil prices. This is not something that central bank should do. Many countries
did the same thing in 2008 and ended up regretting it. (2) Inflation target helped to provide
stable environment in 2009 and together with flexible exchange rate regime were keys to good
performance. (3) Actual inflation has been undershooting the target several years in a row. It
is not clear whether Bank of Albania will let bygones be bygones or whether it will try to
compensate with higher inflation in the future. (4) With interest rates already on 2%, there is
a limit to monetary expansion in Albania. Zero lower bound is dangerously close. It is not clear
how Bank of Albania would respond if it hits the zero.

It seems desirable to think about different monetary frameworks which carry same benefits as
inflation targeting but have fewer disadvantages. Nominal GDP targeting and price level
targeting might be one of those. These two regimes provide same nominal stability as inflation
targeting but they do not require monetary restriction as a response to negative real shocks
(e.g. spike in oil prices). They also provide clear guidelines about future monetary policy since
they never let bygones be bygones. According to Merola, a price level targeting policy
produces lower levels of volatility of interest rates and exchange rates. Price level targeting
policy reduces the risk of deflation and affects the private sector’s expectations in such a way
that they work as automatic stabilizers. (Merola, 2010) It is widely accepted that they also
perform better at zero lower bound. Once economy finds itself at zero lower bound, it might
be too late to change the regime (as admitted by St. Louis Fed governor James Bullard).

With these regimes it might not fulfil inflation Maastricht criteria, but apart from nominal
exchange rate targeting it would be definitely more of a control over inflation target. Price
level targeting seems to be ideal compromise of nominal stability, credibility and integration
ambitions. In case of Albanian, switching from inflation targeting to price level targeting
would not be particularly risky since these two regimes are in many respects similar.
Furthermore, Albanian managed to change its monetary target without losing credibility in the
past. With respect to Albanian integration in EU, changing monetary target does not seem to
be a problem. In other candidate country, Serbia, attempt to change monetary rule would be
more risky since Serbian central bank have not been successful in targeting inflation in the
past. It is possible that a change of target would be interpreted as admission of central bank
incapability of meeting its promises and would seriously thwarted its integration ambitions. In
Macedonia, with respect to integration process, abandoning exchange rate peg seems
superfluous because after becoming a member of the union, it would need to target exchange
rate anyway. By now current framework provides as much stability as possible.
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Abstract

Climate change is a significant threat to sustainable development. Climate change and
Sustainable Consumption and Production are among the main themes of the European
Union’s Sustainable Development Strategy (EU SDS) and these topics are significantly
interconnected. The aim of the Paper is to detect the extent of the climate change problem in
the sustainable development context in the EU and its countries. The special attention is paid
to the relations between the Greenhouse Gas (GHG) Emissions per capita or the so called
Carbon Footprint on the one hand and the Resource Productivity and the Ecological Footprint
on the other hand. The EU made an enormous effort to reduce its GHGs. The relations between
the Carbon Footprint and the Resource Productivity as a main indicator of the Sustainable
Consumption and Production in the EU countries are not straightforward. As the Carbon
Footprint is the highest component of the Ecological Footprint they are significantly
correlated in the EU countries.

Keywords: Carbon Footprint, Climate Change, European Union (EU), Greenhouse Gas
Emissions (GHGs), Kyoto Protocol, Sustainable Development (SD)

JEL Classification: F64, Q51, Q54, Q56

1. Introduction

Sustainable development (SD) is a global challenge which requires a progressive
transformation of economies (Hediger, 2006), more specifically the substantial changes in
production processes and lifestyles according to the idea that the global development cannot
only be understood from the economic point of view (FEEM, 2011). The most quoted
definition of the World Commission on Environment and Development (WCED, 1987) claims
that SD is development that meets the needs of the present without compromising the ability
of future generations to meet their own needs. Although the term of SD is still vague there is
an emerging political consensus on its desirability (Daly, 1996). SD is amongst the top policy
priorities worldwide (FEEM, 2011) and an overarching objective of the European Union (EU)
policies enshrined in its primary law. SD became a fundamental objective of the EU in 1997
when it was included in the Treaty of Amsterdam and in 2001 the EU Sustainable Development
Strategy (EU SDS) was launched. It is based on the Commission Communication of 5" May
2001 (Commission of the European Communities, 2001) which limited itself to the internal
aspects of SD. With the subsequent Commission Communication of 13" February 2002
(Commission of the European Communities, 2002) the external dimension was added to the
EU SDS at the European Council in Barcelona in March 2002 (cited from Drastichova, 2014).
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The 2001 strategy is composed of two main parts. The first proposed objectives and policy
measures to tackle the key unsustainable trends while the second, more ambitious, part called
for a new approach to policy-making that ensures the EU's economic, social and environmental
policies mutually reinforce each other. In July 2009 the Commission adopted the 2009 Review
of EU SDS. It underlined that in recent years the EU has mainstreamed SD into a broad range
of its policies which is inevitable to achieve its goals. In particular, the EU has taken the lead
in the fight against climate change and the promotion of a low-carbon economy (European
Commission, 2015).

Climate change is a threat to SD. The scientific community agrees that man-made GHG
emissions are the dominant cause of Earth’s average temperature increases over the past 250
years (IPCC, 2014). This has, among others, led to extreme weather conditions worldwide
(Eurostat, 2015c). At the international level the commitments related to the GHG emission
limitation / reduction result from the Kyoto Protocol (KP) which is an international agreement
linked to the United Nations Framework Convention on Climate Change (UNFCCC), which
commits its Parties by setting internationally binding emission reduction targets. The KP was
adopted at the Conference of the Parties (COP) 7 in Kyoto / Japan, on 11™ December 1997 and
entered into force on 16" February 2005. Its first commitment period started in 2008 and ended
in 2012. At the COP 18 in Doha / Qatar, on 8" December 2012, the "Doha Amendment to the
Kyoto Protocol™ was adopted which includes new commitments for Annex | Parties to the KP
who agreed to take on commitments in a second commitment period from 1% January 2013 to
31% December 2020. During the first commitment period, 37 industrialized countries and the
European Community (EC) committed to reduce GHG emissions to an average of 5% against
1990 levels. During the second commitment period, Parties (different composition) committed
to reduce GHG emissions by at least 18% below 1990 levels in the eight-year period from
2013 to 2020. The EC / EU’s commitments go beyond these basic commitments and the EU
and its countries committed themselves to reduce the GHGs by 8% on average in the first
period and by 20% on average in the second period (UNFCCC, 2015). However, the countries
are provided with flexibility via the flexible mechanisms due to the different structures of their
economies and thus there are differences in the GHGs’ reduction costs and the possibilities of
the countries to reduce these emissions vary as well.

The aim of the Paper is to detect the extent of the climate change problem in the sustainable
development context in the EU and its countries.

2. Problem Formulation and Methodology
In this section the indicators’ and methodological background used in the Paper are described.
2.1 Underlying Context of the Applied Indicators

As a foundation of the methodology the selected Sustainable Development Indicators (SDIs)
are used. The SDIs are presented in ten themes to monitor the EU SDS in a report published
by Eurostat every two years. The 10 themes such as Socio-economic Development, Sustainable
Consumption and Production, Social Inclusion, Demographic changes, Public health, Climate
Change and Energy, Sustainable Transport, Natural Resources, Global Partnership and Good
Governance reflect the economic, social, environmental, global and institutional dimensions
of the SD as well as the key challenges to the SD. Of more than 130 indicators, 10 have been
applied as headline indicators. They give an overall picture of whether the EU has achieved
progress towards SD in terms of the objectives and targets defined in the EU SDS. For a more
complete picture, we need to examine the development of all indicators within a theme. At the
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2" level there are the Operational Indicators related to the operational objectives of the SDS
and at the 3" level the Explanatory Indicators related to actions of the SDS (Eurostat, 2015b).

In this analysis the particular SDIs in Climate Change and Energy and Sustainable
Consumption and Production Themes and the Ecological Footprint (EF) are used to measure
the climate change aspects in relation to the SD. The overall objective of the Climate Change
and Energy Theme in the EU Sustainable EU SDS is to limit climate change and its costs and
negative effects to society and the environment (Eurostat, 2015c). The EU SDS also sets out
the objective of promoting sustainable consumption and production patterns. An essential
requirement for SD is to address social and economic development within the carrying
capacity of ecosystems and decoupling economic growth from environmental degradation
(Eurostat, 2015d). Decoupling indicates breaking the link between environmental bads and
economic goods (OECD, 2002) and it is the necessary instrument / process to achieve SD.

The effects of production and consumption activities which impose a heavy burden on the
Earth's capacity in the present times as well as in future and thus affect the SD can be
alternatively measured by the EF Indicator. The EF is a method for estimating the biologically
productive area necessary to support current consumption patterns, given prevailing technical
and economic processes (Holmberg et al., 1999). Thus the EF is a measure of the demand
which human activities put on the biosphere. It is measured in global hectares (gha) whereas a
gha represents a hectare with world average productivity. The EF can be expressed as
Population x Consumption per person x Footprint Intensity which are the so called EF drivers.
The EF calculations have so far included land for energy supply, food, forest products, and the
built environment, degraded areas, and sea space for fishing. For the waste side the land needed
for sequestering CO; is included in the EF. Thus the Carbon Footprint (CF) component of the
EF is represented by the area of forest land required to sequester these carbon emissions and
recently it represents the largest portion of humanity’s EF. (Global Footprint Network, 2015).
In 2010 it comprised 53% of the EF (WWF, 2014).

2.2 Data and Model
The data sources of indicators and the methodology / model are described in this sub-section.
2.2.1 Data

In this Paper the data of Eurostat (2015a, ¢) were used to calculate the CF per capita by dividing
the SDI of “GHG Emissions by Sector”, which is one of the Operational Indicators in the
Climate Change and Energy Theme, by “Population on 1% January” in the EU-28 and each EU
country. The “GHG Emissions by Sector” indicator shows the GHG emissions of key source
categories that have a significant influence on a country’s GHG inventory in terms of the
absolute level of emissions, the trend in emissions, or both. The different GHGs are weighted
by their global warming potential, and the results are expressed in CO; equivalents. The annual
EU’s GHG inventory is reported under the UNFCCC, the Kyoto Protocol and the Decision
280/2004/EC (European Parliament and Council, 2004). The so called Kyoto basket includes
six gases: carbon dioxide (CO;), methane (CHa), nitrous oxide (N2O), hydrofluorocarbons
(HFCs), perfluorocarbons (PFCs), and sulphur hexafluoride (SFe). The impact of land use,
land use changes and forestry (LULUCF) on the GHG inventories is excluded. International
aviation is included (Eurostat, 2015c). This methodology was inspired (and adapted to the data
available) by Tukker et al. (2014) computing the CF as life cycle emissions of GHGs of final
consumption, expressed in tonnes of CO»-equivalents. This includes non-CO, GHGs, such as
CH, or N0, but does not cover GHGs related to land use change.
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Resource productivity (RP) is the headline indicator in the Sustainable Consumption and
Production Theme and one of the so called decoupling indicators designed to monitor the
extent of decoupling between economic growth and environmental pressures. The RP is
measured as the ratio between Gross Domestic Product (GDP) and Domestic Material
Consumption (DMC). Due to its construction the RP growth rate is equal to the difference
between the GDP and DMC growth rates. The DMC indicator is based on the Economy-wide
Material Flow Accounts. It measures the total amount of materials directly used by an economy
and is defined as the annual quantity of raw materials extracted from the domestic territory of
the focal economy, plus all physical imports minus all physical exports. The term consumption
as used in DMC denotes apparent consumption and not final consumption. The DMC indicator
is one of the Explanatory Indicators of the Sustainable consumption and production theme
(Eurostat, 2015d). For the calculation of RP, Eurostat uses GDP either in EUR in chain-linked
volumes unit to the reference year 2010 at 2010 exchange rates or in Purchasing Power
Standard unit (PPS). Consequently, the indicator is expressed:

i. Ineuro per kg, for comparing the changes in one country over time: this RP indicator was
used to investigate the relations between the GHGs emissions and the RP percentage
changes in the EU countries;

ii. In PPS per kg, for comparing different countries in one specific year: this RP indicator
was used to investigate the relations between the GHGs emissions and the RP levels in
the specific years, i.e. in the cross-section analysis;

iii. Itis also calculated as an index on year 2005, for comparing countries in different years.
(Eurostat, 2015b)

To obtain the most recent available data on Ecological Footprint (of consumption) per capita
in 2011, in gha, the Results from the National Footprint Accounts: NFA 2015 Public Data
Package, 2015 Edition Global Footprint Network (2015) were used. For Malta and
Luxembourg, data on EF in 2008 are only available.

2.2.2 Regression Analysis

The Regression Model was created and the Linear Least-Squares Regression was applied to
detect the relations between the Carbon Footprint and the Resource Productivity. The countries
included in the sample are the 28 EU countries. The time period used is 2005 — 2013 for which
the data of both indicators were available. The applied formula to detect the relationship is as
follows:

A(In)CF = a+ b X A(In) RP + u;, Q)

where CF is the Carbon Footprint (tonnes per capita), RP is Resource Productivity and symbol
A indicates the change in variables in per cent. Symbols a and b represent coefficients where
a is the intercept and b is the elasticity, i.e. it indicates percentage change of the CF by the
change of the RP by 1 per cent. Symbol In represents the natural logarithm which is used to
eliminate the effect of the different units of the variables. The assumptions of Linear
Regression such as (1) statistical independence of the errors, (2) homoscedasticity (constant
variance) of the errors, and (3) normality of the error distribution are verified with the suitable
tests such as Breusch-Godfrey Serial Correlation LM Test for the first assumption, Breusch-
Pagan-Godfrey, Harvey, Glejser and White test for the second one and the Jarque-Bera test for
the third one.
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3. Problem Solution

In this section the climate change problem in the EU is examined using the Carbon Footprint
Indicator and its relations to other SD indicators according to the methodology described in
the section 2.

3.1 Extent of Climate Change Issue in the EU

In period 1990 — 2013 the GHG emissions per capita in the EU decreased significantly. The
downward trend of the Carbon Footprint per capita in the EU is obvious from the Fig. 1 where
the long — term time series are shown. It dropped by 2.129 t (-18.956%) in period 1995 — 2013,
by 1.727 t (-15.946%) in 2005 — 2013 and even by -2.999 t (-24,784%) in period 1990 — 2013.
This is the result of the strong EU commitments to combat climate change resulting from the
KP but the EU’s commitments and reduction efforts go beyond these commitments. Regarding
the EU countries, the most significant GHGs per capita and thus the CF per capita reductions
were shown by Denmark (-4.966 t) and Belgium (-4.457 t) in period 1995 — 2013 and by
Luxembourg (-8.583 t) and Ireland (-4,773 t) in period 2005 — 2013 whereas in both periods
these are the only two drops in each of them which are higher than 4 tonnes per capita. In the
overall period 1990 — 2013 the highest declines were typical of Luxembourg, (-12.152 1),
Estonia (-9.02 t), the Czech Republic (-6.539 t), Lithuania (-6.27t) and Slovakia (-6.209 t)
which are the only five countries with the higher drops than 6 tonnes per capita.

It is curious that exactly Estonia and Luxembourg achieved the worst results in the analysis of
the recent period and their CF is the highest among the EU countries in 2013 (see Fig. 3).
However, their CF was also by far the highest in 1990, in Estonia 25.556 t and in Luxembourg
even 35.051 t. Although in the long term period 1990 — 2013 the GHGs slightly increased only
in two countries such as Malta (0.281t) and Portugal (1.14 t) and in all the other decreased the
increase was by far highest in Estonia in both partial periods, i.e. 2.714 in 1995 — 2013 and
2.892 in 2005 — 2013. On the contrary Portugal and Malta showed the lowest levels of the CF
per capita in 1990, i.e. 6.193 t and 6.275 t respectively, which are the only levels lower than 7
t in this year among the EU countries. Finally, it is important to note that in percentage terms
the GHGs drops in the transition economies, such as Romania, Lithuania, Latvia and Slovakia,
were the highest, i.e. by more than 40%, in the overall period 1990 — 2013. In the transition
economies it was predominantly caused by the inefficient resource use in the previous regime
and the significant drops often occurred in 1990s. In more recent period the reduction does not
have to be so significant or the emissions even grow, among others, due to the higher economic
growth rates in these countries. In the partial periods the highest drops were also typical of the
Northern and Southern countries. Denmark and Romania, the UK, Sweden and Belgium
showed the highest drops in 1995 — 2013 and Spain in 2005 — 2013 (-31.394%, see Fig. 2).

Figure 1: Carbon Footprint per Capita (Tonnes per Capita), EU-28, 1990 — 2013
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The additional factors, which can affect the development of the GHGs generation, are the
economic shocks, such as the last economic crisis. It contributed to the GHGs emissions’ drop
in 2009 and subsequently in the following years with the start in 2011. Although the only
annual GHG emissions growth in the EU during the long-term period occurred in 1995, 1996,
2000, 2001, 2003 and 2010, the most recent drops are predominantly affected with the
recession induced by the economic crisis and not the structural change. This development also
led to the increase of the Resource Productivity in the EU and majority of its countries when
DMC drops more significantly than GDP which is likely not a result of positive structural
change (see more in Drastichova, 2015). In the next sub-section, the CF in the EU countries
is examined in relation to the other SD indicators such as the RP and the total EF per capita.

3.2 Relations of Climate Change Issue and Resource Productivity in the EU

Climate Change and Energy and Sustainable Consumption and Production are two crucial
themes of the EU SDS and it is inevitable to investigate them together. The indicators in the
first one can affect the indicators in the latter and vice versa. The correlation coefficient (r)
between their selected indicators (as determined in 2.2.1), i.e. GHGs (CF) per capita and the
RP percentage changes in 2005 — 2013, is -0.559 which indicates the moderate negative
correlation. The indirectly proportional relations between the variables are also obvious in Fig.
2 with several exceptions within the EU group. The only three countries with the drop of the
RP in this period are Estonia, Romania and Malta whereas in the two latter the GHGs dropped
as well. On the other hand, the increase of GHGs in Estonia was 21.194% which is one of two
cases of increase in the EU and also the highest increase. Spain, Ireland and Hungary achieved
the highest RP increases by 124.767, 97.811 and 90.379% respectively. These increases are
significantly higher in comparison to other countries and in the same period these countries
also showed significant GHGs drops. The fourth highest increase which occurred in Slovakia
reached 61.8%. These three countries also achieved the most significant decreases in GHGs in
the same period together with Luxembourg, Cyprus, Italy and Portugal (see Fig. 2). Although
the Spanish economy achieved the best results, they can be significantly affected by the
adverse economic development due to the economic crisis. The highest drops of the CF in
Spain occurred in 2008 and 2009 and the high increase in the RP occurred in 2009 as well.
However, as a result of the economic crisis, the GHGs / CF per capita dropped in 2009 in all
the EU economies and the RP increased in the majority of them. There is the only country with
simultaneous increases of both indicators in 2005 — 2013. The increase of the GHGs was the
second highest in Latvia, i.e. 11.879%. However, its RP increased as well, by 15.603%.

Figure 2: Carbon Footprint per Capita (Tonnes) and Resource Productivity (Euro per
Kg, Chain Linked Volumes, 2010); Changes in %, 2005 — 2013, EU-28 and its Countries
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Even though the correlation coefficient is negative and Fig. 2 indicates the indirectly
proportional relations between the RP and CF per capita the regression analysis does not
confirm the significant relations, i.e. these relations are not so straightforward and can be
affected by many other factors. The relations between the RP and CF per capita were
investigated in the EU using the percentage changes of both variables in 2005 — 2013 whereas
the outliers were gradually removed from the sample due to violation of model assumptions
starting with Estonia (Sample: 27), followed by Latvia (Sample: 26), Poland (Sample: 25) and
Lithuania (Sample: 24). The last model including 24 EU countries most significantly indicates
the indirectly proportional between the RP and CF per capita changes. In the models some
heteroscedasticity tests indicate its presence. When this result is not confirmed by all the
applied tests, then these models are presented. Based on these results, the model of the sample
with the 24 EU countries is most reliable. The model including 27 EU countries (Estonia was
excluded) is not presented due to the autocorrelation. The cross-section models (the last line
in Tab. 1) constructed for the individual years in the period from 2005 to 2013 did not confirm
any significant relation between the variables except for the initial year 2005, however, even
in this year the b coefficient and the overall model can be regarded as statistically insignificant
or it is only marginally significant. All the models for the years 2006 — 2013 are statistically
insignificant with very slight positive elasticity, i.e. b coefficient between 0.13 — 0.27. These
models are not presented.

Table 1: Results of the Regression Analysis in the EU Countries

28/2005-13 | -0.087 (0.003); -0.208 (0.002) 0.002 0.313; 0.286
26 /2005 -13 -0.128 (0); -0.14 (0.005) 0.005 0.288; 0.259
25/2005-13 -0,138 (0); -0,13 (0.005) 0.005 0.294; 0.264
24 /2005 -13 -0.147 (0); -0.116 (0,008) 0.008 0.278; 0.245
2005 2.338 (0); 0.275 (0.061) 0.061 0.129; 0.095

Source: Eurostat (20153, ¢, d), own calculation in EViews Programme

It can be concluded that in the cross-section analysis there is no relation between the RP and
CF per capita except for the very slight directly proportional relation in the initial year 2005
which was the year when the KP entered into force. In this year the countries with the higher
productivity of their inputs also produced more GHGs per capita. In more recent years this
relation has not been proved. Regarding the changes of the variables, the indirectly
proportional relation can be confirmed as more reliable, even though there are some outliers,
i.e. those countries, whose development differs more significantly from the others. The more
the countries in the sample, the higher the absolute value of the elasticity is, however, some
models’ assumptions can be violated. Moreover, the coefficients of determination R? in all
models presented in Tab. 1 are relatively low. Generally, it can be claimed that the strong
commitments of the EU and its countries to move to the SD and to reduce climate change led
to some improvements in these areas.

3.3 Relations of Climate Change Issue and Resource Productivity in the EU

Finally, the relations between the CF and the total EF, both per capita, are examined. Even
though the methodology and units of these two indicators are different, both of them reflect
the climate change effects of countries and as the CF is the highest component of the EF, they
are significantly correlated one with another (EU 28: r=0.712). The lower level of GHGs / CF
per capita than 7 tonnes were reached by Lithuania (6.783), Portugal (6.474) and Sweden
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(6.074) and even lower than 6 tonnes by Hungary (5.846), Croatia (5.815), Latvia (5.58) and
Romania (5.566). These countries can be found in the left part of Fig. 3. Romania also showed
the lowest total EF, i.e. 2.5 gha. It is followed by Bulgaria (2.64) and Hungary (2.81) and then
by Croatia (3.24), Portugal (3.34), Spain (3.41), Cyprus (3.59), Slovakia (3.78), Poland (3.83)
and Greece (3.91) whose EF per capita is between 3 — 4 gha. These countries can be found in
the bottom part of Fig. 3. Hence in the left bottom part there are the countries which showed
the low level of both variables, especially Romania with the lowest levels of both Footprints
among the EU countries as well as Hungary, Croatia, Portugal and Spain. The first three
countries are among the least developed EU countries whereas the standard of living is the
significant determinant of the EF. On the other hand, Spain achieved the most significant
percentage decrease of the GHGs and increase of the RP in period 2005 — 2013 among the EU
countries and, to a lesser extent, this development was also typical of Portugal (see Fig. 2).

Regarding the Northern and Baltic economies, Latvia and Lithuania showed the low levels of
the CF, however, their EF is higher, especially that of Latvia. Sweden and Latvia can be found
in the upper left part showing one of the highest values of the EF (6.51 and 5.58 gha
respectively) among the EU countries together with the lowest levels of the CF. Thus the
Footprint Indicators are determined and affected by many factors including the standards of
living but also the structural characteristics of the economies. The third Baltic economy, i.e.
Estonia, can be found in the separate part of Fig. 3 with the fifth highest EF (5.46 gha) and the
second highest CF among the EU countries (16.536 t). This can be the result of the adverse
development indicated in Fig. 2. The CF in Estonia increased by 21.194% in period 2005 —
2013 and already in 1990 it showed the second highest level, i.e. 25.556 t, and regardless of
the second significant drop among the EU countries (in tonnes) in the overall period 1990 —
2013. Other country with the highest levels of both Footprint Indicators (EF: 10.724 gha; CF:
22.898 t) also lies separately in the right upper part of Fig. 3. However, the results of this small
developed EU country are biased because of the low number of inhabitants whereas the
product is predominantly produced by foreign workers.

Figure 3: Carbon Footprint per Capita (Tonnes per Capita) in 2013 and Total Ecological
Footprint (gha) in 2011; 28 EU Countries
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Source: Eurostat (20153, ¢, d); Global Footprint Network (2015)

To sum up the majority of the EU countries showed the CF in the range from 5.566 t in
Romania to 13.194 t in Ireland and the EF from 2.5gha in Romania to 6.51 in Sweden. There
are two outliers in the sample: Estonia and Luxembourg with the high levels of both indicators.

3.4 Discussion

The push towards some climate-friendly economies brings many opportunities for the EU. The
demand for green technologies can accelerate innovation and create new jobs. More efficient
energy use also reduces production costs while increasing competiveness of EU businesses.
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The climate change and energy theme is linked to other areas of the SD in many ways. Since
energy is used in virtually every economic activity, climate change and energy policies have
an impact on many economic activities. A more sustainable energy sector can thus have
synergies with actions covered in the areas of sustainable consumption and production as well
as transport. The EU has developed a large number of strategies which are linked to the several
areas of the SD including climate change and energy and the efficient resource use. It is
necessary to implement these strategies in all the EU countries. They can also help to initiate
the adoption of the new binding law to strengthen the EU commitments to combat climate
change. Except for the long term EU SDS, among the most important strategies there is the
EU 2020 Strategy (COM(2010) 2020) which includes the GHG emissions reduction target of
at least 20% to be achieved by 2020. This is also consistent with the EU’s commitment
resulting from the KP in its second commitment period. This strategy is significantly
interlinked with the 7" Environment Action Programme (EAP) to 2020 (Decision No.
1386/2013/EV), the Roadmap for moving to a low-carbon economy in 2050 (COM(2011)
112), or the Roadmap to a Resource Efficient Europe (COM(2011) 571) whereas the 7" EAP
builds on these policy initiatives. The number of the strategies which are focused on the
energetic sector, such as the Energy Efficiency Plan (COM(2011) 109), are also related to the
above mentioned initiatives and to the climate policy in general. Moreover, a policy framework
for climate and energy in the period from 2020 to 2030 (COM(2014) 15) adopted in 2014
includes a new reduction target for domestic EU’s GHG emissions of 40% in 2030 compared
to 1990. The new targets of this policy framework can become the basis of the EU
commitments with regard to the new climate accord agreed at COP 21 in December 2015
where the Paris Agreement was adopted and it can also encourage the adoption of new binding
law provisions in this field. All these and many others strategic initiatives should lead the EU
on the path of the low carbon economy and eventually of the SD. Moreover, there is the set of
binding pieces of secondary law, the Union’s climate and energy package, which is related to
the EU 2020 Strategy as well. The structural reforms in the EU countries are inevitable to
continue meeting their as well as the overall EU’s climate commitments resulting from the KP
and the future commitments being developed according to the Paris Agreement.

4. Conclusion

The aim of the Paper was to detect the extent of the climate change problem in the sustainable
development context in the EU and its countries. The special attention was paid to the relations
between the Carbon Footprint per capita on the one hand and the Resource Productivity and
the Ecological Footprint per capita on the other hand.

From 1990 the GHG emissions per capita in the EU decreased substantially. The Carbon
Footprint per capita dropped by -2.999 t (-24,784%) in period 1990 — 2013, 2.129 t (-18.956%)
in period 1995 — 2013, by 1.727 t (-15.946%) in 2005 — 2013 and thus the EU met its
commitments of the Kyoto Protocol in its first commitment period terminating, in 2012 and it
has already met its commitments in the second period which ends in 2020. Due to the
significant links between the climate change problem and the sustainable development when
the GHGs production causing the climate change is clearly unsustainable trend, the EU is on
the right path to approach the sustainable development trajectory. However, the differences
persist within the EU group.

The relations between the Climate Change and Energy and the Sustainable Consumption and

Production themes of the EU SDS exist and are crucial to achieve sustainable development,

however, the relations between the Carbon Footprint on one hand and the Resource

Productivity on the other hand are not straightforward. The cross-section analysis did not
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confirm any significant relation between the Resource Productivity and Carbon Footprint per
capita with the exception of the very slight positive relation in the initial year 2005 when the
Kyoto Protocol took effect. Generally, the countries with the higher productivity of their inputs
may also have produced more GHGs this year, but in more recent years this relation has not
been proved. The negative relation can be shown more significantly between the changes of
the Carbon Footprint per capita and the Resource Productivity, even though there are some
outliers, i.e. the EU countries whose development differs from the other countries more
dramatically. The Carbon Footprint of the economies is determined by many factors, such as
the overall structures of their economies, the shares of the renewables and the other non-carbon
as well as carbon energy sources in their energy production. In addition, the extent of GHG
emissions reduction depends on the effective structural reforms implementation. Many of these
factors also determine the Resource Productivity, however, the structures of the EU economies
as regards the GHGs generation often significantly vary which has resulted in the different
relations between the Carbon Footprints and Resource Productivity levels and development in
the EU countries. Generally, it can be confirmed that the strong commitments of the EU
countries to move to sustainable development and to reduce the climate change led to the
improvements in these areas.

The positive relationships between the Carbon Footprint and the Ecological Footprint are
obvious. As the Carbon Footprint is the highest component of the Ecological Footprint, these
indicators are significantly correlated in the EU countries. According to the most recent data,
i.e. for the CF in 2013 and for the total EF in 2011, the majority of the EU countries showed
the Carbon Footprint in the range from 5.566 t in Romania to 13.194 t in Ireland and the EF in
the range from 2.5gha in Romania to 6.51 in Sweden. Romania is one of the least developed
EU economies, it reached the lowest levels of both Footprint Indicators. Sweden and Latvia
achieved one of the lowest levels of the Carbon Footprint together with the highest levels of
the Ecological Footprint. Finally, Estonia and Luxembourg are outliers, they reached the high
levels of both indicators. The Ecological Footprint is also determined and affected by many
factors including the standard of living but also the structural characteristics of the economies
and the Resource Productivity and thus even in this case the different variations of the Carbon
and Ecological Footprint levels among the EU countries were detected.

The higher GHGs drops in the transition EU economies, mainly during the 1990s, were
predominantly caused by the inefficient resource usage in the previous regime, then the
possibilities may have been limited by the high economic growth, among others. Luxembourg
and Estonia showed the extraordinary development, however, this is caused by the different
factors. Both of them showed the highest levels of the Carbon Footprint in 1990 and the highest
drops of the absolute levels of the Carbon Footprint in the overall period 1990 — 2013.
However, their Carbon Footprints are still the highest in the EU together with the highest levels
of the total Ecological Footprint, both per capita. On the one hand, Estonia is the fast growing
transforming economy. On the other hand, Luxembourg is one of the most developed EU
economies, i.e. with the high standard of living. Moreover, the results of this country can be
biased. To sum up the structural reforms are necessary to reduce the climate change effects as
well as the Ecological Footprint and to enhance the Resource Productivity in all countries,
however, these reforms must fit the conditions and features of the individual economies.
Overall, regarding all the aspects of this analysis, the economy of Spain must be highlighted
because it reached the highest fall of the Carbon Footprint together with the highest increase
in the Resource Productivity in period 2005 — 2013 while recently showing the lowest levels
of the Carbon as well as the total Ecological Footprint. However, it is disputable to which
extent it is the result of the structural changes on the one hand or the adverse economic
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development of this country on the other hand. The effects of the economic shocks on the
development of the investigated indicators are often difficult to separate.

The future challenge of the EU is to continue fulfilling its strong commitments and to
eventually transform them into the binding secondary law in accordance with the efforts made
at the international level, especially the recently adopted Paris Agreement. The climate change
issue must be integrated into all policies and activities of the sectors which contribute to the
climate change. The flexibility in meeting the commitments among the EU countries should
be maintained, however, under the condition that the rapidly growing countries and the
countries with high shares of the sectors contributing to the GHGs emissions also make efforts
to reduce the GHGs and implement the structural reforms and the transparency will be
sustained as well. The global dimension of the Sustainable Development, which is the last
theme of the EU SDS, must be taken into account and carefully followed as well. On the one
hand, the EU must not shift the burden of climate change as well as that related to the
improvements in its Resource Productivity and to the potential decreases of its Footprint
Indicators to the other, especially the developing countries. On the other hand, it is necessary
to encourage the rapidly growing developing countries to participate in the climate reduction
/ limitation commitments from 2020 onwards according to the new climate agreement adopted
in Paris in December 2015.
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Abstract

The paper deals with an application of econometric techniques for modelling of economic
convergence. Economic convergence is understood as a process of decreasing of differences
in the economic level and efficiency of individual countries, and therefore it serves as a starting
point of the international comparison and important part of macroeconomic analyses as well.
The main goal of the paper is to evaluate possible results of selected econometric techniques
for modelling of economic convergence and to draw attention to some advantages and
disadvantages of selected methods. The theoretical part of the paper is devoted to the
methodological bases of the economic convergence, according to character of examined
variables, macroeconomic theories and methodological framework for research. The
empirical part is aimed at comparison of individual econometric techniques frequently used
to measure economic convergence. The final part of the paper summarizes main advantages
and disadvantages of selected econometric approaches that may lead to different results.
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1. Introduction

The term convergence is used in a variety of semantic modifications. Therefore its definition
is dependent on a type of observed issue?. The term convergence can be found in various
natural sciences; then it has a specific meaning in the language of economists. Economic
convergence is understood as a process where there is a reduction of differences in the
economic level and efficiency, e.g. see Stani¢kova (2013), of individual countries (eventually
regions) as well. Providing that there is an opposite case, that is an increase of differences in
the economic level and economies efficiency, it is a divergence then. The focus is not only
whether the differences are decreasing or increasing, but it is also important to examine how
quickly these changes are done however. The economic convergence and its speed then
become the focus of economic comparisons as well.

Why it is useful to study economic convergence? It is the starting point of the international
comparison and integral part of macroeconomic analyses in particular. Regarding to economic

8 In medicine for example: Convergence of an eye means simultaneous inward movement of eyes toward
each other. Convergence insufficiency occurs when your eyes don't work together while you're trying to
focus on a nearby object.
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convergence, comparing a production performance (GDP per capita, GDP per worker) of
individual countries is possible to research.

2. Theoretical and Methodological Bases of the Economic Convergence

At the beginning of the examination of economic convergence, it is important to know the
answer to the fundamental question: “What type of economic convergence are you going to
examine actually?”. Different type of economic convergence leads to different results.
Economic convergence can be examined from different perspectives and divided according to
basic methodological criteria, see Figure 1.

Figure 1: Basic Division of the Economic Convergence
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2.1 Character of Examined Variables

Within the frame of economic analyses convergence is primarily distinguished according to
the character of examined variables, namely on the nominal and real convergence. Although
the real convergence is inseparably related to the nominal convergence, it is necessary to
consider both approaches as evolving in parallel and related processes; it is particularly
important to mention that understanding of nominal and real convergence is not explicit among
individual authors, see below.

2.1.1 Real Convergence

The measurement of real convergence is executed via a selected real macroeconomic
aggregate. In empirical studies the usage of GDP in real terms can be encountered most
commonly, in per capita or per worker. In the broadest sense, the real convergence is
understood as the convergence of economic level of a compared country to a reference country
or group of countries. The real convergence is then a process of reducing the gap in the
economic level of compared countries. If there is a reversal process, i.e. expansion of the gap,
it can be stated that a process of divergence emerges. In the context of growth theories, we can
talk about narrowing a technological gap and adjustment of producing structure. Regarding
that the real convergence is expressed via economic indicators, such as convergence of
economic level (GDP/capita), business cycles harmonization and structural similarity of
economies.
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The economic level is usually expressed via gross domestic product calculated per capita. In
case of evaluation of the economic level relationship between two economic entities in time it
is possible to formally write the process of convergence as follows, see Smrckova et al. (2008):
& < M’ for Y1,t < YZ,t (1)
Yot Y2, t+1
where y is the income per person of country 1 and 2 at time t and t+1. This relation can be
described in such way that the relative space of economic levels per capita in time declines. In
literature (Slavik, 2005) it is possible to meet similar definition which is based on the absolute
difference:

Ve = Yor | > Vieer — Yoeen |- @)
In case of an opposite sign we speak about divergence.

In terms of relative difference (1), real convergence can be observed, i.e. relation in
GDP/capita (constant prices) among developing and developed countries. The share of
developing/developed countries in year 1990 was smaller (0,049) in comparison with year
2012 (0,081). On the other hand, in terms of absolute difference (2), divergence can be
observed, i.e. relation in GDP/capita (constant prices) for identical countries was 24 928,3
USD in year 1990 and increased to 32 105,5 USD in 2012, see Table 1. Novotny (2010) and
Smrckova et al. (2008) highlighted the different results that can be obtained using absolute or
relative convergence approach.

Table 1: Comparison of Absolute and Conditional Convergence within Developing and
Developed Countries in Years 1990-2012 (in US Dollars)

GDP/capita, constant Relative .
priges 2005 difference Absolute difference
Year 1990 2012 1990 2012 1990 2012
g)ea’ri'gggng 12927 28476
Developed 0,049 0,081 | 24928,3 | 32105,5
. 26 221,0 34 953,1
countries

Source: UNCTAD (2013), self-elaboration

Indicators of business cycles harmonization indicate the extent to which business cycles in
compared economies are evolving identically.

Monitoring the similarity of business cycles on the example of EU is important mainly due to
the fact that since a particular country has joined the Euro area a common monetary policy,
which substitutes existing monetary policy of particular central banks, is implemented. The
common monetary policy, after introduction of the common currency, depends on the average
economic development in the Euro area. This jointly applied monetary policy may have
negative effects on the country which is in a different cycle phase therefore. These negative
effects or costs resulting from the loss of their own monetary policy will be lower for
economies that will show higher level of business cycle harmonization with monetary union.

One of the methods for examining harmonization of business cycles of a particular economy
with business cycle of monetary union (or Euro area) is the usage of correlation coefficient
that examines harmonization of annual rates of the real growth of GDP in the national economy
with annual growth rates in the monetary union. This coefficient may take values from -1 to 1.
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If the coefficient nears 1, it means that there is a strong similarity of business cycle of a
particular economy and monetary union. Contrary, if the coefficient nears -1 the business
cycles have adverse progress, for details see Kadetabkova and Zd’arek (2007).

Another monitored indicator of achieved level of the real convergence is the structural
harmonization of economies. The structural harmonization of economies is understood as
similarity of structures of economic activity among acceding and existing economies of the
monetary union. The higher the similarity of the economy structure is, the lower the risk of
asymmetric economic shock is. The structural harmonization of economies can be studied, for
example via Landesmann structural coefficient. Using this coefficient shares of six sections of
economy, e.g. industry or construction in total value added in compared countries are
compared. The difference between the shares is weighted by the share of the sector in country
A in the total, and the weighted shares are then summed. The coefficient obtains values from
0 to 1 and if the coefficient nears 0, it is possible to expect higher similarity of the economic
activity structure, for details see the CNB (2009) and Landesmann (1995).

The progress of convergence process and the convergence level of monitored economies can
be observed beside the indicators of cyclic and structural harmonization via many other
indicators. Mandel and Tomsik (2008) point to the indicators examining, for example level of
openness and interdependence of economies, harmonization or disharmony of economic
shocks, level of financial market integration etc.

2.1.2 Nominal Convergence

The nominal convergence concept can be understood as an analogy of real convergence, so as
a convergence of nominal constants, for example GDP in nominal terms, nominal wages
(wider concept of convergence). The wider concept of convergence often includes meeting the
Maastricht criteria which are exhaustively defined condition for countries to enter the Euro
area and adopt euro as the common currency, see Vintrova (2007). Zddarek (2007) then
aggregates individual approaches and understands the nominal convergence in the following
levels:

e price convergence (narrow definition),

e convergence of all nominal constants, such as prices, wages, pensions (broad

definition),
e the Maastricht convergence criteria.

In the narrowest sense the nominal convergence can be understood as a convergence of prices.
The indicator that is used for monitoring convergence of price level among economies is CPL
— Comparative Price Level. This index indicates price level percentage of observed economy
in comparison to the economy price level which was selected as the basis for comparison. It is
possible to detect relative price levels of different segments of GDP (e.g. only consumption,
investments) or the relative price level of entire GDP. The CPL indicates how many units of
money in a particular country it is necessary to spend on the purchase of identical basket of
goods and services however. This index is expressed in percent and is calculated using
purchasing power parities (PPPs), see Kaderdbkovd and Zdrek (2007). The process of price
convergence can then, analogously as the real convergence, be formally written as follows:

CPLq¢ CPLyt+1

CPie < EPlzren for CPL;, < CPL,,, 3
where CPL is the index of comparative price level of country 1 and 2 in the period t a t+1.
Then it is possible to express the price convergence via absolute difference in the following

way:
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|CPLy, — CPLy¢| > |CPLytyy — CPLy 4] ()

2.2 Macroeconomic Theories

Convergence as a category of macroeconomic theories is closely related to the issue of long-
term economic growth, respectively the economic theory of growth. The goal of this theory is
to examine factors that affect the rate of economic growth in individual countries and explain
differences in their real incomes per capita.

2.2.1 Absolute Convergence

From the chronological point of view origins of convergence studies can be seen in the
examination of absolute convergence. It can be defined as a process where economies with
lower capital per worker grow faster than economies with higher capital per worker. Based on
an empirical observation it has been found that the absolute convergence hypothesis is out of
accord with reality, because economies with a higher ratio of capital per worker achieve faster
growth of GDP per worker as well. Due to this fact a necessary condition of economies
homogeneity was introduced; if it is valid there is the process of convergence in the real
economy (Barro and Sala-i-Martin, 2004).

2.2.2 Conditional Convergence

If there is a measurement of convergence within a homogenous group of economies with the
same institutional parameters, we can speak about a conditional convergence. A typical group
of countries for measuring the conditional convergence are for example OECD countries. In
contrast convergence of Nigeria and Poland can be only hardly expected.

2.3 Methodological Framework
2.3.1 p-convergence

The concept of B-convergence is based on the neoclassical theory of economic growth which
postulates that initially poorer countries show higher dynamics of growth. Thus the poorer
countries gradually converge to richer countries whose growth rate is not so high. The growth
of GDP per capita is negatively dependent on the initial economic level. Beta convergence
leads to the following regression equation (Smrckova et al., 2008):

%log (:‘—Z) =a+ plogY;o+vZ; + ;. (5)

The left side of the'B—convergence regression equation is the average growth of GDP per capita
in the real formulation in the purchasing power parity during the period from 0 to T, which is
dependent on the initial economic level Y; ;- and a set of exogenous factors Z;. T variable
expresses the number of analyzed years, o indicates the required level constant, p and y are
coefficients, &; is a random component. Index i denotes particular countries. The B-
convergence occurs when there is a negative direction of the beta line.

2.3.2 o-convergence

The concept of c-convergence comes also from the neoclassical theory of economic growth,
according to which all countries converge to the same level of forwardness or to the same
economic performance. Sigma convergence is defined as a reduction of variance (standard
deviation) of real GDP per capita logarithm in time. The sigma convergence can be denoted
as the so-called catching up effect among particular economies, while beta convergence is
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associated with countries converging to a steady state. When marking the variance (standard
deviation) of the logarithm of real GDP per capita in the group of countries at time t, then o-
convergence between period t and t +1 means:

of > 041 (6)

3. Selected Econometric Techniques for Economic Convergence
Modelling

Via a perspective of mathematicians, the economic convergence can be regarded as a concrete
realization of stochastic process. The existing empirical literature studying the convergence
among different economies can be divided into several different approaches which depend on
data characteristics which are used in the studies. The mostly used of them are following:
e Cross-sectional analysis (Baumol, 1986), (Barro and Sala-i-Martin, 1992), (Mankiw
etal., 1992),
e Panel data analysis (Islam, 1995).

3.1 Cross-Sectional Analysis

The most famous link to this approach to the convergence measurement is based on the original
Baumol’s study of real convergence (Baumol, 1986) among economies. Baumol has
developed the so called conventional approach to the convergence analysis. The key element
of this approach is the estimation of initial growth equation which has been created on the
basis of graphical illustration of statistical data.

% log (;"—Z) = a+ Blog(yio) + & @)

where the denotation of all variables in the model is the same as in the previous equation (6).
The model misses set of exogenous factors Z; however.

3.2 Panel Data Analysis

This approach to the convergence analysis has been introduced by Islam (1995). He has
emphasized that via cross-sectional analysis it is possible to observe and measure differences
in steady states of individual economies. The differences, which the cross-sectional analysis is
not able to capture, may arise however. He has pointed to the fact that only the panel data
analysis allows to remove shortcomings of the conventional analysis of cross-sectional data.

The panel data analysis is statistical and econometric method via which relationships and data
correlation in two-dimensional space are analysed. The first dimension captures constants
according to the time point of view, the second one cross-sectional data of individual objects
of investigation. A typical feature of panel (or longitudinal) data is that individual observations
are investigated for several time periods. The investigation of panel data is a model approach
of solution where analysis methods of time series are applied, but elements of regression
analysis as well.

The panel is a set of units which are similar in a sense (companies, regions, countries etc.)
generally, more closely for example Melecky and Nevima (2010). A continual observation is
then carried out on this set of units. The panel data compared to the cross-sectional analysis
allow different benefits therefore — they better detect and measure effects which cannot be
identified by the analysis of cross-sectional data or time series. On the contrary, problematic
moments in panel data analysis include mainly small length of time series, deformation of
measurement errors or data collection.
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The panel linear regression model has generally the following form:

Yie=a+ Bxipe+ 8+ v+ & (8)
where y is the explained variable, x is the vector of explanatory variables (the so called
regressors), ¢ is the residual component of the model, i is the index of cross-sectional unit, t is
the index of time, o is the overall constant in the model,  are the parametres indicating the
slope of variables,  are cross-sectional effects, y are time effects.

4. Advantages and Disadvantages of Individual Model Approaches

The advantages and disadvantages of individual model approaches will be explained using
author’s estimations of the previous research, see Dvorokova et al. (2011), Dvorokova et al.
(2012), Dvorokova (2013), Dvorokovd and Hodula (2013). The assessment of real and
nominal convergence within EU28 countries (period of 1995-2012), using both B-and o—
convergence approach was analysed in works of Kulhanek (2012) and Kulhanek (2014) as
well.

4.1 Cross-sectional Analysis

When using cross-sectional data structure, S-convergence approach is appropriate to apply to
overall estimation of the selected period in general. Using this method it is possible to
recognize the average trend of the economic development - convergence/divergence, see
Figure 2. The results to the theoretical basis of the neoclassical growth economics (EU28
countries in 2001-2012 evidence) correspond as well. The basic idea of the neoclassical growth
theory is that poorer countries have more dynamic growth than the advanced economies as it
was stated earlier in this article (Sala-i-Martin, 1996).

Figure 2: B-convergence among EU28Eeconomies (2001-2012)
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If using o-convergence methodology it is possible to detect convergence/divergence in each
of the selected time period. More likely it will be possible to reveal influence factors in
individual time period as well. Evidence from EU28 countries in 2001-2012 showed that
convergence process was rather volatile, i.e. o-convergence unlike B-convergence had not
indicate a clear downward trend in the standard deviation over the time, compare Figure 2 and
Figure 3.
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Figure 3: o-convergence among EU28 Economies 2001-2012 (Log Real GDP per Capita
in PPP, in Thousands of US Dollars)
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4.2 Panel Data Analysis

Panel data for economic research have a few major advantages over cross-sectional or time-
series data sets. Panel data analysis deals with large number of data points, which causes the
increase of degrees of freedom and reduction of the collinearity among explanatory variables
— by which it improves the efficiency of econometrics estimates, see Dvorokova and Hodula
(2013). On contrary, panel has a few disadvantages. The problems are primarily a small length
of time series, measurement errors deformation or data collection (Green, 2008).

Another way to remove a small number of observations problem is to apply the technique of
dummy variable. Dvorokova and Hodula (2013) study deals with the mathematical estimation
of the Maastricht convergence criteria influence on economic growth within VV4 countries. The
model for this specific research goal had been written as follows:

A(Iny;) = X% 0B Vi—1.Dir + 1 BDG; s + a;DBT; + asHICP;; + a,IR;; +

asER; ¢ + &, ©)
where A(ln yi,t) is natural logarithm of gross domestic product per capita annual change,
BDG;, is government deficit/surplus, DBT;, is government debt, HICP;, is harmonized
indices of consumer prices, IR;, is long term government bond yields, ER;, is EURO
exchange rates, B; is slope parameters, «; is level constant, D; is binary dummy variable to
identify the country (the value 1 for country data in time t, otherwise the value 0), ¢; , is random
component, i is index indicating the country (base country is Euro Area average), t is index
indicating the time. It was necessary to establish dummy variable (see Table 2) for each
analyzed country as well. The model works with four countries which are compared to Euro
area average.

Table 2: List of Dummy Variables for the Czech Republic, Hungary, Poland and
Slovakia

Dummy variable Country
D1 Czech Republic
D2 Hungary
D3 Poland
D4 Slovakia

Source: Dvorokova and Hodula (2013)
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By this model specification it was possible to determine whether the chosen countries have
been converging or diverging to the average economic level of Euro area for each of
Maastricht’s indicators. The average values were obtained using an arithmetic average of 17
Euro area member states. The average economic level was considered to be in permanent state,
to which the chosen countries converge (or diverge). The next Figure 4 shows us the graphical
projection of results of dummy variables for particular countries of V4 and their convergence
to each other. For more details of the results, see Dvorokovd and Hodula (2013).

Figure 4: Graphical Projection of the Model Dummy Variables Results
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Source: Dvorokova and Hodula (2013)

Table 3 shows calculated distance of Visegrad Group countries from EAL17 average economic
level. The distance was obtained by calculating the difference between level constant and
calculated dummies parameters for each country.

Table 3: Calculation of Countries Distance from EA Average

2001-2007 average 2008-2012 average
Rank | D Value Rank D Value
1 HU 0,86589 1(2) CR 0,61697
2 CR 0,90675 2(1) HU 0,62926
3 SR 0,94719 3 SR 0,64255
4 PL 0,96087 4 PL 0,66318

Source: Dvorokova and Hodula (2013)

A development and change for each of the countries is evident from the results shown in Table
3. Initially Hungary was ranked closest of V4 countries to the EA17 average followed by the
Czech Republic, Slovakia and Poland. This is also clear from results in Fig. 4. This ranking
however changed during the time and in the time period 2008-2012 first ranked and therefore
closest to the EA17 average was the Czech Republic.

5. Conclusion

The area of economic convergence is paid much attention in general, whether it is the subject
of the studies of individuals or institutions, or regarding to making economic policy by political
leaders in individual countries. The economic convergence is a clear goal through the prism of
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the creators of the economic policy of the EU. Topical is the social dimension of convergence
becoming increasingly important as well, see e.g. Sotkovsky (2011). The current European
Commission President Jean-Claude Juncker puts the emphasis on it. From the methodological
perspective however, we encounter many uncertainties, which may appear in the examination
of economic convergence. There are several methods we can use to examine the economic
convergence. Not all of these methods, however, lead to the same conclusions. Seemingly
trivial methods for examining the relative and absolute convergence may lead to different
conclusions. While one method can identify convergence between examined countries, the
second one shows the divergence. These differences pointed e.g. Novotny (2010) and
Smrckova et al. (2008).

If the researcher wants to get a basic overview of the development of the convergence process,
the cross-sectional analysis seems to be appropriate input analysis. This allows the researcher
to determine the trend for the entire period studied and for all of the economies researched.
The most commonly method applied is the B-convergence approach, whose output is the linear
regression line. The negative slope of this linear regression line identifies a convergence
between the economies surveyed. Convergence analysis through B-convergence concept has
one weakness unfortunately. It only focuses on average values in the reference time period.
The results tell us whether the economies converge or diverge from steady state in time only.
It serves us little when we try to measure the convergence process in particular years. To
analyse this, a 6-convergence approach is much more suitable.

In more detail it is possible to examine developments in the different time periods for the same
sample of countries using again cross-sectional data structure. For this purpose, it is advisable
to apply the o-convergence method. Using this technique, the researcher can determine
whether the diverging development apart from the convergence trend in some years is visible,
see Figure 3. If the researcher discovers such anomalies, he may closer focus on that time
period and better identify the factors that influenced the process of convergence.

For a deeper analysis of the results obtained from previous research it is useful to examine the
panel data of individual economies. When using the technique of the dummy variables i.e., it
is possible to identify the convergence process in individual economies in particular and to test
the significance of the various factors that drive the convergence. Generally speaking, all
approaches are important for the analysis of economic convergence. For mapping the entire
breadth of the issue, i.e. identification the factors that influence convergence, the development
of the convergence according to individual years etc., it is most appropriate to use as many
methods as it is possible.
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Abstract

The article presents deliberations on different categories of proximity and emphasizes
the need to ensure proximity in order to improve cohesion within the EU. The projects
supported by the EU within the framework of territorial cooperation programmes contribute
to the intensification of economic cooperation and to the reduction of the existing barriers that
hinder such cooperation. The programmes implemented under the European Territorial
Cooperation objective are discussed, with particular emphasis on the programmes
implemented in the current programming period of 2014-2020 and the effects of previous
cooperation.
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1. Introduction

The cooperation between the border regions, supraregional cooperation in the period 2014-
2020 is, as in the previous programming period, being actively promoted in the EU under the
European Territorial Cooperation. This applies to the cooperation initiated and implemented
between different agents, including enterprises and territorial authorities. There are
cooperation partnerships implemented that involve agents located in different countries.
Through such territorial cooperation, institutionalized to a varying degree, international
network relations related to trade, manufacturing and technology are initiated and developed
which contribute to the socio-economic development of the areas concerned. The implemented
programmes of territorial cooperation contribute to the strengthening of cohesion within the
EU, not only in economic and social terms, but also in the territorial dimension.

Therefore, for the purpose of further deliberations, it is assumed that territorial cooperation is
defined as “a collaboration between administrative bodies and/or political actors in Europe and
beyond, representing their respective territories, which can also engage other stakeholders as
long as their involvement is within the same institutionalised framework” (TERCO, 2013, p.
3). The concept of cooperation is inherent in the concept of proximity; however, it relates not
only to geographic proximity but also to other categories, such as institutional proximity. The
implemented European programmes contribute to a bridging of the gap between the actors and
therefore to ensuring proximity and intensification of economic cooperation, which is
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conducive to network relationships of varying scale and character. The appropriate level of
proximity contributes to the development of mutual relations and economic ties, and to the
flow of knowledge and technology between regions belonging to different countries, which
also facilitates the learning process and is especially visible in the context of the implemented
transnational programmes.

2. Problem Formulation and Methodology

The purpose of this article is to present the importance of territorial cooperation programmes
implemented under the European cohesion policy, in particular in the new financial
perspective of 2014-2020, in order to promote cohesion within the EU. It is claimed that these
programmes contribute to reducing the existing distance, and therefore support proximity in
varying dimensions between the regions and the entities located therein, while also promoting
a learning process. This should increase the integration of territories in the EU, and facilitate
an increase in the efficiency of the international territorial cooperation which is visible in the
increasing economic integration of the territories covered by this cooperation.

To achieve the stated objective, this article includes an analysis of the relevant literature,
documents and legal acts, and evaluation studies on territorial cooperation.

3. Problem Solution

European Territorial Cooperation is one of the objectives of the cohesion policy within which
cooperation between actors situated in different countries is promoted. Due to financial
support, the barriers to cooperation are reduced or even diminished and proximity and network
relations are created.

3.1 Promotion of Proximity and Network Relations through Territorial Cooperation

Territorial cooperation takes different forms, as it can be implemented through twinning and
cooperation of towns, cities and municipalities; cross-border cooperation; interregional
cooperation (cooperation between regions located in different countries which are not direct
neighbours across a national border); transnational cooperation (involving regions that
cooperate within the framework of large identified macro-regions, but also regions from
outside the EU); and transcontinental cooperation (between towns, cities and territorial units
of the EU and those located in different countries). This kind of cooperation is also carried out
under a special legal instrument of the European Grouping of Territorial Cooperation
(TERCO, 2013, s. 3). Many factors are conducive to the development of territorial cooperation,
and they can be grouped into two categories: endogenous and exogenous factors. The
endogenous factors include administrative traditions (related to different administrative
cultures), geographical and physical links, cultural and historical ties (proximity), the
institutional framework, and existing economic disparities. On the other hand, the exogenous
factors influencing this kind of cooperation include actions and initiatives implemented within
the framework of policies (both national and supranational), financial resources and
infrastructure. However, these two groups of factors should be considered as interrelated, due
to the occurrence of a feedback loop (TERCO, 2013, pp. 46-47). In this context, it is worth
noting that there should be an appropriate level of proximity between the regions, fostering the
establishment of multiple relationships and links between territorial units, which also
facilitates the creation of various forms to institutionalize mutual transborder relations and
cooperation.
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The following interrelated types of proximity can be identified: cognitive, organizational,
social, institutional and geographic (Boschma, 2005). Cognitive proximity means that
economic entities behave in a routine manner in order to reduce uncertainty. It also implies
that people with the same knowledge and experience learn from each other, as a result of their
combined cognitive abilities. This proximity facilitates communication. However, a certain
distance is needed for the learning process to progress. The negative effect of excessive
proximity could be a cognitive lock-in, and the risk of involuntary spillovers. Organizational
proximity is associated, with networks, among other things, and very broadly regarded® as “the
extent to which the relations are shared in an organizational arrangement, either within or
between organizations” (Boschma, 2005, p. 65). Social proximity is based on the assumption
that economic ties are to a large extent embedded in a certain social context, while social
relations may affect the economic performance of companies. Therefore, such proximity
relates to the embedded social relations existing between actors which are based on trust (micro
level). In contrast, institutional proximity is associated with existing norms, values, cultural
norms and customs (i.e. formal and informal institutions) that govern the relationships between
the actors, organizations, and mutual bonding activities. This kind of proximity is conducive
to the learning process, because it reduces the uncertainty of action and contributes to lowering
transaction costs. The last of the proximity categories mentioned, i.e. geographic proximity, is
related to an existing spatial or physical distance occurring between economic entities.
However, the distance both in an absolute and a relative sense is considered here. If the agents
are concentrated, positive externalities occur. It should be emphasized that "insufficient
proximity™ in this dimension does not encourage the occurrence of spatial externalities. This
kind of proximity (spatial proximity) facilitates the process of interaction and cooperation.
However, co-location is not necessary if a central entity can coordinate tasks - there is
organizational proximity as well as cognitive proximity. In this context the importance of
networks is stressed - social networks as vehicles of knowledge creation and diffusion, which
are not localized geographically (Boschma, 2005, pp. 62-71).

However, geographic proximity remains important for advancing processes of innovation.
This is illustrated by the presence of agglomeration processes: innovative activity is still
concentrated. The existing national borders remain an obstacle for the flow of knowledge, even
when the regions are physically close (cross-border area) (OECD, 2013, pp. 33-36). The
presence of an international border, as confirmed by the studies, affects the spread of
knowledge and the spillover effect (OECD, 2013, p. 38).

The significance of different types of proximity is presented in the model of the cross-border
innovation system (Lundgist, Tripple, 2013). The development of cross-border links in the
implementation of a cross-border innovation system, a more integrated system, will be carried
out in three stages. The first stage determines the least integrated system, exemplified by some
Euroregions with a low degree of economic integration and a lack of innovative links and
interaction in the field of knowledge. It is characterized by the occurrence of cognitive,
functional and institutional distance, as well as physical proximity of a low to medium degree.
The next stage, relating to a partly integrated system, involves the development of cognitive
and functional proximity, as well as a high to medium degree of physical proximity. In
contrast, the tightly integrated system is characterized by a cross-border innovation system
(Lundgqist, Tripple, 2013, pp. 454- 458).

9 More deliberations on this topic can be found in: (Klimas, Czakon, 2013).
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Individual types of proximity influence the formation of economic networks and are an
important factor contributing to the creation of such networks. Economic networks are a way
of organizing existing relations which are particularly important for the transfer of such
resources as tacit knowledge, trust and strategic information, i.e. things which are difficult to
transfer within the market (Boschma, Balland, de Vaan, 2014, p. 243). As has been
emphasized, proximity is mentioned among the numerous reasons for network creation, and
in particular, a significant role is played by geographical, cognitive, social and organizational
proximity. Nevertheless, as the cited authors suggest, the impact of proximity on the
development of networks evolves due to the fact that even the networks themselves are subject
to transformation. It should be also taken into account that there are many other mechanisms
for the transfer of knowledge apart from networks (Boschma, Balland, de VVaan, 2014, pp. 243-
261).

Proximity is conducive to networking and the process of learning. The aforementioned
processes take place as part of interregional cooperation, which has a networking character
thanks to the cooperation of regional authorities covering at least two regions, and also the
agents located there. By involving different actors, such cooperation creates a network of
connections for the transfer of knowledge and innovation and contributes to regional
development. The aim of interregional cooperation is the development of production and
intangible assets, also through jointly implemented projects. The development of
telecommunications and data transmission technologies fosters the shortening of distance, and
thus the growing importance of networks, perhaps contributing to the creation of interregional
clusters (e.g. Baden-Wiirttemberg) (Frackowiak, 2008, pp. 417-418).

Cross-border territorial cooperation helps to solve various problems, fostering the exchange of
knowledge and good practices and the creation of specific cooperative structures to this effect
- such as project partnerships, diverse both in terms of geographical range and the number of
agents. When moving to more advanced forms, the intensity of such cooperation increases
(Diihr, Colomb, Nadin, 2010, p. 348). The most advanced form of cooperation is a
transnational regional cooperation, in which the projects are based on enterprises existing or
emerging in the functional region or in the transnational cluster (Bohme et al., 2003, citing:
Diihr, Colomb, Nadin, 2010, p. 348). As part of the transnational territorial cooperation
supported by Interreg programmes, a process of learning occurs (in particular in the framework
of the interregional and transnational cooperation component), which can be determined by
the following types (Béhme et al., 2003 citing: Diihr, Colomb, Nadin, 2010, p. 349]: individual
learning - the partners get to know each other through cooperation and learning from individual
persons with whom the interaction is made; intra-organizational - associated with sharing the
experience arising from cooperation under the project partners organization, and inter-
organizational - the experience and knowledge acquired by the project partners are used
outside the organization and this kind of learning occurs at the regional, national and
transnational scale.

The homogeneity of the regions does not automatically guarantee success arising from
cooperation, as the experiences of Interreg show - a minimum of relations between the
cooperating partners should exist (ESPON, 2006, pp. 222-223). The proximity existing
between the cooperating agents and regions in different dimensions contributes to the
intensification of cooperation between the regions and its effectiveness, which should also
translate into real results in the form of the socio-economic development of regions involved
in such cooperation.
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3.2 Directions of Support under the European Territorial Cooperation Programmes
in the Perspective of 2014-2020

The implemented cohesion policy involves support for territorial cooperation of a cross-
border, transnational and interregional character, aimed at the implementation of joint
activities. The measures to initiate activity in favour of territorial cooperation, backed up by
adequate financial resources from the EU budget, have already been implemented in the 1980s.
Starting from 1990, the Interreg initiative has been implemented in the subsequent
programming periods. However, since 2007 it has been implemented as part of the objective
of European Territorial Cooperation (ETC) (European Union, 2015, p. 30). The size of
expenditure on the implementation of this direction of EU efforts has been increasing, but it
has also been associated with an increasing number of countries involved in the cooperation,
including the countries which did not belong to the grouping (Table 1).

Table 1: Territorial Cooperation Programmes Supported under the EU's Regional

Policy
Interreg Phase Number of Support from The number
programmes the European of Member
Regional States
Development involved
Fund
(million EUR in
real terms)
0 1988-1989 14 projects 0,021
| 1990-1993 31 1,082 12
I 1994-1999 59 3,500 15
i 2000-2006 79 5,100 25 (after 2004)
Iv* 2007-2013** 92 7,800 27
V* 2014-2020 100 10,100 28

Explanation: * territorial cooperation programmes implemented under the objective of ETC.
** In the period of 2007-2013, the programmes for territorial cooperation also included the
new instruments: IPA CBC and ENPI CBC. A new legal instrument was introduced: European
Grouping of Territorial Cooperation.

Source: (European Union, 2015, p. 32, p. 33).

When it comes to the directions of cross-border cooperation, the dominant areas in the period
of 2007-2013 included: improving knowledge and innovation for growth (21%), environment
and risk mitigation (20%), attractive places to invest, work and live (18%), mobility and
accessibility  (13%) (http://ec.europa.eu/regional_policy/en/policy/cooperation/european-
territorial/cross-border/#3). Interreg programme supports different aspects of territorial
cooperation with different spatial dimensions (Table 2).
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Table 2: The Dimensions of Territorial Cooperation Supported under Interreg and its
Spatial Aspects

Dimensions Spatial Integration Stakeholder level
emphasis
Cross-border Proximity Contiguity Local, regional
Transnational Cohesion Planning Regional, supraregional, national
Interregional Networks Interactions Regional, supraregional, local

Source: (European Union 2015, p. 35).

It should be emphasized that the cohesion policy has become an instrument for the
implementation of the Europe 2020 strategy, and therefore it should contribute to the
realization of its three priorities for the development of smart, sustainable and inclusive
growth, and to make better use of investments and increase their impact
(http://ec.europa.eu/regional_policy/EN/policy/cooperation/european-territorial/). In the new
programming period 2014-2020, ETC promotes the harmonious development of the territory
through cross-border, transnational and interregional cooperation from the funds of the
European Regional Development Fund (ERDF). As highlighted in the regulation, the aim of
cross-border cooperation is to find joint solutions to the problems of the areas suitable for this
kind of cooperation, i.e. the border regions that belong to at least two Member States separated
with a border, or at least one Member State and a third country, as well as to support integrated
regional development. The transnational cooperation implemented on the identified
transnational territories leads to support for the projects aimed at integrated territorial
development and linked to the priorities of cohesion policy. However, in the framework of
interregional cooperation covering the entire territory of the Union, the exchange of experience
between regions should lead to the improvement of the effectiveness of cohesion policy. This
exchange of experience covers various areas, e.g. it is focused on thematic objectives, it refers
to the exchange of experience in good practices in the field of sustainable rural development
concerning the implementation of ETC programmes and the analysis of existing development
trends with regard to the objectives of territorial cohesion (para. 5, 6 and 7; Art. 2, Regulation
No. 1299/2013 of 17 December 2013). In the new programming period, as with other
programmes, attention was drawn to thematic concentration. It was pointed out that at least
80% of the financial allocation from ERDF and transferred for cross-border and interregional
cooperation will be allocated to up to four thematic objectives out of 11 (Art. 6, Regulation No
1299/2013 of 17 December 2013). The new regulation also indicates that, in addition to
supporting the investment priorities set out in the general regulation, investment priorities for
ETC are supported as well as specific areas of territorial cooperation. When it comes to cross-
border cooperation, it refers to the promotion of quality of employment and labour mobility,
promoting social inclusion, combating poverty and discrimination, through support for
investment in the areas relating to education and training as well as improvement and
strengthening of the institutional capacity of institutions, and the efficiency of public
administration. This also applies to programmes for transnational and interregional
cooperation (Art. 7, Regulation No 1299/2013 of 17 December 2013). What should be
emphasized is that, in operations carried out under ETC programmes there is a leading
beneficiary (if there are two or more beneficiaries in operations) responsible for the
implementation of operations (Art. 13, Regulation No. 1299/2013 of 17 December 2013). ETC
programmes implemented in the 2014-2020 perspective are shown in Table 3.
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Table 3: European Territorial Cooperation Programmes 2014-2020 and the EU
Financial Allocation

ETC Number of programmes Size of allocation
programmes (EUR)
Cross-border Interreg V-A - 60 programmes implemented on 6.6 billion
cooperation the internal borders

12 Instrument for Pre-Accession Assistance 242 million

(IPA)* cross-border collaboration programmes
(cooperation programmes outside the EU)
16 European Neighbourhood Instrument (ENI)* 634 million

cross-border collaboration programmes
(cooperation programmes outside the EU)
Transnational Interreg V-B, 15 cooperation programmes 2.1 billion
cooperation

Interregional — Interreg EUROPE 500 million
cooperation — INTERACT IlI
— URBACT I
— ESPON
Explanation: * the cross-border cooperation was supported under the programme.
Source: Prepared based on:

(http://ec.europa.eu/regional _policy/pl/policy/cooperation/european-territorial/;
http://ec.europa.eu/regional_policy/en/policy/cooperation/european-territorial/outside-the-
eu/, 2016-03-02).

As part of Interreg V- B 2014-2020, 15 programmes of transnational cooperation are
supported, while in the previous period there were 13 cooperation programmes of this type and
the focus was put on such areas as innovation, environment, accessibility and sustainable
development (http://ec.europa.eu/regional_policy/en/policy/cooperation/european-
territorial/trans-national/). In the new programming period of 2014-2020 the volume of
financial resources allocated to this kind of cooperation amounted to 10.1 billion euros out of
351.8 billion euro allocated to cohesion policy, representing 2.8% of the total budget of the
policy (http://ec.europa.eu/regional _policy/pl/policy/cooperation/european-territorial/).

3.3 The Results of the Cooperation under the Interreg Programmes

Additional funds called up under the Interreg programme contribute to the intensification of
territorial cooperation, because as shown by TERCO results, without financial support this
kind of cooperation could not be taken very far; in particular, this is emphasized among the
new Member States (TERCO, 2013 p. 22-23). The programmes contribute to the development
of territorial integration by solving cross-border problems; in particular, such significance is
attributed to the Interreg A programme, as well as to the cooperation between twinning cities.
Networks of cities are being created, for example, the Network of Cities of the Carpathian
Euroregion, and the WHO European Healthy Cities Network. As part of Interreg B, it was also
reported that the projects have contributed to the intensification of cooperation (TERCO, 2013,
p. 24). As is evident from the experiences of territorial cooperation, the added value achieved
includes the following: greater economic opportunities through infrastructure development,
greater cultural variety, acquisition of skills and knowledge and the transfer of knowledge. The
shared cross-border cultural background is also emphasized. It is pointed out that various
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programmes, regardless of their thematic scope and beneficiaries, contribute to the
development of relationships at a less intense level, which then go to a higher level (TERCO,
2013, p. 30). The importance of territorial cooperation for the development of infrastructure is
also emphasized, in particular with regard to non-member countries as well as the new Member
States. On the other hand, in the old Member States the joint promotion of enterprises,
technology transfer, social services and the use of complementary resources are indicated.
Physical barriers between the regions in international terms have become an opportunity for
this cooperation, as they provide a basis for the development of initiatives within the
framework of territorial cooperation programmes (TERCO, 2013, pp. 34-35).

4. Conclusion

Currently, territorial cooperation is intensifying, and is effected by the programmes supported
under cohesion policy, integrating different entities and communities located in specific areas.
It certainly should contribute to the learning process, and also to the creation of networks and
the development of economic cooperation. Economic cooperation within the framework of
cross-border cooperation is clearly facilitated by geographical proximity between the
territories. However, other existing distances do not promote such cooperation. Therefore, it
is necessary to ensure proximity in various dimensions. It will be then possible to move to a
higher level of socio-economic cooperation and intensify it for the development of a cross-
border innovation system. Certainly, European Territorial Cooperation programmes should
initiate a process to intensify this cooperation, to be subsequently continued by the entities and
communities of different countries. The contribution of the European Territorial Cooperation
programmes to ensure different types of proximity should be further discussed.
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