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EDITORIAL

Entering the fourth year of regular existence, our Journal of Economic angd
Social Development, brings to the audience selected papers from thre¢
different conferences: the 17thHnternational Scientific Conference on
Economic and Social Development“Managerial Issues in Modern
Business”, Warsaw 281 October 2016, the 18th International Scientific
Conference on Economic and Social DevelopmetBuilding Resilient
Society", Zageb 910 December 2016 and the 19th International Scientific
Conference on Economic and Social Developmentelbourne 910
February 2017. From total of 172 papers, the best 8 papers are selected
for this edition. We are happy that our authors keep traaiitiof cultural
and social varieties with emphasis on ethical behavior in busines$
activities. And finally, we are proud that our conferences were supported
by distinguish carganizers: University North (Croatia)Victoria
University, Melbourn€Australig and Faculty of ManagementUniversity of
Warsaw(Polang.

Marijan Cingula
Editor




Journal of Economic and Social Developngeyiol 4. No 1., March 2017

TABLE OF CONTENTS

Benjamin L. Britton, David G. Atkinsox AN INVESTIGATION INTO THE
SIGNIFICANT IMPACTS OF AUTOMATION IN ASSET MANAGEMENT.................... 2

Samar K. Mukhopadhyay Guangliang Ye& EFFECT OF CSR ON PRODUCT
DIFFERENTIATION IN THE PRESENCE OF COST ADVANTAGE..........ccooccvivveeee 15

Filip Kokotovic, Petar Kurecis THE CASE OF BREXIT: AN ANALYSIS OF THE
POLITICAL AND ECONOMIC FACTORS.....coiiiiiiiiiiee e eeieeeeee e seeea e senmme e 28

Zdravko SergpGrzinic Jasming EXPLORING INTERNATIONAL TOURISM TRENDS
IN THE MEDITERRANEAN: CONVERGENCE OR BIG DIVERGENCE..................... 40

Marina Malkina< ASSESSMENT OF INTEFRREGIONAL CONVERGENCE IN THE
SOCIAL WELFARE BASED ON THE A. SEN FUNCTION: RUSSIAN CASE STUDY52

Katarina Rentkovac DEVELOPMENT OF REGIONS AND MUNICIPALITIES ® THE
SLOVAK REPUBLIC BY APPLICATION OF EUROPEAN COHESION POLICY........ 63

Anona F. ArmstrongRonald D. FrancisHeath S. Grow ETHICAL ISSUES IN THE
EMPLOYMENT OF EXPATRIATE LEADERS IN CORPORATIONS.........cccccveeeeinnee. 73

Meghna Thapar Arjun Sharma& CORPORATE GOVERNANCE IN INDIA: AN
N I ] 1 PSP 84



AN INVESTIGATICNIO THE SIGNIFICANT IMPACTS
OFAUTOMATION IN ASSET MANAGEMENT

AN INVESTIGATION INTO THE SIGNIFICANT IMPACTS OF AUTOMATION IN
ASSET MANAGEMENT

Benjamin L. Britton
Pearson Business School, 80 Strand, London, Great Britain, WC2R ORL, UK
benbritton1@btinternet.com

David G. Atkinson
Pearson Business School, 80 Strand, London, Great Britain, WC2R ORL, UK

ABSTRACT
This paper explores the implications of applying automation, a technologicalifomkich
computer systems can fulfill human tasks, into the asset management industry. The
investigation explores a number of significant topics in which managers should begin
contemplating, including workforce origination post automation, the primarysskecessary
G2 FFOAEfAGIEGS FdzAYSYyGlrGA2y>Y YR K26 NRO2 I R
proposition. The investigation was centered on Jupiter Asset Management (JAM) to support
their preparations for automation, as well as to provide infigh ¥ NBY (KS W3aNJI a
Research centered on interviews with experienced individuals within automative and asset
management. The findings identify that current entry level occupations with systematic,
repetitive tasks in a fixed domain, will be automat@&tiacing a greater demand for analytical
abilities in junior recruits as the cognitive understanding of what data represents is a
weakness of artificial intelligence (Al) thus strengthening augmentation between employees
and technology. Automated investmieprofilers known as robo advisors will challenge the
value proposition of organizations, such as JAM, which in time will need to be onboard with
the technology to remain competitive within a growing millennial market. The paper
concludes that there is amvident need for asset management firms to design training
processes that blend enhanced senior level shadowing, with programmes focused on
ONRIFRSYAYy3d 2dzyA2NEQ FoAfAGASE (2 AYyGSNIINBG |
newly identified skills.
Keywords:Asset Management, JAM

1. INTRODUCTION AND RESEARCH OBJECTIVES

The asset management industry presides over the strategic investment of wealth, by
attempting to increase deposit values whilst additionally mitigating investment risks through
the comprehensive identification of market trends, rigorous analysis of moéitd data,


mailto:benbritton1@btinternet.com
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FYyR f23A0Ff LINRPOSaad 2F AYyF2NNYSR RSOA&AZ2Y Y
WIRNIOTF2EA2 YIYyF3ISNAEQ (KSaS aSwaiibiduald, ot G & LJ
institutions such as pension funds, sovereign wealth funds dnerotcorporations

621 ff{ONBSGhIFaAadPO02YI HAmMpOLD® ¢KS AYyRdzaGNRBQa
exceedingly pronounced, consequently elevating its economic importance. In 2013 the
worldwide value of assets under management were estimatefigat trillion (approximately

2yS @SIFENRa 3JIf26lf D5t0X gAGK tog/ FT2NBOFalAy3
2F 9y3IfLyRI HanmMoO® !'a | NBadAZ G 2F GKAA LINBRA
to the intercontinental economy to preent instability and nurture growth of the industry. It

has become ever more apparent in the 21st century that technological innovations will be a
pressing managerial issue, in contending with this paradigm across many industries. A critical
manifestation,and yet challenging innovative technology, that effective managers should

take note of is the notion of automation. Automation is part of a wider Artificial Intelligence

6! L0 dzYoNBffl>X gKAOK OlFly 6S RSTAYSR & aiKS
FofS G2 LISNF2N)Y Glala GKFEG y2NYlFtfe NS dza NB
numerous forms such as Robotic Process Automation (RPA), which formulates reasoning
GKNRdAK LI GGSNYy NBO23ayAlA2Y 27F f [INHS yIRdA ORI
where systems are able to complete routine tasks by interfacing with existing applications to
process transactions and responses faster than a human (Deloitte, 2016). When discussing

the ramifications of automation, it is typical to find ingiuals focusing on the impact upon
manufacturing and other blue collar workflows. However, automative technologies vary and

can be implemented into a wide scope of organisational processes. It is thus beginning to
transpire that automation can be systemedily deployed into professional white collar

streams as well. For example, RPA has been brought into service by global wealth advisors,
UBS, in what is called the SQREEM (Sequential Quantum Reduction and Extraction Model).
This delivers customised guidéic F2NJ GKSANI ¢St G KASAG Of ASyi:
specific investment preferences to the most suitable financial product, thus substantiating a
methodology of how automation could replace some white collar operatives in the bank

0 +1 3St A fhougin then ecshomic and technological importance of automation has

been well documented within blue collar processes, little research has yet emerged which
considers the organisational opportunities, including refined decision making, reduced costs

and inproved innovation (Deloitte, 2016), and problems such as employee displacement
(Bessen, 2016), which potentially may exist when applying the technology to the white collar
sector. As a result, this paper contributes to the literature by investigating aatiom within

the asset management sector, centered on one of the most respectable wealth management

firms known as Jupiter Asset Management (JAM). More specifically this paper contributes by
serving as an industry based case study that academics and nmaredie can reflect upon,

in order to prepare themselves for the impacts of automation within the white collar sector.

2. SUMMARY OF LITERATURE THEMES

l OO2NRAY3 (G2 | SFGKFASER o0nHnmcO Iy SYGNB S@S
LISYSGNI GS Ty 2NEHFIYAAlLGA2YQa 62N F2NOS 4A0K
organisations, such as JAM, will typically require these persons to hastertaken an
undergraduate degree related to their respective industry before employment
considerations are made. Entry level tasks are often centered around those which senior
FAIAZNB A R2y Qi 6AEAK 2NJ KIS GAYS (2to@RideLIx SiSd
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host of organisational processes, thereby facilitating a broad and isktiplined spectrum

of talent development that benefits the employee and the host firm. However, according to
Frey and Osborne (2013), a significant number of these eldwgl positions will be
automated in the coming years. This is further supported by the World Economic Forum
(2016) which forecasts a substantial decline in office and administrative job roles by 2020.
Consequently, it is plausible to suggest that tramhfil entry level occupations may be in
decline as a result of automation type innovations and technologies. This consequently
provokes an emerging managerial issue surrounding the forward looking structure of the
firms talent acquisition methods, and thategrity of its talent development process. In
respect of the financial services industry, sizeable occupational growth will dramatically shift
towards roles within computing and mathematics (World Economic Forum, 2016). I.T. roles
in general are poised tdominate the top tier of entry level occupations moving forward
across multiple industries (Dill, 2015). As a result of these circumstances, and the
LYGSNYFGA2YyFE 5FGF / 2NLRNFYGA2yQa LINBRAOGAZY
fold over they SEG RSOIFIRS O6CNBesX wnmnoz AGQa &dzmaSlc
interpretation roles will become the contemporary foundation of entry level occupation
schemes within the wealth management sector, as opposed to data processing. This notion
is supported by UKCES (2014) who, in respect of the business and finance profession, state
analytical occupations in the future will be of upmost importance. With regards to the
predicted displacement of entry level roles, as a result of automation, the acedem
literature generally fails to consider what entry level credentials should be regarded as
essential in a post automation professional services world. In response to this, this paper
proposes the B ! 't Y2 RSt ¢-Altdnation2Bfaillar). The B4 model helps
outline the potential requirements (qualifications, experience or characteristics) for entry
level employees when a high degree of roles, at lower levels in an organisation, are
automated. The BPAP model (Table 1) has been applied to JAM,ctse study setting for

this paper, in order to demonstrate its applicability.

Table following on the next page
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Table 1: BPAP Model for the Asset Management Industry

Industry Key Forward Looking Industry Needs for 2020

Asset Management  ((Enhanced interpretive capabilities to formulate deep market insights, thus bui
a superior investment proposition for clients.

WADility to formulate synergies between large amounts of data acquired by

advanced technological processes to find corielsd and generate investment
opportunities.

wimproved operational efficiency driven by automative processes.

Job Level Typical Occupations of the Level & Industry for 2020

Entry wBusiness Market Performance Analyst / Junior Data Analyst / Junior Progran
Database & Networking Junior

-ENTRY LEVEL EMPLOYEES WILL THEREFORE REQUIRE

OJIE [N EN(ERSTEI) (OBA in Finance & investment, as provided by Coventry University (2016).
WBSc in Data Science, as provided by The University of Warwick (2016).

WBSc in Software Engineering, as provided by De Montfort University Leiceste
(2016).

S ENEN (VT EReTiely i Demonstrated financial prowess, by potentially making small imvests in

publicly traded companies.

wData analysis and arranging information into insightful arrays, by potentially u
data visualisation software.

WProgramming, by potentially developing their own smartphone apps.

WSystem and process development, by potentially collaborating in the building
or maintenance of servers.

& EIEECHRIEEL A (oinquisitive / Diligent / Analytical / Logical / Agile / Technologically astute.

For managers it is evident thabnvergence between their human employees and modern
automated counterparts will be essential in creating synchronous and valuable workflows.
To facilitate this contemporary method of operation, it is arguable that augmentation is the
primary optimisation route as supported by Davenport (2015). Broadly speaking,
augmentation encourages a collaboration between humans and machines in order to
O2YLX SYSyid SIFOK 20KSNRa aiGNSBSy3a3idiKax ¢KAfad
(Davenport and Kirby, 2015). The T™MEconomist, Autor (2014), denounces commentators
who repeatedly overemphasize the use of automation as a mechanism for success, stating
the challenge of instituting a machine that possesses flexibility, judgement and common

A8yasS AAYALF N Y@y aSémdzXiiR Ad dAXI NByd GKI G

comparative disadvantages to humans, it is plausible that asset management organisations,

like JAM, will need to 2 Yy FTA I dzNBE A& SYLI 28S5S34Q OdzNNBy i

e
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overarching computer wealasses, thus designing a modern workforce that can facilitate
vigorous augmentation. According to Gray (2016), the top skills needed by employees by
2020, in an era known as the Al driven Fourth Industrial Revolution, will largely focus on
WONB I (i SgMijadn t KRt O2y iNREQ O2dAZ R 0SS LIRGSYGAL f
in order to establish affluent automation, management will need to prioritise the
enhancement of humanistic soft skills and social abilities in its employees, across a wide
range of industries, rather than just hard technical skills such as programming. This notion is
supported by the work of Davies et al. (2011), who also placed a significant emphasis on
human interactive skills in their top ten future abilities needed of e@p®S A Q G f Sy U 3
HAHN® DNI&Qad oOouHnmMcO LINBRAOGUAZY 2y GKS (2L a
start yet it is noAndustry specific. As a result, this paper builds on the work of Gray (2016)

by considering the skills and abilities required evhployees, for the asset management

industry, within the Al driven Fourth Industrial Revolution. The-E&Model (Table 2) is a
conceptual application of the top skills thought to be required, in the emerging Fourth
Industrial Revolution, for the asset magement industry. The framework conceptually
prioritizes the skills that may need to be obtained in order to allow organisations to fully
OFLAGFEAEAS 2y GKS AYGNRRAZOOGAZ2Y 2F Fdziz2zYlF 4G4SR
prediction, the more humaistic soft skills have been placed within the higher rankings to
O2YLXSyaldisS F2NI!'LQa 101 2F SY2(0A QS dzy RSNA G|

Table 2: TesES Model for the Asset Management Industry

INDUSTRY: Asset Management

TARGET YEAR: 2020

Rank of Skill Justification
Importance ‘
1 (Most | Emotional IntelligencejwAbility to understand the emotive needs of clients will be a key
Important) RAFTFSNBYGAIG2NI G2 SYLIR2ZSSNI al f Sa)
2 Negotiation wIimportant in enabling portfolio managers to broker mutually favourablg

terms for the firm and its client in an Al competitive market.

3 Coordinating with  |wmportant to ensure each operation within the firm plays its part in
Others delivering the promise results.
4 Creativity WEmMpower humans to develop contemporary offerings and innovative {

of Al as a competitive force.

5 People Management jwimportant to nurturing augmentation between humans and machines.

6 Service Orientation |wimportant to finding correlations in research data, which could lead to
profitable investments and value proposition growth.

7 Complex Problem SolvicoNecessary to accomplish challenging objectives. Al will assist staff in
forming best practice solutions.

8 Cognitive Flexibility oy NBF 684 FRFELIWGFoAfAGE Ay LI YYAY
efficient ways of operating.
9 Programming  |wL YL NI F yi (2 o6dzAf RAY3I | yR YI Ayl

learning will become ever more able to improve itself.
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INDUSTRY: Asset Management
TARGET YEAR: 2020
Rank of Justification

Importance

10 Logical Reasoning L YLI2 NIl I y i G2 dzy RSNEGFYRAY3 GKS
(Important)

Whilst automative technologies emerge as an electrifying opportunity for managers to
empower the value proposition of their firm, so too does it arise as a challenging force. In
NBaLISOu 2F GKS FaaSd YIylF3aSYSyid MNMpRUANREBES A AN
(RAS). As a defining trend of 2014 onwards, RAs allow firms that use complex algorithms to

f SOSNIF IS  OftASydQa AYyF2NNIGAZ2Y YR GKSYy TFT2N
executing highly diversified automative investment portfgliat lower costs when compared

to traditional asset management firms (Hougan, 2015). RAs have shown unprecedented
growth, with the leading eleven wealth management organisations increasing the total
assets under management by RAs to 658is was equivalet to an all time high value of

$19 billion by the end of 2014 (Miller, 2014). Whilst this monetary valuation is notable it is

also negligible against the total assets under management of Vanguard for example, one of
0KS ¢2NI RQa f | NA Boalibne koyitdbifed $8 Yifioh at the anNadf 4035 (Bhe
Vanguard Group. 2016). Nevertheless, according to Vincent et al. (2015), RAs will cause
significant disruption in the wealth management industry for a variety of reasons. Firstly

their substantiallylower fees will open the market to mass consumers (with assets under
$200k), who seek affordable financial assistance with a healthy return. Secondly, RAs will
cater towards the digital preferences of millenials (individuals born post 1980), who seek
greater control of their funds at anytime, anywhere. Finally, the technology will also reduce

OF NNASNE G2 SyaNRs a Ww2o02 {a9aQ @Attt adz
organisations incumbent value propositions.Whilst UK high street banks, such as,Lloy
Santander and Barclays, are planning to launch RAs into the mass market (Dunkley and
Arnold, 2016), Allianz (2015) indicates that specialised asset management firms will in the
short term choose to ignore this phenomenon. This is because the majdridglny Boomers
(individuals born between 1946 and 1964) and GenXers (individuals born between 1965 and
1980) will still desire a humanistic relationship within their financial affairs. These two
generational groups are important as they contain the largesiportion of high networth

individual investors, at present. However, in the medium term future millenials will start
emerging as a larger clientele segment, who will be more likely to be accustomed to the cost
efficient and anytime nature of RAs. Cogsently, in order to evolve a relevant value
proposition whilst maintaining its premium service advantage (i.e. personalised human
relationships), it is plausible JAM, and other asset management organisations, will need to
establish a hybrid digital platfsm (part human, part automation) that aligns with the
expectations of millennials (Greenhalgh, 2016). Whilst the literature concludes that firms

such as JAM will need to establish a hybrid digital platform, what is lacking at present is how
managers will mctically achieve this version of part human, part automation working
facilities. In order to assist in this issue, this paper attempts to bridge the gap by applying the
W2Kyazy SiG Ffd o0Hnmold W. des !ffeé 2nebebekal Q YI
principle proposed by Johnson et al. (2013) entails how to achieve a new capability through
acquisition, alliances and organic development. By applying the knowledge derived from
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previously synthesized literature to the overarching guidancedKl a2y Sid I f Qa
model, we are able to formulate a premise as to which strategy is most suitable for JAM.

Table following on the next page

¢lo6fS oY ! RILISR Y. dzes !'fféx 5L al GNAEQ F 2N

Ally (alliance or| DIY (organic |Advised strateﬂ Justification

(acquisition) | partnership) | development)

High urgency Medium term scope of intere,
ould enable JAM to take mor

time building a RA platform.

High Failures |Share losses ar
uncertainty potentially retain buy
salable options

wUnfamiliar territory to JAM.

WAlliance with an experienced
specialist will cut risks and
bolster knowledge. Option to
acquire could also be potential

brokered.
Soft capabilitie Cultural DIY WEnables JAM to build a RA ft
important consistency around its own mantras, cultur
and client expectations.
High modular Ally just with |Develop in ney Ally WHighly targeted alliances will
capabilities relevant partner| venture unit ensure the use of solely RA
unit technologies with no other
commitments.

A0 ' RGA&ASR alGNIXGS3IASAY .dz2 n k !'ff@& H wtabd013).i)d AA L !
Final recommended strategy: ALLY

3. RESEARCH METHODS

As a result of the literature review, three conceptual frameworks were devised along with a
host of associated premises, which required expansive research and ultimatiigation.

The first was the B2AP model (Table 1), which aimed to determine plausible traits of entry
level employees at lower levels of an organisation, in an era when automaton, within the
white collar sector, will be prevalent. The second was tha-E® model (Table 2), which
details a feasible list of prioritised skills needed by entry level employees in order to allow
organisations, within the asset management industry, to fully capitalise on automation in the
lower levels of an organisation. In mgral, the TerES model largely promoted the
precedence to humanistic soft skills, thereby synthesising the work of Gray (2016) and
Davies et al. (2011). The last premise provided by the literature review considers how
managers will establish the automaterhpability predicted. Here an application of the
W2Kyazy S ftQad 6Hnmo0 W.dzsx !ffé& 2NJ 5L, Q Yl
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assertions the study interviewed richly experienced and knowledgeable individuals within

the fields of automatn and asset management, as a method to clarify and investigate the

three conceptual frameworks with empirical evidence.The first interviewee was Simon
Crawford, a Fixed Income, Mullisset Performance & Risk Manager. Crawford has worked

at JAM for 15 yea&r > | Y aaAy3 | RSSLI g2NJAy3 1y26f SR:
Crawford also has a profound awareness of macro industry trends that could affect the asset
management industry and was therefore an ideal candidate for commenting on the asset
management iR dza 4 NB Qa LISNOSLIIA2Yy 2F Fdzi2YlFGA2Yy LI NI

The second interviewee was Daniel Hulme, CEO of Satalia and Advisor to the UK Home
Office. Hulme holds an Engineering Doctorate in Computational Complexity and thus has
evidenced academic superiorityn this field, presenting an experienced candidate who
rendered profound insights on the forward looking ramifications of automation in the asset
management industry. Both were interviewed using structured interviews, in order to
streamline the discussionsito key areas of interest, based around the three conceptual
frameworks devised through the literature review. The duplicate use of predetermined
guestions for each interviewee prevented wastage of resources as well as facilitated truthful
comparabilityd S 6 SSy AYyGiSNBASsSSQa NBalLkRyasSaz a 3I
accommodate the investigatory process and establish an academic reference, both
interviews were recorded, transcribed and have been stored electronically.Of crucial
importance to thea dz00OSaa 2F (KAa Ayg@gSadAadararzyQa RI
commencement of interviews, was the use of an analytical pattern matching produce, which
examined qualitative information. In accordance with this methodology (i) existing or
personally deeloped models (BBAP, TetES as per the literature discussion) were utilised
based upon the available literature, (ii) interviews were conducted which examined these
assertions within the models devised, (iii) and finally both interview transcripts were
interpreted in order to devise conclusions in comparison to the original conceptual
models/frameworks. Where interconnected evidence existed between Hulme and Crawford,

a valid explanation to support the findings had been identified. Where an unforeseen
variable challenged the established thought of the investigations considered in the three
conceptual frameworks, further inquiry was initiated so as to establish the reasoning behind
its origin and thus developed a deeper level of contributory knowledge @089). The
application of pattern matching has proven to be a useful methodology in this investigation.

It allowed for the evolution of a robust set of research themes and frameworks through a
clear framework of academic investigation, which supported thkentification of
appropriate interviewees (Miles and Huberman, 1994).

4. RESULTS, DISCUSSIONS, AND CONCLUSIONS

AO ¢KS NEBZ2NHIYAaALGA2Y 2F W' aQa GFtSyd RSOSt 2
This investigation has found confirmation for the works of Frey and Osborne (2i0413)

indeed many typical entry level occupations will be automated, by way of Hulme and
Crawford both concurring with this widely accepted notion. Hulme stated that roles which
NEBIljdZANBE GaeadSYFGAOT NBLISGAGADS senhdlRargetsy || FA
for automation. However, the means to how this will impact management and their forward

looking talent development protocols is nuanced and highly intriguing.
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According to Crawford, if entry level roles are automated, then new recruits egjinba
WaidSL) dz2lJIQ oA GKAY GKS 2NBFyAaldA2y GKSNBAYy | f
and operational formation. With the absence of menial tasks to educate new recruits,
Crawford believed entrants would be placed into more extensivéehanse training
programmes, coupled with a greater degree of senior shadowing thus enabling for a more
pragmatic application of education. Some of the contemporaneous academic elements of
these training programmes have already been identified. For example, f@hwites a
significant issue with Al is that it can create a lack of understanding e.g. operatives are
presented with a number but have no comprehension of how it was derived. As a means to
answer this challenge, Hulme advocated that all personnel adross entry level to more
senior operatives should have a working comprehension of machine learning and Al, therein
enabling an awareness of data analysis processes to which they can further interpret from a
humanistic perspective.

In relation to the devied BPAP model, the evidence largely supports and expands this
AYy@SaidAadalirzyQa GKS2NBGAOFE wWwnwn &dasSd YLyl 3
of qualifications, Hulme cites psychological degrees as a credible option, given that
management will eed to comprehend the human decision making process in order to
design services that resonate with the target audience, and ultimately design a compelling
motivation to purchase. Crawford amazingly states that despite asset management firms
being white cdar, experience may not be required if a candidate is entering via a
programme similar to the current industry wide 2020 scheme, which absorbs gap year and
A-level students into the workforce. However, he did additionally cite the importance of
maturity ard intelligence as characteristics, particularly for any younger 2020 programme
recruits.

In conclusion it is recommended that JAM, and other asset management organisations,
should recognise and prepare for the loss of current entry level positions, bgnileg new
training protocols that blend extensive-iouse training programmes, with a greater degree

of senior shadowing thus supporting juniors' abilities to interpret Al generated data.
Prospective applicants to the firm should be considered agairestatified forward looking
B-PAP model.

i) The definitive top skills needed in asset management industry in the era of automation

In relation to the works of Gray (2016) and the World Economic Forum (2016), a thought
provoking contradistinction was idefied between the responses of Hulme and Crawford.
Hulme advocates the theory of a soft skill prioritisation approach in the design of a proactive
augmented workforce, stating that empathy is a crucial skill that computers lack, a notion
that is echoed by \Wfld Economic Forum (2016) and Davies et al. (2011). On the other hand,
Crawford reverses this perspective, believing computers are only as competent as their
programmers and thus the harder technical skills such as coding should be prioritised. The
literature of Gray (2016), the World Economic Forum (2016) and Davies et al. (2011) conflicts
GAUK / NXg¢F2NRQa 2LAYA2YY |YyR (Kdza AG &aK2dz |
inconsistent or outlying notion. Each perspective during the research process flagtae

in the respective TeleS model answers. Thus confirming the assertions posed.

In conclusion, by considering the perspectives of Hulme and Crawford with those considered
in the literature there are a number of direct matches and near matches (tbinvitwo
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allocations of each other) for the TdfS model conceptualized as part of the literature
review (see table 2 below). As a result, the model is empirically informed and thus should be

aealdSYlFLGAOLIfte AYO2NLIR2NI G§SR A yent2devéidorBent S@2 f dz

programmes. Broadly speaking the softer skills are categorised higher in the rank order of
importance, with those becoming narrower and harder being ranked lower, see table 4
below.

Table following on the next page

Table 4: Empiricallperived: Top skills needed in the asset management industry for the era
of automation

Rank Order Skills of Importance Rank Order Skills of Importance

N (ueSialnsle B (OE motional Intelligence wJudgement and Decision Making

wWCreativity wComplex Problem Solving

wWNegotiation wService Orientation

wWPeople Management wCognitive Flexibility

wCoordinating with Others SR ([IsIe I ERIYAN ()L ogical Reasoning

iii) The current existence of augmentation and how to enhance it

Presenting itself as a fascinating acknowledgement, Hulme declared that we as a society are
already augmented, exampling that we cannot immediately access all of human knowledge
without a machine (computer and the internet). Consequently this raises a elbimgp
notion that civilisation should not perceive augmentation as a forward looking technology to
prepare for. But rather that businesses are already engaged within the methodology. Thus to
optimise its advantageous properties, management must evolvaraungation as opposed

to create it, by way of creating faster and more natural ways to engage with the digital world
thus propagating better decision making with agility. Hulme declared there are indeed tasks
that computers cannot effectively perform sucls anterpreting the results of analytical
processes with empathy based perspectives. For example, Hulme cited that some individuals
will not approve of using RAs as their decisions may be perceived as unfair or unsympathetic,
which as a result will likelyhaays stimulate a demand for human ratification. Within this
conjecture, Hulme believes there is a compelling augmentation opportunity to ensure a
aSkFyftsSaa GNIyaraidaAzy LINRPOSaa FTNRBY YIOKAYS
concerns and maintainingustomer satisfaction. As a result, there is firm evidence for the
notion of augmentation as a primary optimisation route as argued by Davenport (2015), and
that an overemphasis of automative technologies is counterproductive given their empathic
weaknessas argued by Autor (2014). One meaningful concern that was not previously

[N

NS
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identified, during the investigation, was the issue of responsibility. Hulme indicated that if a
machine was to independently make an inadequate decision, then the implementing firm
would be liable for its error. However, by augmenting a human employee with the machine
who ratifies all proposed automative decisions, the liability rests with that employee alone.
Consequently, this presents an ethically challenging but credible strategyfirms,
particularly those that are small and not cash rich, to reduce their overarching automative
liability and exposure to monetary damages. In conclusion, we can surmise that
augmentation is already largely present in the daily activities of oursgeal and
professional lives. Management should recognise that organisations must now invoke a
process of evolving this synergy, rather than supposedly creating one, in order to orchestrate
an ever more seamless customer experience and increase operhgdffidencies. The use

of humans as mitigating individuals of automative liability is an ethical question that
management should consider, against the cultural values of their organisation and
potentially their legal responsibilities imposed by law.

iV EEALYOS 6AGK GKS 21J0A2y G2 +FOljdZANS a GKS
The research conducted here affirms the notion that an alliance is the most appropriate
choice to facilitate a RA centric hybrid digital platform. According to both Hulnge an
Crawford, a strategic alliance or partnership would be the most favourable approach, with
Crawford going further to state that the second most appropriate option would be an
acquisition and the third would be a DIY option. Crawford believes that ifrna fias
developed in their maturity and proved the value of their services, alliances are effective in
preventing wasting monetary and other resources in discovering whether a technology will
be of organisational use. Whilst supportive of the strategy Hublite urge caution with
arguably its most prominent risk, that being competitive advantage issues, which could arise
from numerous firms using the same partner thus fabricating a lack of differentiation.
Consequently, this adds favour to the notion of anaaite with the option to acquire later,
which both Hulme and Crawford enthusiastically supported.

In conclusion, to acquire an RA capability it is recommended that JAM, and other asset
management organisations, should strategically align or partner wepegialist firm in this

field. Furthermore, the partner should demonstrate operational proficiency and ideally an
option to acquire the partnering RA organisation, in order to develop a competitive
advantage. Furthermore, organisations like JAM should empht a seamless transition
process for customers who choose to abandon RAs in favour of an empathic human
manager.

5. FUTURE RESEARCH

The potential to extend the results of this investigation through further research are
pronounced in two key areas. Thefestly is a providential opportunity to explore how
precisely augmentation, between RAs and employees, can be nurtured in order to create
faster and more natural expressions of engagement between employees, facilitating
enhanced decision making. For exalm analysis could be conducted into the properties of
AYO2NLIR2NY GAYy3a dAYSYGSR NBIFftAlGe GSOKyz2f 23ASa
both in terms of facilitating a progressive method of completing occupational tasks and
improving a firms vale proposition. The second area presented for future research is an
investigation into prospective strategic alliances with the option to acquire, between a large
asset management firm, such as JAM, and a flourishing RA organisation in the approach to



Journal of Economic and Social Developngeyiol 4. No 1., March 2017

2020 This builds upon the papers recommendations, and would compile an additional layer
of academic knowledge that firms could utilise in their technological diversification.
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ABSTRACT
Corporate social responsibility (CSR), once thought of only a philanthropic activity of a firm, is
y2¢6 GNBFGSR Fa  &ASNA2dza odzaAySaa adaNyasS3ae

seemingly altruistic activity helpsbd R G KS FANYQa AYIF3IS GgAGK ¢
OdzaG2YSNAR a2 GKIFIG Ad KrFra GKS LRIOSYyaAart G2 A
established in research literatureroduct differentiation is another corporate strategy that is
pursted by some companies in order to offer a distinctive product in the market to avoid
competition, charge premium price, and increase prdfihat is not known is that when two

firms compete in a Hotelling typproduct differentiation line, how much this phact
differentiation is affected by the extent of the CSR activity of a firm. Our study is conducted in

a gametheoretic setting where the CSR firm is competing with a@8R firm. The CSR firm
maximizes a convex combination of its own profit and a fofreoagial utility function, while

the nonCSR firm maximizes its own profit only. The CSR firm is also assumed to have a
technological advantage that reduces its production cost. The interaction of the effects of
both the extent of CSR and the extent osthroduction cost advantage is also considered.

We also study a scenario of asymmetric information. Our main results include that the
degree of product differentiation is reduced when CSR is practiced. On the other hand,
product differentiation increases itk the production cost advantage. The interaction
between the two factorg CSR activity and cost advantages also studied.

Keywords Asymmetric information; Corporate social responsibility; Game theory; Product
differentiation; Spatial pricdiscrimination
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EFFECT OF CSR ON PRODUCT DIFFERENTIATION
IN THE PRESENCE OF COST ADVANTAGE

1. INTRODUCTION

In recent times, Corporate Social Responsibility (CSR) has become an important part of
corporate strategy. Many companies are establishing CSR as a separate functional area with

its own objectives and policies. A majority of companies actually issue ee@&Rannually.

In 2011, 83% of top 100 US companies by revenue issued such report compared to 74% in
2008 and only 37% in 2005. Globally, this figure is 95% of the top 250 largest companies
(KPMG 2011). Recently, the UN started a Global Compact Ir@tiatincompanies to pledge

support for human rights, labor standards, and environmental protection. As a measure of
success of this initiative, 8000 businesses around the world have signed this pledge
(Knowledge@ Wharton, 2012). Bateman and Snell (2002hel@fCSR as a set of corporate
FOGA2ya OGKIFG LRaArAGAogSte FFFSOha +ty ARSYOGATA
violate the legitimate claims of another identifiable social stakeholder. CSR activities should

do some social good and should be begidhat is required by law (McWilliams and Siegel,
Hanmo®d® ¢KSe Ffaz2 areée aGKIG /{w OGAQGAGASE ¢2d
activities. Common examples include recycling, pollution reduction and product design that

have social attribtes and characteristics.

Product differentiation is another corporate strategy that is pursued by some companies in

order to offer a distinctive product in the market to avoid competition, charge premium

price, and increase profit. Usually, when the prothuare less differentiated in a particular

industry, the firms therein will encounter more intense competition. A common tool for
RSLIAOGAY3T LINRPBRdAZOG RAFFSNBYUGALFIGAZ2Y Ay | Rdz2 LJ%
considers a stretch of physicalreet of finite length along which customers are uniformly
distributed. Two shops are deciding about the physical location along the street. Assuming
GKIFIG Odzali2YSNBR gAff OK22aS (KS ySINXaild akKz2L:
find themseles next to each other at the halfway point. This law has been applied to
product differentiation in some characteristic of the product, for example color, sweetness

2N aAl So LI eAay3a 126SttAy3aQa t1 g gAftds YSIY
remaining the same, the characteristic in question will eventually be the same for both

LINE RdzOGa YIF{Ay3 GKSY ARSYyuGaAoOlrt G2 SIFOK 2(KSN
called the SPD (Spatial Price Discrimination) model. In this modeh &tiemrges consumers

different prices according to different locations. For markets with differentiated products or

large transportation costs, spatial price discrimination is an important and useful strategy for

firms. Greenhut (1981) conducted a survefigh showed that, in areas like the US, Europe

and Japan where the transportation cost can be as high as five percent of the total cost such

price discrimination is definitely resorted to. For example, in the readked concrete
market, a producer couldmd SNBSS S| OK 0Odzai2YSNRa t20FGA2y |
In addition to the transportation of this kind of bulky product, spatial model could also be
applied to horizontal differentiation. As long as producers can identify the location, (for
exanple, taste), price discrimination would exist. Breakfast cereals vary in sweetness;
airlines choose different flight time in a day. As a result, many studies in literature used this
Y2RSt G2 FylFtel S @I NR2dza | dzSa i Mdaofid polxg.y OSNY A Y
2 KAES LINPRdAzOG RAFFSNEYOGAIFGA2Yy &adGNIF GS3@ YI | S
firms are also increasingly adopting CSR for improving their image. The research question
studied in this paper is: Is there any link between a€én  / {w ad N} GS3& | yR
differentiation strategy? There are some anecdotal connections shown in popular media
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which shows that high CSRensive industries are often associated with low product
differentiation. For example, among top US companastomobile industry is highly CSR
intensive. This industry, however, engages in low product differentiation across firms, that is

each major autemaker produces similar types of products and covers full range of cars,
including coupe, sedan, SUV, minivand so on. An article published in Forbes (Fernandez
YNyl S wnmno &K2¢a a2YS aideftAl SR FFOGa NX3I
strategy and the product differentiation; specifically, how low product differentiation
indicates intense market congition. According to their study, more intensive CSR strategy

is associated with fiercer marketplace competition. Their further empirical evidence shows

that firms can use CSR strategy as a substitute for the product differentiation strategy. For
example,firms tend to rely less on CSR strategy in industries which already show a high
degree of product differentiation (achieved by innovation that measured by expenses on
R&D). This anecdotal reference motivates us to study this link and develop a theoretical
model to analyze this issue. In this paper, we investigate how the CSR activities of a firm
would influence product differentiation in the market, and if it does, whether the analytical

results support the anecdotal conjectures.

We consider two firms edicproducing and marketing a single product. One of the firms is a
traditional profitmaximizing firm. The other is a CSR firm in the sense that they maximize
y2G 2yfteé (GKSANI 26y LINRBFAG odzi Ff&a2 &42YS ARS
interests. In our model setting, the CSR firm has a cost advantage with a lower marginal
production cost since a CSR firm in the real world is usually associated with competitive
advantage in the industry. CSR would entail additional costs to the firm, but itdwadso

bring in some kind of CSR premium. In our model the products are differentiated along a
AL GAlLE O2YLISGAGAZY G(Gel)S tAySeo 28 SELX 2NB (K
product differentiation in the industry. We also explore theegff of cost advantage on the

extent of product differentiation. Finally, we study the interaction of the two effects (CSR

and cost advantage) together on the extent of product differentiation.

2. BRIEF LITERATURE SURVEY

Our paper is at the crossing of th&&R and the product differentiation literature. There is
increasingly more awareness in the corporate sector that CSR activities do probably increase
profit. The mechanism is an enhanced respect for the company that will, in turn, increase
sales and make ephoyees loyal (Robins, 2011). McWilliams and Siegel (2001) found that
there exists an optimum level of CSR that will maximize profit, and at the same time, fulfill
the CSR demand from various stakeholders. Siegel and Vitaliano (2007) studied the strategic
engagement of firms in profimaximizing CSR. The fact that firms can use CSR to increase
private profits is also highlighted in Hernanddarrillo and Montinek (2009). Fisman, Heal

and Nair (2014) found some evidence that CSR is motivated by profitssaespecially
profitable in consumeoriented industries, and in competitive industries. Hsueh and Chang
(2008) consider a threger supply chain and contrast its performance without and with CSR
activities. The positive relationship between CSR activitisR FANXY A Q LINR TFTA G A
found by Crifo et al. (2016) using data from French industry. Similar correlation between CSR
and profitability was also found by Zhu, Liu and Lai (2016) among Chinese enterprises. An
article by van Wassenhove (2006) dretcooperation between private and humanitarian
sectors through CSR activities outlines the best strategies for suchoperation. From a
supply chain cardination point of view, a model developed by Hsueh (2014) showed that
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by suitably designing a remue sharing contract can improve total supply chain profit. While
the link between CSR activity and increased profit seems to be currently intuitively well
known, there does not exist any model to analytically demonstrate this. At the same time,
there isno research done about the link between other variables like product differentiation
YR F FANNQA 0240 SFFAOASYOASaAZI IyR /{wd ¢KA
The product differentiation literature is quite mature. Product differentiatican be
horizontal or vertical. A horizontal product differentiation is when the quality of the product

is not easily distinguished and customers resort to different rankings for different products
even when the price is same. Examples can be breakfastlseand cola brands. In vertical
product differentiation, the products have different levels of quality that is objectively
measurable by the customer, with prices being same or differéngertical product
differentiation has been widely studied in seaérmapers, for example, Gabszewicz and
Thisse (1980), and Shaked and Sutton (19B&2yourbe, Loch and Kavadias (2009) study a
market where there is a mix of vertical differentiation (in case of product performance) and
horizontal differentiation (for product features). The role of variable costs and volume
dependent manufacturing costs studied.

As for horizontal product differentiation, researchers usually use spatial competition model
to study it, which was first brought up by Hotelling (1929), focusing on location on a
bounded linear market by two firms. In contrast to Hotelling rabthat did not consider
spatial price discrimination, Hoover (1937) studied the market where price discrimination is
through freight absorption, which is common when goods have a relatively high
transportation cost compared with its value. By assuming #ech firm has a single fixed
location, he concludes that in the neighborhood of the market area, the seller at the nearest
location is able to fix the delivered price at an amount that equals the sum of marginal cost
at the next nearest selling point artthe transportation cost from that point. The spatial
model can be interpreted as a model of product location in the characteristics space, where
AYRAGARdAZ f TFANNQa 20FGA2y OK2A0S OFy o6S Ay
studied by MacleodNorman and Thisse (1985), Lederer and Hurter (1986) as well as
Greenhut, Norman and Hung (1987). Anderson and de Palma (1988) extend the spatial
discrimination model to heterogeneous products and show many of the strong properties in
the standard homogenaus goods case no longer hold, and particularly, unless products are
very different, social optimum is not sustainable any more. A paper that is similar to ours is
by KopellLamantiaand Szidarovszk{2014) where they find that a CSR firm can have higher
profit compared to a profit maximizing rival. Our paper analyzes CSR within the spatial price
discrimination model.

3. THE MODEL

In this section, we will first introduce the classical spatial competition model and then its

I LILIXE AOFGAZ2Y F2NJ GKS OFrasS 2F LINRPRdAzOG RAFFSNISyY
model, where price is exogenous and thus no price discrimination exstie equilibrium,

the shops will locate next to each other. Each shop will capture half the market. Recall that

the customers want to minimize the distance travelled and therefore would buy from the
nearest shop. Let be the unit cost of transportatiofior each customer. Then, it is easy to

see that the total cost of transportation for all the customers in the systent 4.(But, if

one is concerned about the socially beneficial solution, the above solution is not the
optimum. For example, suppose the shops are located one quarter of the way along the


http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Lamantia,+Fabio/$N?accountid=15078
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street from each end. The shops will still get the same number of cuswimalf of total
each), but the total distance covered by all the customers wiltdzhiced to(t/8).Thus, we
can see that it is possible to obtain a socially responsible solution that could also be
optimum for the firms. In our model, we will use sucltc&R model for one of the firms, to
study the role played, if any, by a CSR objective.
The spatial competition street can be a metaphor for product differentiation. The relative
positions of the products along the street give the extent of differentiation between the two
products and this can be for any product characteristic. We consider finms each
LINEP RdzOAY 3 | LINPRdAzOUG® [/ dzZAG2YSNEQ LINBFSNSLyOSa
segment. To the customers, the products are horizontally differentiated. The position of Firm
MQa LINRRdAzOG 2y iumkd that biyFidn 2k (sée Figurell BeRus asdume,
without loss of generality,, <L,. We also assume that Firm 1 as a CSR company possesses
superior production technology and therefore enjoys an advantage in marginal cost of
production. Without loss of generality, we normalize this cost to zero. K.dte the
production cost of Firm 2 (ovend above that of Firm 1). So, we hdye= Oandk; = k.Note
that the value ok can be negative, which means the production cost of Firm 1 is more than
that of Firm 2. In other words, it is the case where CSR firm is associated with cost
disadvantagdut our main analysis remains same.

Figure 1 here
Each consumer has inelastic demand for one unit of the good, with a reservationrprice
where 0<k, <. TransportcostisLISNJ dzy Ad 2F RA&0GlI yOSsI gKAOK O
of customizing the standard product to align with each customers taste. The total cost for
C =q(G x

company i to supply all consumers in the line segm(-?f?tto X is where

G=tIX Ll Ky ¢S FANN OFy dzas AdGa NROIEQa O2Aa
discriminative prices and therefore the equilibrium delivered price schedule for any
consumer located at x is as follows:

p*(x,l_l) =max{| L - x[t+k,|L_ - x|t+k },i=12 (1)
|L, - x|is the deviation of the produatfrom the preference of a customer given Ry

Consider again a customer locatedxdiuying product. The first argument ifequation (1) is
the cost to Firm. The second argument is the cost to the same customer buying the other
product. The rationa of Equation (1) is as follows. SBRym 1sees that the cost;to a
customer to buy from the rival is higher than its own cast,ThenFirm 1can set its price at
(or an infinitesimal amount less thar). If its own cost;is higher, then that would be the
price to avoid loss.
Letx be the customer who faces the same delivered cost from each of the firms. Then
L - x|t & =|L,- x|t &K,. We get( noting thatk; = 0 andk, =K):
LotLL) K
2t
Figure 1 shows the price schedule derivedEquation (1) for all customers in the line
segment [0,1] given by the bold line (being the maximum of the two arguments). We assume
that the indifferent customer will buy from the closest firm. Therefore, Firm 1 will get all

outcomes in the segment [& ] and Firm 2 will get all customers in the segme¥t (). Also
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recall that the price charged by Firm 1 willbed CANY HQa O2aiuX 0KAa
price of Firm 2 is;.

(@]}
(0p)

The gives the profit functions of the two firms as:

(L L) = ['j (c, c)dx
. 2)
L) = (e, -c)x

Firm 2, which is not a CSR firm will maximizéL, L,) given in Equation (2). Firnot the
other hand, is a CSR company and will maximize a convex combinatiofiLgfL,) andits
own consumer surplus (CS) in the markehis is because a CSR firm cares about its
a0l 1SK2t RSNAQ 0AyOf dzRA Yy 3 e OSR/fitniakes Nssown A y i SNB a
O2y adzy SNA Q a dzNBytddfiaition, €Siat buying @ @ratiytiiisthe difference
0SG6SSy (KS 02 ydodryamiiha pranict pfick, Virdl yhGsaadial CS of firm 1
becomes the difference between the market resation price and the sum of its profit and
cost. This gives:

CQ = Fj(r - Cz)dx =IX '(:01 G%)
Thus the utility functiorJ that Firm 1 will maximize is:
U= a)p +eS§ @)
Where is a measure of the degree of the CSR consideratiér0,1]. A highera indicates
GKFG GKS O2YLI yeé OFNBXa Y2NX |o62dzi AGa Odzadl?
a =0, the company cares only about profit;whan=1, the company behaves like an NGO.
The product differentiation decisions of the two firms are played as a game. The game is
played in two stages. In stage one, firms make locations (i.e., differentiation) decision. In
stage two, firms announce prices. Our objective in this paper is to exphe role of CSR
strategy (adopted by Firm 1 in rivalry with Firm 2 which is a traditional firm) on the optimum
level of product differentiation.

Note that the benchmark without CSR is the case whérP and both firms maximize prafi
Simultaneous profit maximization of two firms generates equilibrium locations as
2k +t +
5 = 1523 n® =L, -l-f‘lé
4 and 4 Thus, the market product variation becomes

Our main results are given in the next seatiand we will compare the equilibrium with that
of the benchmark.

4. MAIN RESULTS
In this section, we state the main results. For brevity, we omit the derivation and the proof.
Equation (3) shown in the earlier section gives the objective function of firm 1 (the CSR firm).
Firm 2 maximizes (L, L,) given in Equation (2)n the first stage of the game the two firms
develops the best response functions as follows:
Br: L, = _aer- &) -x @ 3al,
t(6- 7a)

o _k+2t #L
sy

(4)
Br.
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Solving two best response functions simultaneously generates equilibrium locations
2k(2- 32) Baf t)

L= t(8- 9) :
U _k(4-5a) +ar #) 6+ ®)
2 t(8- 9a)

Equation (5) gives the equilibrium product designs of the two firbgsand L, give the
absolute locations while their difference is a measure of the product differentiation in the
market. IfL; and Lyare sufficiently close to each other, then the produet®e essentially
similar with no distinguishing features. On the other hand, if the difference is large then the
two products are significantly different.
Thus, the degree of product differentiation measured by the market product variation
becomes:
pAL 1| 2222 20

t(8- %) (6)

One of the main objectives of this paper is to find the role CSR plays in product

differentiation. The next proposition establishes the relationship.

PROPOSITION At the Subkgame Perfect Nash Equilibrium, there exists a negative
NEfFOGA2YyAaKALI 60SisSSy GKS RSAINBS 2F (GKS 0O02YLJN
in the market.

Intuitively, product differentiation is a measure used by firms to attract consumers with
certain @astes in order to get a higher profit. But a cf8&ndly company also cares about the
adzNLX dza 2F Ada 26y O2yadzYSNEX a2z AdG gAtt IO
position in order to get more consumers, resulting in a decreased produeteiifiation.
PROPOSITION A&t the Subgame Perfect Nash Equilibrium, the competitive advantage (in
production cost) by the CSiendly company increases the equilibrium degree of product
differentiation.

Sincekis the productcost difference, the larger thie, the greater is the disadvantage of firm

2 in production cost and also in price. In this case, the CSR firm intends to move towards the
middle to obtain more market share, but firm 2 will be mordliwg to increase the product
differentiation by moving farther to the right to avoid heat competition where it is
associated with cost disadvantage.

PROPOSITION At the Subgame Perfect Nash Equilibrium, the competitive advantage (in
production costhy the CSRiendly company softens the negative relationship between the
RSINBS 2F GKS O2YLIyeQa /{w IyR GKS RS3INBS 2
An analysis of Propositions 1 and 2 shows that the effectsz ahdk on product
differentiation are opposite.Intuitively, akincreases, the product disadvantage will become

a more and more important concern of firm 2 when choosing location. Thus in order to

make up for this,ifm 2 has more incentive to move to the right to preserve the product
differentiation in order to attract consumers, which leaves the impac& oh product
differentiation trivial. Thus, the increase of competitive advantagep(mduction cost) by

the CSRriendly company will soften the negative relationship between the degree of the
O2YLIl yeQa /{w FyYyR GKS RS3INBES 2F LNRRdAzOG RATT
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COROLLARYThe CSR activity increases the profit of-ffi8Rdly company ntil it reaches
0KS 2LIWGAYIE RS3INBS 2F (KS O02YLIl yeQa /{wd ¢KA
increasing with both its cost advantage and the unit transportation cost.

5. EXTENSION WITH ASYMMETRIC INFORMATION
In this section, we keep all conditiotise same as earlier, except the information structure

2F FANNAQ LINPRAZOGAZ2Y O2aiGd CANY w adxrfes LINER
O<k, X * However, we now assume that there may be differgmpes of firm 1 with

different production costgl, which is the private information only to itself. Specifically,

there is a probabilit G K ¢ FANY ™M YI& 08 t26 (&Ll o6a[ &0
advantage (giving a lower production cost), and in this case, without loss of genellﬁld:la{m

be normalized to zerok(l:OL') ® CANN M A& 2F KAIKL @aitido 661 ¢ 0

cost ad\zsmtagekl =k, :k. This distribution is common knowledge.
We now turn to derive the Sub game Perfect Nash Equilibrium and solve it by backward
induction. In this asymmetric information case, we have two utility functions for the CSR
friendly/ 2 YL yeQa 3IAABSYy oe
UL :(1 'a) A +@§L (7)
U,=@1 -a)gp, +a&s,
CANXY HQ& SELISOGSR LINBPFAL FdzyOGiA2y Aa 3IAGSY
1 1 1
Epz(l-u_’ L]H , Lz) = lﬁL (C]L 'Cz) dx (']I'- ')bYH ﬁCH CQ)' d)g

et L b
2t ’ 2

In the first stage, the two kinds of C8#endly companymaximize U according to their own

utility function (7) and its rival maximizes its own expected profit function (8). Firms develop

their best response functions of location, as follows:

_a(r-x) 2 @ 3al

(@]

(8)

where

B b = t(6- 7a)

a(2r- X 2 3alL
Br, :L, = ( t (6)_ +7(a) = 9)
Br2 : L2 - b(k+tI1L) -'itt thH (1 Q

Solving thredest response functions simultaneously generates equilibrium locations:
. _8bk+12t 1k 18 20Kk 4k 3R-)a (12kb 21 +21 -B0)
e t(6- 7a)(8 -9a)

_8bk+12t H12&k 2k 24 2i)a (20kb 18 -FX 48) &

- t(6- 7a)(8 -9a)

(r-7t K)a 41 a b a+

- t(8- %)

Lo (10)

L,
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Equation (10) gives the equilibrium product design of the-fd&Rand firm 2. Ly , Ly , and

*

L, are the absolute locations of low type firm 1, high type firm 1 and firm 2 respectively.
¢ Kdza GKS RSAINBS 2F LINRPRdAZOG RAFTFSNBYOGAIFIGAZ2Y dz
location distance becomes:

;_(4+160k -2% £8)4 (12 320 38+ B2)a 24 A& bk

g t(6- 7a)(8 -9a) 1
; o 2A®bk+14 +7r k)4 (+6- 16W & +26)-alp 8k 4 + (11)
H t(6- 7a2)(8 -94)

Next, weestablish propositions to show how the role of asymmetric information impacts the
relationship between CSR and the product differentiation.

PROPOSITION At the Subgame Perfect Nash Equilibrium with asymmetric information,

there exists a positive relationship between the probabilbied the CSRriendly company

being a low type and the degree of the product differentiation.

PR®OSITION %t the Subgame Perfect Nash Equilibrium with asymmetric information, the
NBflFlA2yaKALl 0SG6SSy (GKS & &ndNBgtee @&f Fprodiick S 02
differentiation remains negative, and this relationship would be strengthened if théilGER

is of low type.

PROPOSITIONAX the Subgame Perfect Nash Equilibrium with asymmetric information, the
competitive advantagek (in production cost) by the C&iendly company diminishes the
equilibrium degree of product differentiation under the low type case when the likelihood of
CSHriendly company being a low typeb() is relatively low, and vice versa.Results remain
same as the symmetric information when the @& dly company is of high type.

PROPOSITIONAT the Subgame Perfect Nash Equilibrium with asymmetric information, the
competitive advantage of the low type CB&iendly company moderates the negative
NBflFrdA2yaKALl 60SG6SSy GKS RS3INBS 2F GKS 02)
differentiation when he CSHRiendly company is a high type. However, when the-CSR

friendly company is low type, the relationship may become ambiguous, which depends on

probabilityb.

COROLLARY At the Sulgame Perfect Nash Equilibrium with asymmetric information, -CSR
FNASYRf @ O2YLI yeQa LINPTFTAOU AYyONBlIasSa oKSy Al
both the low type and high type case.

Mo | _(2bk+4k B4 2K XK t)->0

Proof: M4 la=o 192
WOy, | _(26k+3)(4 2B XK t)>€)
ha |, 192

Underlying intuition of this result is same as ctao} 1. The initiation of a C&Rategy will
lead the firm to act more aggressively and move towards the middle to obtain more market
share, resulting in higher profit.
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6. DISCUSSION AND FURTHER RESEARCH

In recent times, companies are considering corporsteial responsibility (CSR) as a serious
business strategy. CSR is not only good for building a positive image of the company for its
stakeholders, but it could also make a positive contribution to its bottom line. Because of
this, and also because of madtion from various external bodies like governments and UN
bodies, more and more companies are incorporating CSR in their operations. One relevant
research question that arises from this is explicitly what benefits a firm gets following a CSR
strategy conpared to another firm that does not adopt CSR. We have considered a game
theoretic model that include two firmg one CSR and the other n@SR; both competing

in the same market with substitutable products. We operationalize the CSR firm by making
its ojective as maximizing a linear combination of its own profit and a form of social utility.
We also assume that the CSR firm has a technological advantage so that its marginal cost of
production is lower than the no@&SR firm. Our goal is to find to whatex the two firms
RAFTFSNBYGAIGS GKSANI LINPRdAzOGA FTNRY SIFOK 20KSH
how this degree of differentiation is influenced by the extent of cost advantage and the
degree of CSR activities.

First, a benchmark case whebeth firms are profitmaximizing (without the CSR objective)
was solved to generate a benchmark product differentiation. When the game is played out
between the two firms, we find that the degree of product differentiation is reduced when
CSR is practiced®n the other hand, product differentiation increases with the production
cost advantage. The interaction between the two factQiSSR activity and cost advantage

is also studied. Further, we study an asymmetric information scenario where the extent of
production cost advantage of the CSR firm is private information and is not known to the
other firm. The cost could be at two levels, a high level with no advantage and a low level as
previously considered, with a probability that is common knowledge. difiect of the
production cost advantage and the extent of CSR activity are studied in this scenario. We
find to what extent the product differentiation is affected by the high and low type firms as
well as their effect on each other.

Our work can be extaled in various ways. The effect of the CSR activity can be studied in
interaction with variables other than the production cost advantage as used in our paper.
Another example variable could be an elastic demand for each customer that is dependent
on the discriminative price. We can also incorporate a variable search cost on part of the
customers in the model. The optimal level of CSR for the firm and for the whole value system
might be of interest to study as well. Our cdenensional Hotelling model usefdr the
product differentiation can be extended to a tadimensional spatial model.

Figure following on the next page
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Figure 1: Spatial Price Discrimination with Demand Constraints

r

CS

LITERATURE:

1. Anderson, S. P. and de Palma, A., 1988. Spatial Price Discrimination with Heterogeneous
Products.The Review of Economic Studies (4): 573592.

2. Bateman, T. S. and Snell S. A., 2002hagement: Competing in the New Era (5th ed.).
McGrawHill/lrwin: New Y ork.

3. Cirifo, P., Diaye, M\. andPekovic, $2016. CSR related management practices and firm
performance An empiricalnalysis of the quantitguality tradeoff on French data
International Journal of Production Economical (3):405416.

4. Fernandezranz, D., 2010. How competitors use CSR when market conditions change.
Forbes India, Jan 29.

5. http://forbesindia.com/article/ie/how-competitorsusecsrwhen-marketconditions
change/7712/1 last accessed March 25, 2016.


http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Pekovic,+Sanja/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1749621780/abstract/B901C7D044044146PQ/1?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexingvolumeissuelinkhandler/45063/International+Journal+of+Production+Economics/02016Y01Y01$23Jan+2016$3b++Vol.+171/171/$B?accountid=15078
http://forbesindia.com/article/ie/how-competitors-use-csr-when-market-conditions-change/7712/1
http://forbesindia.com/article/ie/how-competitors-use-csr-when-market-conditions-change/7712/1

EFFECT OF CSR ON PRODUCT DIFFERENTIATION
IN THE PRESENCE OF COST ADVANTAGE

6. Fisman, R., Heal, G. and Nair, V., 2014. Corporate Social Responsibility: Doing Well by
Doing Good? Available at:
http://apps.olin.wustl.edu/jfi/pdf/corporate.social.responsibility.pdfast accessed
March 25, 2016.

7. Gabszewicz, J. and Thisge ,J1980. Entry (And Exit) in a Differentiated Industoyrnal
of Economic Theoyp2: 327338.

8. Greenhut, M. L., 1981. Spatial pricing in the United States, West Germany and
JapanEconomica48(189): 7B6.

9. Greenhut, M. L., Norman, G. and Hunr& C1987. The Economics of Imperfect
CompetitiorA Spatial Apach (Cambridge: Cambridge University Press).

10.1 S NJY t-MuRIB,IR. and Martinek C. J., 2009. Corporate Social Responsibility Can Be
Profitable.The Regional Economi#vailable at
http://www.stlouisfed.org/publications/re/articles/?id=1258ast accessed March 25,
2016.

11.Hsueh, €., 2014.Improving corporate social responsibility in a suppigia through a
new revenue sharing contradnternational Journal of Production Economildsl: 214
222.

12.Hotelling, H., (1929). Stability in Competiti@dconomic JournaB9: 457.

13.Hsueh, & and Chang, M.,2008.Equilibrium analysis and corporate salci
responsibility for supply chain integratioBuropean Journal @perationalResearch,

190 (1): 11€129.

14.Knowledge@Wharton., 2012. From Fringe to Mainstream: Companies Integrate CSR
Initiatives into Everyday Businés$ittp://www.governance.com.au/boarematters/fx-
view-article.cfm?loadref=2&article_id=3782172386974106C9FD1349159AEABast
accessed March 25, 2016.

15.Kopel,M., Lamantia, Fand Szidarovszky,.F2014. Evolutionary competition in a mixed
marketwith socially concerned firmslournal of Economic Dynamics & Contef: 394
4009.

16.KPMG., 2011. International Survey of Corporate Responsibility Reporting of 2011.

17. https://www.kpmg.com/Global/en/IssuesAndinsights/ArticlesPublications/corporate
responsibility/Documents/201-kurvey.pdf last accessed March 25, 2016.

18.Lacourbe, RLoch,C. HandKavadiasS., 2009Product Positioning in a Two
Dimensional Market SpacBroduction and Operations Managemeh8(3):315-332.

19.Macleod, W. Norman, B., G. and Thisse,,1985. Price Discrimination and Equilibrium
in Monopolistic Competition. (CORE Discussion Pap@8)35

20.McWilliams, A. and Siegel, D., 2001. Corporate social responsibility: a theory of the firm
perspective Academy of Management Revig86(1): 11¢127.

21.Robins, R., 2011. Does Corporate Social Responsibility Increase Profits?
http://www.environmentalleader.com/2011/05/26/doesorporatesociatresponsibility
increaseprofits/, last accessed March 25, 2016.

22.Shaked, A. and Sutton, J., 1982laRieg Price Competition Through Product
Differentiation. The Review of Economic Studi€g(1): 313.

23.Siegel, D. S. and Vitaliano, D. F., 2007. An Empirical Analysis of the Strategic Use of
Corporate Social Responsibilifpurnal of Economics and Managemh Strategy 16(3):
77392.


http://apps.olin.wustl.edu/jfi/pdf/corporate.social.responsibility.pdf
http://www.stlouisfed.org/publications/re/
http://www.stlouisfed.org/publications/re/articles/?id=1258
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Hsueh,+Che-Fu/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1509454936/abstract/B0E9CD6839064C48PQ/1?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1509454936/abstract/B0E9CD6839064C48PQ/1?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1509454936/abstract/B0E9CD6839064C48PQ/1?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/docview/204142810/C955A9E40A984C4DPQ/2?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/docview/204142810/C955A9E40A984C4DPQ/2?accountid=15078
http://www.governance.com.au/board-matters/fx-view-article.cfm?loadref=2&article_id=3782172A-BB69-7410-6C9FD1349159AEAB
http://www.governance.com.au/board-matters/fx-view-article.cfm?loadref=2&article_id=3782172A-BB69-7410-6C9FD1349159AEAB
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Lamantia,+Fabio/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Szidarovszky,+Ferenc/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/Journal+of+Economic+Dynamics+$26+Control/$N/45242/DocView/1621413369/abstract/3B261C92306C4F19PQ/6?accountid=15078
https://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/corporate-responsibility/Documents/2011-survey.pdf
https://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/corporate-responsibility/Documents/2011-survey.pdf
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Lacourbe,+Paul/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Loch,+Christoph+H/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Kavadias,+Stylianos/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/Production+and+Operations+Management/$N/45096/DocView/228769004/fulltext/F3DF8D4459D44E46PQ/9?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexingvolumeissuelinkhandler/45096/Production+and+Operations+Management/02009Y05Y01$23May$2fJun+2009$3b++Vol.+18+$283$29/18/3?accountid=15078
http://www.environmentalleader.com/2011/05/26/does-corporate-social-responsibility-increase-profits/
http://www.environmentalleader.com/2011/05/26/does-corporate-social-responsibility-increase-profits/

Journal of Economic and Social Developngeyiol 4. No 1., March 2017

24.Thisse, J. F., and Vives, X., 1988. On the strategic choice of spatial pric& pelicy.
American Economic RevieW8(1): 122137.
25.Van Wassenhove, L.,N2006Humanitarian aid logistics: supply chain management
high gear The Journal of & OperationalResearch Society7 (5), 475489.
Zhu, Q.,Liu, J. andLai, KH., 2016. Corporate social responsibility practices and performance
improvement among Chinese national staiened enterprises.International Journal of
Production Econorog 171(3) : 417-426.


http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/docview/231378681/C955A9E40A984C4DPQ/4?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/docview/231378681/C955A9E40A984C4DPQ/4?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Zhu,+Qinghua/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Liu,+Junjun/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Liu,+Junjun/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/indexinglinkhandler/sng/au/Liu,+Junjun/$N?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1749621803/abstract/B0E9CD6839064C48PQ/3?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1749621803/abstract/B0E9CD6839064C48PQ/3?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1749621803/abstract/B0E9CD6839064C48PQ/3?accountid=15078
http://search.proquest.com.ezproxy.lib.uwm.edu/abicomplete/pubidlinkhandler/sng/pubtitle/International+Journal+of+Production+Economics/$N/45063/DocView/1749621803/abstract/B0E9CD6839064C48PQ/3?accountid=15078

THE CASE OF BREXIT:
AN ANALYSIS OF THE POLITICAL AND ECONOMIC FACTORS

THE CASE OF BREXIT: AN ANALYSIS OF THE POLITICAL AND ECONOMIC
FACTORS

Filip Kokotovic

University College of International Relatiotng R 5 A LJX 2Y Il O& 5F3 | FYYlFNR]2I fF
Zagreb, llica 242, Croatia
filip.kokotovic@hotmail.com

Petar Kurecic
' VAGSNEAGE Db2NIKXI 5SLINIGYSY(d 2F .dzaAySaa 902y2Y)
petar.kurecic@unin.hr

ABSTRACT
This paper analyses the shéerm economic, as well as the lotgym political consequences
of Brexit. In order to analyse the shaitS N S O02y2YA O AYLI OGX 6S AYL
a structural break on the main stock exchange indexes. Another sagnipeart of this paper
is an analysis of the factors that have an impact on the exports of the United Kingdom and
whether the potential decrease of the exchange rate will be more relevant than the
anticipated decrease of FDI and GDP. This paper conchatethére is significant evidence
that there was a negative shetérm economic impact caused by Brexit, as well that it might
have a detrimental impact on the lorigrm exports of the United Kingdom. This paper
further concludes that Brexit was a unneaaygsand avoidable event that might not have
happened had there been an accountable political class that fairly and objectively presented
the potential consequences of Brexit.
Keywords:Brexit, EU, VAR analysis, trade deficit, Chow structural brake test

1. INTRODUCTION

On June the 23the people of the United Kingdom (further used: UK) delivered a powerful
message to the entirety of the European Union (further used: EU) and to their own political
establishment. The message at least 52% of them deliveresl that they were deeply
unsatisfied with the establishment force they perceived the EU to be. There are very few
other rational explanations why the people of the UK would choose to inflict economic self
mutilation and bring about a lonterm period of poitical and economic instability, as
predicted by Ottaviano et al. (2014) that economic growth would slow down, Springford and
White (2014) that it would have a detrimental effect on London as a centre of commerce, as
well as the fact that it would have aegative impact on various segments of the economy,
especially agriculture as stated by Lang and Schoen (2016), and would not be viewed
Tl @2dz2N> 6fe& oe& lFye 2F GKS !yYQa vYzad Ofz2asSad |
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made between several monshand two years prior to Brexit, are now coming true. The
promises of the Leave Campaign were constantly refuted by all relevant economic experts,
as well as the fact that they were deeply contradictive. Even accepting the absurd claim that
leaving the EUvould mean 350 million pounds more for the UK every week, the Leave
Campaign promised to distribute this money to: maintaining the level of scientific and
research work, maintaining Europedavel payments for less developed regions, ensuring
that the NHSwould be funded with an increase of 350 million pounds and many other
absurd claims that seem difficult to believe that the public accept€he pure level of
ignorance involved is displayed by the fact that the next day, the second most searched

phraseA y G KS LJ2 LJdzZf | NJ aSI NOK Sy3ayS 3I223tS 61 azx

Indeed, both the political and the economic backlash of this decision will be felt in the period
of at least 5 to 10 years. Of all of the many accomplishments that a country strives towards
in sud a period, it is difficult to understand why should it spend its time renegotiating trade
deals and ensuring that it somehow retains access to the EU Single Market while at the same
time not having to adhere to the principle of the free movement of labdtithis seems as

an unlikely scenario, especially in the current circumstances where Marine Le Pen is one of
the frontrunners for the French 2017 presidentiy,is that more difficult to understand the
unusual decision of the people of the UK. The Belssgstitutions will not allow the UK to
specify what it desires from pofiU membership because the number of countries that
would follow might cause the complete and total dissolution of the European Uhion.

So while trying to understand the decisionEtbe public, one can perhaps correctly state
that part of them were deceived by the blatant lies presented by the Leave Campaign and
5SNBE aSRdzOSR o6& |y 2LIWAYAAGAO GA aRRshigeyK SNBS
difficult to understand hw they plan to have these promises ensured and why the people
have such high regard for the concept of the natgiate that has so clearly failed them. But
perhaps even less understandable is the decision of the Conservative Party, mainly the
former PrimeMinister David Cameron, to ever propose such a referendum when he should
have been aware of the dangerous and adverse effects that it would have on the economy
of his country. Kux and Sverdrup (2007) explained the potential benefits of Norway and
Switzerand as norEU memberstates, yet through the arguments presented it will be
clarified that the case the United Kingdom currently faces is not comparable to that of
Norway or Switzerland. This article will attempt to assess the-teng political fallout d

Brexit, as well as empirically asses the sttertmn economic shortcomings of such a decision.

"These and several otherss well as further information are available
at:http://www.theguardian.com/politics/2016/jun/27/eureferendumreality-checkleavecampaigrpromises.
hGKSNI LI LIz  NJ OK2A0Sa oSNB ljdzSadArzya adzOK Fainw2 KI
GKS 9! Qd C2NJ FAdzZNIKSNJ AYyF2NXI A2y &SSY
http://www.npr.org/sections/alltechconsidered/2016/06/24/480949383/britairgooglesearchedor-what-is-
the-eu-spikeafter-brexit-vote .
*http://mwww.irishtimes.com/news/world/europe/favouritesemergeaheadof-201 Zfrench-presidentiat
election1.2619748

“For further information seehttp://www.brusselstimes.com/world/5877/brexifondon-cannotchoosea-la-
cartewhat-it-wantsfrom-the-eu-warnsmerkel.

°For further information seehttp://www.express.co.uk/news/world/684339/Donald rump-Brexit Britain-
AmericaUSFuture EuropearUnion-Referendum
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2. THE POLITICAL AFTERMATH

Perhaps the first question that should be asked is what will remain of the United Kingdom as
a direct result of this referendunilhe second EU referendum clearly paved the path to a
second referendum on Scottish secession from the® UKis was obvious to perhaps even

the casual observer and it should have been something that gave David Cameron and the
Tory Party cause for both wgrrand caution. Perhaps Cameron never believed his own
words and scepticism regarding the EU and saw the referendum as an attempt to satisfy
both the right wing of his party and to try and further marginalise UKIP. Perhaps, as polls at
the time of his reelection indicated, David Cameron never thought he would need to fulfil
his promise on an EU referenduhif. so, he is as guilty of gross negligence as the political
elite that have misled the people of the UK into thinking that there will be no economic
fallout from Brexit. As emphasized by Copsey and Haughton (2014), the infamous 2013
Cameron speech was perhaps the most radical change in policy from the Tory party towards
the EU since the first EU referendum in 1975.

Aside from the potential of Scotland =ding, there is also the potential that the EU
institutions and leaders of key states will be less than willing to allow Theresa May and her
successors into negotiating a deal that somehow includes complete andaniéinaccess to

the free market withoutaccepting the full principles of the free movement of labour.
Perhaps one clarification should be made here, when talking about access to the Single
Market, if at some point the United Kingdom does activate Article 50 of the Lisbon Treaty
and complete thgat least) tweyearlong negotiating process, the United Kingdom will still

be able to have access to the European market. This is guaranteed by the World Trade
Organisation. The difference is that it would not have free access to the European market,
there could be various tariffs imposed. This could have a potentially adverse effect on the
export of the UK, taking into account that it already has a trade deficit.

Many speculated that the fall of David Cameron was imminent in the case the UK voted for
leave; many even speculated that in the event of a close vote to remain a challenge was
more than likely. Probably, this was the outcome Boris Johnson desired, a very narrow
defeat for Leave in which he could have claimed moral victory as a figure that worked
against the wishes of the majority of the UK establishment. Johnson as-getwmolLondon
Mayor provided the needed legitimacy that many other members of the Leave Campaign
clearly did not have. Nigel Farage was known to the wider UK audience, but whs faost

part known for his unusual style in the European Parliament rather than political and
rhetorical acumen. Michael Gove lacked the leadership skills and has stated on multiple
accounts that he was not suited for being the leader of the Tory Pargn esing the phrase

WL RAR y28 ¢yl AGZ AYRSSR L RAR lfyYy2ad SOSN
LI NGeQ i GKS t T/ waKJothdon Wak dpgré&edyd the HhadtybiiMinister

®For further information see:
http://www.heraldscotland.com/news/14464159.Nicola_Sturgeon__ Secondreefdum_while | am_First M
inister/.

"http:/Avww.telegraph.co.uk/news/politics/11010212/Petilata-David Cameronsprospectsfor-victory-in-
2015cantbe-guaranteed.html
®http:/Mww.theguardian.com/politics/2016/jul/01/michaelyovelaunchestory-leadershipbid-with-brexit-
promise
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of Foreign Affairs where he will certainlyrieaa large amount of responsibility for the Brexit
negotiations.

Perhaps the best the UK can hope for is achieving some sort of a compromise that would

keep it within the EEA, similarly as Norway. Dhingra and Sampson (2016) advocate such an
option, yet what such an option does not take into account is that the positions of Norway

and the current positions of the UK are in no way comparable. The UK managed to negotiate

I RSIFf GKIFIdG NBESFASR AU FNRY (KS Wog&iel Of 24 S
during the time of the migrant crisis. Due to the timetable Cameron set out;fsigking EU

officials were forced to devote time and effort to keeping the UK in the EU during what

might have been one of the most challenging crises since the fourdditige EU and in the

SYR aSOSNIf YSYOoOSNRBR 2F /FYSNRYyQa 26y LI NIe ¢
The positions of Norway, that refused to even enter thevidLh referendum in a much less

troubled time, and the current position of the UK one ydsafore several key elections in

Europe are in no way comparable. The position regarding Norway is also conclusive with the
findings of Pettersen, Jenssen and Litshaug (1996:257) that there are no significantly
differing patterns in the way that the popuian of Norway voted in the two referendums.

Norway never wanted to be a membstate of the EU, while the UK is perceived as a
member that always had its reservations and pursued its own interests beyond any
reasonable measure during the time of the 20h&rant crisis.

3. METHODOLOGY

l'a adl SR o6& [/ 2dZ GSNIIFTYR 1 FyO1lS 6uHnmcoO-T AG A
benefit analysis on Brexit due to the fact that many of the perceived gains, such as the
concept of newgained sovereignty, areiraply not quantifiable. The first thing that the

paper aims to assess is whether the referendum caused a structural break in significant
shortrun data that can be observed. Perhaps the most relevant economic-téront data

that can be examined is the wa of various indexes that display the strength of the
companies on the London Stock Exchange. Thus we observe the value of the various UK
stock exchange indexes: FTSE 100, FTSE 250 and FTSE SmallCap. In their respected order,
these indexes provide us witthe value of the top 100 companies listed on the stock
exchange (FTSE 100), the $aa the 351" largest company listed on the London Stock
Exchange (FTSE 250) and the®3®ithe 619" largest listed companies (FTSE SmallCap) on

the London Stock Exchge. The data was extracted from the official website of the London

Stock Exchange (2016).

The analysis of these indexes will be conducted by simply regressing each variable on the
lags of themselves, as it is not the intention of this article to foreti@sfuture values or test
hypotheses. This will be done by using a simple Ordinary Least Squares (OLS) Regression with
the basic function:

& (OVQ) = | o+ & (OVQ, 1) + E + &(OV0, &) +
®

Thus, this includes a constant, an error term and the number of lags (n) of the dependent
variable that will ensure that the explanatory value of the model is high enough in order for
the results to be statistically relevant. After viewing the regressiesults, the structural
break test introduced by Chow (1960) will be conducted.
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The second part of the empirical analysis will focus on trade. We examine the impact of
other relevant variables on trade, which we examine as the dependent variable. Al¢of th
variables, as well as the sources of these variables, are presented in Table 1.

Table 1. Variables observed

Variable Abbreviation Source
Trade value Trade UK Office for National Statistics
Gross Domestic Value GDP UK Office for National Statistics
Foreign Direct FDI UK Office for National Statistics
Investment inflows
Exchange rate between ER Bank of England

sterling and the dollar

The data is observed for the period from the first quarter of 1998 to the first quarter of
2016, meaning that our overall study has 72 observations for each variable. In theory, based
on the research presented in the introduction, following Brexit a decimGDP and FDI is
expected and the ER is supposed to decrease, although based on some research that might
actually help increase trade. We discuss this issue in greater detail in the following section.
Prior to conducting the model we conduct the stataoity test introduced by Dickey and
Fuller (1976). Upon confirming that the variables reject the null hypothesis of non
stationarity, we employ a Vector Autoregressive (VAR) framework, where we focus on the
following equation:

Yo = | ot LA, 1+ E +| 1,2“0060 s+ YAXQ  + B+ 210 YWEXQ & +
| @M1+ E+]3.7@Q¢ +| 40Y; 1+ | 410Y ¢ + -5 (2)

Therefore, we include a constant, an error term and the number of lags (n) as proposed by
the information criterion oiginally introduced by Akaike (1974) and the variables are
abbreviated as described in Table 1. Based on the VAR model, we will examine the Impulse
Response Functions (IRFs) based on the work of Sims (1980) that will display how Trade
reacts to an impulsef each of the explanatory variables while holding the value of the
variables whose impulse is not being examined constant. Based upon these results, as well
as the results of the variance decomposition, it will be possible to evaluate the-sdrart
ecoromic results that are highly probable because of the Brexit.

4. RESULTS AND DISCUSSION

The plotted figures of the FTSE 250 index is presented in Figure 1, as we can clearly see there
has been a mostly decreasing trend in the value of the indexes for #jerity of the year.

The summary statistics are provided in the appendix.
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Figure 1. FTSE 250 value
Source: London Stock Exchange,
http://www.londonstockexchange.com/statistics/ftse/ftse.htm(30/07/2016)

As we can clearly see from the value of the FAEindex, the value of the index started to
decline strongly in February, which coincides with the formal start of the referendum
campaigns. The mostly stable values after that can to a degree be explained by the market
regaining confidence because mosblls indicated, up until a month prior to Brexit, that
remain would prevail. Generally, the market, a large part of the Tory and Labour Party and
indeed most of the country appeared to have sleepwalked into Brexit largely unprepared.
The second strong shkaccurs of 2% of July, when the FTSE 250 index declined by more
than 7%. The decline persisted on the™5but since then the market has partially
recovered. In Table 1 the results of the Chow test for structural break, as well as other key
statistics of the regressions, are displayed.

Table 2. Chow test and key regression statistics

FTSE 100 FTSE 250 FTSEmallCap
Rsquared 0.9118 0.7847 0.9139
Adjusted Rsquared 0.9103 0.7769 0.9132
Lag length 2 4 1
F statistic 594 .56** 101.12** 1241.97*
(0.000) (0.000) (0.000)
Akaike criterion 5715.012 -667.58 £801.92
Standard error of 0.0115 0.013 0.0083
regression
Durbin Watson statistic 1.987 1.889 2.353
Chow test statistic for 2.773* 3.3873** 5.513*
structural break on (0.044) (0.007) (0.005)
June 28

{ 2dzNDOSY ! dziK2NERQ OIFtOdzf I GA2ya YR Dw9¢[ 9 2 dziLidzi
Note: values in the parenthesis represent theglue. * and ** indicate statistical significance at the respected
0.05 and 0.01 levels of significance.
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As can be seen from Table 1, all of the models are statistically significant based on the value
of the F statistic at the 1% significance level. Explanatory value of all 3 models is
relatively high, with an Rquared value between 0.7847 and 0.9139. The results of the Chow
structural break test indicate that we find evidence of a structural break in all 3 of the
observed indexes. In the indexes thameasure the value of smaller companies, we may
reject the null hypothesis of no structural break at the 1% significance level, while the null
hypothesis of no structural break in FTSE 100 can be rejected at the 5% significance level.
This clearly meansat there was a negative impact on all of the indexes observed caused by
Brexit. The smaller companies seem to have had a more pronounced negative impact in
comparison to FTSE, where the structural brake was not as pronounced. After analysing the
FTSEindeSa> 68 LISNF2NY Ly |lylLtéeara 2y GKS STFFSC
trade deficit and one of the arguments of the Brexit campaign was that even if the value of
sterling decreases, it will help promote increased exports. The UK currently hdwes a

trade deficit and most of its exports are to EU membtates (UK Office for National
Statistics, 2016). In Table 3, we provide key statistics regarding the VAR model where Trade
is the dependent variable, which is specified at the lag length ®a2ed upon the Akaike
information criterion.

Table 3. Key statistics of Trade VAR model

Rsquared 0.6153 Adjusted Rsquared 0.5648
Mean dependent var 10.572 S.D. dependent var 0.084
Sum squared resid 0.1889 S.E. of regression 0.0556
Autocorrelation LM 4,937 Autocorrelation test
o o 0.0948
test statistic statistic P value
F(8, 61) 12.193 P-value(F) 0.000

{2dz2NOSY ! dziK2NBRQ OFf Odzf  GA2Yy& | yYyR Dw9¢[ 9 2dzi Lidzi

The explanatory value of the model is satisfactory and the model is statistically significant at
the 1% significance level, which enables us to perform the IRFs and view the results of the
variance decomposition. The results of the tests for autocorretatfopresented in Table 1

and indicates that we fail to reject the null hypothesis at the 5% significance level, while the
VAR inverse roots in relation to the unit circle may be viewed in the appendix. The results of
all these tests confirm that the modied adequately specified. In Figure 1, we present the IRF
for an impulse of a shock in GDP, FDI and ER in Trade.

Figure following on the next page



Journal of Economic and Social Developngeyiol 4. No 1., March 2017

Figure 1. IRF functions
{ 2dzNDOSY ! dziK2NERQ OFtOdzf F GA2ya FYR Dw9¢[ 9 2 dziLidzi

Based on the IRF functions,i# clear that GDP has a significant impact on Trade, as the
positive impulses persist throughout the first ten periods. The response of Trade to FDI is
mostly positive or neutral, from the second to the sixth period, although clearly not as strong
nor doesit have such a persistent positive effect as GDP. An increase in ER, meaning that
sterling becomes stronger in relation to the dollar, clearly does have a negative impact on
trade. This is often used as a strategy to increase exports, perhaps most fémouslK A y' I Qa
constant efforts to keep the value of its currency low, but exports depend upon strong
productivity and the overall macroeconomic situation. The uncertainty that has resulted
from Brexit is far from favourable for increasing investor confidencenzouraging a rise in
productivity. It is possible to conclude that on average, GDP account for 15 percent of the
forecast error variance, which is by far the highest of the observed variables, aside from the
impact of trade itself. The exchange ratae@sponsible for roughly-8 percent and while the

effect of GDP becomes stronger in the long run, the effect of the exchange rate and FDI
stagnates after the first 3 periods. Thus, GDP and FDI decrease will have a negative impact
on exports, while the exange rate, especially taking into account the level of uncertainty
currently present, will not be able to compensate for that. The forecast variance
decomposition can be observed in Figure 2.
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Figure 2. Variance decomposition
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5. CONCLUSION

When examining the shoterm economic impact on Brexit, it is clear that there was not a
single positive economic consequence from it. There was a structural break in the value of
their most relevant stock indexes. The trade deficit will probably incredbere is clear
evidence that the political outcome will be as negative as most of the experts predicted.
Scotland is likely to press for independence and this time with a referendum that will likely
have a different outcome from the first. All of thesatoomes, although they will eventually

be overcome, were entirely unnecessary. The EU and the UK will manage to find the
common ground on the basic premise that the economy of the EU needs the UK and the
economy of the UK needs the EU. Sadly, not in timestop Brexit, perhaps the most
needless waste of time and energy in comparison with the results the entirety of the EU will
have to endure. Maybe, this is the shock the EU needed in order to try and work on some of
the issues that it definitely has. Perpethis will pave the way for a more coherent EU, with

a decreased democratic deficit of its key institutions. Perhaps the people of the UK might
have chosen to be part of such a union if not for the fact that part of their political class
openly and withait any consequence led a campaign that can best be summed up with the
LIKNF &S WL GKAYy] LIS2LIX S Ay GKA&a O2dzyiNEB KI @S
indeed be true that researchers are out of touch with the people, with their problems and
issues.Yet, every research article, column, report and study is held accountable and can
easily be verified and subject to rigorous scrutiny. Referendums are often referred to as a
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people rethinking their vote the following day. A potentially historic decision was made, but
several premises upon which the people made their decision were clearly not based on any

fact, especially the 350 million pounmer-week promise. Clearlyhe EU is not the only one

facing its fair share of difficulties. In the trying times ahead it will become increasingly
important to have a political class that works based on accountability and understanding of
GKS FIO0Ga NI GKSNJI (i fedling abolt fadtslibdutate iiok necessadfy fuef S Qa
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APPENDIX
In Table Al, key descriptive statistics regarding the FTSE indexes are provided.

Table Al. Summarystatistics of FTSE indexes

FTSE 100 FTSE 250 FTSE SmallCap
Mean 6226.4 16666 4516.5
Median 4541.1 16789 4541.1
Minimum 4145.6 14968 4145.6
Maximum 47749 17334 47749
Standard deviation 247.13 477.90 126.22

Skewness 0.21087 -1.3957 -1.0137
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In figure Al, it is possible to see that the VAR inverse roots conform to the stability condition
and that the model is adequately specified.

VAR inverse roots in relation to the unit circle

Figure Al. VAR inverse roots in relation to the unit circle
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ABSTRACT
Triggeredby the phenomenon of globalisation and unrest on both sides of Mediterranean,
during recent decades there has been a process of tourism travellisgitehing in the
tourism expenditure domain; hence the debate over convergence or divergence of the
international tourism flows, caused by abruptly fall out of vogue of some destinations due to
negative shocks produced by unrest in that volatile region, has never ended. Following on
the extensive multidisciplinary literature on this issue, the purpose op#psr is twefold 1)
to apply a traditional analysis of convergence (sigma and beta convergence) in tourism
demand flows and Principal Component and Cluster Analyses to investigate on the existence
of different international tourism models, 2) to analysarism receipts expressed as a share
of total and derive a possible classification of the countries and its profiles by means of a
multivariate approach. This paper tries to test the hypothesis of convergence of tourism
demand in Mediterranean area. Wensidered a sample of 20 Mediterranean countries, and
used data from the World Indicator Database 19885, keeping all relevant variables that
interfere with international tourism demand in that region. The excepted results of this paper
can be interpeted as a further contribution to the literature on contemporary positive
economics in the international tourism domain.
KeywordsTourism demand, receipts, arrivals, convergence, Principal Component Analysis,
Cluster Analysis

1. INTRODUCTION

After the postWWII emergence of mass travel, the richness of the scenery of its coastal
environment, its mild climate, and its impressive cultural heritage turned the Mediterranean into

a significant tourist drawlhe Mediterranean basin, if consideredasingle area, is by far the
frNBSad 3Ift20l f G2dZ2NA &Y RSAGAYFGAZ2Y S | GGONF O .
tourists (306 million out of 980 million worldwide) and generating more than a quarter of
international tourism receipts (190 out of 83illion Euro worldwide). It is forecasted that
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the Mediterranean region will reach 500 million of international tourist arrivals by 2030
(UNWTO 2012). (GRAyendal, 2013)Do the tourism economy on Mediterranean region
and its sector economy shares withcountries in the region: converge? The following
research question is asked in this paper in an effort to analyze the main problem: whether
tourism trends in recent decades push the regional tourism growth in a convergence
direction and can we explaiand predict the probability that a hypothetical country (saying
Croatia, particularly) constitute specific profile linked to convergence? The paper is
organized as follows. The next section begins by literature overview and theoretical
considerations aboutourism convergence in the region, and after mapping out the research
strategy, we introduce the datasethe next chapter shows descriptive analyses carried out
on these international tourism flow trends, while in proceeding we carry out the
convergenceanalyses on the whole dataset.

The subsequent section presents and discusses the empirical results in Principal Component
Analysis (PCA) and Cluster Analysis (CA), and the final section concludes.

2. LITERATURE PREVIEW

Our research introduces thelustering of tourism countries in Mediterranean region with

the intention of explaining the convergence hypothesis within the design methodology. In

the existing tourism economics literature, we have not found a valid justification for such a
direction d research, most probably due to our original design. We will refer only to a
smaller portion of recent empirical research relating to convergence in regard to tourism.

Korres et al(2008) investigates and attempts to explain the role and ®ocpomic efécts

of tourism activities in the convergence and divergence process of European regions (in an
attempt to interpret the secalled Dutch Disease phenomenon). Narayan (2007) test the
convergence hypothesis by examining visitor arrivals to Fiji from eighitistosources
YEN]SGaz FyR FAYR aAGNRy3a adliArAaagAaort SOGARSyYO
tourism markets converg®zan Bahar at al ( 2013) analyze whether or not there is any
convergence between top ten countries, listed by World fl@m Organization, which have

the largest volume of visitor arrivals in similar venue by cointegration techniguethe

context of analyzing services confidence convergence among old andEtnewlember

States+ 2 2AY20Ad6 G It 0Hnmcanvergdome inltourdnhiJseCidr.lBy T2 O
FylrtelAaya i O2y@SNEBSyOS G(KSe& G(SaiSR GUKS o@2f
tourists and find no convergence.

3. THE MEDITERRANEAN BASIN AND TOURISM CONVERGENCE

Each Mediterranean state traditionally has viesviés tourist product as competing with that

of neighboring states! (LJ2 & (G 2 f 2 LJ2 dzf 2 & PAny sidgle Madifeiraheamn countnyis
small with respect to the global tourism market. In regard to convergence idea, once the
small Mediterranean country fas a tourism supply niche in which it can compete, it can
expand.2 KId YFGGSNR Aa | O2dzyiNEBQa NBfIFGAGDBS Syr
than its absolute size (Lanza; Pigliaru, 2089)t does, a country specialized, learns, achieves
greater sca, and becomes more efficient in attracting tourism demand. Saying, we assume
that a one Mediterranean country has 10 percent market share in the region. Now suppose
the tourism induced invisible export is growing 15 percent a year while the global tourism
demand is growing at 5 percent. Then, after a year, the market share of the tourism export
sector for that country will be 11 percent, not a large change in absolute numbers, but the
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growth rate is very high. But the hard part about convergence on adcouequalizing
comparative advantage (mainly compose of various rental objects as a antiquities, culture,
history, sun, sea, sand, and fun at Mediterranean costal states) is that is not a static
condition. It shifts continuously over time, in parallel kwiitnvestment, tour operator
oligopolistic strategy, wars and political turning points, and ultimately, with prices and
wages. Tourism demand shifts around the regional tourism economy, driving structural shifts
in both developing and advanced tourism ecames along Mediterranean coastal tourism
centers.

4. DATA AND METHODOLOGY

We consider a sample of 20/editerranearcountries: Albania, Algeria, Bosnia and
Herzegovina, Croatia, Cyprus, Egypt, France, Greece, Israel, Italy, Lebanon, Libya, Malta,
Montenegro, Morocco, Slovenia, Spain, Syria, Tunisia, Turkey; we use data on international
tourism flows registered for the period 199914 by the WTO World Development

Indicator Database  (http://data.worldbank.org/datatalog/worlddevelopment
indicaors). The time interval chosen is particularly interesting for a study on tourism flow

trends as it is characterizday increasedolatility. For the Mediterranean in particular, there

are at least few possible explanationsfor the high volatility of inmba@ourism. First, the

region has been continuoussgubjectto dramatic events that endanger the safety of visitors.

Among these are theBalkan Wars (199999); the Arab Springs and wars as an aftermath
(20092014); debt crisis in Greece (261D1the terrorist acts, and recently, the refuge crisis

(2013 ).The frequency and severity of suchoccurrences strongly influence the risk
perception of prospective travelers to theregion, causing them to switch to alternative
destinations most likely from one countf$hat become and stays loser for some time) to

another (winner) along the Mediterranean rinThe definition of international tourism

variables sourced from th&/TO development indicator Databased used in the analysis

are: 1.AS=number of arrivals (atrii & Ay NBflFdA2y (G2 GKS NB.
HPw/ 5FNBOSALIGA Ay OdNNByd ! {bp ONBOSALIia A
odw-t B{TNSOSALIIa &> 2F G201t SELRZNIAaxX NBOSA
4 RTRFRCD-=receipts for gggger transport items in current US$ (receipts in relation to the
NEIA2yQa G201t GSNNAG2NRBOT podwe¢x[ L¢/ 5T NSOSA
NEBfFaGA2y (2 GKS NB3IA2yQa G20l ¢ GSNNRG2NRBO
(passengersh Yy NXBf A2y (G2 GKS NB3IA2yQa dGz2alf 4S8
L2 Lddzf F G A2y NFGA2 OFNNAGITAa (2 LRLHAAIIGA2Y
yow9 -t I'NBOSALIIE (2 SELSYRAGIINBE Ay OdzNNBy i
terNAG2NBOT dpdPw/ 5D5t TNBSOSALIIAE RAGARSR (2 D5t A
territory).As the primary focus of the paper is comparing data on national tourism levels, we

use all variables expressed as a percentage or share in the regtal's t

L
T
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A

Figure following on the next page
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Figure 1. International Tourism Trends in the Mediterranean region
(Author's calculationall variablesare attheir means)

5. DESCRIPTIVE ANALYSIS

Figure 1 shows the average level of international tounsriables (and other than interfere

to tourism, as aipassengers carriefbr example) registered in our sample for 4 of the time
interval studied: 19989, 200004, 200509, 201014. The first variable illustrates arrivals
divided by countries oflestination, with countries classified according to WTO criteria. The
decline in statistical mean highlights an important stylized fact: starting from an initial
situation dominated by France, Spain and Italy (majority of arrivals in Mediterranean region),
the period 19952014 witnessed a progressive shift in the geographical distribution of
arrivals. The all three major destination noticed fall of arrival share. For France, the shift in
arrival share was more striking (from 37% to 26.5%), and that factdyoop up very likely
convergence hypothesis in affirmative direction, later on, in formal part of analysis.
Generally speaking, such redistribution favored a few countries in the region, foremost:
Croatia, Morocco, and Turkey. But the greatest benefyodd this redistribution was despite

all Croatia (passing from a share of 0.9% in 1995 to a share of 3.7 % inr6IMajority of
countries in the region international arrivals share grew quite slowly (Algeria, Albania, Lebanon,
Egypt), or nothing atla(B&H, Malta, Libya, Israel, Greece, Slovenia, Tunisia, Syria) during the
period 19952014Comparing dynamics of 1999 to 201014, an obviously decrease in
tourism mean share appears evident in other areas referring to international receipts. The
sectas labeled RXPZS, ASPOP, REXP and RCDGDP, despite the trend of falling share in 1995
2009 increased during the period considered afterwards. Figures 2 show RCDGDP trends for
each of the countries in our sample as compared with the regional share valuagiimem

the RCDGDP as additional variable shows somehow atypical or dysfunctional behavior
characterize®ver the last period analyzed.
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It can be seen that some of the countries in the sample, randomly stipulated in the 4
subfigures (B&H, Algeria, Libydorocco, Italy, France, Israel, Turkey, Spain, and Slovenia)
are characterized by consistently bel@verage tourism receipts to GDP share levels over

the entire period examined; values registered for other countries are at times higher and at
times lowerthan the average. It is hard to deduce any evidence from curves inspection
62dzi O2y@SNHSYOST &a2YS O2dzyiNASa asSSy (G2 al
considered: on the one hand, Croatia, Albania and Greece show increasing RCDGDP growing
trends that approach the average levels during the last years, while major actors: France,
Italy, Spain repose in decennial stability. The low receipts to GDP share in those countries,
along curve look almost as flat lines. The weight of those countries dectbaseverall
average value of RCDGDP share, but opposite is not the case.

.............

......

Fig. 2. Trends in international tourism, receipts divided to GDP (currentid $&ption to
0KS NBIA2Yy Qa (-2004:, (AutliofsNaLhlagtienNE > M dpdhp @

6. ' b5 6! . {h[!¢90 i [/ hb+*9wD9b/ 9

Ly GKS Fylrteara 27F Ay l-Sdielgandszyiydn by aimarkedldeductiont 2 ¢ a
G2dzNRAayY NBOSALII & Ay NBtIFOGA2Y indability &v& tineS I A 2 y
measured by the coefficient ofariation. In Tab. 1 we show the coefficient of variation values
calculated for the whole sample in the five different years: 1995, 1999, 2004, 2009 and 2014.
Comparing 1995 to 2009, we found a substantial reduction in variability for the variablesniouris

receipts to GDP ratio in relatiot 2 (0 KS NXB 3 A 2 Y(RCDGD®)2 biltlthe variaSlity A G 2 NE
sector after 2009 has increase. In similar fashion we find reduced variability in arrival share (AS)
variable when comparing 1999 to 2017Zhevariabilityinarrivals share per capita (ASPOP),

tourism receipts to expenditure share (REXP) and receipts from tourism items (RCPTXPS)
amonghecountriesn theMediterraneanslikelytheresultof:a. divergence of tourism flows in

those areas of consideration.



Journal of Economic and Social Developngeyiol 4. No 1., March 2017

1995 1999 2004 2009 2014
AS 167.777 | 172.623 | 165.177 147.164 142.411
RCD 168.953 | 166.687 | 153.198 142.041 133.801
RXPZS 51.867 61.255 79.108 80.519 80.519
RTRFRCD 157.831 | 207.193 | 190.736 173.130 181.489
RTVLITCD 148.767 | 167.878 | 156.234 145.678 154.342
AIRPAS 160.567 | 172.241| 163.739 158.067 171.569
ASPOP 129.545 | 162.385| 166.620 186.708 202.848
REXP 60.024 65.541 68.653 81.926 91.336
RCDGDP 100.999 90.253 88.850 81.915 86.260
Table 1. Coefficient of Variation Values for 1995, 1999, 2004, 2009 and (20ibr's
calculation)
¢2 GSaG GKS loaz2ftdaZiS i O2y@SNHSyYyOS

regression. The results are shown in Tabl'&bf{econtinues on the next page)

Time period | 1/5*In(Y99/Y95)| 1/10*In(Y04/Y95)| 1/15*In(Y09/Y95)| 1/20*In(Y14/Y95)
1) (2) 3) (4)
Dependent variabldnt.Arrivals Share
INAS95 -0.010(0.008) | -0.015(0.009) | -0.014(0.007) -0.010(0.006)
Intercept 0.020(0.013) | 0.0337(0.014) 0.0317(0.011) 0.024 (0.009)
=3 0.106 0.174 0.220 0.19
Dependent variabldnt.Receipts in Current US Dollar Share
INRCDO5 -0.199" (0.044) | -0.361" (0.074) | -0.359 (0.071) | -0.297" (0.089)
Intercept 0.259 (0.101) | 0.532" (0.168) | 0.644 (0.161) | 0.661 (0.182)
R 0.557 0.599 0.615 0.482
Dependent variabldnt.Receipts in % of Total Export Share
In RXPZS95 | -0.1287(0.019) | -0.0737(0.009) | -0.043™ (0.009) | -0.033™ (0.007)
Intercept 0.2217(0.040) | 0.1117 (0.020) | 0.048"(0.020) 0.046" (0.014)
R 0.723 0.780 0.541 0.579
Dependent variabldnt.Receipts for Passenger Travel Share
INRTRFR®B | -0.071" (0.013) | -0.0527 (0.010) | -0.0277(0.011) | -0.044" (0.009)
Intercept 0.0977(0.026) | 0.068" (0.019) 0.015(0.023) 0.061" (0.018)
R 0.627 0.626 0.245 0.589
Dependent variabldnt.Receipts for Travel Items Share
INRTVLITCD9S -0.051" (0.013) | -0.0427 (0.010) | -0.017(0.011) | -0.024" (0.009)
Intercept 0.067" (0.026) | 0.068" (0.018) 0.019(0.021) 0.031" (0.016)
R 0.727 0.646 0.225 0.589

Keé-L2 0 KSa
section Ordinary Least Square (OLS) regression to estimate the parameters for convergence
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Dependent variableAir Transport Share Share

Fkk Fkk

INAIRPAS95 | -0.1287 (0.019) | -0.0737 (0.009) | -0.043" (0.009) | -0.033" (0.007)

Intercept 0.2217(0.040) | 0.1117(0.020) | 0.048"(0.020) 0.046" (0.014)
R 0.723 0.780 0.541 0.579
Dependent variabldnt.Arrivals Share /Population Share*10
INASPOP95 -0.038(0.045) | -0.016(0.021) -0.004(0.013) 0.001(0.009)
Intercept 0.1947 (0.066) | 0.3797(0.032) | 0.1177(0.019) | 0.142" (0.014)
R 0.038 0.030 0.005 0.0002
Dependent variabldnt.Receipts/Expenditure in Current US Dollar Share
INREXP95 -0.0327 (0.010) | -0.0437 (0.010) | -0.0187(0.007) | -0.031" (0.007)
Intercept 0.012(0.012) 0.013(0.012) 0.009(0.009) 0.013(0.008)
R 0.354 0.524 0.251 0.544

Dependentariable:Int.Receipts/GDP in Current US Dollar Share

Kk

INRCDGDP95 | -0.0527(0.024) | -0.046 (0.009) | -0.028" (0.006) | -0.031" (0.006)

Intercept -0.012(0.040) | 0.0347(0.015) 0.0257(0.011) 0.020(0.011)

R 0.205 0.584 0.512 0.573
Note: # observ.= 20ountries *p<0.1; **p<0.05; ***p<0.01

Table 2: Absolute beta convergence. Gsmsgion OLS regression results, (Author's
calculation

Support for thel 6 a 2 f dzi S 1 hygdthesi®iS MilhG rQHe all considered variables
excluding onlyAS andASPOPL Yy (G KS LI LISNJ 2F +*22yAd L4 FE o
G6SadAy3 i O2y@SNHSYyOS F2NJ FNNAGIfa FyR 203SNYy
period between the years 2003 and 2011, no convergence was found; eiberll these

varialdes, regression results show an acceptable valueRaf while all coefficients are

significant at least 5% and, as expected, have a negative sign.

7. PRINCIPAL COMPONENT AND CLUSTER ANALYSES

The results of the previous paragraph show convergence for stlrath of the variables
considered (besides two variables that referring to international arrivals). Anyway, in order
to obtain more detailed information about the position of each country as regards
convergence variables and time span 19984 consideredwe decided to perform a
multidimensional analysis (MDA) by means of a Hierarchical Cluster Analysis based on a
Principal Component Analysis (PCH).the proceeding our analysis is processed using
FactoMineRfactoextrapackages adopted by Rigsson at al2007; Kassambara & Mundt,
2016). The variables considered are the same as for the convergence analysis, without AS
and ASPOP. We consider the average value in the period2(®B§ for included variables.

This solution helps to obtain a factorial pland to reduce the bias of all possible
expenditure outliers in a single year. On the other hand panel structure (time and-cross
sectional data) in cluster analysis have no sense, because one country can be positioned in
multiple clusters.PCA projects adervations (Mediterranean country), thereby reducing-a 7
dimensional space (7 initial variables) to a lower dimensional space while preserving as much
information as possible.
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The first couple of eigenvalues have a cumulative percentage of variance3@®8,7which
entails a 12.68% information loss for a bidimensional space for the anausispresent
result is a model case for cleaut analysis. The first two principal components explain more
than 87% of the variance. The best situation is when th& fwo or three components
"explain” about 80% of total variance (Escaith, Gaudin, 2014). From this point on, a new
research direction appears, as we can use these two factors, nominate it and use it for a
hierarchisation of the countries, visible in a spaof only two dimension and not 7
dimensions, one for each variable, as it was before the PCA. ThePCA reduoadtiplp
dimensional space (p: number of initial variables, 7 in the present case) to a lower
dimensional space, correlated with the initidimensions (see Table 3) while preserving as
much information (or variance) as possible.

Our auxiliary figure (which due to lack of space in this paper is missing) tibeawsults of

the projection of variables according to the first two principal components; to facilitate the
interpretation of these two factorial axes, Table 3 displays the main correlations between
the two first axis and the variables.

Variable F1:receipts F2:economiesdependemntourism
&flyingafargreater

RCD 0.949 0.289

RXPZS -0.418 0.734

RTRFRCD 0.926 0.280

RTVLITCD 0.940 0.293

AIRPAS 0.966 0.249

REXP -0.339 0.762

RCDGDP -0.599 0.686

Notes: Variables are bolded when their correlation coefficient with F1 or F2 is greater than or
equal to 0.5 in absolute value; all values are averaged for-P@9%

Table 3: Correlation of selected variables with the first two factorial compor{@ntor's
calculation)

Basically, this matrix shows the correlations between the variables and the principal
components. According to the table, some of international tourism receipt share
(RCD,RTRFRCD, RTVLITCD) excluding RXPZS plus AIRPASdodsstaatiwiyswhen the

word is about forming the first principal component: the RXPZS does not qualify for the
selection criteria (JR|>0.5); correlation of those variables with the first axis is almost 1
(0.949, 0.926, 0.94, and 0.966, respectively). This ghat the name for our first factor
should be generally related with some combination of tourism receipts share and the air
passenger share. This factor is amalgam of international receipts on account of visitors that
entered the countrythroughairports. Tourismresearch in this domain shows that high
intensity air traffic implies an economically strong impulse, in generating tourism receipts for
too far and not sowell developed country. Therefore, since we desire a high value for that
indicator, a prope name to suggest its meaning could be "ReceipfliBgafargreater
factor" showing us how relevant is a certain country from the point of view of its carried air
passengers and its international tourism receipts capacity.The second principal component is
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much less correlated with the same variables, but it is obvious that some variables that
mimic receipts (and that are negatively correlated with first factor) are present here also.
Two variables are contained in the second factor are in fact some kindan$formed

receipt shares: REXP (receipts/expenditure share) and RCDGDP (receipts/ GDP share)
forming so, latent variable, the tourism economy dependency rate. The very high F2 can be
important for countries whoseconomiesire heavilgependenbntourism.

We usedcluster analysigo view how the Mediterranean countries are clustering on
principal components formed, maintaining the same group. To decide the number of
clusters for each group, we applied hierarchical cluster analyde data processing
deteded 6 clusters that give an idea of the tourism flows convergence trends of the
countries considered. The detected clusters (see Tab. 4. & Fig. 3) are:

Cluster tharacterized by a high level for REXR/dlue3.426), RCDGDP yalue2.377), and
RXPZS (229). In this cluster are Montenegro, and Croafidnese economiese the most
heavilydependenontourism.¢ KA & Of dzA 4 SNJ A& LINRA Yl NB E&SNY SR
Adriatic modet @

Cluster Zharacterized by a high RXPZS levelglue2.529) but al RCDGDH (value2.065).
The countries that form this cluster for all periods are Lebanon, Cyprus and Albania; we label
0 KAa Qdvamnmo@Ne d

Cluster 3include following countries: Morocco, Malta, Tunisia, Greece, Egypt, Syria, Bosnia
and HerzegovinadDue to specific working methodology, the relevant statistics of these
countries in cluster 3 is missing. Hence there is not label for this cluster.

Cluster ¢haracterized by a low level of ovaconomiesdependenbn tourism, inherited: low
REXRT valueg 2.033, low value of RCDGDP yalue- 2.065), and RXPZ$ yalue-2.542).
This cluster includes, for the whole period, Slovenia, Israel, Algerigharidbya. This cluster
A& f IToBismSRa sécondary businés®

Cluster @haracterized by a high level of tourism receipts for various receipt variables
considered beside RXPZS (posifiveralug, and high level of air traffic share (positive T
value). Spain falls into cluster 6 and France as well. Those countries are the tourism receipt
lieder, hence this cluster is labeléd¢ 2 dzNRA & Y ¢ 2t lis) subpRisitay ihail Buskey and

Italy remain in cluster 5 for the whole period (also without notgifftesting about
difference in means. Yet, this cluster gravitated toward cluster 6 (Tourism top country),
because it is positioned in closeighborhood

Table following on the next page

(@]
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T- Mean in category | Overall mean SDin Overall p-
test category SD value
Cluster 1
REXP 3.42 2.298 0.000 0.764 0.975 | 0.001
6
RCDGDR 2.37 1.595 0.000 0.485 0.975 | 0.017
7
RXPZS | 2.22 1.495 0.000 0.429 0.975 | 0.026
9
Cluster 2
RXPZS | 2.52 1.346 0.000 0.545 0.975 | 0.011
9
RCDGDHR 2.01 1.071 0.000 0.455 0.975 | 0.044
2
Cluster 4
REXP - -0.909 0.000 0.260 0.975 | 0.042
2.03
3
RCDGDR - -0.923 0.000 0.358 0.975 | 0.039
2.06
5
RXPZS - -1.137 0.000 0.283 0.975 | 0.011
2.54
2
Cluster 6
RTRFRCD| 3.935 2.640 0.000 0.605 0.975 | 0.0001
AIRPAS 3.706 2.486 0.000 0.318 0.975 | 0.0002
RCD 3.626 2.433 0.000 0.097 0.975 | 0.0003
RTVLITCD| 3.563 2.390 0.000 0.054 0.975 | 0.0004

Table 4: The results of cluster analydisal cluster centers (Author's calculation)

Factor map

1

Fig. 3: Clustering by Factor Map witi2 dzy  NA S&2Q LI AaA0GA2ya O! dzi K2 NH



EXPLORING INTERNATIONAL S®IURRENDS IN TMEDITERRANEAN:
CONVERGENCE OR BIG DIVERGENCE

8. CONCLUSION

This paper aimed at investigating convergence for a large group of Mediterranean countries,
over a time span of twenty years (from 1995 to 2014). Monovariate and convergence
analyses, carried out by means of the traditional instruments of descriptive &@arfalt I y R
YR I | 6az2fdziS O2y@SNHSyOSz NB@SHE GKIFG F2N
ASPOP), the convergence hypothesis is not supported. Multivariate analysis, a further tool
for studying the convergence dynamics among the other variablegealed that the
harmonization process in the tourism flows domain was not so overwhelming as to support
the emergence of a single Mediterranean tourism growth model. We are find even six
different models of tourism convergence. The most important cluitewus is the firstMany
countries, especially transition nations from former Yugoslavia, by opening up to foreign
investors, have gradually become more dependent on tourism as a source of revenue enable
them to build the muscle of their economyhe cluger analysis results showed that the two
east Adriatic countries generally retained thesingularities because both of thefall into

the first cluster over time despite considerable movements inside each cluster that translate
into convergence displaceants on the factorial plan. Those countries are Croatia and
Montenegro. Croatia is the top country in the world in regard share of tourism in GDP
formation. Despite success in attracting international tourists those trends recailing
careful diversifyfuture development in both countries, persisting in at the same time on
policy of sustainable tourism.
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ABSTRACT
The aim of this study is estimation of social welfare in Russian regions irf22084basewmn
the A. Sen abbreviated function, the assessment of regions convergence in welfare and
factors contributing to it. We adjusted the A. Sen welfare function by the cost of living in
regions and presented it as a feiactor multiplicative model.
By use of the coefficient of variation (CV) we estimated the -neigional inequality in
welfare in statics and dynamics. The technique of decomposition of the squared CV for
logarithm of welfare function enabled us to evaluate the contribution of mauh iatersect
factors to Russian regions' convergence in welfare. As a result we assessed Russian regions
social welfare in dynamics and evaluated factors contributing to its growth. Based on the
weighted CV we discovered the negative impact of the recesdi@909 on the regions
convergence in welfare, and unweighted CV even more revealed the turning point in the
convergence tendency occurring in 2012.
We discovered that in statics the redistributive factor makes the greatest and increasing
contribution to inter-regional convergence in welfare, whilst the cost of living and 4intra
regional income inequality factors have moderate and decreasing influence on it.
The dynamic analysis revealed two factors predominantly contributing to regions' temporal
convergene in welfare, namely growing convergence in GRP per capita and significant but
unstable influence of distributive factor.Two other factors, the cost of living and- intra
regional income inequality, counteracted to temporal convergence mainly due to attenuat
of their negative correlation to nominal and real income per capita respectively. The results
obtained may be applicable to both intbudgetary and regional policy development.
Keywords:Abbreviated functions, Convergence, Decomposition, Factorsydlityg Region,
Coefficient of Variation, Welfare

1. INTRODUCTION

The interregional inequality in welfare is a phenomenon naturally occurring in countries
with considerable spatial diversity in the resources provision and in the level of regional
economc development. Such an inequality may increase because of migration of resources
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and may decrease due to redistributive policy and management of institutional
environment. Many authors study inequality in gross regional product (GRP) or income per
capita (akner, Milanovic, 2013). Apparently, these indicators are incomplete and do not
fully describe the welbeing. The welfare in a broad sense includes a number of elements
beyond and behind GDP ensuring people satisfaction with life.

The simple welfarefunctions are based on the main development indicator and its
adjustment by other indicators characterizing the seeemnomic processes accompanying

the economic development and affecting the people wming. The economists who
initially studied the problemusually considered two main side effects of development
commonly appearing at its lower stages: environmental (pollution) and social (increase in
inequality) costs.

Later researchers proposed complex assessment of welfare based on various parameters of
development, such as consumption, leisure time, life expectancy, level of health and
education, pollution etc. They devised integrated indices of welfare, e.g. the Ruma
Development Index and the Quality of Life Index, now frequently used for comparison of
adrFrGSa 2N NBIA2ya FYR F2NJ YSFadaNSYSyd 2F alLl
Sarabia, 2015). These indices are applied for assessment of welfare oinRagsias as well
(Rating of Russian regions, 2015; Human Development Report, 2013). Nevertheless, the
more complex measurement of welfare was presented by H. Daly and J. Cobb (Daly, Cobb,
1989) who developed the Index of Sustainable Economic Welfare YISBIbwing some
modifications it was transformed into the Genuine Progress Indicator (GNI). Today these
measures are also employed in a range of comparative studies (Bleys, 2013; Andrade, Garcia,
2015).

However, the calculation of the integral indexwe€lfare requires collection and processing

of a large amount of information, and some data may be obtained only through sociological
surveys. Accordingly to (Lawn, 2003), the methods of construction of integrated indices are
still controversial. Whilst (MRt = ¢ NHzS6l = {F N} 0Al X HaAamMoUO AYRA
take into account that welfare components may be complementary or substitutionary.
Therefore, we postpone the complex assessment of the welfare of Russian regions until
appropriate time.

In the current research we focus on abbreviated welfare functions taking into account only
level of development and income inequality because they are evidently interrelated.
According to previous researches, the vast majority of Russian regions demonstraiagyrow
inequality over the last decade and movement on the ascending branch of the S. Kuznets
curve (Malkina, 2014a). It explains our primary interest to adjustment of the regions average
income with income inequality that would obviously lower the estimasioof regions'
convergence. At first the inequalityased approach to welfare was suggested by A. Sen in
GKS F2N¥Y 2F GGKS F00ONBOAFGSR a20Alft ¢St Tl NS
function takes the following formS= - G), where 7- average income per capit&

- the Gini coefficient.

Alternatively, N. Kakwani (Kakwani, 1981) incorporated a penalty for inequality in the
welfare function and additionally took into account the reduction in life expectancy. R.
Lambert represented the welfare function as direct dependency on income andsive
dependency on inequality (Lambert, 2002). Some advanced welfare functions incorporate
LIS2 L)X Sya | dGAddzRS (2 AySldzatAaded ¢Kdzaz Ay
depends on the number of people with higher earnings (Dagum, 1990). In afipgoaches
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the Gini coefficient was replaced by the A.B. Atkinson index, based on the utilitarian function

of income with the diminishing marginal utility and taking into account the society
LISNOSLIGA2Y 2F AySlidzr t AGe 0 !SE] ALyranayYsS (vsoid MoydR AL
level of public aversion to inequality (Carlsson, Daruvala, Johaf&smman, 2005;

| 26 NIKZ YSYYySRe&sX wHnanmcO®d {2YS | dzi-&dmdtel dza SR
F 33aANBILGS 0SSt FFENBE Fdzy Ol A2 yaseéni2nog02YLX SGS GKS
In our paper, we employ the A. Sen abbreviated function for assessment of the Russian
Federation regions social welfare. Bearing in mind different level of prices and the cost of

living in Russian regions, we substitute the nominal incometterreal income. Further,

based on the calculation of indices of integional inequality we evaluate the degree of
convergence / divergence of Russian regions in welfare in -2004 years. Then we

propose the method of decomposition of inequality indexhich allows us to assess the

FlL OG2NRBRQ 02y i Nlegiaml dodvgrgenca @iveig&nse) in tyieliAS Deh welfare.

2. DATA AND METHODS

Our research is based on the official sources of information provided by the Federal Service
of StateStatistics of RF. We used annual data on 80 Russian regions fe2@084including

the number of population, GRP, personal incomes, the cost of a fixed basket of consumer
goods and services, incomes inequality (measured by the Gini coefficient).

The algoithm of our study includes several stages.

2.1.Measurement of regions welfare
We presented the A. Sen social welfare function as the product of the following factors:

YLD, G,
S_Wi Y cl @ Gi)_gz?lial@i, (2)
9" X

Whereyi:%-VQY)\yl-f IANRAA NBIAZ2YI iéLJN&fﬁﬁiﬁ)\%yTéDwtO

the ratio of personal incomes to GRP in each regtpn-‘,g—ll- index, inverse to the relative

O2al 27Fié¢ft ANB\IAR YASYy Ot £ Odzf F SR a GKS NIXGA2 27F
goods and services in the country to the cost of this set in each particular regjiert- G

- income erosionG- intra-NS3IA 2yl f DAYA O2STFAOASY Ul iT2N (K
¢ NBIA2Yy P b2GS GKIFG RdzS G2 GKS 101 2F adal Ga
the various groups of the population it is impossible to calculate @ni coefficient for the

real incomes. At each subsequent stage we obtained new parameter of the model:

n =y @ - nominal personal incomes per capita; =y, Q4 @ - real personal incomes per

Ol LJA (dregibry a

Further we calculated the logarithms for the A. Sen welfare for three reasons. Firstly, by this

way we pass to the welfare utility function with diminishing marginal utility. Secondly, thus

we approach normal distribution of welfare. Thirdly, thedices based on logarithms of
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some variable are easily decomposed, when this variable is represented in multiplicative
form.

IN(S) =In(y;) +In() +In(c) +In(g;) - )
Next, to simplify we make the following substitutiong* =In(S) ; y* =In(y,) ;
u* =In(); c* =In(c); g* =In(g,).
2.2. Evaluation of inter-regional inequality in welfare
The interregional inequality is usually assessed with different methods (Ayala, Jurado,
Pedraja, 2010, p. 240). In our study for this purpose we chose the coefficient of variation
(CV) both for the logarithms of the A. Sen welfare and its componditits. population
weighted CWF 2 NJ S| OK 4GE¢ @FNRAIFo6fS YSI adhdighted ®S & O f
measures the sharpness of inequality. The first one takes the form:

\/an r CQX*i - X*)Z

X*

CV, = 3)
Herex* - @SNI¥ 3S @I f dzS 2it &P FIRKF NAKIONISBEAH 26 Ay

population of the countryx* =§ r,x* - the mean value of*, variable,n- the number

i=1
of regions. To obtain the unweighted CV we should replace the shares of regions in
population 7, for their shares in number of regions, 1/n.

2.3. Decomposition of inter-regional inequality in welfare
We propose following method of decomposition of the squared CV for the logarithm of the
A. Sen welfare function:

cv[s = aey—o vy ]+aé‘_o &V *i]+2@0\g:i,u*i]+

+gefsf£*8 @Vz[c*i]+2@0\i22"ﬁT] +a28 @vz[g*i]+2@°\£:"g ]

(4)

ok 2
We denotedge;—*g @Vz[x*i] as M(x) for all mainx* variables. Accordingly we made

2@ovfz*, x* | _
*2 -

substitutions Inter(z,x) for all intersections of each mair* variable

with the collected parameteZ* achieved at each previous stage of the A. Sen function
formation.
Consequently, full decomposition of the squared CV takes the form:

CVZ[s* ]=M(y) + M () + Inter(y, ) + M () + Inter(n,c) + M(g) + Inte(r, g).  (5)

Thus, interregional inequality in budget expenditures per capita is fully decomposed to the
contribution of main parameters and intersections of the model (1).
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Based on our previous research (Malkina, 2014b), we can assume the positive correlation
between the Gini coefficient and average real personal income in Russian regions. Besides, in

the regions with higher nominal personal incomes a higher level of conspnees should

be observed on average. Finally, regions with a higher GDP per capita tend to have lower
share of personal incomes in GRP. Given our parameters designed, dhtéhmeralues

should be negative.

Now we can formulatthe hypothesis of the studg 2 S LINBadzyS GKI G Ay (K
GRP per capita nominal personal incomes per capHia real personal incomes per capita

- 0KS 1 ® {Sy ¢St TFTIFINBE LISNI OFLAGEFEE SFOK &adzaSld
inter-regional hequality compared to the previous one.

Ultimately, the decomposition of the squared CV for the A. Sen welfare function by
components enables us to evaluate the contribution of main and intersect parameters of the
Y2RSt om0 Ayd2 KSeneed@ivirencg) inNdslBrk Bothir(statieLayidd S NJ
dynamics.

3. RESULTS AND DISCUSSION

3.1. Analysis of the A. Sen welfare functions in Russian regions

By calculation of social welfare using formula (1) we have obtained the estimations and
ranks ofRussian regions by welfare in dynamics. The figure 1 demonstrates the distribution
of welfare among Russian regions in 2014. According to the A. Sen function, the most
affluent Russian regions are neighboring mining territories with gas and oil production,
namely: YamaldNenets (S=26245) and Khaghansi Autonomous Okrugg Yugra
(S=19622), located in the Ural Federal District, and Nenets Autonomous Okrug (S=26405),
subject of the Northwestern Federal District. They are followed by the Moscow city
(S=21257),Russian managerial and financial center, and some extra mining territories
located in the Far East: Chukotka Autonomous District (S=20640) and Sakhalin Oblast
(S=19193), and Republic of Tatarstan (19184), located in the Volga Federal District. The least
prosperous regions, according to the A. Sen function, are also some boarder territories:
Republic of Kalmykia in the Southern Federal District (S=8395), Republic of Tyva (S=9405)
and neighboring Republic of Altai (9858), located in the Siberian FederatDist

The group of deprived regions also includes three backward North Caucasian republics:
KarachayCherkess Republic (S=10481), Kabar#iallkar Republic (S=11084) and the
Republic of Ingushetia (S=10111).

Figure following on the next page
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Figure 1: The map of the Russian regions by the A. Sen social welfare in 2014
(author calculations based on the Russian Federation Federal State Statistics Service data)

Theaverage populatiorweighted welfare in Russian regions has increased 4.48 times over
20042014. At the same time the largest increase in the welfare is observed mainly in the
poorer regions: Chechen Republic (8.47 times), Republic of Ingushetia (7.7% fepsiblic

of Dagestan (6.56), Ivanovo Oblast (6.61), and the Republic of Adygea (6.43). The first three
are again the subjects of the North Caucasian Federal District. The lowest growth of welfare
is marked both in some rich regions: Tyumen region, tiolwm KhantyMansi and Yamato
Nenets Autonomous Okrugs (3.53 times), the city of Moscow (3.73) and St. Petershurg
(3.69), and in some relatively poorer regions: Republic of Karelia (3.59), Kemerovo Oblast
(3.59), Republic of Komi (3.62) and the Tomsk Ol&a60). The last four regions have lost in

the welfare ranking 38, 26, 11 and 39 points respectively. Besides, the large drop in welfare
ranking is observed in Pskov Oblast (39 p.), Volgograd Oblast (32 p.) and Leningrad Oblast
(26 p.).

By means of logatimic method of factor analysis we have decomposed welfare growth in
Russian regions and measured the main components' contribution. Some results are
presented in the table 1. It indicates that the welfare increase is predominantly attributable

to the growth of GRP, whereas two other components, the share of personal income and
income inequality, have demonstrated a moderate influence on welfare growth.

Meanwhile, the factors contributions to the welfare growth differ a lot in the regions. Thus,
theGRP faar showed a greatest impact on welfare of some North Caucasian republics:
Chechnya, Ingushetia and Dagestan, and again of the Republic of Adygea, the subject of the
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Southern Federal District. These are all backward regions, in fact demonstrating catphing
effect in development. But simultaneously large increase in GRP per capita has been
observed in the Sakhalin Oblast, one of the higHesel welfare regions. On the contrary,

the lagging growth of GRP per capita in Vologda, Pskov, Kemerovo, Tomsk,a@unsk
Tyumen regions has considerably let them down in the welfare ranking.

Table 1: The results of decomposition of the welfare growth ratauihor calculationy

Minimum value Maximum value Average (Russian | Standard

(region) (region) Federation value) | deviation
GRP 196,9 700,5

(Vologda Oblast) (Chechen Republic 3319 858
Share of personal | -173,7 179,1 86 516
incomes in GRP (Sakhalin Oblast) (Lipetsk Oblast) ' ’
Relative cost of -35,3 68,0 00 184
living (Vladimir Oblast) (Chukotka Okrug) | ’
Income inequality | -45,4 54,2 73 115

(Chechen Republic) | (City of Moscow) ' ’
Welfare (based on | 253,0 746,9 3478 871
the A. Sen function)| (Tyumen region) (Chechen Republic ' ’

The advancing increase in the share of personal income in GRP has picked Ivanovo and
Lipetsk Oblast up in the welfare ranking. However, the negative contribution of this factor to
welfare of the Moscow city-80.2%) has not influenced its rank, albeit ligsreased its gap

with less prosperous regions.

In some regions the relative cheapening of the consumer basket compared to the average
statewide one has led to additional gain in welfare. Apart from Chukotka mentioned in the
table 1, it is the case of swe other Eastern territories such as Sakhalin Oblast and the
Republic of Sakha (Yakutia), and also of the Republic of Ingushetia. Simultaneously, some
Western and Central regions, specifically Smolensk, Pskov and Vladimir Oblast, have
demonstrated signifiant negative impact of the relative growth in cost of living on change in
the welfare. The similar negative influence is established in some Northern Caucasian
regions: Karachagherkess and Chechen republics.

Ultimately, considerable decrease of inregional inequality in the Moscow city proved to

be an important factor maintained its welfare gap with other regions as well as its high
position in the ranking. The backward Northern Caucasian republics, although growing at a
higher rate, have been againrttwn back in welfare due to rise in intr&gional inequality
accompanying their development.

3.2. Analysis of the Russian regions convergence / divergence in the A. Sen welfare

Both populationweighted and unweighted regional disparities in welfaassessed by the
formula (3), point at the regions convergence (Fig. 2). In general, thereggonal inequality

in welfare has decreased approximately by 43% over 11 years.

However, KS dzy 6 SAIKGSR | LILINRPIF OK RSY2yailuNr GdSa
convegence in welfare with decreasing rate after 2008, turning to inverse tendency of
divergence since 2012. In comparison, the weighted approach demonstrates irregular
tendency of convergence during the entire period analyzed, but it proves to be more
sensitive to the 2009 recession. The distinct results obtained through the two approaches
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are obviously related to the concentration of population in the more prosperous regions, as
well as different impact of crises on poor and rich regions.
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Figure 2:Tendengeof convergence of Russian regions by the A. Sen welfare function
(author calculations based on the Russian Federation Federal State Statistics Service data)
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3.3. The results of decomposition of the Russian regions inequality in welfare

The decomposition of the squared CV based on the formu({d) and (5) demonstrates
positive impact of the main four factors and negative impact of three intersect factors on the
total inequality for each year (Figure 3).
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Figure 3The results of decomposition of the inrtegional inequality in welfare in Rusgauthor
calculations based on the Russian Federation Federal State Statistics Service data)

Initially, we consider the group of the main factors of inequality as independére inter
regional differences in welfare are largely attributable to uneven distribution of GRP
relatively to distribution of population in the regions. The share of this factor among all main
factors of the model has been predominant throughout alk theriod under study, but
gradually decreasing (76.91.0%). The interegional unevenness of another factor, the
share of personal incomes in GRP, has increased, thus its relative influence has grown, but
even in 2014 it did not exceed 24%. On the contrdne contributions of the cost of living
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and intraregional inequality to welfare disparities were smallest and only decreasing over

time.

However, it should be noted that the main factors were acting along with intersect factors,

all of which negativef 02 Y i NA o0 dzi SR (2 NBIA2YyaQ 4SSt FINB Ay
convergence in statics.

Firstly, in the regions with higher level of GRP per capita the share of personal incomes in
GRP proved to be lower on average. This fadre)distributive by ature, had the greatest

impact on convergence. Moreover, its contribution has increased 1.81 times over 11 years,
supporting equalization of the welfare at the stage of income distribution.

Secondly, in the regions with higher level of nominal income peita the average level of
consumer prices turned to be higher. However, due to contraction of potential convergence

in cost of living, the impact ohflationary factorhas decreased almost twice (by 48%).

Thirdly, in the regions with higher level of reatome per capita the intraegional income

disparities are again higher on average. Due to the Sigomaergence of poor and rich
NEIAZ2Yyax GKS O2yGNROGdziA2Y 2F GKS aAyO2YS SNR
times.

The proportionaVY SG K2R 2F FIL Od2NJ Iylrteara fft26SR dza
to the regions welfare convergence in dynamics. In the table 2 we have combined the
influences of each main component of our model (formula 1) and its intersection with the
parameer achieved at previous stage of the welfare formation.

¢FrofS HY ¢KS FILOU2NRAQ O2yiNROdziAZ2Y (G2 wdzadAly N
accrual basis since 2004(&athor calculationy

Contribution to the convergence
GRPproduction Distribution Inflation Intra-regional Total
inequality

2005/2004 | 51.67 -90.62 22.29 10.55 -6.12
2006/2004 | 6.23 -93.20 39.14 23.39 -24.43
2007/2004 | -37.71 -77.66 54.09 29.28 -32.00
2008/2004 | -79.48 -118.99 86.98 53.97 -57.53
2009/2004 | -146.95 -38.04 82.53 5041 -52.04
2010/2004 | -142.90 -63.23 92.13 57.36 -56.64
2011/2004 | -144.29 -70.99 95.15 59.70 -60.44
2012/2004 | -175.26 -56.81 102.59 66.25 -63.23
2013/2004 | -195.71 -40.17 101.86 67.49 -66.53
2014/2004 | -211.37 -43.63 114.77 72.73 -67.50

Based on the results obtained, we may affirm the positive increasing influence of GRP
convergence as well as positive unstable influence of incomes (re)distribution on the
NERdAzOUGA2Y AY NBIA2YyEAQ 4SSt Tl NS RAALdbtofRving S&a d h
and the intraregional inequality, have been evidently counteracting to the process of
convergence in dynamics.

4. CONSLUSION
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The previous researchers have developed a number of approaches to assessing the welfare

of countries and regions, some of which were referred to the abbreviated social welfare
functions based on income per capita and income inequality. The adoption ofit&en

welfare function allowed us to estimate the welfare of Russian regions in dynamics for 2004

2014. Based on the measurement of integional inequality in welfare we have revealed

the tendency of the Russian regions convergence, which was tempodssiupted with the

shock of divergence in 2009 (according to the weighted coefficient of variation for logarithm

of the A. Sen function) and even turned to the opposite tendency in 2012 (according to the
unweighted coefficient of variation for this furnion).

We suggested the fodiactor multiplicative model for the A. Sen welfare function and
proposed the logarithmic technique for its decomposition. This allowed us to evaluate
AYLI OG 2F GUKS YIAYy O02YLRyYySyGa |yR @K AydS
welfare. The growing influence of production factor along with significant yet unstable
impact of redistribution factor indirectly indicates the efficiency of inteudgetary
equalization policy. It also confirms the findings of one previous ecotrenastudy

60, dzaK1 20> HamMpL® ¢KS LIR2aAGAGBS O2NNBftlFdA2ya
and cost of living and internal inequality, on the other side, have contributed to some
reduction in regional disparities in statics. This result is comsiswvith (Malkina, 2014a).
However, the faster growth of the cost of living and inequality in the poorest regions
restrained the regions convergence in welfare in dynamics.

The further extension of the research is possible by way of adaptation of comeléarey
functions, e.g Index of Sustainable Economic Welfare and Genuine Progress Indicator for the
Russian regions, with paying attention to embedded features of the Russian statistics. The
development of such measures should facilitate a more accuratesassent of convergence

/ divergence of the Russian regions in terms of welfare, taking into account diverse social,
environmental, demographic and other costs and benefits of development.
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ABSTRACT
The Slovak republic, entering the European Union on the 1st May 2004, got the impulse on
the improvement and growth also via thepglication of the Cohesion policy. For the
programming period 2002013, the amount of 11.3 milliards Euros for the application of the
Cohesion policy have been provided to the Slovak republic. In the present time, the
programming period is finished andettSlovak republic meets the critical reviews in the area
of the effective use and maintenance of projects and application of the Cohesion policy on its
territory.Many specialists, economists and analysts try to reveal the errors, identify the
subjects thaenter into the project cycle wrongly or to identify the bodies that have the most
important influence on the low level of the financial instruments use and they also try to deal
with the criticism of the European Commission as to the project realizatom.fhis point of
view, the theme of the research is very actual and imperative because the research tries to
enlighten and to analyze the application of the cohesion policy within the territory of the
Slovak republic and so, to state recommendations faremeffective application for the
following programming periodThe article is created by analyzing the application of the
European cohesion policy in the programming period 208J13 in the Slovak Republibe
main objective of the article is to analyaed define the cohesion policy of the European
Union and one of the partial objectives is to execute the analysis on the implementation state
of the Cohesion policy on the level of the chosen regions in the Slovak republic and then, to
propose and to créda recommendations and techniques for its effective functioning.
Keywords: structural funds, Slovak Republic, regional development, cohesion policy,
programming period 20072013

1. INTRODUCTION

Regional policy is a strategic investment policy which focuses on all regions and cities in the
European Union (hereinafter EWBy application and realization of the regional policy (also
known as the Structural policy or the Cohesion policy) the effectwd respectable
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development on the national level may be ensured, but also the local level is really
important.

2. RESEARCH OBJECTIVE

The aim is to boost economic growth and to improve the quality of people's lives. Solidarity
is the main feature of thepolicy, because policy focuses on support for less developed
regions. A fundamental aspect of regional development is to reduce disparities between the
regions and cities. Cohesion policy includes ideas of solidarity policy for which main
principles and bjectives are based on structural policy. The Lisbon Treaty defines this policy
as an economic, social and territorial cohesion and solidarity among states. The main issue
of this article is the regional development, especially we observe the applicatiBaropean
cohesion policy in the Slovak Republic and we analyze the situation in Nitr@delfning
Region (hereinafter NSR). NSR represents the region at the regional level NUM& 3.
general object of our research is the Slovak republic and thgions.We analyze the socio
economic indicators in one of our last papetThe analysis of regional disparities in the
Slovak Republicd w Sy (icw2 @i t¢B @i v 2 @a | Bhe dim of this papedwas to
analyze the indicators by using which we carse@rve, analyze and compare the regional
disparities and the regional development. Regional disparities were defined as the
differences in levels of soceconomic development. Empirical research was carried out and
was based on a case study. The caseystthlyzed the actual soeEconomic situation in

the Slovak Republic at the regional level NUTS 3. Economic and social indicators were
detailed analyzed. We concluded that it is necessary to analyze the situation in the NSG,
based on the last analysis.

3. METHODS AND METHODOLOGY
The research is processed by using a wide scale of the scientific methods and procedures.
The specific range of methods was based on the research needs of the individual parts. The
intention is to follow the logical continuity af KS NI A Of SaQ LI NI az GKS
adequacy of information and data. First part is focused on the different definittotise
regional policy, the cohesion policy. This section is prepared by using the analytical methods
¢ the analysis, the casall analysis, the synthesis. We analyzed scientific publications and
AOASYGATAO FTNIAOESas LI LISNAR o6& O NRAR2dza | dziK
OHNMOU X cafll KNI} |[d2aINII S @0t 2 ad OoWhyikd I omwa @i i
Y2Y2NyaN{2SNB+t | 2 Ot © Mariakc(20X3)). Wheyflrsd part is based on
preparation and explanation of key terms. Results part consists of the main findings.A
j dzSadA2yyl ANB adzaNwSe KIFa o6SSy OFNNASR RdINRY
(2016)) The survey was conducted in the NSG. 355 villages and towns are located in NSG,
but only 166 municipalities answered to our questionnaire survey. Return rate was 46.7%.
Analysis of the results of the questionnaire takes into account only the muniogsattat
responded to the questionnaire. Aim of this survey was:

- To establish whether the villages know the possibility of funding their development

throgh the Structural Funds.
- To establish whether the municipalities use the Structural funds.
- Toidentifyproblems with application of the Cohesion policy.

4. LITERATURE REVIEW
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Foundations of he EU date to 1952 but the issue of the unequal development has been
incorporated into Community law until 1986. The term "economic and social cohesion” was
included in primary legislation through the Single European Act (hereinafter SEA). S
article 130axdin order to promote its overall harmonious development, the Community shall
develop and pursue its actions leading to the strengthening of its economic and social
cohesion. In particular the Community shall aim at reducing disparigésden the various
regions and the backwardness of the lefstoured regionsi The Council instructed the
Commission to make a proposal by which the action of structural funds would be
harmonized. These funds operated independently at this time. So we taknabout
definition of the regional policy since 1986. The role of regional policy is to find differences
and causes of unequal development of regions. Recommendations, strategies, plans and
objectives can be determine by application of this policy limmate these disparities.Over
time, the action of regional policy targeted at the structural differences in the sectors and
subsectors, application of policy crossed the borders of one country and the action was
targeted to the whole territory. Later, pblems came with the accession of new countries
and their degree of economic divergence and economic development. Policy was again
redefined. Nowadays, regional policy exceeds the borders of EU and hte support is directed
not only to the Member States anchndidate countries, but the EU shows solidarity and
cohesion to many other countries.Many authors, scientists and experts deal with the
definition of regional policy, so we can find many definitions. Goodall (1987) mentions
regional policy as "an integrphrt of state policy, which affects the distribution of the main
economic resources and activities throughout the national territory or in its part. Regional
policy includes measures to help increase the degree of economic activity in the territory
where there is high unemployment and little hope for natural economic growth, on the
other hand, measures serve to control the economic activities in the territories with
2OSNANRGSOKPH wlk 26t 120t RSTAYySa NBIA2ylFE LR
activities of the state institutions and the territorial scope institutions. It is directed to the
creation of favorable conditions for versatile and dynamic development of the regions in
maximizing their economic, geographic and human potential." Regi@adcy is an
AYAOGNHzYySyid FT2NJ NSY2@Ay3a GKS SO02y2YAO0O RAALI NR
"is looking for the causes of the unequal development of regions, it shows how to know the
consequences of unequal regional development and it forms tacommendations and
A0NY 0S3aAASE F2N) GKS StAYAYlLGA2y 2F 3L LA AY RS
2007) defines regional policy with regard to the conclusions of the classical theory of
integration. Regional Policy is defined as "controllatervention seeking to modify the
natural distribution of economic activities and to reduce social and economic disparities
between regions." Robson defines regional policy through economic activities which take
place in the examined regions. He analyaebnk between regional development and the
reduction of social and economic inequalities through the correct allocation and
management of selected economic activities.Cohesion Policy, which operates currently,
incorporates the base of the policy of solrdg, the main principles and objectives are based

on structural policy. The Lisbon Treaty defines the economic, social and territorial cohesion
and solidarity between states. Cohesion policy therefore represents one of the most
important instruments of eonomic and social development of the territory. It operates
through structural, regional and social policy. Local development is carried out in a particular
place - the village or town and regional development is, in terms of EU cohesion policy,
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largely asociated specifically with regional governments, as well as with classification NUTS

2. Cohesion policy is targeted to the regional level NUTS 2. According to Skokan (Stejskal
Y23t NYNTZ HAangpOI NBIA2yLFE RS@OSt 2 LlvaSehiplexh & NS L
system of regions. Systemic approach is needed to influence and control these processes."
Stough and Roberts (Stejskal 2 @t NY N1 = Hnndov KFE@FS RSFEG oAl
regional development. According to them, it is the "applicatiorpadcesses and resources
available in the region by which we can observe the sustainable development and desired
economic results for the region. These results satisfy the expectations of businesses,
residents as well as neresidents.” If a municipality aa city is the most elementary unit of
regional development and their development is realized at the local level, as it is defined by

the EU legislation, the local development is understood as development realized at the area
which is less than the regiong. only in part of the observed region. (Stejska¥ 2 @+ NI A | =
2009) In our approach, town and village constitute only a certain part of the region in which

the policy is implemented. In context of the EU cohesion policy, the municipality or city
represent the elementary territorial unit in which cohesion policy is implemented. In
Slovakia, the territory is divided into three regional levels (NUTS) and 2 local levels (LAU),
which is made by the Statistical Office Decree no. 438/2004 Coll. as amendesl 1 T&idws

the classification of regions in the Slovak republic. The role of cohesion policy is to finance
concrete projects for regions, towns, cities and their habitants. Slovak Republic, as an equal
member of the EU, can use resources of EU in the fdrsoealled Structural funds. The

basic definition of the policy stipulates that all Member States and all regions can to profit
from Structural funds. Of course, this is not entirely true. Not all European regions are
eligible regions, i.e. regions that benefit from one or more Structural funds. Eligible
region is one that fulfills specified criteria. Table The NUTS classification in Slovakia and

the average size recommended (European Parliament and Council Regulation (EC) No.
1059/2003 of 26 May @03 on the establishment of a common classification of Territorial

Units for Statistics (NUTS) and Decree no. 438/2004 Coll., Issuing the classification of
territorial units for statistics)

NUTS Nombre | Territoriatadministrative units | EU recommendations for
classification falling under NUTS appropriatg NUTS the average size of
in the Slovak Republic NUTS regions (population)
MINIMUM MAXIMUM
NUTS 1 1 Slovak Republic 3000 000 7000 000
NUTS 2 4 Bratislava Selsoverning 800 000 3000 000
Region,

Western Slovakia,
Central Slovakia,
Easatern Slovakia
NUTS 3 8 Bratislava Seloverning 150 000 800 000
Region,

Trnava Selzoverning Region,
¢ NB y 6-Sglerding Region,
Nitra SeHGoverning Region,

. hyailt . &avéridg
Region,

¢ A £ A yGoverding Repion,

Y 2 O A G®vefniSg REgion,
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t NB O 2@bvefnidd Region
LAU 1 79 Township
LAU 2 2891 | Municipalities

We consider the main causes of regional disparitighe natural potential, residential
structure, position attractiveness, demographic structure, economic specialization of
regions, as well as territorial and administrative organization. The territory of Slovak
Republic was divided into relevant statistical territorial units by the GovernrResolution

no. 156/2002. These statistical territorial units fulfill the conditions for using the pre
accession aid, but especially the financial aid through regional policy. The division of the
Slovak Republic into NUTS units is shown in Figure 1 o(slpp014)

I'rendin
% T

Trenciansky kyaj

> Trnavsky 15

- 3
% Trmawa

Legenda:

hranica okresu - NUTS IV
heanmica krajo - NUTS 1)
. sidlo kraja
(=il NUTS T - Bratedaveky kraj
’ . NUTS I - Zapadnd Slovenska
.}.lll.‘: :; 1\'.]-?1.:::'::vl)..::?:‘yllkl'm dAvlal 2oog) - NITS 1 - Stredné Slovenska
ﬁ NUTS 1 - Vychodne Slovenska

Fig. 1- NUTS classification of territorial statistical units in Slovakia

5. PROGRAMMING PERIOD 2007-2013

Cohesion policy is characterized by a number of specifics that are defined in EU legislation.
Financial resources from the EU budgetrevecarmarked for the 7 year period. The
objectives must be identified, tools defined and principles of implementation adopted and
the policy can be implemented. In the programming period 2@0Z013, policy fulfilled

three objectives: the Convergence, tiRegional competitiveness and employment and the
European territorial cooperation.

1. Target¢ Convergence. Target aims to stimulate growth and employment in the least
developed regions. It highlights on the innovation and the knowledge society, the
adaptability to economic and social changes, the environmental quality and the efficiency of
the administration. Activities were directed to research, innovation and upgrading skills,
promotion of knowledge economy, human capital development through tagetducation

and training, as well as training and support the SMEs.

2. Target - Regional competitiveness and employment. The growth of regional

competitiveness and employment contribute to strengthening the competitiveness and
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attractiveness as well as gioyment by emphasizing the importance anticipation of
economic and social changes. The funds are used in the field of risk reduction of poverty and
promotion of active labor market policies, but also to promote the role of social economy
and create qualit jobs, to promote innovation. The benefits are also for the development of
rural areas. Regional competitiveness and employment is financed from structural funds.

3. Target- European Territorial Cooperation. European territorial cooperation is a
complement to the previous targets because eligible territories are under objectives of the
Convergence, the Regional competitiveness and employment. It is a goal that smoothly
follows the INTERREG. Its mission is to promote the harmonious and balanced development
of urban, rural and coastal areas, development of economic relations and the establishment
of small and mediunrsized enterprises.

6. PROGRAMMING PERIOD 2007-2013 IN THE SLOVAK REPUBLIC

Policy objectives and financial resources are defined for regioritekeaNUTS 2 level. The
programme period of 200¢ 2013 was the first programme period during which the Slovak
Republic was able to draw from the EU funds in its entire duration. The document known as
the National Strategic Reference Framework for the perdd2007 ¢ 2013 (hereinafter
NSRF) provided the baseline for this drawing. This strategic document has been drawn up
pursuant to the new regulations of the EU for the Structural Funds and Cohesion Fund. The
Government of the Slovek Republic approved thewnent on December 6, 2006 and the
European Commission on August 17, 2007. The main strategic goal formulated in the NSRF
was "significantly increase by 2013, the competitiveness of the regions and the Slovak
economy and employment while respecting susédile development.”

During the programming period 2007 2013, 14 operational programs was set up. The
Slovak Republic had the opportunity to draw on a financial liability of 11 482.76 million EUR,
but Slovak Republic exhausted only 89.47% of the funtisshhis 10 394.81 million EUR (till
31.12.2015). Funding was also possible asfimancing from the state budget, so we must
adjust spending and we must increase funding. Slovak Republic exhausted 10 826.03 million
EUR (93.19%, till 31.12.2015) after atijnents.

NSR is subject to the study. SWOT analysis provides the basis for building a good strategy.
Appropriately selected SWOT analysis forms the basis for formulating development
strategies and strategic objectives.

Table following on the nextage
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Table 2¢ SWOT analysis of NSRdzii K2 NE O 2 NJ

I OO 2 Mivw. sk $k3

Strengths

A good naturalyeographical position
Plenty of brown and green zones
The sectors with high added value
Educated human potential
Existence obusinesses operating in
the trade, services, manufacturin
transportation

Good conditions for the developmer
of agriculture, forestry

Skilled labor

Potential in industry and agriculture
Geothermal water

Weaknesses

Low level of entrepreneurialctivity
Insufficiently  developed tertiary
sector

A wide disparity in
performance of sulyegions
Low level of utilization of alternativ
energy sources

The Ilow level of
diversification

Poor co partnerships
High regional unemployment ta -
municipalities, graduates
Stagnation in the development ¢
SMEs

economi

economi

Opportunities

Development of industries based ¢
position potential of the region
(combined transport)

Development of industries chemical
industry, the electrical industry
Developmentof the tertiary sector-
civil services, crafts, counseling a
information services

Increasing the attractiveness of th
territory for investors- completion of
transport infrastructure

Increasing the attractiveness of th
region - tourism - restoration d
historical and cultural monuments
The possibility of using the river

Threats

The risk of ecological disaster
environmental burdens

Insufficient use of EU funds for th
economy
Lack of participation of scientists ar
researchers in internationalesearch
and innovation networks
Lack of integration of
institutions

Young people moving abroad
Strong competition market

Low attractiveness of the region fg
investors

researc

Analysis of socieconomic indicators pointed to regional disparities inv@laa. Differences

were seen throughout the period, some disparities increase. BratislavaG8e#rning
Region held a dominant position. NSG lagged behind in many indicators. SWOT analysis

shows that positive factors dominate over the negatives. NSGassifled among the

26y N

developing regions with the growth potential. Analysis of status of implementation of the

Structural Funds can help to better analyze the observed object, Nitr&Gegkrning Region

(NSR). In the programming period 26Pd06, NSR reabd 810 projects. Table 3 shows the
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Status of implementation of regional projects of the Structural Funds according to the
Operational program during 2062013 in NSG.

Table 3- Status of implementation of regional projects of the Structural Fuaetording to
the Operational program during 202013 in NSR-(dzi K2 NR O ¢2NJ | OO2NRA Y 3
and http://www.nsrr.sk/cerpanie))

Operational Operations Contracted Contracted Realised/declared
program submitted operations operations expenditure
(number) (number) (budget)
Informatisation
of Society
9 8 11 602 396,00 6278 477,60
Competitiveness
and Economic
growth 732 311 | 168020141,24 107 295 047,95
Research and
development 87 38 | 104 920162,46 84 400 152,46
Education 333 103 30002 586,42 20941 359,84
Environment 397 86 | 214671037,46 151 967 961,82
Bratislava region 0 0 0,00 0,00
Transportation 0 0 0,00 0,00
Technical
assistance 0 0 0,00 0,00
Employment and
Social inclusion 367 156 22 560 005,81 13 301 555,30
Healthcare 48 12| 42853705,78 41708 933,47
Regional
operational
program 574 333| 225507413,05| 198 254618,90
Sum 2 547 1047 820 137 448,22 624 148 107,34

We can say that the issue of drawing of funds from the European Union may be critical in
NSR. 2,547 projectarere submitted, but only 1,047 projects were contracted. Drawing
represents also a problem. Based on statistical findings, a questionnaire survey was
conducted in the region, during the research for diploma thesis. 166 towns / cities took part
in the questonnaire survey. Survey resulst are:
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14% of respondents have not implemented a project financed by the Structural
Funds. 22% of respondents have implemented one project, 16% of respondents
implemented two projects. 48% of respondents have implemented 3mare
projects.

The issue of lack of interest on the implementation of the Structural Funds was
interesting for analysis. They were the most common causes:

A corruption perceptions in drawing (40%),

A high cost of preparation of the project (39%),

A lack of funds to cdinance the project (37%),

A bureaucracy (35%).

The least problematic areas ardack of information, inability to develop project
documentation.

69% said that they wanted to draw EU funds, but the project was not successful. The
problems identified in the spending of EU funds werpublic procurement (20%),
difficulty in spending (13%), the European Commission was not satisfied with the
outcome of the project (6%), loans (2%).

7. CONSLUSION

Implementation of cohesion policy is amplex process involving an large number of
subjects and objects that make up a policy. They implement, monitor, evaluate and
ultimately carry out the policy. According to the adopted plan and the objectives of cohesion
policy, output is represented by a nenstrable reduction of regional disparities. The base is

a strategic, financial and legislative definition of policy in Slovakia, as well as the creation of
conditions for the grant applicants. Only if we will have the correct setting and application of
basic criteria, the policy can be implemented effectively.
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ABSTRACT
This paper draws upon theories of leadership and ethics to add to riderstanding of
SGKAOFE yR Odzf GdzNF f FFOG2NR GKIFG AYLIOG 2y
issues for expatriates, particularly relevant for those who are appointed as leaders of
corporations in other countries.The paper addresses a widgeran cultural issues and how
expatriates might manage the conflicts and risks emerging from different cultural values,
attitudes and practices. Examples of the difficulties faced are given, as are consequences. The
article concludes with some general obssions, particularly relevant to those people
employed as corporate expatriate managers.
Keywords:ethical leadership, ethics, expatriates

1. INTRODUCTION

As trade barriers fall, enterprises and their leaders are moving across boundaries to take
advantage of the opportunities offered by global trade. At the same time, in response to the
continuous disclosure of poor and unethical decision making and behaviour, society is
demanding that our leaders respond by recognising the human rights of cortisayni
employees and other stakeholders, are socially responsible and protect the environment.

In this context, the attributes, competencies and ethics of expatriates has become an
important issue. While there are many papers about leadership, there ane vidhich
examine how culture and ethics influence leadership. The paper examines who are
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expatriates, the difficulties for individual, families, the cultural differences encountered,
ethical issues and how the way they are addressed is influenced by inalivpersonality,
ethical stance and perceptions of the expectations of their followers. Examples of the
difficulties faced are given, as are consequences. The article begins by defining who
expatriates are.

2. WHO ARE EXPATRIATES?

An expatriate is a pea temporarily or permanently residing, as an immigrant, in a country
other than that of their citizenship. The word comes from the Latin teem@ut) andpatria
(native land). In common usage, the term is often used in the context of professionals or
skilled workers sent abroad by their companies. Unlike migrants, the intention of expatriates
is to return to their home country at some stage. A distinction can be made between
corporate expatriates sent overseas by their companies, andrsghted expatiates who,
rather than being sent overseas, are recruited by local companies.

Being a selinitiated expatriate (SIE) in general refers to expatriates who are hired
individually on a contractual basis and are thus not transferred overseas by a parent
organization (Andresen, Bergdolt & Margenfeld 2012). Selmer and Lauring (201 8#fis
with regard to three specific characteristics, namely that they had acquired their current job
independently (seHnitiated), that their current job was a steady position (regular job) and
that their nationality was different from that of their tsb country (expatriate). Among these
are the employees who live in one country, but commute to another for work. Typically a
worker will spend a week or two at the work location and return home at weekends. This is
common for domestic employees in Asia,dam the mining companies of far Western
Australia the miners will commute from Perth or another major city, i.e. fly in and fly out
(FIFO) according to their work scheduldany notfor-profit organisations, such @&ed Cross
anda SRSOAya { I, gparateCilNtRis/wiy, ByiNdgtheir staff expatriates into and out
of disaster and war zones to provide assistance.

To these could be added a growing number of people who follow the sun, often backpackers,
or retirees owning homes in both their birthplae@d overseasn some cities, the expatriate
population outnumbers the locals. In Dubai, for example, expatriates from India, Pakistan,
Bangladesh, Philippines and Western countries represent 80 per cent of the residents.

There are further distinctions Ibeeen those who travel with no intention of remaining;
those sent by their company to provide expertise or learn; those who choose to live
elsewhere with the clear intention of returning home at some stage; and those who have a
working holiday in order tdurther their experience.

Another category of people are students and academics, who go abroad temporarily for
education purposes. Recently the OECD (2016) reported that six per cent of all tertiary
students in the OECD (approximately 4.5 million studewsre studying in a country other
than that of their citizenship.

It would be a significant omission not to mention those who choose to retire abroad. The
commonly given motivations of older expatriates are a lower cost of living, a less stressful
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lifestyle, and better weather (Eisenberg 2015). They certainly got tis¢ dimd third, but
doubtfully the secondg lower stress. Among the several attractions are cheaper living, a
warmer climate, the affordability of health care, and the attraction of fellow citizens abroad.
Against that one must put the challenges from absefiom family and friends, an alien
language, and coping with a foreign culture.

That study, an American one of 389 expatriates living in South America, may or may not be
generalisable. What was also found is that expatriate retirees did contemplateniegur
K2YS® 9AaSYyoSNHQa ounmpO aiddzRé NBLIR2NISR yp LI
excluded those who had returned home, and thus the dissatisfaction level may be much
higher. According tathe HSBC Bank (2017) survey of expatriates, Canadatie most

retirees living abroad (31% compared to the global averEdel %).

h¥ GKS | @FAtFIo0fS RSTAYAGA2yAa GKS 2yS GKFG &°¢
person temporarily or permanently residing, as an immigrant, in a country other tiat of

0 KSA NI OAtiishid disghat Rrdmltigatof migrants who intend to settle elsewhere and

become permanent residents. The foreigorn are therefore a large class of people living

beyond their place of birth, and expatriates are a part ofttbahort. Here, the focus is upon
expatriates rather than upon migrants and, in particular on those appointed to leadership
positions in their temporary home.

The advantage to muHnational companies of appointing expatriates to lead their global
subsidaries is that they can transfer their knowledge and skills, expand into new markets and
maintain on onrthe-ground control of operations. This is of particular importance to
maintaining the reputation and brand of the parent company. Local companies whéogmp
expatriates can access the skills and experiences of their-matitthal competitors and also

fill gaps in a local employment market.

3. DIFFICULTIES ENCOUNTERED BY EXPATRIATES

Among the difficulties that expatriates may encounter are lack of support, leaving families
behind, unwillingness of family and spouse to move, spouse employment, education options
for children, lack of croseultural training, or rejection by the host camunity. Most of all is

the appropriateness of responses to a different culture.

The problems arising from cultural insensitivity include such issues as attitude to time and
punctuality, the importance of personal relationships, loyalty, gifting, and aoci
NSaLR2yaAroAftAdeod ¢KS ¢greéa Ay 6KAOK GKSasSa I N
personality.

Personality

During the process of selecting and training appropriate expatriates, numerous individual
factors related to adjustment have been studieBersonality, personal skills, previous
international experience, and family situation are among the most important factors
influencing the expatriates' adjustment.
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The personalities of people, including intelligence, a sense of adventurousness, a @singn
to favour those less fortunate, and a readiness to deal with uncertainty and even endure sub
optimal conditions may be essential attributes for successfully coping with a new and
especially a challenging environment.

While intelligence has a long andistinguished research history there recently was a
RSOSt 2LIYSyid o0& D2fSYlLYy omdphpcud | A& Fylfeara
AyiuSttAaSyO0SQs YR Ay@2f @Sa o0SAy3a aSyarailuiros
easily occur. For examgl should an expatriate be stopped by police, their emotional
responses in an unfamiliar manner may be misinterpreted as arrogant or insolent. Those
from some cultures find the ovesxercise of power by petty functionaries difficult to
understand, and newveto be admired. By way of contrast, there are cultures in which the

firm exercise of bureaucratic function is seen as both normative and right (Francis 2014).
Cultural intelligence is defined as the specific ability to adapt attitudes and behaviour to new
cultures, see McNulty and Inkson (2013).

To these definitions of intelligence, can be added the concept of ethical intelligence. While
emotional intelligence is related to understanding emotion: ethical intelligence, on the other
hand, involves being caerned rather than just understanding. This becomes a major issue
for people working in noprofit organisations who may find themselves negotiating with
local power factions for resources or even gaining permission or protection to operate as has
happenedin times of environmental disasters or other crises such as the war in Syria. A
balance here, in some contexts, is between becoming involved in local disputes and
achieving humanitarian aims.

Personality represents an individual level of cultural analyghnile more group and social
perspectives have been applied to analysis of national and business cultures.

Culture

Culture is shared values, beliefs, customs, attitudes, ideas and ideals: it is the common frame
of reference that allows people to cope titheir daily lives. As such, culture is a metonym

for a significant part of our identity.

Although values such as courtesy and honesty can be included among universal values, there
are vast differences in how these are practiced. There is also a éstedce between
cultures on beliefs and attitudes. Attitudes about women are an example. The range is from
the requirement of total subjugation to the clear emancipation (and perhaps even elements
of strident feminism). In Saudi Arabia, for example, thare strict rules that govern what
women may or may not do. Women do not have the same rights as men in the matter of
divorce, nor may they marry outside Islam. If a Saudi woman wants to go to hospital, she
needs permission from a male relative, women matend separate schools, and they are

not allowed to drive.

Cultural values may collide on several issues. Among such are the notion of collective
responsibility, attitudes to women, and judgments about body shape, animal rights, bribery,
secret commissions, and loyalty-family versus loyaltyo-principle. Imporaint themes in
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international dealings are those of the need to resolve issues of values in relation to different
cultures, and to try to find principles that transcend culture. At a personal level one might
make the same observation: people do not necedgarome in fixed packages, and not all
people from one culture hold the same degree of value attachment to different objects,
issues, and principles.

4. RESEARCH INTO BUSINESS CULTURES

Research into culture in organisation is extensive. Hofstede (200%npenaars and
HampdenTurner (2002) and House et al (2004) have all defined various dimensions that
describe international and business cultures. Hofstede (2005) categorised cultures along
dimensions of power distance, uncertainty avoidance, individodtsllectivism,
masculinity/feminism, londerm/short term outlook, and indulgence/restraint.
CNRYLISYl | NEQ [-¢ydENY S NR Y LIR OyH nnH 0 Odzf ( dzNJ f
universalism/particularism, individualism/collectivism, specific/diffuse roles,
achievement/asaption of social values, a past/future time perspective and relationship
O02YUGNREUOV 6AUK (GKS SYBGANRYYSY(lG® bAyS Odz G dzNI
study of Global Leadership and Organisational Behaviour Effectiveness (the GLOBE study)
adding two further dimensions (gender egalitarianism and performance orientation) to the
above.

Steers {t y&KS -Runde and Nardon (2010) concluded that all these models have contributed
to our understanding of global management and the world of businessHhaitrhany of the
dimensions overlapped. Their response was to draw the constructs together in a composite
model of five core cultural dimensions that was applicable to a contemporary environment.
These were: power distribution: hierarchical versus egahigri social relationships:
individual versus collective; environmental relationships: mastery versus harmony; time and
work patterns: monochromic versus polychromic (managing one thing at a time or
everything at once); and uncertainty and social controleswersus relationships based.

While the above studies were important in understanding culture, the relationships between
culture and leadership have also been explored in studies with a focus on leadership models
(Grow & Armstrong 2017; Muenjohn & Armshg 2007).

5. LEADERSHIP AND CULTURE

| 2Fa0SRSQa OdzZ GdzNI £ RAYSyaizya LINPGARSR GKS
(2007) study of the differences in values between Western (Australian) and Asian (Thai)
leaders. Individualisreollectivism descriéd the Western tradition of selfeliance and
entrepreneurial behaviour contrasted with the commitment to the good of the group seen in

Asian cultures. Those who valued individualism were expected to be morersaited and

interested in promoting theiown interests. In contrast those who were collectivists put a

higher value on the values of their social group, family and their corporation. Power distance
RSAONAROSR (KS NBflIGA2yaKALA o06SisSSy LIS2LX S A
distalDSQ ¢SNBE NBAaLISOUGSR 06SOIdzasS 2F GKSANI LI2aAd
SALEAGENRLIY O2dzyiNASas tSIFIRSNER NS 2FiSy GKS
Fdzi K2NRAGE FyR LRaAAGAZY LR oSN ! dza i NIpdwarl y Odz
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RAAGFYOSYT WYSRAdZYQ 2y dzy OSNIFAyde | @2ARIFyOS:
in masculinity (Hofstede 2005).

The masculinitffemininity dimension suggests that strongly aggressive and competitive
values dominate masculine type @eties in contrast to the less competitive and more
collaborative feminine style of leader. Uncertainty avoidance describes the need for
structure, stability and certainty. Members of a community high in uncertainty avoidance are
likely to be insecure, Bs tolerant of deviance and more aggressive in the workplace.

Two further scales Hofstede related to culture weBdortterminism and Indulgent seHd
restraint. Longterm vs short term was one of the two further scales. Hofstede found that
leaders with ashortterm orientation were more likely to look for quick results. In an
indulgert community people feel less restrained by peer group and cultural values and
expectations.

tKS O2yOfdzaAzya FTNRBY adzSy22KyQa | yRtivendsyad NRY
nature of the Thai society and the dislike of uncertainty in the workplace. Thai subordinates
exhibited a high sense of group identity and respect for authority. They also expected a high
degree of paternalism from their leaders. Leaders were etgubto take an interest in their

families, respond to personal problems and be active participants in social activities.

In their study of different national leadership styles Grow and Armstrong (2017) aimed to
determine the preferred leadership stylef AAustralian and Chinese leaders from the
hospitality industry and the impact of cultural and seewonomic variables on their
leadership styles.

The methodology was a survey of 500 hospitality industry employees from each country
which collected data w demographics and leadership styles using the Multifactor Leadership
Questionnaire and a structured questionnaire (Grow & Armstrong 2017). Research into the
components of the Full Range Leadership Model has been extensive (see Muenjohn,
Armstrong and Fraais (2010) for a review). The validity of the model has been confirmed in
numerous investigations of components of the model (Bass & Riggio 2006; Muenjohn &
Armstrong 2008), crossultural research (Muenjohn & Armstrong 2007) applications in

industry (Grow & Armstrong 2013, 2015) relationships with organisation performance
OYNNISNE w2¢2f R . 2NAYlIYyY> {GFdzFSYyoASt g | ¢
AYONBI aSR ONBIFGAQGAGE Ay F2ff26SNBR 69AaASYoSAd

¢KS FTAYRAYy3Ia 2F DNEpsudy confifriRed thad KustinlR ahd Chinesé H n
managers use both transformational and transactional leadership styles, but Australians
prefer transformational leadership more so than their Chinese counterparts. Age, education,
sex and ethnicity were allocrelated with leadership style. Persons who were older and with
higher levels of education were more likely to use transformational leadership and those
who were younger (230) preferred transactional leadership styles. The less educated were
more likelyto use LaisseEaire leadership. There was more similarities than differences
between participants due to sex.
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6. LEADERSHIP AND ETHICS

LYy GKSANI NBGASG:S adzSyec2Ky SiG Ffd owmnmnv RSa
factors, LaisseFaire, Transactional and Transformational leadership. Lalssiez leadership

represents a lack of leadership, in which case no transaction occuvgebetleaders and

followers. Research into Laisseaire leadership found that followers would turn to other

sources for guidance or attempt to usurp the role of the legitimate appointed leader (Avolio

& Bass 1994). Transactional leaders are seen to beeconad with dayto-day management

of a particular work group or department. Behaviour displayed by transactional leaders is
adNRy3afte FEAIYSR AOK 3ISYSNAO O2yOSLIiAz2ya
Transactional leaders reward their followers fmompletion of tasks and punish them for
non-compliance or poor performance (Grow 2014). While transactional leaders focus en day
to-RF& YIFylF3aSYSyids GNIYyaF2NXYIFOGA2ylFf €SFRSNR Sy
which communicates the organisa2 y Q &ternt ®isjoal (Bass & Riggio 2006) while
encouraging followers to increase their skillset and personal capacity to perform. While the

Full Range Leadership model appears to present a binary view of leadership, and is often
YAAAY UG SNLINBGBR2 yiat WINdIWVER YR GNIYYATF2NXYIFGA2Y I €

An emerging body of leadership is gaining attention in academic circles is that of the
WO2NLIZ2NF S LAeO2LI GKQ ODNRBg 9 ! NYAUNRBY3I HAW
outwardly and pubcly the characteristics of transactional leadership. Within the
organisation, that is inwardly and privately, the same leaders pay scant regard to ethics, and
display a toxic style of leadership wherein they bully their followers and encourage disruptive

and counterproductive work practices while hindering organisational productivity to
promote their own self interest (Boddy 2013). In the context of leadership style, Bass and
wAIIA2 OHnncd RSAONROGSR (KA&a Ia (KE&whkesyOSLI
OGN YAaTF2NNI GA2Y I f f SFRSNA adzaS GKSANI FoAfAdGA:
aStFAAK YR S@Sy S@OAf SyRa¢ oL pod { SOSNI
0KS WRINJ] &aARS 27F ( Nketandaied and Frangis @017 B &R S NA K
review.

In contrast, when a leader subjects their vision and its implementation to scrutiny to
determine if it has a higher purpose, they are exhibiting ethical leadership. The terms ethics

and morals are sometimes used inteastgeably, although one can make distinctions (the

word ethicsis from Greek, whereas the wordoralsis from Latin). Ethics determine what is

good or right for individuals and society, what goals people and society ought to pursue, and

what actions they oght to perform. More commonly, the wordnoralgefers to the

standards held by the community, often in a form not explicitly articulated. Morality is
therefore influenced by social norms and beliefs. As discussed above, leadiees and

followers expectations are influenced by cultural norms. So what is seen as moral in one
a20ASG@ YlIe y20 06S aSSy a2 Ay FTy2G0KSN®d {AYAf
always acceptable action in another culture. Good corporaieegnance practices such as
standards for whistleblowing promote ethical behaviour (Francis & Armstrong 2011). In
studies of whistleblowing (Armstrong & Francis 2009, 2016; Dussuyer, Smith & Armstrong
2016; Francis & Armstrong 2010) cultural norms and exinplay a major role in motivating

SYLX 2eSSa G2 Wwotz2g (GKS gKAadt SQd ¢KS SELJ NA
Japanese technology company, blew the whistle on the fraud he uncovered only to find
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himself fleeing for his life. Whistleblowinguslies also reveal the conflict between doing the
NAIKG GKAYy3I o6& RA&Of2aAy3d O2NNHzZLIIA2Y odzi 0SA

According to Bass (1985) transformational leadership was a process in which leadership
behaviour sought to icrease awareness in followers of what was right and important for the
organisation. This process was associated with motivating followers to perform beyond
expectation their selinterest for the good of the group or organisation. Leaders influenced
followers by their vision and putting followers and organisation needs ahead of their own,
expressing high expectations and confidence in followers, seeking their participation in
decisions, and treating and recognising followers as individuals rather than bamgf a
group. In turn, followers identified with the vision or aspirations of the leader, developed
their skills and felt valued and important (Muenjohn et al. 2010).

Transformational leadership has been most successful in giving significant insa@hoim

leaders can influence their followers. Leaders can advance strategies that influence followers

AY OFINRA2dza ¢l &ad ¢KS& INB GKSNET2NE ¢St LI I
to enhance the performance of followers and their organisas. Alternatively, because of
GKSANI (y26f SRIST GKS@& YlIeé |faz2zsx LISNKIFLAZ Yy
advantage, and not always to the advantage of their followers or their organisations.

¢CNI yal OdAz2ylt fSIRSHNBSRBALWRRBRAARSA2E 8420 3NH
220Q YR I OKASOSR RS&aANBR 2dzid2YSa 2F (NI yal
was a consistent strategy using contingent reinforcement (recognition, bonuses, or
promotion). Transactional leaddng, while it appears to lack the higher order values or
aspirations of transformational leadership is very effective in some contexts such as sales

and the hospitality industry (Grow & Armstrong 2013). The weakness in using this leadership
style was the dficulty faced by leaders in identifying the needs of their followers, the
appropriate rewards, and the difficulty for a leader who did not have the power or resources

to give the awards. The latter is likely to occur in stgstventures or in mature copanies

should they be impacted by rapid growth or market changes that reduceft@ash

7. CONCLUSION

Although the focus of the two studies described above differs. There are practical

implications drawn from these two studies for expatriate leaders. e of leaderships

that will ensure success depends on:

1 Knowing the industry context. Working in a competitive multinational financial firm in
Dubai will require a different approach to that used in a fofit charity such as Red
Cross. This means thieiaders must understand the context in which they work.

1 Understanding cultural norms and expectations. Cultural dimensions external to the
ANRdzL) NBFE SOG ylLdAz2ylft @FftdzSa GKFEdG | FFSO
behaviours. Active social parpation requires an understanding of social mores and
norms. Leaders and followers are influenced by national cultural values. Sensitivity to
dress appropriately is a very basic requirement but not respecting local norm and
traditions can be a disaster. Bardinates expecting transactional leadership, firm
direction and clarity of financial arrangements with individuals will be equally as
confused as those from a collectivist transformational culture expecting team work and
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group participation. It is vitafbr leaders to be aware of these differences if leaders are to
know what is expected of them and to also identify opportunities to lead and shape the
expectations of followers.

1 Acting in ways that engender trust and confidence. This requires a sound dchgsvbf
GKS fSIFRSNRa 2¢y |0GGAGdzRSa:E oAl asSa FyR 02y
reduce uncertainty and build certainty, not slavishly following local practices but
balancing expectations of leadership, with achieving the right outputs. What WNRA 3 K i Q
not always obvious and most ethical decisions require balancing the protection of
individual rights and needs against and alongside of the rights and needs of others.
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ABSTRACT
Corporate governance is a process, relation and mechanism set up for the corporations and
firms based on certain guidelines and principles by which a company is controlled and
directed. The principles provided in the system ensure that the company is governed in a way
that it is able to set and achieve its goals and objectives in the confe#teosocial,
regulatory and market environment, and is able to maximize profits and also benefit those
whose interest is involved in it, in the long run. The division and distribution of rights and
responsibilities among different participants in the cmggtion (such as the board of
directors, managers, shareholders, creditors, auditors, regulators, and other stakeholders)
and inclusion of the rules and procedures for making decisions in corporate affairs are
identified with the help of Corporate Goverm@nmechanism and guidelindbe need to
make corporate governance in India transparent was felt after the high profile corporate
governance failure scams like the stock market scam, the UTI scam, Ketan Parikh scam,
Satyam scam, which were severely crigdizby the shareholders. Thusor@orate
Governance is not just company administration but more than that and includes monitoring
the actions, policies, practices, and decisions of corporations, their agents, and affected
stakeholders thereby ensurirfgir, efficient and transparent functioning of the corporate
management systerBy this paper, the authors intend to examine the concept of corporate
governance in India with regard to the provisions of corporate governance under the
Companies Act 2013. The papwill highlight the importance and need of corporate
governance in India. We will also discuss the important case laws which contributed
immensely in the emergence of corporate governance in India.
KeywordsCorporate governance Mechanism, Compart@ss, Companies Act 2013
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1. INTRODUCTION
Corporate governance defined as "the set of conditions that shapes the ex post bargaining
overthequasNBy Gia 3ISYySNFGSR o6& || FANNDE

Corporate governance has also been more narrowly defined as "a system of |lasoand
approaches by which corporations are directed and controlled focusing on the internal and
external corporate structures with the intention of monitoring the actions of management
and directors and thereby, mitigating agency risks which may stem thremisdeeds of
O2NLER2 NI i85 2FFAOSNHE ¢

We may infer that Corporate governance is a process, relation and mechanism set up for the
corporations and firms based on certain guidelines and principles by which a company is
controlled and directed. The principlgsovided in the system ensure that the company is
governed in a way that it is able to set and achieve its goals and objectives in the context of
the social, regulatory and market environment, and is able to maximize profits and also
benefit those whosenterest is involved in it, in the long run. The division and distribution of
rights and responsibilities among different participants in the corporation (such as the board
of directors, managers, shareholders, creditors, auditors, regulators, and otHezlsilers)

and inclusion of the rules and procedures for making decisions in corporate affairs are
identified with the help of Corporate Governance mechanism and guidelines.

The framework of corporate governance consists of:

(1) Express or implied contractbetween the stakeholders and the company for the
distribution of rights, duties, rewards and liabilities,eimong different participants in the
corporation

(2) Procedure for proper control and supervision of information flow in the company, i.e., a
proper mechanism of checkand-balances, and

(3) Procedures for resolving and reconciling the conflicting interests and decisions of
different participants in the corporatian

This mechanism ensures accountability of the Board of Directors to all stakehold#ére
corporation i.e. managers, shareholders, suppliers, creditors, auditors, regulators
employees, customers and society in general; for giving the company a fair, clear and
efficient administration. So it is not just mere company administration butogporate
management system. It is a code of conduct that must be followed for running and proper
functioning of a corporate entity.

2. CORPORATE GOVERNANCE FRAMEWORK IN INDIA
Ever since India's biggesver corporate fraud and governance failure unearthédatyam
Computer Services Limited, the concerns about good Corporate Governance have increased
phenomenally.

'Luigi Zingale2008. "corporate governanceThe New Palgrave Dictionary of Econonritral Edition.

Abstract.

“Sifuna, Anazett Pacy (2012). "Disclose or Abstain: The Prohibition of Insider Trading on Trial". Journal of
Internationd Banking Law and Regulation.
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Internationally, there has been a great deal of debate going on for quite some time. The
famous Cadbury Committee defined "Corporate Governane&siReport (Financial Aspects

of Corporate Governance, published in 1992) "#®e system by which companies are
directed and controlled"

The Organisation for Economic Cooperation and Development (OECD), which, in 1999,
published itsPrinciples of Corpate Governanceagives a very comprehensive definition of
corporate governance, as under:

"a set of relationships between a company's management, its board, its shareholders and
other stakeholders. Corporate governance also provides the structure througbhwthe
objectives of the company are set, and the means of attaining those objectives and
monitoring performance are determined. Good corporate governance should provide proper
incentives for the board and management to pursue objectives that are in tieeests of

the company and shareholders, and should facilitate effective monitoring, thereby
encouraging firms to use recourses more efficiently."

2.1.  Regulatory framework on corporate governance
The Indian statutory framework has, by and large, beeroimsonance with the international
best practices of corporate governance. Broadly speaking, the corporate governance
mechanism for companies in India is enumerated in the following enactments/ regulations/
guidelines/ listing agreement:

1. The Companies Ac2013nter alia contains provisions relating to board constitution,
board meetings, board processes, independent directors, general meetings, audit
committees, related party transactions, disclosure requirements in financial statements, etc.

2. Securitis and Exchange Board of India (SEBI) Guidel8teB] is a regulatory authority
having jurisdiction over listed companies and which issues regulations, rules and guidelines
to companies to ensure protection of investors.

3. Standard Listing Agreement ofo8k Exchange$ior companies whose shares are listed on
the stock exchanges.

4. Accounting Standards issued by the Institute of Chartered Accountants of India (C24):

is an autonomous body, which issues accounting standards providing guidelines for
disclosures of financial information. Section 129 of the New Companiesintart alia
provides that the financial statements shall give a true and fair view of the state of affairs of
the company or companies, comply with the accounting standards notifiettrua 133 of

the New Companies Act. It is further provided that items contained in such financial
statements shall be in accordance with the accounting standards.

5. Secretarial Standards issued by the Institute of Company Secretaries of IndialQSISI):

an autonomous body, which issues secretarial standards in terms of the provisions of the
New Companies Act. So far, the ICSI has issued Secretarial Standard on "Meetings of the
Board of Directors" (S5 and Secretarial Standards on "General Meetin@&S2). These
Secretarial Standards have come into force w.e.f. July 1, 2015. Section 118(10) of the New
Companies Act provide tha&very companyother than one person company) shall observe
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Secretarial Standards specified as such by the ICSI with respaptneral and board
meetings.

3. CORPORATE GOVERNANCE UNDER THE COMPANIES ACT, 2013

Many high profile corporate governance failure scams like the stock market scam, the UTI
scam, Ketan Parikh scam, Satyam scam, which was severely criticized by thelsleaseh
called for a need to make corporate governance in India transparent as it greatly affects the
development of the country.

The Indian Companies Act of 2013 introduced some progressive and transparent processes
which benefit stakeholders, directoes well as the management of companies. Investment
advisory services and proxy firms provide concise information to the shareholders about
these newly introduced processes and regulations, which aim to improve the corporate
governance in India.

Corporate avisory services are offered by advisory firms to efficiently manage the activities
of companies to ensure stability and growth of the business, maintain the reputation and
reliability for customers and clients. The top management that consists of thedbofr
directors is responsible for governance. They must have effective control over affairs of the
company in the interest of the company and minority shareholders. Corporate governance
ensures strict and efficient application of management practices alatiglegal compliance

in the continually changing business scenario in India.

Corporate governance was guided by Clause 49 of the Listing Agreement before introduction
of the Companies Act of 2013. As per the new provision, SEBI has also approved certain
amendments in the Listing Agreement so as to improve the transparency in transactions of
listed companies and giving a bigger say to minority stakeholders in influencing the decisions
of management. These amendments have become effective from 1st OctOhér 2

3.1. AFew New Provision for Directors and Shareholders

whyS 2NJ Y2NBE 62YSYy RANBOGI2NAR NS NBO2YYSYRSR
WIDPSNE O2YLIl ye Ay LYRALF Ydzald KIFI@S I NBAARSyl
w¢ KS YIEAYdzZY LISNIYA&ZaAAOE S pblicNiided codanyQfmong2 G S E
directors have to be appointed, it can be done only with approval of the shareholders after
passing a Special Resolution

wtKS LYRSLISYRSYG S5ANBOG2NE NX I ySgte AydNn
conduct is prescribgand so are other functions and duties

w¢KS LYRSLISYRSYyld RANBOG2NER Ydad FGGSyRrR G €S

WIPSNE O2YLIl ye& YdzaAad FLIWRAYIG Yy AYRAGARIZ £ 2N
Audit committee has increased

WCAf Ay 3 | YR thReéyidtiaros CaNfadies bak inckeased

w¢2L) YFYylF3ISYSyd NBO23IyAT Sa (GKS NRIKG&E 27F
operation between the company and the stakeholders
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material matter, ownership and governance

3.2. Additional Provisions

wRelated Party TransactioqsA Related Party Transaction (RPT) is the transfer of resources
or facilities between a company and another specific party. The company devises policies
which must be disclosed on the website and in the annual report. All these transactions must
be approved by the shareholders by passing a Special Resolution as the Companies Act of
2013. Promoters of the company cannot vote on a resolution for a relatety pansaction.

oChanges in Clause 388 he evoting facility has to be provided to the shareholder for any
resolution is a legal binding for the company.

uLorporate Social ResponsibilityThe company has the responsibility to promote social
developmentin order to return something that is beneficial for the society.

oWhistle Blower Policg This is a mandatory provision by SEBI which is a vigil mechanism to
report the wrong or unethical conduct of any director of the company.

4. NEED FOR CORPORATE GOVERNANCE
The need for corporate governance is highlighted by the following factors:

(i) Wide Spread of Shareholders:

Today a company has a very large number of shareholders spread all over the nation and
even the world; and a majority of shareholders beingprganised and having an indifferent
FGGAGdzZRS (G261 NRa O2NLR2NI GS FFFIFANARD® ¢KS ARSI
only to the law and the Articles of Association; which requires a practical implementation
through a code of conduct of corporagmvernance.

(ii) Changing Ownership Structure:

The pattern of corporate ownership has changed considerably, in the pressrimes;

with institutional investors (foreign as well Indian) and mutual funds becoming largest
shareholders in large corporateripate sector. These investors have become the greatest
challenge to corporate managements, forcing the latter to abide by some established code
of corporate governance to build up its image in society.

(iii) Corporate Scams or Scandals:

Corporate scams (drauds) in the recent years of the past have shaken public confidence in
corporate management. The event of Harshad Mehta scandal, which is perhaps, one biggest
scandal, is in the heart and mind of all, connected with corporate shareholding or otherwise
being educated and socially conscious.

¢KS ySSR T2NJ O2NLRNI GS 3I20SNYIFyOS Aax GKSy:
the corporate sector towards the economic development of society.

(iv) Greater Expectations of Society of the Corporatedect
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Society of today holds greater expectations of the corporate sector in terms of reasonable
price, better quality, pollution control, best utilisation of resources etc. To meet social
expectations, there is a need for a code of corporate governanceh&best management

of company in economic and social terms.

(v) Hostile Tak®vers:

Hostile takeovers of corporations witnessed in several countries, put a question mark on
the efficiency of managements of talaver companies. This factors also pointst ¢o the
need for corporate governance, in the form of an efficient code of conduct for corporate
managements.

(vi) Huge Increase in Top Management Compensation:

It has been observed in both developing and developed economies that there has been a
great ncrease in the monetary payments (compensation) packages of top level corporate
executives. There is no justification for exorbitant payments to top ranking managers, out of
corporate funds, which are a property of shareholders and society.

This factor neessitates corporate governance to contain the-pilctices of top
managements of companies.

(vii) Globalisation:

Desire of more and more Indian companies to get listed on international stock exchanges
also focuses on a need for corporate governance. ¢ty faorporate governance has become

a buzzword in the corporate sector. There is no doubt that international capital market
recognises only companies wallanaged according to standard codes of corporate
governance.

5. IMPORTANCE OF CORPORATE GOVERNANCE IN INDIA / CONCLUSION

A company that has good corporate governance has a much higher level of confidence
amongst the shareholders associated with that company. Active and independent directors
contribute towards a positive outlook of the company in the finaheraarket, positively
influencing share prices. Corporate Governance is one of the important criteria for foreign
institutional investors to decide on which company to invest in.The corporate practices in
India emphasize the functions of audit and finandbat have legal, moral and ethical
implications for the business and its impact on the shareholders. The Indian Companies Act
of 2013 introduced innovative measures to appropriately balance legislative and regulatory
reforms for the growth of the enterpresand to increase foreign investment, keeping in mind
international practices. The rules and regulations are measures that increase the
involvement of the shareholders in decision making and introduce transparency in corporate
governance, which ultimately safegquards the interest of the society and
shareholders.Corporate governance safeguards not only the management but the interests
of the stakeholders as well and fosters the economic progress of India in the roaring
economies of the world.
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