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Abstract

Since the end of the World War II, Europe has gone a long way on the path of a new
era of socio-economic integration, continually battling and overcoming the political and
economic fragmentation of earlier eras and less developed economies.

The various difficulties and interruptions of the process involved, the European integra-
tion, since the 1952 European Coal and Steel Community, ranged from an initial small
group to a large community comprising most European countries, the gradual removal
of market barriers leading to the introduction of a customs union to the single market.
Furthermore, the creation of Economic and Monetary Union and the adoption of the
common currency have become the culmination of the whole process of economic inte-
gration, since the euro is used daily by 338.6 million Europeans in 19 EU member states.
The aim of our research article is to closely analyze the development of the economic
and monetary integration of Europe, since we believe that the single currency project
represents a great success for the European Union as the result of long-term efforts on
currency and economy stability, progress and economic growth.
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Introduction

The path to the European monetary integration has essentially began after World
War II, abandoning the Gold standard. The classic gold standard was based on the gold
cover of circulating banknotes and coins and their free convertibility for gold with ba-
sically three existing types called bullion, exchange and specie. The central bank of each
country defined the gold content of its currency as a fixed parity between the value of
all forms of money and the gold monetary unit. Coins or paper banknotes in circulation
could then be exchanged for gold at any given moment and in any quantity upon requ-
est. That is why each state could only give as much money as it corresponded to its gold
reserves. Fixed parity between national currencies and gold also meant a fixed exchange
rate of national currencies to each other, de facto gold was the means of payment.
However, such a fixed system is difficult to respond to changes in the performance of
the economy and the balance of payments. Between the wars, the gold standard worked
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in @ modified form - by the mid-1920s, most currencies had a floating exchange rate,
then returned to the gold standard. Only the United States and the United Kingdom
exchanged dollars, pounds for gold under certain conditions, the other currencies were
settled at a fixed exchange rate, maintaining the so-called golden exchange system
(Skousen, 2010). Naturally, this system has collapsed as a result of the economic crisis
of the early 1930s (The Great Depression), with the following period characterized by
instability and economic protectionism?.

Scheme 1 Real GDP and Income Per Capita throughout the Great Depression
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Although the economic crisis has demonstrated flaws in the fixed exchange system,
perhaps even more powerful consequences of the experience of the interwar period
were only hostile attitudes to floating exchange and foreign exchange markets because
of their volatility and being the subject to speculation (although their instability was
more likely to be caused by the poor economic situation in the interwar) (Ledbetter,
2017). The World War II destroyed international trade and international financial mar-
kets, while the creation of the post-war monetary system foundations and arrangement
were laid down at the Bretton Woods Conference by agreements concluded on July 22,
1944, also establishing the International Bank for Reconstruction and Development (thus
creating the World Bank3) and the International Monetary Fund.

The Bretton Woods Monetary System was the first to be created on the basis of
international agreements, based on a system of fixed but customizable rates, it also

2 Protectionism was a result of the Great Depression, not a cause, since increasing tariffs didn't play an
expansive part in the underlying exchange compression; like the staggering exchange constriction in the
2009 crisis, the decrease in exchange the mid 30s was overwhelmingly the aftereffect of the general mon-
etary implosion. Where protectionism truly made a difference was in keeping a recuperation in exchange
when production recovered. Moreover, taxes in Latin America were far higher than anyplace else in the
century prior to the Great Depression. This is a shocking actuality given that this locale has been said to
have exploited globalization compels superior to most amid the pre-1914 Belle Epogue and for which the
Great Depression has dependably been seen as a critical approach defining moment towards security and
de-connecting from the world economy.

3 The Group consists of the International Bank for Reconstruction and Development, International Develop-
ment Association, International Finance Corporation, Multilateral Investment Guarantee Agency, Interna-
tional Centre for Settlement of Investment Disputes.
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contained a certain international authority - the International Monetary Fund (guaran-
teeing its stability) with the reserve currency the US dollar, the only currency convertible
to gold but only to foreign central financial institutions (the other currencies were linked
to the dollar). The US was obliged to maintain a strong dollar exchange rate against
gold, the other members of the system were required to maintain a fixed exchange rate
of their currency against the dollar and keep the given parity with a maximum deviation
of £1% (Helleiner, 2016). The exchange rates were maintained through intervention
purchases and foreign exchange sales and all its members had to deposit a certain
amount of money in gold and in their own currency at the entrance, from which the
Fund then provided the states with loans for the balance of payments®.

Scheme 2 The Marshall Plan Aid Distribution Divided Among Per Capita Basis
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The European countries joined the Bretton Woods system later - after the war their
economies were greatly damaged. On their renewal, the US approved the so-called Mar-
shall Plan (the European Recovery Program), an American initiative to aid Western Eu-
rope, providing Europe in the form of gifts and credits for goods and finance for over
$13 billion (approximately €114 billion in current value as of July 2017 according to NBS)
between June 3, 1948 - September 16, 1953°, Hand in hand, for the administration of

4 In the event of a fundamental imbalance in the balance of payments, states could proceed to adjust their
exchange rate against the dollar, so the odds were not entirely solid.

5 Also influenced by the London Agreement on German External Debts vs. the growing cost of the Korean
War vs. the 1950 Congressional elections.
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the assistance the European Organization for Economic Cooperation (on 16 April, 1948
and reformed in 1961 as the OECD) was established, whose members became all the
states of Western Europe (at the time European currencies were not convertible and
free trade between states was also problematic®). Under the Rome Agreements con-
cluded on March 25, 1957 by France, Germany, Italy, the Netherlands, Belgium and
Luxembourg, the European Economic Community was established (Behrman, 2008). The
basic objectives of this regional organization were continuous economic growth, raising
the standard of living and closer cooperation between Member States, which have com-
mitted themselves to the creation of a common market, an area with free movement of
goods, services, persons and capital.

1 Methodology

On May 9, 1950, Robert Schuman presented his vision on the formation of a strong
and united Europe, based on peaceful relations. In the 1957 Treaty of Rome there is no
single chapter on the concept of a common monetary policy. It contains only general
declarations on the maintenance of monetary stability and balance of payments. It was
not necessary because all the members of the European Economic Community” were at
the same time also members of the Bretton Woods Monetary System, which at that time
operated smoothly, and European integration had not yet reached such a level that it
would be necessary to implement a single monetary policy (Eichengreen, 2008). In the
future, monetary integration was anticipated and the first plans for its introduction were
soon launched.

The aim of our research article is therefore to closely analyze the development of
the economic and monetary integration of Europe as the result of long-term efforts on
currency and economy stability, progress and economic growth. Naturally, a distinct
view of the growth process is developing within the evolutionary paradigm and towards
the continually improved mathematical formalization of this process. To start with, on
simply conceptual grounds, development is considerably closely related to the innovative
change, whereas labour productivity furthermore includes the impacts of the probably
less particular procedure of capital extending. Besides, because of the absence of indus-
try particular value deflators, ostensible qualities are supported by the impacts of general
value swelling. Conversely, socio-economic growth is very closely related to advances in
productivity. According to American economist Arnold C. Harberger, this can be demon-
strated through aggregate labour productivity growth, where the cumulated shares of

o

To eliminate this fragmentation, the European Payments Union was established (from July 1950 to December

1958, after this period it was superseded by the European Monetary Agreement after completing its role)
to take over all the mutual claims and liabilities of the Member States and to transfer them to the only
amount that the Member State would have to pay or receive on the other hand. This arrangement allowed
the elimination of mutual trade barriers and reduced the need for gold and dollars, greatly contributing to
the revival of the European trade and restored the convertibility of the European currencies.

~

One of the three European Communities (hand in hand with the European Coal and Steel Community and
the European Atomic Energy Community, which were in existence since 1958 until 2009. The European
Community was founded on July 1, 1967, when the three Communities joint bodies on the basis of the
Merger Treaty.
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each of /industries in the total value added of manufacturing in the base year by are
indicated on the horizontal axis:

1
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where CSrepresents cumulated shares; V4 represents value added; &m represents
total manufacturing; (a represents cumulated changes; LPrepresents labour productiv-
ity, while the cumulated commitments of every industry /to the adjustments in aggre-
gate work productivity between the final year 7 and the base year by of the perception

time frame are demonstrated on the vertical axis:
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Before the cumulated shares can be figured, enterprises must be arranged by the
proportion of their offer in efficiency development and their offer in esteem included
amid the base year. The subsequent Lorenz-type curve is a visual portrayal of the level
of fixation with respect to the commitment of individual ventures to the adjustments in
total work efficiency.

1.1 Structural Bonus or Burden: The Relationship between Structural
Change and Economic Growth

First of all, enterprises for the most part don't contribute similarly to general devel-
opment in labor productivity. The measure of variety watched infers that decent variety
and heterogeneity at the level of business sectors and ventures are verifiable realities of
monetary improvement. Also, structural change itself isn't a uniform procedure. It shows
up in groups and is more articulated for a few businesses in specific periods, and less in
others. Thirdly, there exists a specific inclination for structural change to be more artic-
ulated amid periods of low total development, while smoother advancements are fre-
quently apparent in conjunction with bigger productivity increments by and large. In this
manner, the inquiry is to what degree the watched varieties crosswise over ventures
netly affect macroeconomic advancements. Do they offset each other, or are there more
orderly powers, so that as a total their joined effect has any kind of effect? The basic
structural bonus hypothesis, for instance, proposes a positive connection between struc-
tural change and financial development, in view of the presumption that amid the pro-
cedure of monetary improvement, economies overhaul from exercises with moderately
low productivity levels to ventures with a higher esteem included per work input (Szir-
mai, 2000). This hypothesis is introduced principally in reference to the assembling part.
In spite of the fact that the forecast it suggests isn't generally very exact, we can, at
any rate with the end goal of the accompanying examination, take it as a desire that the
reallocation of work favors ventures with more elevated amounts of work productivity.
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On the other hand, the well-known cost disease contention of unequal development
introduced by Baumol (1967, 1985) bolsters a hypothesis in light of the structural weight
of created economies, essentially identified with administrations. It essentially expresses
that in view of the constrained potential to build work productivity through mechanical
advance and the cumulation of reciprocal contributions to creation, enterprises, for ex-
ample, a large portion of the individual, social and open administrations, can't make up
for the ascent in wage levels, constrained upon them by the more dynamic businesses
with high productivity development. The result is a characteristic and unavoidable ascent
in the cost of generation and expanding shares in work and ostensible yield. Subse-
quently, the particular hypothesis concerning Baumol's cost disease is that work assets
bit by bit shift from dynamic businesses with high productivity development towards less
dynamic ventures described by bring down rates of productivity development. It infers
a negative effect of structural change on the prospects for total development. Shift-
share examination gives advantageous methods for researching both the structural bo-
nus hypothesis and the pertinence of Baumol's cost disease. Applying the same meth-
odology, we decompose the aggregate growth of labour productivity into three separate
effects:

|: staticshift effectt 11:dynamicshifteffect I:withingrowtheffect
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L _
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where 7 represents T over industries / SL;represents share of industry /in total
employment (= Ly/Lr).

The auxiliary part is ascertained as the total of relative changes in the assignment
of work crosswise over businesses between the last year and the base year of the period
under perception, weighted by the underlying estimation of work efficiency in the base
year. This segment is known as the static move impact. It is certain/negative if ventures
with higher profitability draw in progressively/less work assets and consequently incre-
ment/diminish their offer of aggregate business. With the end goal of this area, we
indicate the basic reward theory as far as the beneficial outcome this first segment has
on the total development of work efficiency. The structural bonus hypothesis of manu-
facturing (m represents number of manufacturing industries):

ZLPi,by(Si,fy —Sipy) >0 4)

i=1

Besides, dynamic move impacts are caught by the entirety of collaborations of
changes in labor shares times changes in labor profitability of businesses. In the event
that ventures increment both work profitability and their offer of aggregate business,
the joined effect is a positive commitment to general efficiency development. (Obviously,
the same applies if businesses are portrayed by a synchronous fall in labor efficiency
and work shares). As it were, the collaboration term winds up bigger, the more work
assets move towards enterprises with quick profitability development. The connection
impact is however negative, if ventures with quickly developing work efficiency can't
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keep up their offers in absolute business. The negative impact is bigger, the more en-
terprises with high profitability development are looked with declining business shares.
This association term is by all accounts an advantageous apparatus for catching the
fundamental forecast of Baumol's cost ailment, which predicts that business offers will
move far from dynamic ventures towards those with bring down work profitability de-
velopment (the structural burden hypothesis of services):

D (LP gy — LRy )(Si g — Siy) <0 (5)
i=1

The third impact relates to development in total work efficiency under the pre-
sumption that no basic movements have ever occurred and every industry has kept up
an indistinguishable measure of offers in all out work from amid the base year. To main-
tain a strategic distance from a typical deception, we should however review that the as
often as possible saw close equality of inside industry development and total develop-
ment can't be referred to as proof against expansive varieties in industrial structure.
Pointers of relative size for specific sorts of economic exercises are decidedly identified
with the level of economic improvement. Through the span of time, nations not just tend
to build their GDP per capita, yet in addition encounter methodical increments in the
extent of the services area relative to the economy. As it were, wage development and
moves in the sectoral composition of output are synchronous highlights of economic
advancement, while the positive connection between industrial structure and economic
and monetary advancement can't be decreased to the basic relationship in time between
salary development when all is said in done and some particular, quickly developing
segment.

2 Results and Discussion
2.1 Monetary Cooperation in Europe

Monetary policy, which was fully national and in the competence of individual states
at the time of European Communities, should only create the necessary conditions for
the functioning of the European market, while its concept was not yet developed by the
Treaties of Rome. The absence of monetary policy co-ordination during the initial period
of the European Economic Community activities has been linked both to the relatively
favorable economic development of the member states and to the fact that countries
have not yet reached such a degree of social, economic and political integration that
would enforce a single or coordinated monetary policy however, situation changed when
a proposal for coordinating the monetary policy of the Member States was submitted in
the European Commission’s action programme of October 24, 1962 (more widely known
as the Marjolin® Memorandum) (McCormick, 2017). The inadequacy of the scope and
quality of the monetary cooperation at that time was particularly evident, namely during

8 Named after French economist Robert Marjolin, who was directly involved in the formation of the European
Economic Community.
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the 1968 monetary crisis (the most serious economic crisis since the Great Depression,
leading to the situation where no longer was the dollar convertible to gold), to which
France responded by the temporary introduction of foreign exchange restrictions, and
in the following year the devaluation of the French franc was 11.11% and the revaluation
of the West German mark by 9.29% (Darby, 1984). The accelerated rate of inflation has
prompted a speculative movement of capital, which eventually caused considerable im-
balances, while it turned out that the monetary policy co-ordination mechanism, based
only on mutual consultations and the willingness of stakeholders, was definitely insuffi-
cient.

2.2 The Origins of European Monetary Integration

The Hague conference in 1969, led by Luxembourg Prime Minister Pierre Werner,
a group of experts was commissioned to draw up a plan for the transition of European
Community Member States to Economic and Monetary Union. This plan, also known as
the Werner Plan®, was submitted to the Council of Ministers on October 8, 1970 and
became the basis of the concept of the European Monetary Union. The plan was a com-
promise between two previously prevailing views on the future economic and monetary
union: economists, who argued that monetary integration must be preceded by eco-
nomic convergence and economic policy coordination, and monetarism seeking to fix
the exchange rates, where fixed rates would force the Member States to achieve con-
vergence and harmonization of economic policies. The first group, led by German, Neth-
erland and Italian economists, preferred the coordination of economic policies as a pre-
requisite for the creation of a monetary union. On the other hand, the second group,
led by France, Belgium and Luxembourg placed emphasis on a common monetary policy
that should lead to deeper coordination of economic policies (Steinherr, 1994).

Based on Raymond Barre's Report (the first and second Barre Plans!®), which ad-
dressed rather the initial phase of monetary union, it contained proposals for closer
monetary co-operation in the form of co-ordination of convergence-oriented macroeco-
nomic policies and the creation of mutual lending mechanisms, later, the Schiller Plan
(note from the German Finance Ministry and Minister for the Economy, Karl Schiller, on
a stage-by-stage European monetary integration from January 22, 1970) was published,
which, on the other hand, discussed the final phase of replacing national currencies with
a common currency (Badinger, 2015). Economic and Monetary Union should be put in
place after a long preparatory period to achieve convergence, a fixed three-phase time-
table was set to expire in 1980. According to the report, all obstacles to the movement

9 It contained a common concept of the functioning of Economic and Monetary Union, to be set up in three
stages over the course of ten years. The plan foresaw the introduction of a complete and irrevocable con-
vertibility of national currencies in exchange rate stability and the immutability of currency parities; a single
monetary policy driven by the central monetary institution; centralized decision-making on economic and
budgetary policy; a common policy on capital movements and unification of tax systems.

10 On February 12, 1969, the European Commission, prompted by Vice-President Raymond Barre, submitted
to the Council document called “Memorandum on the coordination of economic policies and monetary co-
operation within the Community”.
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of factors of production should be removed, monetary and fiscal policies should be man-
aged by central institutions and regional and structural policy should also be coordinated.

2.3 Bretton Woods Crisis and European Currency Snake

In the early 1970s, the Bretton Woods crisis culminated in a deficit of the balance
of payments, budget deficits and inflation in the U.S., yielding much more dollars than
their gold reserves, which de facto devalued the U.S. dollar (however its rate was fixed
against gold). Central banks have therefore been forced to intervene to keep the U.S.
dollar at a certain level, foreign banks have created U.S. dollar reserves, while gold
reserves have narrowed in the United States.

Scheme 3 Bretton Woods Crisis Affecting European Community Members
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Ultimately, the situation became unsustainable, on August 15, 1971, the U.S. an-
nounced the abolition of the dollar's convertibility for gold (nor did the later devaluation
of the dollar and the expansion of the fluctuation bands help). Based on the G10 Smith-
sonian Agreement of December 18, 1971 to stabilize monetary relations, the fluctuation
of the exchange rate fluctuation band from +1% to +2.25% against the U.S. dollar has
taken place (Kumar, 2014). This has contributed to the temporary reassuring of the
international financial markets and thus to the creation of favorable conditions for the
continuation of economic and monetary union within the European Community.

However, the newly-agreed margin was too broad for Western European countries
seeking to deepen economic integration, allowing the exchange rates of national cur-
rencies to fluctuate within the range +4.5%. As a result, the central banks of the Euro-
pean Community countries!! lowered the exchange rate oscillating between member
states from £2.25% to +£1.125% on April 24, 1972, while committing to maintain their
exchange rates to all non-participating countries within a broader range. Thus, the ex-
change rates of the European Community member states should move against the dollar

1 Tncluding the future members of Denmark, Ireland, Norway and the United Kingdom.
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in the expanded fluctuation band against the dollar, in sort of dollar tunnel of 4.5%,
while the exchange rates of the national currencies constituted a “snake”, whose width
was 2.25%. In addition, the Netherlands, together with Belgium, narrowed the fluctua-
tion band of their currencies to £0.75% from the base parity, creating a “worm within
the snake tunnel” (Herrmann, 2017). On a related note, in 1973 all major currencies set
a floating exchange rate against the dollar, which meant the end of the Bretton Woods
system (since the dollar snake did not work well, in the economic situation, some cur-
rencies could not maintain stability and the snake left) (Szasz, 1999).

The currency arrangement did not last long, as the United Kingdom, Ireland, Italy
and Denmark (which returned to it in October again) left in February 1973. Due to the
continued depreciation of the U.S. dollar, the obligation to keep the oscillatory band to
the dollar at £2.25% was abolished in March 1973. However, it remains the duty to
maintain a margin of £1.125% between the national currencies of the European Com-
munity member states. The currency snake stepped out of the tunnel, and the currencies
of the member countries could move freely against the dollar. In the same year, the oil
crisis broke out and because of the Israeli-Arab war, the Arab countries have embargoed
oil exports, as a result, the price of oil has risen fourfold, the prices of other energies
have risen, consumption and investment have fallen. Economic growth has stalled, be-
cause of the wrong policy of some countries and the result was stagflation.

2.4 Entering the Wider Europe: Economic and Monetary Union

The currency instability triggered by the transition to a system of freely fluctuating
exchange rates has had a negative impact on the functioning of the existing integration
mechanisms within the European Community. This has led member states to accelerate
efforts to achieve monetary integration. Several proposals were published in the second
half of the 1970s and succeeded in a plan prepared by German Chancellor Helmut
Schmidt and French President Valéry d'Estaing, which was first introduced at the Copen-
hagen Council on April 7, 1978 at the Summit in Bremen. In July, it was decided to
implement this plan and it was adopted at a meeting in Brussels on December 4, 1978.
The European Monetary System was due to start functioning on January 1, 1979, even-
tually beginning with a slight delay on 13 March. It was based on three elements - the
European Currency Unit, the Exchange Rate Mechanism, and the credit mechanism.

The European Currency Unit was a weighted basket of European currencies in
which each currency had a share corresponding to the average of the country's share of
GDP in the European Community, the share of the European Community's internal trade
and the share of financial resources in the European Monetary System. As part of the
European Currency Unit, the currencies of the states that joined the European Commu-
nity before the Maastricht Treaty came into being, others were not accepted as the
introduction of the common currency was under way. The European Currency Unit was
used in central bank payment transactions for interventions to support exchange rate
stability and to mitigate balance of payments deficits. Emissions of the official European
Currency Unit have been entrusted to the European Monetary Cooperation Fund, the
states have deposited 20% of their gold and dollar reserves and, as a counter value,
corresponding amount in the European Currency Unit was credited to them. The official
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use of the European Currency Unit was limited, but there was also the so-called private
European Currency Unit used for a range of financial operations on international mar-
kets. The European Exchange Rate Mechanism was similar to the Bretton Woods system
based on fixed but customizable exchange rates. Member state currencies were tied
together in pairs in a parity grid with a fluctuation margin of £2.25'? around the central
exchange rate of the European Currency Unit.

Additionally, in the event that the exchange rate fluctuated beyond the margin
allowed, the banks of both countries concerned were obliged to step up foreign ex-
change interventions and stabilize the exchange rate once again. To avoid having to
intervene when the rate reaches the critical threshold, the so-called divergence indica-
tors were introduced (75% of the allowed fluctuation margin), the country had to take
precautionary measures to stabilize the exchange rates (calculated from the exchange
rate to the European Currency Unit) (Spahn, 2010). If foreign exchange interventions
were not enough to stabilize the exchange rates, it was possible to adjust the exchange
rate parities with the mutual agreement of the member states finance ministers. How-
ever, not all members of the European Community and the European Monetary System
were members of the European Exchange Rate Mechanism, since participation was not
mandatory. The European Monetary Cooperation Fund has provided the member states
with different types of loans - very short-term for foreign exchange interventions; short-
term balancing of balance of payments deficits and medium-term payments in case of
serious balance of payments disequilibria, which could harm the Economic Community
as a whole.

The European Monetary System has had a positive impact on the European econ-
omy, since the exchange rates stabilized during the 1980s, when their fluctuations
shrank by more than half. In particular, the second half of the 1980s was a period of
stability, with inflation falling. But in 1992 and 1993, there was a major crisis'? of the
European Monetary System. As a result, there was a series of devaluation, Italy and the
United Kingdom even came out of the European Monetary System and moved to a float-
ing course. The turbulence in the financial markets has deepened the economic reces-
sion. Finally, it was decided to extend the fluctuation band to £15%, in order to maintain
the European Monetary System at least in some form. The monetary stability achieved
through the operation of the European Monetary System has given rise to further steps
leading to deepening economic integration within the European Community (Druol,
2012). One of these steps was the adoption of the Single European Act (the first major
revision of the 1957 Treaty of Rome) on July 1, 1987, and in which the accession of the
European Community member states to the single internal market'* was contracted.

The Economic and Monetary Union Report in the European Community countries,
or the Delors Report, was another important step leading to closer cooperation in the
economic and monetary spheres. It was drawn up by a group of experts, principally

12 In the case of Spain, the United Kingdom, Italy and Portugal, a temporary wider fluctuation margin of +6%.

13 After the reunification of Germany, the country was facing inflation, trying to resolve it with a restrictive
monetary policy and maintaining high interest rates, but the economy of the other members who had been
associated with the German mark was stagnant at that time and was unable to keep its course against the
German mark, adding speculative attacks on weakened currencies.

14 After As a result, the European Single Market was launched on January 1, 1999.

38



Studia commercialia Bratislavensia Volume 11; Number 39 (1/2018)

governors of the central banks of the Member States under the leadership of the Presi-
dent of the European Commission, Jacques Delors, and presented!® to the Council of
Ministers on April 12, 1989. The European Council discussed the Delors Report in Madrid
on 26-27 July 1989, approving the start of the first stage on July 1, 1990. The further
development of integration, not only in the economic field, necessitated a change in the
founding treaties.

Scheme 4 Maastricht/Euro Convergence Criteria
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Source: Author

Therefore, it was decided at the Strasbourg Summit to convene an intergovern-
mental conference and at the same time enabling a political union. The conference was
held at the Rome Summit on December 15, 1990 and was finally completed at the Maas-
tricht Summit on 9-10 December 1991 by the Treaty of the European Union (known as
the Maastricht Treaty), which was solemnly signed on February 7, 1992. The Treaty,
entered into force on November 1, 1993 (after all 15 member states had ratified it),
formally establishing the European Union (Hix, 2011). Furthermore, it divided the

15 This Report later became a binding document defining the basic organizational principles in the creation of
Economic and Monetary Union within the European Community. The Delors Report, in many ways, followed
Werner Plan, but it was not only about coordinating monetary policy at the transnational level, but also
about introducing a common currency to replace the national currencies. The Report proposed three phases
of the Economic and Monetary Union. As part of the first phase (1. 7. 1990 - 31. 12. 1993), the convergence
of economic policies and the stability of member states' economies were strengthened, with all countries
participating in the European Exchange Rate Mechanism. During the second phase (1. 1. 1994 - 31. 12.
1998), the member states' oscillating currencies were narrowed and the European Central Bank and the
European System of Central Banks established. In the third phase (1. 1. 1999 - 1. 1. 2002), sufficient
economic convergence was anticipated and the process of fixing exchange rates, replacing national curren-
cies with a common currency (Chang, 2016).
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agenda of the European Union into transnational and intergovernmental, while the Eco-
nomic and Monetary Union has become part of the first transnational pillar.

Conclusions and policy implications

European Economic and Monetary Union have gone through a long development,
from signing the Treaty of Rome, which enabled the European Economic Community
and have successfully created a customs union, through Maastricht Treaty to Lisbon
Treaty, actively reforming many legal structures of the Union. Moreover, during the first
stage of the Monetary Union, all intentions in the area of exchange rate stability have
not been realized at first, as there has been no involvement of all member states in the
European Exchange Rate Mechanism. This was due to the fact that the start of the first
phase occurred at a time that was not marked by favorable economic conditions. In-
creasingly, partially reaching the point, where the European Community members have
shown significant differences in economic performance and as it was previously stated
the second stage of Economic and Monetary Union would begin on January 1, 1994
however, the deadline was shifted by one year at the request of Spain. In connection
with this, the situation stressed the need for a sufficient convergence of the European
Community economies before the introduction of the common currency. In the second
phase, monetary policy remained the responsibility of the national central banks, which
were still responsible for coordinating economic and monetary policies to meet the con-
vergence criteria, namely achieving monetary stability. The European Monetary Institute
has also begun to contribute to the development of cooperation between the member
states' central banks, while the governing body was the Council, made up of the Presi-
dent, Vice-President and Central Banks' Governors.

After protracted litigation, it was decided that the start of the third stage should be
decided by the qualified majority at the latest by January 1, 1997, subject to the condi-
tion that most countries would meet the convergence criteria. Otherwise, the third phase
would start automatically on January 1, 1999, whether the criteria would be met by any
number of states. The whole process was planned as irreversible, no one would be able
to withdraw from the treaty later and refuse entry to the Economic and Monetary Union.
Exceptions were the United Kingdom and Denmark, which had negotiated an exception
as soon as the EU Treaty was signed. The entry into the third stage of the Economic
and Monetary Union and the adoption of the common currency required certain condi-
tions to be met to ensure that euro area monetary stability was maintained. States were
obliged to adapt their legislation in line with the requirements of the Economic and
Monetary Union, for example, to adjust the status of central banks and ensure their
independence. Another condition was the achievement of the convergence of the econ-
omies, for which purpose the so-called Convergence or Maastricht criteria were estab-
lished. Price stability, public finance, interest rate developments and currency stability
were monitored. We can conclude that after complicated negotiations, it was agreed
that building Economic and Monetary Union would be based on a fixed timetable and a
requirement to meet the convergence criteria, while the result is extremely successful
social, economic and political convergence development performance-wise and compro-
mise between different requirements of members.
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Abstract

Economic and monetary integration is the result of unifying efforts that have become a
major driving force in post-war Europe. Although some of the initial initiatives, the Mon-
etary Union project has many times been on the brink of interest. It can be as the
surprise that Europe has managed to implement the common currency so soon and
relatively smoothly. Nevertheless, even after its launch, this project has never completely
abandoned criticism and discussion of the legitimacy and meaningfulness of its exist-
ence. Critical attitudes to the introduction of the common currency in the European
Union are based above all on the Optimum Currency Area theories. The theoretical con-
cept of optimal currency areas is currently considered a standard tool for assessing
monetary integration efforts in Europe. OCA criteria are used to estimate the readiness
of the candidate countries to adopt the euro, while the convergence processes are linked
to the decision on the euro adoption timeline. The aim of our research article is, there-
fore, to closely analyze the issue of monetary policies and optimal currency areas in the
context of convergence efforts towards more closely integrated economic and monetary
unions.
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Introduction

Monetary policy belongs to the core functions (from the point of view of the func-
tioning) of the central bank and is at the same time one of its defining features. Fur-
thermore, it means the central bank’s activity associated with the regulation of the
amount of money in the economy, which is linked to the use of certain instruments and
pursues certain objectives. By regulating the amount of money in the economy, mone-
tary stability is to be achieved, for which it is considered a state where the money supply
Ms, corresponding to the amount of money in circulation, equals the demand for money
Mp, i.e. the economically necessary amount of money in circulation. Therefore, we can
say that the central bank is trying to maintain the economically needed amount of money
in circulation. Since there is no way to determine the economically necessary amount of
money in circulation and the same problem arises with determining the real amount of
money in the economy, the disruption of monetary stability can only be recognized only

! PhDr. Martin Hudec, MBA; University of Economics in Bratislava, Faculty of Commerce, Department of Mar-
keting, Dolnozemska cesta 1/A, 852 35 Bratislava 5, Slovak Republic, e-mail: mhudec18@gmail.com, mar-
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side-effects. In controlling the amount of money, the central bank is centered on a
monetary basis, which is made up of the total volume of bank reserves and currency
outside the banking sector, and through which it mediates its influence on money supply
in the economy.

Monetary policy objectives are usually set by law to the central bank, but almost
always is the main one the price level stability. Other objectives that the central bank
can monitor in its policy include balance of payments, support for economic growth,
exchange rate stability, employment support, interest rate stabilization, and the stability
of financial markets. The central bank basically carries out three types of monetary policy
- expansive, restrictive and neutral (Meade, 2007). Firstly, if it applies an expansive
monetary policy, it seeks to accelerate the growth rate of the amount of money in cir-
culation, assuming the inflation rate is relatively low. It uses reduced interest rates on
operations that money circulation-wise, thereby reducing interest rates in the economy,
and thus supports the willingness of commercial banks to provide loans and clients to
accept them. The willingness of households and companies to spend money increases,
the speed of circulation of money is increasing, which ultimately leads to growth in the
economy.

This expansive policy is chosen in the event of economic downturn, high unem-
ployment, high interest rates, while the inflationary threat is small. Under the restrictive
monetary policy, on the other hand, by increasing the interest rate on operations used
by the central bank to regulate the amount of money in circulation, other interest rates
in the economy will increase, which will lead to greater reluctance to provide and receive
credit. As the price of money increases, households and businesses spend less willingly.
Secondly, for a restrictive monetary policy, the central bank will decide in the case of
too strong economic growth, which puts pressure on wage growth and consumer prices,
low unemployment, and impending inflation. Thirdly, a neutral monetary policy is based
on the pursuit of a stable rate of growth in the amount of money in circulation. Central
banks can implement their monetary policy under the four-basic regimes? to facilitate
their decision-making and make these decisions understandable to the public (Burda,
2015).

1 Methodology

The central bank has several instruments available to implement monetary policy,
which can be divided into direct and indirect monetary policy instruments according to
the impact on the behavior and operation of the banking system. The main difference
between these two groups of instruments lies in the extent of their impact on the bank-
ing system. Indirect instruments operate on a broader basis for banking institutions,
creating unified conditions for their operation. Direct instruments are mostly the nature
of administrative regulations, and their effect on the banking system is selective and
addressable, the central bank seeks to influence the credit facilities and liquidity of com-
mercial banks. Basic indirect instruments include open market operations, regulation of

2 Implicit nominal anchor regime, monetary targeting, currency targeting, inflation targeting.
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minimum reserve requirements and discount instruments and exchange rate interven-
tions as an independent part of the central bank’s monetary policy.

The essence of monetary policy lies in using its instruments to achieve the ultimate
target of monetary policy - usually price stability. However, with the monetary policy
instruments, this ultimate target cannot be achieved directly, but only through the op-
erational criteria, i.e. the market short-term interest rate that central banks can influence
by their instruments (Spanjers, 2009). According to well-known or at least forward-look-
ing estimates, the operational criteria apply to intermediate criteria, which once again,
according to known or supposed links effect the final objective of monetary policy. This
chain of bonds is then referred to as a transmission mechanism, while we distinguish
three basic transmission mechanisms - monetary, credit and exchange. The operational
and mediating criteria for individual mechanisms are closely illustrated in Scheme 1.
Monetary transmission is a complex and interesting topic because there is not one, but
many, channels through which monetary policy operates. The process begins with the
transmission of open market operations to market interest rates, either through the
reserves market or through the supply and demand for money more broadly. From there,
a transmission may proceed through any of several channels. The interest rate channel
is the primary mechanism at work in conventional macroeconomic models. The basic
idea is straightforward: given some degree of price stickiness, an increase in hominal
interest rates, for example, translates into an increase in the real rate of interest and
the user cost of capital. These changes, in turn, lead to a postponement in consumption
or a reduction in investment spending. This is precisely the mechanism embodied in
conventional specifications of the investment—saving curve — whether of the Old Keynes-
ian variety, or the forward-looking equations at the heart of the New Keynesian macro
models” (Kuttner, 2002).

Scheme 1 The Transmission Mechanism and Instruments of Monetary Policy

Open market operations

!

Fed funds rate Monetary base
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Money supply

Loan supply 17 Market interest rates —|

Asset price levels Real rates - Exchange rate
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chancial Interest
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Source: Kuttner — Mosser, 2002
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The aim of our research article is, therefore, to closely analyze the issue of mone-
tary policies and optimal currency areas in the context of convergence efforts towards
more closely integrated economic and monetary unions. Therefore, the real added value
of our research article is a synthesis of the theoretical approaches and functional princi-
ples of the partial aspects of the monetary union. In relation to our aim, we have con-
structed the following research questions:

e How do asymmetric shifts affect monetary and non-monetary union coun-
tries?

e What kind of economic shocks do we distinguish and how do they relate to

the issue of fixed vs. floating exchange rate?

Which factors affect the convergence processes?

Which aspects are important when measuring convergence?

What is the difference between nominal, real and price convergence?

What are the most important optimal currency area criteria?

Can high market liberalization also have negative effects?

2 Results and Discussion
2.1 Ever closer to Heaven? The Relevance of Optimum Currency Area

Since concepts of monetary area and monetary union can be found in many opti-
mum currency area theories, it is appropriate to define them. Firstly, the currency area
is a fixed exchange rate regime where two or more currencies are fixed in the territory
of each other. Secondly, the currency union consider fixed exchange rate regime, which
includes the commitment of the member states to share a single common currency
(Brunnermeier, 2016). However, most authors use the terms monetary area and mone-
tary union as synonyms. Moreover, the development of optimum currency area theories
can be defined as early — traditional and contemporary — alternative. Traditional® ones,
which arise in the 1960s, analyze the absorption of economic shocks and we can mark
them as purely macroeconomic, characterized by the fact that they are based on the
Keynesian assumptions of short-term wage and price, the interchangeability of inflation
and unemployment by the principle of Phillips curve, and the possibility of stimulating
economic policy performance. Since the 1970s, a second* approach has emerged, which
assumes that no country meets all aspects of the optimum currency area, focusing on
analyzing the benefits and costs that arise when setting up a monetary union. In attitude
to the microeconomic aspects and the inefficiency of nominal exchange rates in shock
absorption, while the criterion of symmetry of shocks comes first. At the end of the 20th

3 Mundell (1961), McKinnon (1963) and Kenen (1969).
4 Grubel (1970), Corden (1972), Ishiyama (1975), Tower and Willet (1976).
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century, the question is raised about the impact® of monetary integration on the econo-
mies of the monetary union countries, having its rebirth® in the birth of the European
Monetary Union.

The optimum currency area views can be evaluated from a microeconomic and
macroeconomic point of view. Models based on microeconomics views attempt to incor-
porate market imperfections and rigors into optimum models such as nominal rigidity
(wage or price); poorly functioning financial markets; the existence of expectations and
their subsequent fulfillment or non-fulfillment; public finances and inflation taxes. The
macroeconomic approach evolves in two directions. The first one analyzes the develop-
ment of real or nominal exchange rates on historical databases. Analysis of real ex-
change rates’ is based by the assumption that changes in the real exchange rate lead
to changes in relative prices in the economy and therefore countries with volatile ex-
change rates are not suitable candidates for entry into the monetary union. However,
the shortcoming of this approach is that, based on past data (from the time the country
had its own currency), it forms conclusions about the future, which does not fully reflect
the reality. The second macroeconomic approach attempts to prove the existence of
economic shocks and to estimate their correlation, analyzing their symmetry/asymmetry
in the European Community and the United States. In terms of optimum currency area
theories, the benefits and risks arising from the country's entry into monetary union can
be identified by examining the conditions under which the core economic policy objec-
tives (price stability, full employment, balance of payments balance, and economic
growth).

2.2 A Macroeconomic Assessment of Monetary Integration

The concept of optimal currency areas is nhowadays considered to be a standard
tool for assessing monetary integration efforts, namely in Europe however, late cases
represent the Southeast Asian monetary forms, Asian Pacific Currencies, French Franc
Zone in Africa, Caribbean Currency Union. On a similar note, there are numerous optimal
criteria, which are used to estimate the readiness of the candidate countries to adopt
the common currency and the assessment of the current readiness and convergence
process is linked to the decision on the time horizon adoption (Kawai, 2015). When a
country is deciding to join the Common Monetary Union (also known as Common Mon-
etary Area; Currency Union), it should accept the choice of the right timing of entry to
eliminate the risk of disrupting its own macroeconomic stability. The country's economy
should at the entry meet the parameters in which the loss of the exchange rate and the

5 Krugman's specialization hypothesis and Frankel-Rose hypothesis of the endogeneity of OCA criteria.

Mélitz (1991), Tavlas (1993), Blanchard and Wolfers (2000), Calvo and Reinhart (2002), Alesina and Barro
and Tenreyro (2002), Barro and Lee (2011), (Pasimeni, 2014), De Grauwe (2017).

o

~

The so-called OCA index, where the value of the index reflects the country's eligibility to become a member
of the monetary union. The lower the value of the index, the lower the volatility of the nominal exchange
rate in the economy, and thus, it is more appropriate for the country to adopt the common currency (Capie,
2014).
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separate monetary policy does not cause serious economic problems, since at that mo-
ment, together with monetary and exchange rate policy, it also loses the opportunity to
adjust its competitiveness by changing the exchange rate. Decisions on the setting of
interest rates will be made by the common central bank (i.e. the European Central Bank)
and there is a natural risk that the setting of monetary policy will not fully meet the
needs of the country (Baldwin, 2015). In view of the “irreversibility” of the process of
engaging in the common monetary union and the abandonment of sovereignty over
monetary and exchange rate policy, it is desirable for the countries to understand the
potential risks of economic asymmetric shocks whose impact on the single country will
be different from the impact on the currency. We talk about so-called asymmetric
shocks®.

If such shocks occur, the country will be exposed to their effects differently from
the common monetary union, and the union's central bank monetary policy on the man-
ifestations of these shocks will not respond adequately to country's as it will be driven
by developments in the currency and not in the country. Based on the assessment of
the risk of asymmetric shocks and the ability to cope with shocks by their own mecha-
nisms, it is possible to determine the degree of alignment® of the country with the mon-
etary union. Under the term asymmetric shock, we understand a global shock, affecting
simultaneously or negatively/positively more countries, but with an asymmetric, there-
fore unequal (opposite) impact on each of them. An asymmetric shock can also be con-
sidered a shock where the impact on both countries is symmetrical but of varying inten-
sity. In addition to asymmetric shocks, countries may be exposed to the idiosyncratic
shock — a country-specific unsystematic shock affecting individuals or macro households
with little or no correlation with market risk. Likewise, symmetrical shocks with asym-
metric impact can also occur, while there may be many reasons for the different reaction
of two countries to the same shock. This may be due to a different socio-economic
structure, regulation of labor markets, the role of the financial and banking sector, the
external debt of the country (Marco, 2014).

Naturally, if countries form a monetary union, they lose the option of using their
own monetary and exchange rate policy to restore balance - asymmetric shocks-wise
and then, it will be necessary to use other mechanisms to restore the balance (labor
mobility and wage flexibility). Moreover, the basic point of the optimum currency area
is to determine whether the countries or regions of the monetary union are exposed to
symmetrical shocks or whether they have other mechanisms to absorb asymmetric
shocks. Countries with their own currency can counterbalance the effects of asymmetric
shocks using the exchange rate, autonomous monetary and fiscal policies. The autono-
mous fiscal policy of monetary union countries is limited by the existence of the stability
and growth pact.

8 The existence of which is essential for the functioning of currency areas. The asymmetric shock is repre-
sented by a change in aggregate supply or demand that does not affect all countries in the monetary union
in the same way (i.e. consumer preferences between monetary union countries, resulting in an asymmetric
demand shock).

9 At a time when it is decided that the degree of alignment is sufficient, it is clearly advantageous for the
country to adopt the common central bank 's monetary policy and to join the union.
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Therefore, it is necessary to understand the criteria (De Grauwe, 2016) for the
optimal currency area, which include:

e A risk sharing system i.e. automatic fiscal transfer (to redistribute money to
areas/sectors);

o Diversification of production;

e Openness of the economy with capital mobility across the region;

e Political conditions, ability to act uniformly (commonality of destiny) and simi-
lar business cycles (i.e. homogeneous preferences);

e Price and wage flexibility across the region;

e Productivity and labor mobility across the region.

Most important, the openness of the economy!® helps the competitive environment
in international trade, which is then able to offset the prices of most commaodities. Thus,
when the economy is small and very open to foreign trade, it has little ability to influence
the prices of its goods on world markets. In such a case, the assignment of the exchange
rate does not represent such a loss. The better the country's meet the criteria, the higher
the benefits of joining the monetary union can be expected. In addition to the benefits
and risks stemming from the immediate fulfillment of the optimum currency area criteria,
the country can face other risks and benefits associated with entering the monetary
union. When searching for an optimum currency area, we mostly need to look at the
cost of a monetary union in which an asymmetric shock occurs. In other words, if one
country of the monetary union is hit by a negative demand shock there will be shifting
of the demand curve for the production of country X to the left down from Dto D. The
vertical axis EPy/P’, EP,/P" captures the real exchange rate of the countries of the mon-
etary union against the non-monetary union countries, where P and P, are prices of
domestic goods in the countries of the monetary union, P"is the price level of the non-
monetary union countries, £ois the common exchange rate. Point A represents the initial
equilibrium of both countries X and Y at the real exchange rate Ao = EoPy/P* = EoP,/P".

If the country X was not part of the monetary union and could change its exchange
rate freely, regardless of the common central bank, the real exchange rate would de-
preciate to A; = E£:P¢/P". Since the country Y has no reason to change its nominal and
real exchange rate, the value of its real exchange rate Ao is optimal. Given that both
countries are part of a monetary union, there is a contradiction between their needs.
Assuming inflexible wages and prices, both countries share the same real exchange rate
A2 = E2Py/P* = E2 P,/P". Country X is in recession, while country Y is experiencing a boom.
In the long run, this is untenable. The new level of the exchange rate does not suit a
single country. For one country, the currency is too strong, for another weak. Total
output is a combination of surplus supply CC~ and surplus demand DD, Country X
cannot sell its production, so its prices should decline until the real exchange rate drops
to A; = E2P/P". Country Y is in the opposite situation. The prices of its production
should increase until the real exchange rate rises to the original level of the real ex-
change rate Ao = E2P *,/P" (Lacina, 2007).

10 A simple share of foreign trade volume on GDP or also covers foreign trade intensity with the integrated
countries.
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Scheme 2 Effect of an Asymmetric Shock in Monetary Union
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2.3 Deciding on the Exchange Rate Regime

Exchange rates are an appropriate tool if countries need to adjust their external
exchange rates and domestic wages since prices also adjust slowly. It is also considered
as an effective macroeconomic tool that protects the economy from the external shocks.
In the system of free-floating exchange rates, change in the nominal exchange rate can
help to eliminate the negative effects caused by real shocks without losing out on the
output and employment side. Deciding on the exchange rate regime is a complex issue.
In selecting the exchange rate regime. The country must take into account its structural
characteristics such as the mobility of factors of production, the size and openness of
the country, the wage and price flexibility, the arrangement of the financial system, the
nature and symmetry of any shocks, the historical credibility of monetary policy. As we
have mentioned, by joining the monetary union, the country loses the opportunity to
use the exchange rate as a macroeconomic tool, has no possibility to determine the
amount of money in circulation and thus to influence the economic developments in the
country. Negative effects are thus mitigated by a change in the price level or real GDP.

Additionally, the variability of domestic nominal'* GDP under the flexible exchange
rate regime is the result of domestic monetary shocks, fully affecting the domestic mar-
ket. On the other hand, in the monetary union, national nominal GDP is partly influenced
by domestic or foreign currency shocks, depending on the degree of openness of the
economy and real shocks (caused by monetary distortions, they create the costs of ad-
justing the country in the monetary union). The impact of shocks is shared by all coun-
tries of the monetary union and the net income is positively influenced by the volatility
of domestic monetary shock as the emergence of monetary union reduces the impact
of the monetary shock. The volatility of foreign currency shock affects net income neg-
atively, as only the countries of the monetary union influence this shock. By creating a
monetary union with a positive correlation between domestic and foreign currency

1 The monetary value of all the finished goods and services produced within a country's borders in a specific
time period evaluated at current market prices, whereas the real GDP is inflation-adjusted.
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shocks, countries with higher monetary instability will gain stability. Monetary shocks
(unexpected changes in the M2 monetary base) are transmitted across countries, which
is an advantage for countries with less monetary stability. For other countries, the mon-
etary shock is likely to be a loss (the more open, the higher the loss). The openness of
the economy strengthens the cost of adapting to the monetary shock. With a negative
correlation between domestic and foreign currency shocks, monetary stability will gain
all countries, as foreign currency shocks mitigate domestic monetary shocks.

We can see that the more the countries are open, the more will they gain from
becoming members of the monetary union. In the same manner, real demand shocks
are relevant only within the context of the monetary union. If they are positively corre-
lated and have the same standard deviation, no adaptation costs are incurred by the
country. Otherwise, the exchange rate implies high adjustment costs. In conclusion, if
the country is exposed to strong asymmetric shocks, it is better for it to have a floating
exchange rate, as it allows a relatively rapid settlement of the external imbalance while
the fixed exchange rate hinders it.

2.4 The Cost of Successfully Integrating into the Monetary Union

The successful integration of a country into a monetary union depends on the mag-
nitude of the difference in the real and nominal level of economic variables compared to
the average of the countries of the monetary union. The smooth and continuous con-
currence of nominal and real convergence with the values of the monetary union, where
the price level, along with the country's economic level, will move closer to that of the
monetary union. In other words, for a trouble-free integration process the balance be-
tween economic and price levels is crucial, since too rapid rise in consumer price levels,
inadequately backed by labor productivity growth and wage growth, would threaten'?
.The development of living standards as a result of falling real wages and real incomes
for the population. The underlying assumption of catching up with the monetary union
countries' (when joining the union), in the context of socio-economic levels, is that less
developed countries are at a lower technological level and can, therefore, be more eco-
nomical than those already on the technological frontier. One of the possible ways to
achieve faster economic growth is expansionary national economic policies. However,
with longer-term expansion, demand-driven inflationary pressures are occurring, and
attempting to achieve nominal convergence thus hinders real and structural conver-
gence’3 (Alexiadis, 2013).

It is important to note that, when it comes to the price convergence, it is often
confused with nominal convergence. Testing of price convergence is performed using
variables reflecting the price levels of economies, namely individual product prices, or
more aggregated data in the form of price indexes. Furthermore, nominal convergence

12 Wage growth, which would be faster than labor productivity growth, would lead to a reduction in competi-
tiveness and a slowdown in economic growth.

13 Convergence in theoretical concepts is related to economic growth theories, which seek to analyze and
explain the factors influencing the pace and levels of economic growth in individual countries. Moreover,
convergence means that the difference between two values decrease over time and these differences be-
come negligible and converge to zero.
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represents the convergence of nominal variables, such as GDP in nominal terms or in
nominal wages. Mostly, however, under the nominal convergence means the fulfillment
of the Maastricht criteria'* to ensure the stability of the common currency and are a
prerequisite for admission to the Eurozone member countries. Real convergence means
approaching the socio-economic level of another country or group of countries. The real
convergence occurs when the gap in the socio-economic level of comparable countries
is reduced, measuring the productivity of the economy, by the most commonly used
gross national income per capita and real gross domestic product per capita. Therefore,
it logically means that the gap between rich and poor economies diminishes over time.
In the most cases, the indicator GDP per capita in purchasing power parity is commonly
used for measuring real convergence, since the advantage of this indicator is that it
reflects the purchasing power of the domestic currency, and thus eliminates price dif-
ferences between the economies, while also reflecting the standard of living of its resi-
dents.

However, when trying to achieve faster economic growth by expansionary national
economy policies, fiscal expansion is untenable in the medium-term due to budgetary
constraints. Another potential source of long-term acceleration of economic growth and
rising economic levels may be the strength of the economy. This is supported by the
continuous accumulation of human capital and the continuous development of new tech-
nologies that guarantee the economy a faster GDP growth per capita than in other coun-
tries. Real convergence based on this mechanism is of a long-term nature. This model
of internal growth is based on the idea of generating economic growth by itself, corre-
sponding rather to the environment of large developed economies located on the tech-
nological frontier. Another source of growth acceleration means increasing international
interaction. Leveling up the country's standard of living is a question of the medium-
term horizon. The external source of financing is the accompanying phenomenon of this
growth resource, unlike the endogenous growth of the economy associated with internal
financing. International interaction can help boost the country's economic level by liber-
alizing trade or closing a technological gap (Baldwin, 2016). Trade liberalization will ex-
pand export and import opportunities, including expanding the possibility of importing
previously unavailable technologies. Thanks to technological innovations, foreign de-
mand for domestic goods will increase. This will result in a transition of the economy to
a faster growth path in the medium term. In some models, high liberalization can lead
to the displacement of domestic goods by imported.

To analyze real convergence from a practical point of view, in the eurozone (as an
example of OCA), there is significant evidence that the GDP per capita of lower-income
economies has been catching up with that of higher-income economies since the start
of monetary union. We will compare GDP per capita (expressed in PPS) across EU coun-
tries. (The different accession dates of those countries to both the EU and the euro area)
— The first wave of euro area members (the EA-12), more recent members as well as all
non-euro area EU Member States, between the years 1999-2016. According to European
Central Bank since 1999 some degree of real convergence has taken place in the most

14 Price stability (consumer price inflation rate); sound public finances (government deficit as % of GDP);
sustainable public finances (government debt as % of GDP); durability of convergence (long-term interest
rate); exchange rate stability (deviation from a central rate).
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recent EU Member States”. As shown in the Scheme 3'>,both non-euro area EU countries
(green triangles) and countries that adopted the euro after 2002 (blue circles) usually
performed better than the EA-12 countries (red squares) over the period 1999-2016.
The Lithuania, Estonia, Latvia, Romania and Slovakia have achieved the larg-
est degree of convergence among EU countries so far, followed by other countries
in the CEE (Central and Eastern Europe) region” (European Central Bank, 2017).

Scheme 3 Development of Real Convergence in the EU between the years
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Source: European Central Bank, 2017

Scheme 4 shows the development and forecast of the real gross domestic product
growth (in % over last year, average). The EU has seen a sustained return to growth
following the economic and financial crisis.

Scheme 4 Development and Forecast of Real Gross Domestic Product in the EU be-
tween the years 2000-2019

= £ 0 I ire m

Source: European Commission, 2017

15 GDP at current prices per capita in PPS; EU28 = 100; x-axis shows the initial level in 1999; y-axis shows the
cumulative change in the level (1999-2016).
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This is set to continue in coming years. Higher growth rates in non-euro area Member
States compared to the euro area will support further upward convergence and the euro
area will account for as much as 85% of the European economy after the United King-
dom’s departure from the EU in 2019” (European Commission, 2017).

2.5 Accelerating the Economic Growth

Economic growth is accelerated mainly by closing the technological gap — by im-
proved technical efficiency following trade liberalization between countries/areas, but
this mechanism is only available to economies that have not reached certain technolog-
ical boundaries. The necessary condition for its realization is the mobility of capital,
namely the liberalization of the capital market and the existence of private ownership.
Economies that have begun to import technology and human skills through foreign direct
investment have a relatively higher GDP per capita. For foreign investors, FDI is attrac-
tive to the economies of the new monetary union member states, as their marginal
revenue is higher than in more developed economies. In addition, if economies are very
open this increases the effect of international interaction and for those economies that
do not have enough domestic resources to close the technology gap, foreign direct in-
vestment is more advantageous than a mere increase in debt because it allows risk
sharing and the transfer of both technology and human skills (capital). The role of for-
eign direct investment in closing a technological gap also has a direct effect on nominal
convergence. The availability of resources needed for real convergence depends on the
criteria which foreign investors consider relevant to their investments, especially the
relative labor cost. Other key factors include the country's credibility, human qualification
and infrastructure.

On the other hand, the most discussed causes of price convergence include differ-
ences in labor productivity (as well as other important causes of price convergence in-
clude improving the quality of goods and services, deregulation of prices, cutting down
existing constraints and inflowing foreign investment). Labor productivity in countries
with lower economic levels is behind labor productivity of developed countries, particu-
larly due to the lower capital production and lack of know-how. Labor productivity in less
developed countries is growing faster due to the higher marginal product of additional
capital and an increase in human skills. The relationship that raises labor productivity
growth and the rise in price levels is called the Balassa-Samuelson effect!'® and it has
two implications in the context of monetary union/optimum currency area convergence.

Firstly, it explains how much higher productivity can increase the price level in one
country compared to the other so that the fixed exchange rate does not damage the

16 Based on the division of the economy into the tradable and non-tradable goods sectors. If labor productivity
increases in the economy, wages in the tradable and non-tradable sectors also grow. Prices in the tradable
goods sector, however, are growing more slowly, as wage growth is associated with a more pronounced
increase in labor productivity. Also, in the non-tradable goods sector, comparable wage growth will be
required, but due to the nature of goods in this sector, such productivity growth is not achieved. In addition,
wage costs are generally higher in this sector. In view of this discrepancy, there is a rise in prices mainly in
the non-tradable sector. As a result, the price level is rising throughout the economy.
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country's competitiveness. This is especially important for countries sharing a single cur-
rency. Assuming the perfect mechanism of equalizing the prices of tradable goods be-
tween countries and the same proportion of tradable goods on the market, for each two
countries A and B, the common currency can express a relationship for the existence of
an inflation differential as p« - pes = (1 - a).(ga - gs), where pca and pes are changes in
the consumer price index in the country, a is the share of tradable goods and g4, gsthe
rate of labor productivity growth in countries A and B.

It is therefore obvious that higher labor productivity growth in one country of the
monetary union will also lead to the higher growth of price levels. This also means that
the differing rates of rising in price levels in individual countries of the monetary union
are not a problem if they occur in line with the increase in labor productivity. However,
if the rise in price levels is too rapid in relation to the increase in labor productivity, this
situation will lead to the loss of competitiveness of the country with higher inflation (if it
is unable to offset the resulting inflation differentials through the depreciation of the
currency). The persistence of such a situation in the economy will lead to imbalances in
the current account of the balance of payments, which can then also be a source of
instability of the common currency in addressing the problem of its financing. Secondly,
the Balassa-Samuelson effect is relevant primarily to floating-rate economies, trying to
keep the inflation rate at the desired level. This factor has influence especially during
the exchange rate economic and monetary union mechanism participation. If labor
productivity growth does not lead to a rise in price levels, a nominal appreciation of the
exchange rate will occur within the AF” = a #'".(PP" — PP'T), where 7' is the share of
non-tradable goods on the price index and the (PP” — PP'7) is the difference between
the growth rate of labor productivity in the tradable and non-tradable goods sectors
(Barro, 2004).

Conclusions and policy implications

The gradual deregulation of trade barriers and the growing international division of
labor coupled with stable exchange rates can be described as factors contributing to
economic development. In an environment in which individual economies are increas-
ingly interconnected and the influence of the external economic environment increases,
more and more economic entities are interested in stable conditions in dealing with
foreign countries. The countries in the position of the importer are dependent on the
prices of the expected deliveries and countries in the exporter's position are under the
influence of global demand, while the exchange rate is the crucial variable in these
relations!’. In this context, the currency area represents an area in which countries
commit to accepting fixed exchange rates without the possibility of devaluation or reval-
uation, renouncing their national currencies and responsibility for implementing mone-
tary policy -they undertake to coordinate economic policy jointly. If certain conditions
are met, such as the general integration of economies and the mobility of factors of

17'1f prices fall, the prices of imported goods are rising, while prices of exported goods are declining. If a
country wants to avoid higher inflation than a competing country, it needs to keep the exchange rate stable,
meaning that there is a tendency to create a currency area.
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production, monetary integration is considered the best possible solution. The optimum
currency area theories are the forefront of many integration discussions of whether
Western Europe is an optimal currency area.

The optimum area of the monetary union corresponds to the balance of benefits
and costs. The emergence of the European Monetary Union was a new impetus when
examining the question of what the optimal currency area is. On the other hand, we
should not forget about the emergence of strong currencies facing currency crises. Find-
ing answers to the question of which area is optimal has brought many different views,
i.e. the optimal area can be considered the one whose goal is full employment, stable
price levels, and external balance. Furthermore, it can describe links between regions or
countries that seek to increase the well-being of their citizens above the welfare level
achieved by using their own currency. Likewise, we can argue that the essence of the
problem of answering the question of what is optimal is the impossibility of finding an
empirical rule that identifies the optimal currency area, i.e. the impossibility of defining
the net benefit that the country derives from membership in the currency area, however,
the optimal can be viewed as the sustainability of the external and internal macroeco-
nomic equilibrium, deepening integration of capital and financial markets.
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Abstract

Expanding globalization of the world economy has put a strong pressure on individual
entities that operate in it. International competitiveness has become a major driving
force of economic and social differentiation of the countries. Individual states and their
public administrations have to create an effective business environment. This paper re-
flects these developments and, with the help of relevant multi-criteria (GCI, WCI, DBI)
and single-criteria indexes of competitiveness, tries to assess the current state of com-
petitiveness of two regions in Central and Eastern Europe — the Visegrad Four and Baltic
Group states, which had a similar starting position on their path to building a market
economy and integration into the EU structures.
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Introduction

The current world economy is undergoing turbulent changes. Under the influence
of these changes, competitiveness is getting to the forefront of scientific research as
well as economic literature. It can be pointed out that since the times of Adam Smith
and David Ricardo, the renaissance of this term began in the last decades. Throughout
the 1980s, the significance of the competitiveness moved from the enterprise level to
the national or transnational level. Changing conditions of the world economy associated
with extensive liberalization of markets, and the ubiquitous globalization have brought
a need to modify the term "competitiveness".
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The immediate consequence of these changes is a fundamental change in the na-
ture of competition. Recently, it has shifted from unilateral relations and regional isola-
tion into the global context. The massive "internetization" of the world society and global
economy has contributed considerably to this fact. Modern technologies penetrating into
all spheres of the business environment bring an infinite number of possibilities, oppor-
tunities and challenges. (Baldz et a/,, 2015). The current issue of competitiveness has
outreached the boundaries of the foreign trade problems so far. The phenomenon of
intensifying and accelerating the innovations in technology has become not only a dri-
ving force of globalization but also the cause of economic and social differentiation of
countries.

In terms of outlined trends this article try to assess the competitiveness of two
relatively young regions of Central and Eastern Europe. These regions had a similar
starting position on their path to building a market economy and integration into the EU
structures. These are the countries of the Visegrad Four (Poland, the Czech Repubilic,
the Slovak Republic and Hungary) and the Baltic states (Estonia, Latvia and Lithuania).
These countries had been under a strong influence of the Soviet Union, with centrally
planned economies, for several decades until the early 1990s. This fact affected not only
their political, but also their economic direction. The disintegration of the Council for
Mutual Economic Assistance (CMEA) and subsequent reorientation of these countries
from centrally planned economies to market ones required a significant intervention in
the business environment. It included a wide variety of changes in different factors and
disciplines. The political changes generated some extensive economic changes. The
main objective of these countries was to join the EU single market. They succeeded in
meeting this objective in 2004. However, this fact did not mean the end of their journey.
The globalization is putting a strong pressure on increasing the competitiveness of indi-
vidual economies, especially those having quite small domestic markets and being stron-
gly dependent on external demand. This means that if such economies want to increase
their prosperity, they must be competitive and successfully involved in the international
division of labour, which is unquestionable axiom for countries of the V4 and Baltic
Group.

1 Methodology

The aim of this article is to examine and compare the current state of competitive-
ness of the Visegrad Four and Baltic Group countries through the selected multi-criteria
and single-criteria indicators. These include the Global Competitiveness Index, the World
Competitiveness Index, Doing Business Index and a single-criteria index known as Re-
vealed Comparative Advantage. To achieve the objective, a number of theoretical
methods were used including the general methods (abstraction, analysis, synthesis, de-
duction and induction), the empirical methods (GCI, WCI, DBI) and comparison of the
obtained results. Some special methods were also used to streamline the data on foreign
trade, especially mathematical methods, descriptive analysis and graphical presentation.

The World Economic Forum (WEF) annually publishes the Global Competitive-
ness Report which compiles a rank of countries on the basis of aggregated results in 12
assessed pillars which provide a coherent picture of competitiveness of the selected
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national economies. WEF uses the Global Competitive Index (GCI), which assesses the
ability of countries to provide their citizens with a high standard of living, respectively it
indicates how effectively the country is able to use its available economic resources.
(World Economic Forum, 2017)

The Institute for Management Development (IMD below) publishes an annual
"World Competitiveness Yearbook", which assesses the World Competitiveness Index
(WCI). It analyses the performance of selected countries, whereby it looks at the rela-
tionship between the national environment (where the state plays a key role) and the
process of creation of competitive environment through four main factors. (IMD, 2017)

The World Bank (WB) monitors and assesses the quality of business environment
in each country through its own analysis known as "Index of Doing Business" (DB be-
low). WB objectively measures business regulations and their entry into force in the
selected economies, being assessed at different stages of a life cycle, from the establis-
hment of the company to the closure of the business. (World Bank, 2017).

One of the fundamental single-criteria methods used to assess the competitive
avantage is the index of Revealed Comparative Advantage (RCA below) a concept origi-
nally developed by B. Balassa. (Balassa, 1989) It expresses the share of exports of the
commaodity groups in total exports of the country and the share of this commodity group
in total world exports. As defined by Balassa:

_Xij/Xj
RCA = Xiw/Xw

with Xj7 being the export of the country j of commodity group j.Xj being the total
export of country j, Xiwbeing the total world export of commaodity group j and Xwbeing
the total world export. If the value of RCA is higher than 1, the country, which is being
assessed, achieves a revealed comparative advantage in the export of the given commo-
dity, which means that the given country specialises in its export. If the value of RCA is
1, the country does disposes of neither comparative advantage nor disadvantage in ex-
porting the given commodity. If the value of RCA is lower than 1, the country disposes
of comparative disadvantage in exporting the given commaodity.

Along with the RCA we also monitor some other single-criteria indicators of compe-
titiveness in order to support our conclusions. These are GDP per capita, Average export
performance, R&D expenditures, Education expenditures, Hourly labour costs and Tax
burdens.

2 Results and discussion

Economic theory had had an explicit view at the importance of competitiveness and
its impact on international business. The gradual ideological division of individual theo-
retical approaches was caused by differentiation of the achieved levels of competitive-
ness quantification of companies and states. Until the late 1980s, many economists tho-
ught that competitiveness was a phenomenon that could be justified only at company
levels. They were particularly arguing by reduction of the state's role in the globalization
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process of the world economy (Porter, 1990; Reich, 1990; Krugman, 1994). Such opini-
ons, however, were increasingly becoming the subject of criticism. Some economists
argued that such measurement of competitiveness absents an alternative reference fra-
mework that would make it possible to confront the competitiveness of companies with
a competitive macroeconomic performance at the economic or national level (Hatzichro-
noglou, 1996). The competitiveness of companies generally does not correspond to the
competitiveness of national economies (Balaz et a/,, 2015). A mismatch between the
corporate and national economic views at competitiveness stemmed from the fact that
companies can be well-competitive not only via technological and product innovation,
but also due to low labour cost, low input factors, savings in environmental costs, depre-
ciated currency or price dumping at the expense of domestic customers, etc. However,
these factors appear to be counterproductive at the national economy level.

At the international level, competitiveness of states can be perceived through their
attractiveness for foreign direct investments. This phenomenon, the so called "The new
doctrine of competitiveness”, is explained by economists through the "inversion of the
roles of the state and the enterprise". Not businesses, but states, respectively gover-
nments are under the pressures that force them to compete for acquisition or retention
of significant investment. Under the influence of these processes, as well as due to the
internationalization of economic activities, the traditional understanding of competitive-
ness of the state has changed.” (HoSoff - Hvozdikova, 2009) As a result, governments
adapt their business environments towards a new view on measurement of competiti-
veness, because the quality of the business environment involves many factors, ranging
from economic and political environment to infrastructure issues, technology or specific
needs in particular sectors.

The competitiveness of national economies is assessed by several global insti-
tutions, foundations, research institutes or banks. On the basis of annual multi-criteria
evaluation processes and in-depth analyses, they create rankings of the countries. Ge-
nerally, single- or more-factorial indicators for assessment of competitiveness of states
can be used. The most considerable ones are introduced in basic overview in Table 1.

Table 1 Indicators for evaluation of competitiveness of economy

Multifactorial indicators Single-factorial indicators
Global Competitiveness Index (GCI) Knowledge Economy Index (KEI)
World Competitiveness Index (WCI) R&D Expenditures
Share on national export (commodity structure

Doing Business Index (DBI) of export)

Share on national import

Revealed Comparative Advantages (RCA index)
Development of the value of net exports
Export per capita

Terms of Trade (TOT)

Unit Labour Costs (ULC)

Note: Processed by the authors
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In our research, we will focus on the assessment of the competitiveness with the
help of selected multi-factorial and single-factorial indicators, with standard and unified
- set criteria of international institutions. A common feature of these indexes (GCI, WCI
and DBI) is that they compare dozens of significant world economies, and reflect to a
large number of disparate measures. However, they differ by the used methodology as
well as by the way of summarizing the results for individual indicators. Thereby, they
present to a certain extent differentiated conclusions. The competitiveness of countries
can be also assessed by single-factor criteria. Within this group, the most considerable
are the Revealed Comparative Advantage, Openness of Economy, R&D Expenditures
and labour costs.

2.1 The assessment of the competitiveness of the Visegrad and Baltic
groups and discussion

The economic development and direction of the V4, as well as the Baltic group
countries, have been shaped and influenced by many common historical ties for a long
time. With the exception of Poland, the countries from both groups rank among the
smaller ones. The extent of their involvement in international economic structures is
therefore particularly important for them. They are forced to compensate their lower
economic strength with higher degree of production specialization. While the countries
of the Baltic group are historically linked to more advanced Scandinavian economies, the
V4 countries are oriented mainly to Germany and other markets of Western Europe.

2.2 The Global Competitiveness Index

The Global Competitiveness Report 2016 — 2017 (GCI) assesses the competitive-
ness landscape of 138 economies. The rating scale ranges from 1 (the worst) to 7 (the
best). GCI indicates how effectively the countries are able to use their available economic
resources. The GCI pillars are, according to model of M. Porter (1990), categorized into
three areas regarding the achieved economic level of the economies that are being as-
sessed. (World Economic Forum, 2017). The first area (Sub-index A) is determined by
the basic requirements which are essential for economies. The pillars in the second area
(Sub-index B) are vital for economies based on efficiency and assess the performance
of national economies. The third area (Sub-index C) is characteristic for knowledge-
based economies and analyses business sophistication and innovation. (Bondareva -
Tomcik, 2013).

Among the monitored countries, Estonia ranked best in the 2016 — 2017 edition. It
was in 30™ place in the rankings (score 4.8) while Hungary was the worst (69™ place,
score 4.22). All monitored countries placed in the first half of the overall rankings. A
view at the comparison of the assessed countries by GCI shows that the Baltic countries
perform significantly better than countries of the V4. For a more detailed comparison of
the V4 and Baltic countries performance, we analyze them by the above-defined three
sub-indexes of the GCI model. Each sub-index is divided into individual pillars. The fol-
lowing figures show the positions of the examined countries.
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Figure 1 Global Competitiveness Index in years 2016 and 2017
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In the V4 region, the Czech Republic performed best when it reached 31% place.
Compared to 2016, Slovakia and Poland have improved their positions, Hungary, on the
contrary, has fallen by 6 places. According to GCI, corruption, government bureaucracy,
tax rules, tax rates and volatility of the taken measures (in the case of Hungary) are
among the biggest barriers to business in these countries. The least problematic areas
include inflation rate, low risk of government instability and good health of the popula-
tion.

Estonia, which ranked the same place (30™ place) as in 2016, is the leader among
the Baltic countries while Lithuania was 35" and Latvia 49%. The level of tax burden,
inadequately educated labour force, insufficient ability to innovate, but also bureaucracy
are among the worst assessed areas according the GCI. On the contrary, the foreign
exchange regulations, low crime, low risks of government instability and a good health
of population are among the best areas.

The analysis of individual sub-indexes shows the reasons why the Baltic countries
achieve better overall position in the GCI. The main determinants of their success are
well-functioning institutions, infrastructure, education and support of innovation. The V4
countries face several problems. Apart from the market size indicator, which cannot be
influenced, it is worth a remark that in the case of Slovakia and Hungary, the indicators
of the first pillar — functionality and efficiency of public and private institutions as well
as other corresponding indicators, such as efficiency in state expenditure, the justice
system and the waste of public resources are relatively poorly represented. These factors
are a direct result of activities and flexibility of governmental institutions. In terms of
measuring the knowledge economy, the sub-index of innovation also slightly falls behind
the most advanced economies of the world. Estonia, Latvia and the Czech Republic have
the best rankings among the analysed countries. This index plays an important role in
the economic growth, increase of export performance and overall competitiveness.
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2.3 The World Competitiveness Index

The Institute for Management Development (IMD below) in Switzerland publishes
an annual "World Competitiveness Yearbook", which assesses the World Competitive-
ness Index (WCI below). In 2016, it analyses the performance of 61 countries, whereby
it analyzes the relationship between the national environment (where the state plays a
key role) and the process of creation of competitive environment through four main
factors. Each of these four factors (economic performance, government efficiency, bu-
siness efficiency and infrastructure) is subdivided into five sub-factors, each emphasizing
a different aspect of competitiveness. (Garelli, 2011). IMD uses different types of data
for measuring the quantitative (statistical) and qualitative (survey research) questions.
The interpretation of WCI is the same as at the GCI and means that the higher the index
value is, the higher the country's competitiveness is. (Gordiakova, 2011).

The rankings of both groups in 2016 are not very favourable (see Figure 2). Five
of the observed countries are in the second half of the overall ranking. Justification of
this case requires a closer analysis of information, which is provided by individual WCI
factors - economic performance, government efficiency, business and infrastructure.

In the second evaluated factor, government efficiency, the worst results were
achieved by Hungary and Slovakia, because of the negative attitude to government sub-
sidies, tax evasion, transparency, inefficient judiciary and clientelism. On the contrary,
the government regulations in Estonia do not constitute a barrier to doing business, and
it turns out that this area is one of the significant competitive advantages of its economy.

The third factor, business efficiency, has the largest restraints in Hungary while
Lithuania, the Czech Republic, and Poland ranked best.

The last factor is "Infrastructure", which indicates whether technological, scientific
and human resources meet the needs of business and can create new conditions of
competitiveness. The Czech Republic and Lithuania reached the best results, while the
Slovak Republic was the worst. Slovakia has responded insufficiently to a huge demand
for technically skilled labour resulting from the impact of the inflow of FDI in the auto-
motive and electronics industry. In the case of Slovakia, it is interesting that since it
joined the EU in 2004 until 2008, the country were fitted around 30™ place in the as-
sessment by WCI. However, after the government had been changed in 2010, the coun-
try fell by 16 places which reflected the fact that governance have a direct impact on
international competitiveness of the country.
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Figure 2 World Competitiveness Index in years 2015 and 2016
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2.4 Doing Business Index

The World Bank (WB) monitors and assesses the quality of business environment
in each country through its own analysis known as "Index of Doing Business" (DBI). WB
objectively measures business regulations and their entry into force in 190 economies
(2017) at different stages of the company’s life cycle, from its establishment to the
closure of the business. (World Bank, 2017) The higher the score achieved in the DB
index is, the better, simpler and more transparent regulatory environment for businesses
and protecting property rights the economy has. It provides important information about
development in the individual components of competitiveness in terms of attractiveness
of the country for foreign investments. DBI monitors and evaluates 11 areas: conditions
for starting a business, dealing with construction permits, getting electricity, registering
property, getting credit, protecting minority investors, paying taxes, trading across bor-
ders, enforcing contracts, resolving insolvency, labour market regulationThe rankings of
the V4 countries and the Baltic States in 2017 are indicated in Figure 3.

Figure 3 Doing Business Index in years 2016 and 2017
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Similarly, as in the case of GCI and WCI, even in the DBI is the overall status of
the Baltic countries better than the V4 countries. In 2017 edition of the DBI, the best
place (12 place) was achieved by Estonia, followed by Latvia (14™) and Lithuania (21%%).
The best place among the V4 countries was reached by Poland (24™ place). The Czech
Republic also reached a favourable outcome with its 27" place. Slovakia reached a bit
worse 33 place and Hungary was on 415t place.

In the light of the above results, it can be concluded that in the WB assessment,
the Baltic countries perform much better than the V4 countries. The best evaluated areas
include simplicity of property registration, starting a business, construction permits and
enforcement of contracts. On the contrary, the worst areas are getting electricity, pro-
tection of minority investors and resolving insolvency. Within the V4 region, Poland ran-
ked best (25%) mainly due to the recent reforms aimed at simplification and impro-
vement of the business environment. On the contrary, Hungary ranked worst (42"9).

In a view of submitted multi-criteria assessments, we select the most problematic
areas for the V4 countries in the near future.

Table 2 Overview of the most problematic areas of the V4 countries according se-
lected multi-criteria indicators

Czech republic Hungary

Labour market efficiency Getting electricity
Government efficiency Government efficiency
Enforcement of contracts Institutions efficiency
Construction permits Business efficiency
Ease of starting a business Business sophistication
Poland Slovakia

Starting a business Institutions efficiency
Labour market efficiency Infrastructure
Infrastructure Labour market efficiency
Government efficiency Construction permits
Technological readiness Government efficiency

Note: Processed by the authors
In the Baltic group we consider as the most problematic areas the following ones.

Table 3 Overview of the most problematic areas of the Baltic countries according se-
lected multi-criteria indicators

Estonia Latvia Lithuania

Market size Market size Market size

Infrastructure Infrastructure Resolving insolvency
Technological readiness Institutions efficiency Financial market development
Economic performance Economic performance Economic performance
Business efficiency Business efficiency Getting electricity

Note: Processed by the authors
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Although the multi-factorial competitiveness assessments are often presented as
objective indicators of competitiveness in the literature, however, we often encounter
their criticism, because a large part of the assessed factors are based on the respon-
dents’ subjective opinions. In addition, they often result from weak theoretical
background and weak statistical methods.

On the other hand, it is understandable, that the authors try to capture the latest
developments in the economic theory and management. This means, however, that such
a review lacks continuity in the statistical ranges and therefore it could be risky to use
these ratings as a strong benchmark. (Walter, 2005)

2.5 Comparison according selected single-factorial criteria

Following the objective of more comprehensive assessment and comparison of
competitiveness of the selected countries, we decided to look at their ability to enforce
themselves in the international business environment. The following table provides an
overview of five major export commodities of each country in 2015. The RCA index
refers to the ability of countries to succeed in international markets (see Table 4).

Table 4 shows an interesting view of the export commaodity structure of the as-
sessed countries. The most important export commodity group, Group 78 - Road ve-
hicles, is the same in all V4 countries. The exports of Group 77 - Electrical machinery
and 76 - Telecommunication apparatus are also dominant. The commodity structure of
the Baltic States exports is quite different. Their exports are dominated by Group 76 -
Telecommunication apparatus (Estonia), Group 24 - Cork and wood (Latvia) and Group
33 - Petroleum and petroleum products (Lithuania). While the V4 countries are strongly
focused on the automotive and electrical industry, the export of the Baltic countries is
more diversified. This represents a more sustainable approach for the future.

The assessed countries have reached the revealed comparative advantage (RCA)
in export of given commaodity for almost all export commodities. However, the V4 coun-
tries perform slightly better. The Czech Republic and Hungary report a RCA in all of the
most important export commodities. Slovakia and Poland have a comparative disadvan-
tage only in the commodity group 77 - Electrical machinery. The relatively weak position
is held by Estonia, which has a comparative disadvantage in three commodity groups.
On the other side, it has a strong comparative advantage in commodity group 24 - Cork
and wood (13.02). Latvia reports a relatively high comparative disadvantage in commo-
dity group 78 - Road vehicles. On the contrary, in commodity group 24 - Cork and wood
it has a very high value of RCA. Lithuania has reached the best result in Group 58 —
Fertilizers while it has comparative disadvantages in commodity groups 77 - Electrical
machinery and 74 - Other industrial machinery.
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Table 4 RCA index of top 5 export commodity groups of V4 and the Baltic group in

2015
Slovakia Czech republic Poland Hungary
[78:_| Road 3.48 [78:_| Road 2.53 [78] Road 1.38 [78] Road 2.26
vehicles vehicles vehicles vehicles
[76] Tele- [77] [77] [77]
com. appa- 291 Electrical 1.14 | Electrical 0.88 | Electrical 1.40
ratus machinery machinery machinery
[77] . . [71] Power
Electrical 0.72 | [7210ffice |5 43 | [B2IFUMi- | 4 99 | Generating | 4.08
. machines ture .
machinery machinery
[74] Other [74] Other [76] Tele- [76] Tele-
industrial 1.45 industrial 1.76 | com. appa- 1.06 | com. ap- 1.4
machinery machinery ratus paratus
[89] Miscel- [89] Miscel- [54] Medi-
[67] Iron laneous laneous - _
and steel LS manufactu- b manufactu- s glnal pro 1,47
- - ucts
red articles red articles
Estonia Latvia Lithuania
33] Petro-
[76] Tele- [ 3
comm. ap- | 2.29 | [2A1COK | g g9 | leum, pet- |y og
and wood roleum pro-
paratus
ducts
[33] Petro- [76] Tele- [82] Furni-
' P 0.99 | com. appa- | 1.85 | ture and 5.95
roleum
ratus parts
products
[77] [63] Cork -
Electrical 0.91 and wood 14.54 [56] Fertil 10.57
; zers
machinery manufact.
[04] Cere- [77]
[24] Cork 13.02 | als and pre- 4.9 Electrical 0.42
and wood . .
parations machinery
[74] Other
[78]Road | ¢ gg |[781R0ad | g g8 | jrdistrial | 0.91
vehicles vehicles -
machinery

Note: Processed by the authors

Besides the RCA index, our study to compare competitiveness of the V4 countries
and Baltic Group is also supported by other single-factor indicators given in Table 5.

It is worthwhile to have a look at R&D expenditures (% of GDP). As can be seen in
Table 5, the Baltic countries spend more % of GDP on education, while the V4 countries
spend more on R&D.
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Table 5 Comparison of the V4 and Baltic countries according selected single-factorial
criteria

CR HU PL SK EE LT Lv

st 5th 4th 2nd 3rd 3rd 6th
GDP per capita 25200 19700 19800 22300 21600 21600 18 600

€ € € € € € €
Average export perfor- 3rd 2nd 1st A 5th 6t

mance in 2007-2015 719, 759 [\36% . 79%  59%  58% | 40%

Average openness of 3rd ond 1st 4th 5th 6th
economy in 2007 -
2015 136%  146% 157%  127% @ 125% | 92%

R&D expenditures 1st 3rd 6t 4th 2nd 5th
(% of GDP) 1.95% 1.38% | 1.0% 1.18% 1.50%  1.04%
Education expenditures | " 5 4th 6t 2nd 3rd 1st
(% of GDP) 52% 52% 53% | 41% 5.6% 54% 5.9%
5th 3rd 4th pth - st 2nd
Hourly labour costs
90€ 75€ 86€  10.0€ [ 103€ 68€ 7.1¢€
nd nd nd th rd st st
Tax burden (2016) 2 2 2 4 . 1 1

19% 19% 19% 22% 20% 15% 15%
Note: Processed by the authors according the Eurostat data

Decisions of investors about capital allocation are highly influenced by the height
of labour costs and tax burdens. While the average hourly costs in the EU reached 25
EUR in 2015, the average costs in the V4 countries reached 9 EUR and in the Baltic
countries 8.1 EUR. The lowest average corporate tax rates are in Lithuania and Latvia
(15%). Although Slovakia has reduced the corporate tax rate from 22% to 21% since
the beginning of 2017, it still has the 3rd highest rate within the EU. Although taxes
represent income to the state budget and higher hourly labour costs contribute to raising
the standard of living, both factors can negatively affect the competitiveness of the
economy and FDI inflows.

The competitiveness of individual economies, apart from the above-mentioned
factors, is also affected by the level of provided investment incentives. Most frequently,
these incentives concern tax concessions and contributions to job creation. Estonia is
the only country that does not provide investment incentives. It does not distinguish
between domestic and foreign capital.

The foreign direct investment is an irreplaceable source of economic growth, job
creation and raising the standard of living in the monitored countries. If these countries
want to catch up with the advanced Western European countries, they must focus on
attracting investors to areas with higher added value and less developed regions.

102



Studia commercialia Bratislavensia Volume 11; Number 39 (1/2018)

Conclusion

Competitiveness of a country is a complex phenomenon that involves both macro-
economic and microeconomic areas. Its development is significantly affected by other
factors - standing between these two economic categories. From a historical point of
view, experts had focused on the export performance of the economy when evaluating
the competitiveness. The reason is obvious. Scientific, technical and technological know-
ledge is a key determinant of the production of products with higher value added (at
least temporarily) and simultaneously carries the sustained comparative advantage. Also
it s necessary to point out, and in recent years with the increasing emphasis, that the
creation of these comparative advantages is closely related to governance activities,
which have a direct impact on FDI inflows.

The research presents the analysis of achieved level of competitiveness of the V4
countries and Baltic countries. Through the analysis of achievements in the GCI, WCI
and DBI, which were processed by international organizations, we have come to the
following conclusions:

Firstly it is clear that the Baltic countries perform significantly better than the V4
states in the assessment of competitiveness by the GCI index. In the V4 countries, the
lack of functionality and efficiency of government, as well as private institutions, the
labour market and business sophistication indicator can be regarded as the most nega-
tive aspects. In terms of measuring the innovation sub-index, almost each of them lags
behind the most developed economies except for the Czech Republic, Estonia and Latvia,
which means a huge risk for maintaining competitiveness within the EU countries in the
future.

Secondly, the development of competitiveness of the V4 and Baltic countries on
the basis of WCI index (although it is largely different from GCI index by methodology
and data processing), reiterates the more favourable position of the Baltic group com-
pared to the V4. The Czech Republic was the only exception. Hungary and Slovakia
reached weaker results again, especially in the factors of Economic performance and
Government Efficiency, which may be the result of not entirely appropriate government
interventions.

Thirdly, the comparison of the business environment assessment according to the
DBI confirms the results achieved by the first two investigated indexes and they point
to better results of the Baltic countries, compared with V4 countries. The Baltic countries
achieved much better results in areas such as Starting a business, Construction permits,
Registering property, Protecting minority investors, Paying taxes. Both groups achieved
the highest competitiveness in areas such as Registration of Property, Getting Credit and
Trading across Borders.

Fourthly, the comparison of the assessed countries according the single-criteria
index of Revealed Comparative Advantage shows that the V4 countries perform better
if we aim only at the performance in the international business. This confirms the
conclusion of the DBI in the area of Trading Across Borders, where the V4 countries
achieved much better results than the Baltic states.

Fifthly, the comparison of the V4 and Baltic countries according to the selected
single-factorial criteria shows that the Baltic countries spend a higher percentage of GDP
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on education, but the V4 countries spend more on R&D. It can be concluded that the
analysis of the single-criteria indicators is supported by the results of multi-criteria indi-
cators.

As we mentioned, the economies without a sufficient raw material base may obtain
high comparative advantages mainly through the knowledge economy. Thus, another
part of the study intends to determine the relationship to the so-called competitiveness
knowledge economy.

Based on the study results, we can say that in spite of the fact that the Baltic
countries are ranked higher than the V4 countries in the international competitiveness
indexes, a larger volume of FDI goes to the V4 countries. Even though the Baltic states
offer a more favourable business environment, their small internal market and availabi-
lity of labour resulting from it is a limiting factor.

We concluded that the consequences resulting from measuring and assessing the
competitiveness of individual economies (and not only of those analysed here) will
always be differentiated, due to a wide range of factors. However, it is necessary to
analyse them continuously and on their basis, make assumptions that are important for
their further development and growth. In this case, we can conclude that the factors,
which will have a significant impact on the level of competitiveness of the V4 and Baltic
states in the future, will be related to a systematic and effective of governance, which
has a direct impact on the effective organization of economic processes, and building a
knowledge-based economy, linked to a science and technology lead, industry expe-
rience, increasing labour productivity and export performance.
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Abstract

The article presents the theoretical foundations of the criminal act of scheming to de-
fraud in an insolvency proceeding. A criminal act according to the § 226 Act No. 40/2009
Coll. (Griminal Code) is often a part of organized crime. Crime is made easier by the
difficult proceedings of solving the debtor’s bankruptcy in the Czech Republic. The article
includes a case interpretation in which the judge committed a crime. She caused severe
harm to several participants of the insolvency proceeding and secured that the debtor’s
shareholder benefited.
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Introduction

This article is aimed at the criminal act of scheming to defraud in an insolvency
proceeding. Insolvency proceedings focus on the situation when a debtor’s bankruptcy
is already happening or when such bankruptcy is imminent. These proceedings are often
very complicated, which provides opportunity for various types of illegal practices, the
so-called bankruptcy offences. Misappropriating insolvency law can even lead to orga-
nized crime? (it is often directly spoken of organized crime), which increases the mistrust
of society towards economic activities in general, it demotivates individuals from partic-
ipating in entrepreneurial activity, etc. (comp. Smolik, 2014: 72-74). The topic of schem-
ing to defraud in an insolvency proceeding has not been discussed enough even though
the Supreme Administrative Court as well as the Constitutional Court both discussed it
in several adjudications.

The goal of this article is to introduce the theoretical aspects of the issue of schem-
ing to defraud in an insolvency proceeding in the context of insolvency and criminal laws
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Organized crime can be perceived as 1) a very specific form of economic activity characterized by the use
of threats, physical force, violence, debt recovery, intimidation, corruption; 2) a supplier of illicit goods and
services (comp. Cejp, 1999, 2004).

107



Studia commercialia Bratislavensia Volume 11; Number 39 (1/2018)

and to discuss the selected case interpretation. This text primarily serves as an intro-
duction into the selected issue. We can however state that scheming to defraud in an
insolvency proceeding is a very current topic that is also complicated due to the difficulty
of uncovering such specific crime.

1 Insolvency Proceedings

Insolvency proceedings are a special type of civil proceedings whose goal is to
discuss the bankruptcy and its proceedings according to the insolvency law (Zoulik,
2009). In legislative, an insolvency proceeding is discussed in the so-called insolvency
law (Act No. 182/2006 Coll.) that has been in force since January 1% 2008 and replaced
the previous amendment of the Act No. 328/1991 Coll. about bankruptcy and settlement.
The insolvency proceedings by themselves are defined by the Law No. 99/1965 Coll.,
Civil Procedure, as amended.

Insolvency proceedings are court proceedings before an insolvency court whose
focus is the debtor’s* bankruptcy or imminent bankruptcy and the method of solving it.
Insolvency proceedings are a special type of civil proceedings that include elements of
trial proceedings as well as execution proceedings. Conditions needed for the proceed-
ings to take place are investigated during the proceedings and is followed by implement-
ing the needed measures (Beranova, Macas 2017: 6).

Insolvency proceedings consist of several stages whose course differs according to
the concrete circumstances of the cases. The first stage is to commence the insolvency
proceedings by submitting an insolvency petition by the debtor or the creditor. If the
bankruptcy is imminent then the insolvency petition can only be submitted by the debtor.
The debtor needs to verify if the defined criteria are met. He/she has to fill out the form
“Navrh na povoleni oddluzeni” [Petition for a Permission of Debt Forgiveness] that in-
cludes the Insolvency petition and required attachments. The insolvency proceedings
start on the day when the appropriate court materially receives the insolvency petition.
This court then announces the commencement of the proceedings by a public notice
that is made public no later than two hours after receiving the petition. From the instant
the effects connected to the commencement of the insolvency proceedings take place,
the debtor is obliged to refrain from handling the estate and the property that can be
the part of it if there should be any substantial modifications in its composition, its usage,
the property ascertainment, or its nonnegligible reduction. The debtor is only allowed to
fulfill pecuniary obligations incurred before the commencement of the insolvency pro-
ceedings within the scope and according to the rules set by the insolvency law. Before

4 A debtor in an insolvency proceeding can be an entrepreneurial subject (legal or natural person pursuing
business) as well as a subject who is not an entrepreneur (f.e. a consumer). It must however always be a
legal personality; it is not possible to conduct insolvency proceedings for assets that are not legal personal-
ities (Beranova, Macas 2017: 9).
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the decision about the insolvency petition, the insolvency court® can impose on the in-
solvency’s petitioner to pay an advance of the insolvency proceedings costs within a set
period of time (Hasova, Moravec, 2013).

The next stage is the ruling about a debtor’s bankruptcy that is issued by the in-
solvency court if via an attest or evidence proceedings it is discovered that the debtor is
indeed in bankruptcy or that his/her bankruptcy is imminent. The bankruptcy ruling is
delivered separately to the debtor, the insolvency trustee, the preliminary trustee, the
insolvency petitioner, and persons who partook in the proceedings. The so-called invi-
tation to creditors is a part of the bankruptcy ruling who have not yet submitted their
debts; the debtor (if he/she has not yet done so) is also obligated to assemble and
submit to the insolvency trustee a list of his/her assets and obligations including his/her
debtors and creditors within a set period of time. The debtor is assigned an insolvency
trustee®; dates of the review meeting and the creditor meeting are also defined. The
bankruptcy can be solved by bankruptcy, reorganization, or debt forgiveness (Richter,
2017).

The third stage is the ruling on how to solve the bankruptcy according to the pre-
viously stated methods. It is followed by the stages of implementing the selected method
of solving the debtor’s bankruptcy and finalizing the insolvency proceedings (Ministry of
Justice of the Czech Republic, 2017). Currently, it is possible to access a number of
information on-line and to follow concrete cases almost simultaneously to the develop-
ments of their bankruptcy proceedings (Smrcka, 2013).

In the first half of 2017, in total 14,846 insolvency petitions were submitted; en-
terprises submitted 1,141 petitions; consumers submitted 13,705 petitions. The overall
number of insolvency petitions decreased by 4.92% in comparison to the first half of
2016. Most insolvencies were submitted in Prague; the least in the Vysocina Region. The
majority of insolvency petitions submitted by legal persons ends with declaring bank-
ruptcy, which is typically solved by bankruptcy and less frequently by reorganization
(Creditreform, 2017).

Bankruptcy is a certain way of solving bankruptcy in which the estate value is de-
termined and realized. It is typical for bankruptcy that the proceeds of realization of the
estate are to be used for substantial proportional distribution of assets amongst the
creditors. The debts of creditors that could not be satisfied during bankruptcy are not
extinguished unless the law determines otherwise. Therefore, the primary objective of
bankruptcy is not to preserve the debtor’s business but to (in the majority of cases) at
least partially put the debtor’s property relations with his/her creditors in order. Bank-
ruptcy can be declared for assets of natural and legal persons, and can concern entre-
preneurs as well as non-entrepreneurial subjects. Bankruptcy cannot be declared for

5 An insolvency court is defined as a court that conducts insolvency proceedings. An insolvency court either
makes a statutory decision by delivering a judgment or by supervising the activities of other process sub-
jects. The form of the court judgment is the resolution (Beranova, Macas 2017: 8).

6 Insolvency trustees and other trustees, meaning the preliminary trustee, the separated insolvency trustee,
the special insolvency trustee, and the deputy to the bankruptcy trustee, are according to legal theory seen
as special, or rather other subjects of insolvency proceedings because the insolvency law uses the term
“other proceeding subjects” only in the name of the part of the fifth chapter of the second part of the first
and therefore only associates this term with prosecutors and the liquidator of the debtor. The Constitutional
Court states that the insolvency trustee can be seen (due to his/her status) as a public official sui generis
(for more detail see Beranova, Macas 2017: 11).
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assets of subjects for whom insolvency proceedings cannot be issued (Hasova a kol.,
2014).

The situation of natural persons — the consumers — has been stabilized for two
years as of now. Natural persons can solve bankruptcy by debt forgiveness which in-
cludes either the realization of the debtor’s assets — this is less frequent (in 2016, there
were f.e. 258 cases) — or by fulfilling a repayment schedule as a part of which the debtor
has to pay back at least 30% of his/her debts to the creditors within five years. In 2016,
a repayment schedule was set for 10,725 debtors (Creditreform, 2017).

1.1 Scheming to defraud in an insolvency proceeding

In connection with insolvency proceedings, various possible crimes exist that occur
if the debtor does not provide an exact overview of his/her assets or if he/she conceals
some of his/her debts towards his/her business partners or employees, etc. A part of
such criminal activity is called scheming to defraud in an insolvency proceeding.

Scheming to defraud in an insolvency proceeding is classified as a part of economic
crime aimed against the economic system and its function (cf. Novotny, Zapletal et al.
2004: 94, Zoubkova et al., 2011: 82). Economic crimes can be seen as crimes of people
who are active in economic life (cf. Novotny, Zapletal et al. 2004: 263). It is a broadly
understood area of crime connected to multi-faceted attacks on economy and finance
that was named white collar crime by the American criminologist Edwin H. Sutherland
in 19247 (Gfivna a kol. 2014: 277, cf. Smid, Kupka 2012: 60, Sutherland 1924). The
fundamental attribute of such crime is misusing the assigned or assumed trust. From
the economic perspective, it is the deliberate misinterpretation of law, manipulating
facts, embezzlement, bribery, etc. (Smid, Kupka 2012: 61). Researchers generally agree
on three basic factors that form this concept: 1) the concept occurs in work or employ-
ment contexts; 2) the concept is motivated by economic profit or work success; 3) the
concept is not characterized by direct, intentional violence. These prerequisites define
the following generally accepted definition: “ White collar crime are illegal or unethical
activities of individuals or organizations that misuse the responsibility/trust received from
the public. These activities are usually committed during the time of legitimate business
activity by indiviaduals or organizations with high or respected social status in order to
generate personal or organizational gair’’ (Smid, Kupka 2012: 61-62).

Kupka (2017: 38) defines white collar crime as 'a crime committed by a respected
person with a high social status during the exercise of his profession”.

Social status (education, income, etc.) is an important element that affects not only
the type of crimes committed, but also affects the possibilities of protecting individuals
against crime (comp. Krulichova, 2017: 18-19).

7 The opposite of white collar crimes is the blue collars criminality, which is related to the common crime of
the general public, committed by people from lower socio-economic classes. The crime of blue collars is
recorded in crime statistics (Zoubkova et al., 2011: 82, comp. Kaiser, 1994: 5)

110



Studia commercialia Bratislavensia Volume 11; Number 39 (1/2018)

Criminal activity in connection with insolvency proceedings can therefore be under-
stood as “white collar crime” since it is typical that such crimes are committed by indi-
viduals who misuse their position — f.e. in public administration or the justice system —
and misuse the access to restricted information that are advantageous for their criminal
activity (such as knowing the real value of a concrete company, its financial operations,
etc.) (comp. Tomasek 2010: 145). According to renowned studies, the perpetrators of
economic crimes are often people with a higher social status and higher education
(comp. Novotny, Zapletal et al. 2004: 263).

Economic criminal activity differs from the remaining types of crime primarily by
the fact that the patterns of its activities are practically identical to the patterns of legal
economic life; economic crime uses almost identical economic tools and approaches as
well (GFivna a kol. 2017: 277). The case of insolvency proceedings is a common ap-
proach as well, which however offers many opportunities to commit crime (cf. Novotny,
Zapletal et al. 2004: 97).

Criminal law by itself is not capable of prevent phenomena causing economic crime.
The law only acts as a supportive but irreplaceable protection tool of legitimate economic
relations. The extent of criminal sanction is limited by the principle of the supportive role
of criminal repression which means that criminal repression is only applied when other
means (primarily of economic nature) are insufficient or ineffective (Valkova, Kuchta a
kol., 2012).

However, it is clear that the § 226 of the valid Criminal Code, meaning scheming
to defraud in an insolvency proceeding, is a serious crime that significantly disrupts
economic code while often being a systematic activity (Gfivna, Scheinost, Zoubkova a
kol. 2014: 279).

§ 226 Act No. 40/2009 Coll. (Criminal Code) defines scheming to defraud in an
insolvency proceeding as a body of crime in which the creditor in connection with the
vote of creditors in an insolvency proceeding accepts or is promised assets or other
benefits in breach of the rules and principles of the insolvency proceedings. The offender
can be punished by deprivation of liberty of a maximum of one year or the prohibition
of activity. The same punishment is also applicable in cases when the offender offers,
provides, or promises assets or other benefits to creditors in connection with the vote
of creditors in breach of the rules and principles of insolvency proceedings.

A more severe punishment — deprivation of liberty of a maximum of two years or
the prohibition of activity - is defined in the Art. 3 § 226 which applies to anyone who in
the role of an insolvency trustee, a member or the creditor committee, or the creditor
deputy in the insolvency proceedings accepts or is promised for oneself or others assets
or other benefits that would harm the creditors and that he/she does not have the right
to.

Art. 4 § 226 defines a punishment between six months and three years if the com-
mitted act defined in the articles 1, 2, or 3 causes severe harm, if the offender gains by
committing the act for oneself or others significant benefits, or if such crime is committed
by an official.

Art. 5 § 226 states that the offender will be punished by the deprivation of liberty
of a minimum of two and maximum of six years if a) the crime defined in articles 1, 2,
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or 3 causes large scale damages, or b) he/she gains a large scale benefit from the crime
for oneself of others.

The length of the term of imprisonment in § 226 depends on the scale of the
damages. Severe damage is understood as the sum of at least 500,000 CZK. Significant
benefit is also understood as the sum of at least 500,000 CZK. Large-scale damage is
understood as the sum of at least 5,000,000 CZK and the same amount is needed for
large-scale benefits (Petiikova 2012).

§ 226 Act No. 40/2009 Coll. (Criminal Code) unequivocally belongs to the bodies of
crime that can be summarized as economic crime. They are acts that damage a broad
group of people (creditors, debtors, employees, partners, etc.), threaten social and eco-
nomic stability of the country, cause the loss of trust in the economic system by itself,
generally cause high damages, and in a number of cases goes beyond the territory of
only one country (Valkova, Kuchta et. al., 2012).

Another characteristic of scheming to defraud in an insolvency proceeding is the
fact that it is a relatively sophisticated, long-term, and planned activity as well as orga-
nized or group crime. Experts also state that crime of such manner has a high level of
being latent (see Gfivna, Scheinost, Zoubkova a kol. 2014: 280-281, comp. Kaiser, 1994:
152-157, Zoubkova a kol. 2014: 83).

Scheming to defraud in an insolvency proceeding apply to the relations between
debtors and creditors in connection with the debtor’s bankruptcy and solving of his/her
situation. If we imagine scheming to defraud in an insolvency proceeding, it is principally
manipulating (often in the for of bribes) the members of the creditor committee or the
insolvency trustee directly.

It is clear that insolvency law and criminal law complement each other in the case
of implementing insolvency proceedings when during bankruptcy criminal activity is
committed according to the § 225 until § 227 Criminal Code (for details see Criminal
Code, Act No. 40/2009 Coll.). From the perspective of the insolvency law, it is criminal
activity that is committed during the implementation of insolvency according to § § 210-
216 (see Insolvency law, Act No. 182/2006 Coll.).

According to insolvency law and criminal law, § 226 focuses on securing that the
insolvency proceedings proceed justly, meaning that at the end all creditors of the debtor
are satisfied and that the assets or their value are not decreased in the process of insol-
vency. Proper settlement of creditors needs to be secured who have the same (and as
high as possible) chance of settlement. § 226 therefore oversees the equality of rights
of all creditors where the benefits of one of the creditors are limited, f.e. in the votes of
creditors in the insolvency proceedings.

This article also discusses the possibilities if someone wanted to influence the indi-
vidual creditors (such as providing a financial sum for a certain vote in the case of an
insolvency proceeding, f.e. if there is the so-called creditor committee that is formed in
cases where there are more than 50 different creditors, see § 58 insolvency law) or if
such behavior is realized with more than one creditor. Other — it should be noted that it
is more severe — criminal activities in this area are influencing the insolvency trustee
who is seen as an official.
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The body of crime according to § 226 Criminal Code is therefore not the direct
attack on the debtor’s assets but unfair acts that fully impede or complicate proper
implementation of property relations of the debtor in bankruptcy with persons that the
debtor’s bankruptcy affects (Pettikova, 2012). In reality, it is usually the influencing of
the insolvency proceedings in the form of bribes or other benefits (asset benefit following
from the course of the insolvency proceedings).

1.2 Scheming to defraud in an insolvency proceeding, case interpretation

The insolvency trustee can commit scheming to defraud in an insolvency proceed-
ing, meaning that he/she can significantly influence the course of the insolvency pro-
ceedings. The insolvency trustee is a single judge according to the § 12 Art. 1 Insolvency
law (Act No. 182/2006 Coll., Act on Insolvency and Its Resolution).

These are actually more than one crime because the insolvency trustee by him-
/herself is a very specific offender because he/she is a guarantor of the actual insolvency
proceeding. As previously stated, the insolvency trustee is directly stated in § 260 and
if convicted the punishment can be up until two years, which is twice as high as the
maximum punishment for creditors who committed the same crime.

As a part of the insolvency trustee’s responsibilities, a number of other crimes come
to mind. These are primarily crimes included in the fifth and sixth chapter of the Criminal
Code and which can lead not only to the deprivation of liberty but to the suspension of
the permission to serve as an insolvency trustee as well, and after the court’s final de-
cision that finds the insolvency trustee to be guilty of committing a crime even to the
termination of such permission by the Ministry of Justice of the Czech Republic (for more
details see Such, 2013).

An insolvency trustee should always proceed expertly and fairly, thusly ensuring
primarily the satisfaction of individual creditors. Sadly in the Czech environment, situa-
tions take place where insolvency trustees commit crimes that can be qualified as dam-
aging creditors, benefiting creditors, breaching their duties in an insolvency proceeding,
or commit the previously described scheming to defraud in an insolvency proceeding.

In the case we deal with, these are so-called professional crimes (comp. Kupka,
2017: 38). In fall 2016 in the Czech Republic, a case of the insolvency proceedings
concerning the company Via Chem Group was frequently mentioned in the media, in
which the judge from Ceské Budéjovice - Marie Cervinkova - committed a crime. Also
due to the fact that the access to more complex information (f.e. in the form of the case
materials) is limited, this case study will be based on publically accessible information.

The judge is suspected of causing severe harm to several participants of the insol-
vency proceedings and also providing a benefit to the debtor’s shareholder. Due to the
fact that the case concerned a judge of the Czech Republic directly, the president of the
Czech Republic had to allow her prosecution.

The crime therefore directly affected the performance of judicial activities in which
the judge acted in breach of the duties defined by the insolvency law. The case was
then transferred from Ceské Budé&jovice to Hradec Kralové because it was imminent that
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the anti-corruption police in Ceské Bud&jovice would not take action. The law also dic-
tated the temporary exemption from judicial duties — falling under the authority of the
Ministry of Justice of the Czech Republic. The minister of justice then stated that this
would not have been necessary because the judge ended her duties at the end of 2016
due to reaching the age of 70 (Ceska justice 2016).

Among other crimes (money laundering, accepting a bribe, etc.), the judge also
committed the crime according to the § 226 Act No. 40/2009 Coll. (Criminal Code),
meaning the scheming to defraud in an insolvency proceeding. Comprehensively, the
criminal activity included a broader group of people and therefore showing signs of or-
ganized crime. This fact alone is relatively severe not only from the perspective of the
crime activities of this group but also from the perspective of negatively influencing the
trust of the public in the rule of law in the Czech Republic. The damages in this case
were in tens of millions of CZK. The judge severely breached the ethical codex and also
primarily “intended to case damages or other severe damages to others, or to provide
herself or others an illegal benefit by performing her authority in a way that breached
other legal rules” and thusly committing the crime of scheming to defraud in an insol-
vency proceeding (see Cesky rozhlas 2016).

This proceeding is currently still continuing. Approximately fifteen persons are ac-
cused of criminal activity. The latest information state that the judge’s actions cause
damages of 8,000 CZK (Ceska justice 2017). This case should be observed further be-
cause it clearly demonstrates the struggles caused by proving criminal activity of such
character.

2 Results and Discussion

As stated above, insolvency trustees have a relatively significant power from the
perspective of the process of insolvency proceedings by themselves. This is also why
the insolvency trustee is strictly limited by the law in his/her decision-making in order to
prevent errors and criminal activity in connection with the insolvency proceedings. The
fundamental principle that was also stated above is securing that the insolvency pro-
ceedings are conducted according to the rules and that a swift, economic, and accepta-
ble satisfaction of all creditors is reached. This is also why the role of the insolvency
trustee is absolutely crucial. That is also the reason why it is appropriate that the § 226
Act No. 40/2009 Coll. exists.

Economic crime often differs from other types of crime primarily by the fact that
its patterns are principally identical to the patterns of legal economic activities and that
almost the same economic tools and approaches are used (Gfivna a kol. 2017: 277).
Even in the case of insolvency law, it is a common approach that however offers a
number of opportunities to commit crime. The situation is similar in other Visegrad coun-
tries as well (Crhova, FiSerova, Pasekova, 2016).

The informational value of statistical data and their analysis is lower for economic
crime that for other types of crime. Statistical data primarily relativize the following facts:
a) the statistical methodology; b) legislative changes; ¢) incompatibility in the yearly
time sequence; d) being latent (Gfivna et. al. 2017: 281). In the case of scheming to
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defraud in an insolvency proceeding, it is necessary to mention primarily the high level
of latency; generally, economic crime (as a whole) is characterized by a high level of
clearance (up to 90% of investigated cases) (Gfivna a kol. 2017: 282).

In the case of scheming to defraud in an insolvency proceeding can also be stated
from the sociological point of view that it is to a certain degree “a corruption symbiosis
of the elites” in many cases strengthening and combining the interests of political, eco-
nomic, and bureaucratic elites that “have each others backs” in an mafia conspiracy
(Sekot 2006: 109). That is also why the high level of latency and complicated proving
are typical for this specific and sophisticated crime activity.

Further specification was made in 2017, when an amendment to Act No. 182/2006
Coll., On Bankruptcy and Methods of its Resolution, was adopted. Amendment of Act
No. 64/2017 Coll., which defines, for example, the integrity of a legal person providing
services in the area of debt relief, etc. defines a bona fide person as the person who has
been legally convicted of an intentional crime or a negligent law offense in connection
with the execution of debt relief services.

Conclusion

Scheming to defraud in an insolvency proceeding is considered a crime activity that
is generally labeled as the so-called insolvency offences. It is a relatively sophisticated
crime activity that is only uncovered with difficulty with high latency. Scheming to de-
fraud in an insolvency proceeding can be seen as a highly negative social phenomenon
that endangers the trust of citizens in the rule of law or in business activities.

For the above mentioned criminal activity is characterized a high degree of latency
associated with the fact that those committing these crimes are educated and law-qual-
ified persons. Detectability is difficult due to the fact that this type of crime is considered
a specific form of organized crime.

The topic of scheming to defraud in an insolvency proceeding shows elements of
insolvency law, criminal law, as well as criminology. The above stated information tried
to introduce this topic primarily from the perspective of criminal activities of insolvency
trustees who often deals with creditors worth millions of CZK, which also provides ques-
tions about their neutrality and fairness towards all creditors in an insolvency proceed-

ing.
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Abstract

Approaches, processes, and management methods that allegedly helped enterprises to
achieve great results are often described as "Best Practice.” These approaches are usu-
ally recommended to other enterprises, often without a detailed analysis of the causes
of their alleged success, as well as without assessment if they are suitable in other
conditions. The article focuses on critical review of the conditions of using best practice
when managing enterprises and shows its limits. It comes to the conclusion that "best
practice” recommendations are rarely based on rigorous empirical methods of research
and therefore are generally unreliable. There is, in addition, no widely held understand-
ing of what is meant by the use of the term. Based on these findings and conclusions,
the article promotes a more suitable approach of "Best Fit” which, unlike the methods
of best practice based on processes, is based on common goals of successful managerial
methods and their adaptation to the conditions and strategies of other enterprises. The
approach is demonstrated by methods of human resources management.
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Introduction

The fundament of the “best practice” concept is the thought that enterprises that
want to be successful should assume or copy the methods and approaches of those who
(allegedly) thrived thanks to these methods (Komus, 2011). Such a recommendation,
however, often does not work (Hoy, 2014, Vermeulen, 2013, Vermeulen, 2010, Collins,
2013). The reason is that only a few managerial approaches have such universal char-
acter that would make them suitable or the best everywhere.

One such example are enterprises of the same sector that became successful
thanks to completely different personnel policies, such as enterprises that have a long-
term strategy of training their important employees themselves in comparison to enter-
prises that have a long-term (and successful) strategy of attracting capable employees
from the competition. There is absolutely no reason to take their approaches out of
context of their broader strategies or to proclaim one or the other as “best practice.”

! Doc. PhDr. Ing. Jan Urban, CSc.; Department of Management, Institute of Technology and Business, Ceské
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Historically, one of the first analyses of this issue can be found in the article by
Wareham and Gerrits (1999). Further analyses in this regard were conducted by Pudelko
and Mendenhall (2009), stressing the contingent nature of best practices in national
competitiveness as well as by Druery et al., (2013). The effectiveness of the best prac-
tices approach in human resource management was critically analyzed by Bezzina et al.
(2017).

The objective of the article, which is based on historical experience with the concept
of best practice as well as on experience with some specific managerial methods, falling
into this category, is to point out the limit of the concept of “best practice.” Instead of
this method, the approach called “best fit” is introduced that is based on not adopting
approaches but goals of successful methods, while their concrete tools or approaches
are adapted to the enterprise’s needs. The approach is demonstrated on the example of
methods from the area of human resources management.

1 Methodology

The paper reviews articles that identify and discuss best practices, in order to de-
termine how “best practices” are distinguished from other practices, and whether these
determinations are made on the basis of consistent and reliable evidence. The review
also takes into account definitions of the term to discover if a common definition is used
amongst authors.

The underlying approach of this review was the analysis of assertions made, re-
garding best practices, as to whether they really rest on detailed empirical studies or
rather on opinion, individual experience and anecdotal information. The long-term ex-
perience with methods claimed to be best practice focusing on their strong and weak
points is analyzed by reviewing literature mentioning both successful and unsuccessful
business performance of companies that followed ,best practice™ methods.

On the basis of the critical review of the best practice methods and its results in
practice we introduce an alternative to this method that replaces its ,,process" focus with
stress on goals of successful managerial methods.

2 The concept of “best practice” and its deficiencies

The core of the concept of “best practice” is the idea that an enterprise that wants
to be successful should adopt or copy methods and approaches of those who were
(allegedly) successful based on these methods. The method is a specialty of consulting
companies offering prefabricated approaches or models used for “setting up” certain
enterprise processes. This often happens without assessing if these methods or pro-
cesses are suitable somewhere else as well. Despite the frequency with which the term
is used, there is often little discussion about what is meant by the term and how one
can reliably identify a best practice.
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Adopting or copying methods used by other enterprises is also fueled by the fact
that persons who had introduced certain methods in their enterprises tend to praise
them and to overvalue their benefits. Zbaracki (1998) noticed this years ago in connec-
tion with the TQM method and discovered a paradox situation: persons who were man-
aging the enterprises who used this method rated the method as much better than the
method’s developers.

2.1 The lcarus paradox

The issue connected to the concept of best practice is that successful enterprises
that developed it are often in its core unique; the usability of their “best practice” de-
pends on a variety of conditions. Such are the specifics of their sectors, their size and
strategies, as well as the country in which they operate or its culture. Finding an enter-
prise that is active in the same sector, has approximately the same size, and in its core
does not differ culturally or strategically is oftentimes not only difficult but perhaps even
impossible. As Khan (2012) states, “contextual intelligence” is important understand the
differences of the “context” of individual enterprises from the perspective of their suita-
bility to adopt a certain managerial method.

“Successful enterprises” that serve as an example for others do not however nec-
essarily need to be successful at all times. At the point in time when their “best practice”
is adopted they may have already peaked.

The well-known publication “In Search of Excellence” (Peters, 2006) that made the
method of best practice famous is an example of this. The majority of enterprises whose
practices the publication had presented were by far not the most successful enterprises
a few years after the book’s publication.

The same experience (although from another perspective) is provided by the long-
term observation of the stock market performance of enterprises. Out of the one hun-
dred enterprises that the American magazine Forbes had listed in 1966 as the one hun-
dred most successful American corporations, more than sixty did not exist in 2006. Only
19 managed to remain on the most successful list of one hundred enterprises (Ver-
meulen, 2013).

The declining of success of some enterprises relying on “best practice” can however
also have some systematic causes. It is the phenomenon called the Icarus paradox or
the trap of success (Vermeulen, 2013). It is based on the premise that an enterprise
using “best practice” and after a period of obvious success encounters severe issues
based on the same tools and strategies that helped generate its previous success.

he reason behind this paradox is the conviction that successful methods it is based
on will function the same without any changes in the future. Confidence, self-satisfac-
tion, and underestimating the competition also play a role. Enterprises sometimes also
underestimate the role that chance had — they overestimate the influence of certain
managerial decisions.
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Relying too much on previously successful methods leads enterprises that are af-
fected by this paradox to overlook or underestimate changes that happen in their vicin-
ity. They only try to perfect the competitive advantage that they created; an advantage
that proves to be insufficient in the future.

2.2 Common “Best practice” methods that do not work every time
and everywhere

There are many methods categorized as “best practice” that have become known
and adopted. The majority of these methods sooner or later proved not to work every-
where. Some of the most famous are:

e The Six Sigma method. The method was made famous by the enterprise
Motorola in the 1980s as a tool for finding and eliminating deficiencies of en-
terprises. A number of consulting companies that adopted it helped to make
the method well-known. The goal of the method is not flawed; the issue is
with the way the method strives to fulfill it.

Its tools are complicated and oftentimes exist rather for their own sake: they
are based on selected managers being awarded various colorful belts for their
experiences. They become hierarchically organized experts walking through the
enterprise looking for problems or deficiencies in the work of others. There are
follow-up meetings where their recommendations are discussed.

A number of companies used this method. Many of them, however, came to
the conclusion that they wasted a lot of time (caused by measuring a number
of indicators and long meetings about which of the recommendations is plau-
sible) without any results; their results sometimes even became worse (Nayab,
2011). The same study that was aimed at examining the impacts of this method
even came to the conclusion that enterprises that strictly followed the method
experienced a decline of their share price on the stock market (Nayab, 2011).

¢ Matrix management. This management and organization method has a lot
of followers as well and also originates in the 1980s. Most commonly, it
works under the premise that employees with a certain specialization form di-
visions under joint expert management but are also at the same members of
teams lead by project managers. One employee can therefore have — de-
pending on how many project teams he/she is in — two or more bosses.

The method is logical to a certain degree and makes managing of enterprises
- whose activity primarily consists of temporary projects — easier. Its success
however depends on to which extent the enterprise can suppress competences
conflicts that arise during its implementation between the heads of the projects
who try to push their needs through. If the enterprise is not successful in doing
so then these conflicts consume a considerable amount of work time. If the
method is strictly followed it can lead to an excessive number of managers in
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the enterprise (or even to the situation where project managers become mem-
bers of other specialized organizational divisions that focus on managing pro-
jects).

¢ Management by objectives. The method is based on setting up clear long-
term performance objectives of individual employees known as their key per-
formance indicators. At first sight, the method seems to have no issues. A
number of enterprises facing uncertain tasks (or tasks that do not match their
higher performance objectives) and their intangible evaluation significantly
make use of this method.

The method should be simple. It becomes a problem when it devolves from a
simple defining of personal objectives to a complicated administrative exercise
consuming more time than the actual tasks. Its implementation can also be
more complicated in enterprises that are forced to often change their objectives
due to unexpected events.

“Forced rating” when evaluating employees. The method was made well-
known by Jack Welch, the former CEO of General Electric (GE) who insisted on
using it in his enterprise. The method has many variations and is based on the
management not being able to evaluate their employees freely. They have to
comply with specific percentages of “above-average” or “bellow-average” eval-
uations. In its marginal form at GE it lead to the firing of the lowest ten percent
of employees each year.

The method can be beneficial in conditions where employee evaluation is only
performed formally and in situations where the management is scared to eval-
uate their employees differently — distinguishing between efficient and weaker
employees. The issue of this method is that it results in higher competitiveness
between employees and can therefore support rivalry that hinders cooperation.
In some cases it can lead to skilled employees leaving the enterprise who were
not evaluated well enough. Even GE, the company that introduced it, ceased
to use the method after J. Welch left (Cappelli, 2016).

e Management by walking around (MBWA). It is a management style in
which managers spend a significant amount of their time by visiting workplaces
and interviewing employees; it is often accompanied by an “open door” policy
of the managers. The goal is to familiarize themselves with the issues of indi-
vidual workplaces or even to immediately solve them while there. The method
is based on the idea that a manager cannot rely on his/her employees coming
to him/her with their problems directly, which is why he/she should visit them
directly.

Hewlett Packard popularized MBWA; Tom Peters and his book “A Passion for
Excellence (Peters and Austin, 1985)" also helped to disseminate the method.
The method proved to be beneficial for enterprises who are going through
changes (or who plan changes) and whose employees feel uncertain. It pri-
marily applies when this method was already used before as a management
tool. A prerequisite for its use is that managers really listen to what their em-
ployees are telling them and that they are then able to immediately at least
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partially help them. If this is not the case, employees perceive the method
rather as an unwanted distraction from their work or even as unnecessary con-
trol or a mistrust in their abilities.

2.3 Fear of renouncing the “collective solution”

A specific type of using “best practice” is the tendency of some companies to use
methods that are known for not achieving convincing results. It is caused by the fact
that others — oftentimes the competitors in their sectors — use them and the enterprises
are scared to let these methods go. Shifting responsibilities by the management who
tries to prepare for the case when the company does not perform well can also contrib-
ute to this situation.

The pharmaceutical industry and its practice of selling medicaments via sales rep-
resentatives visiting practices and health care facilities is one such example (Vermeulen,
2010). This practice is very costly, primarily because it features a number of financially
demanding “motivational tools” trying to persuade health care facilities to prescribe cer-
tain medications.

A direct consequence of this form of sales is that the costs of marketing of phar-
maceutical enterprises are three times as high as their costs of research and develop-
ment (the industry tries to blame the high prices of medication on this area). The issue
of the method is however its low efficiency reflecting in the spent costs for one pre-
scribed medication.

Pharmaceutical enterprises have known of this fact for a long time. It is however a
generally widespread “best” practice which they are scared of leaving fearing that it
could damage their position in comparison to their competitors.

3  Processes versus goals

The primary weakness of the method of “best practice” is that the enterprises focus
on certain processes or approaches. The success of management methods does rather
depend on which goals they pursue (Bretschneider, Marc-Aurele, Jr and Wu, 2005).
Their concrete form — meaning the approaches or tools — can however differ in individual
enterprises (Hiltrop, 1999).

3.1 Goals and methods of human resources management

An example demonstrating the differences between goals and approaches of suc-
cessful management methods are the methods of human resources management. As
Lawler and Bouldreau (2012) show, some of the successful methods (regardless of their
concrete form or enterprise type) are primarily methods that
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e support the selection, stability, and use of talented employees. These
are also tools that support their further expert development and primarily their
employment where they can benefit the enterprise the most;

e strengthen the efficiency of employees and their groups. Their mutual
indicator is usually the support of personal responsibility and a clear as well as
simple relation between performance and awards of the employee. These are
however also methods that support the balance between personal or some-
times group goals of the employees and the goals or strategies of the enter-
prise;

e make possible to regularly and reciprocal communication of the en-
terprise or its management with the employees, meaning informing the
employees about the enterprise’s development but also gathering of opinions
and inspiration from the employees.

Methods that fulfill such universally beneficial goals should simultaneously meet
the enterprise’s conditions. The “best fit” method takes these different conditions into
consideration: it is based on the prerequisite that the adopted practice should be
adapted primarily to the enterprise’s strategy, its main competitive advantages that are
the base of its success, its development stage, size, culture, etc. The more the methods
are adapted to these factors, the more successful the methods usually are.

Common goals with different methods are one such example and increase personal
performance of persons and their groups. They can be demonstrated by different ap-
proaches to defining and differentiating of starting salaries, measuring and evaluating
the performance of employees, or tools for increasing their productivity corresponding
to the different strategy of the enterprise.

This is for example the case with enterprises whose competitiveness is based pri-
marily on being able to produce fast product innovations and introducing them on the
market. One of the crucial prerequisite for their success is to attract top-ranking talent
and further developing them. Striving to gain and keep these employees should there-
fore have higher priority than trying to lower their costs even in times when the enter-
prise is trying to lower its costs. The starting and basic salaries of employees (including
the ones working in same workplaces) can significantly differ based on their abilities and
contributions to introducing new products.

To a certain extent, enterprises whose competitiveness is based primarily on low-
ering and controlling operating costs, efficiency of production processes and their stand-
ardization have entirely opposite prerequisites. Defining starting and basic salaries
should be solved by the demand for internal equality of rewards. Team work tends to
be the most important feature of these enterprises, not individual contributions of indi-
vidual employees; group performance should be more important than the performance
of individuals. The differences of basic and starting salaries lack economic justification
and could lead to threatening team cooperation.

Enterprises that base their competitiveness on their relations to customers (e.g.
understanding their needs and quickly solve their individual needs) understand the sup-
port of mutual cooperation between employees (within their groups and across the en-
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terprise) as their main managerial priority. When managing and evaluating the perfor-
mance of employees, it is therefore necessary to apply methods that support such co-
operation, such as an indicator of group productivity (Lawler, Bouldreau, 2012).

3.2 Other conditions for the “best fit” methods

When evaluating the suitability of a certain management method, the enterprises
— apart of their specific needs — should take other conditions into consideration as well;
primarily “best practice” focuses on other conditions as well, primarily based on

¢ whatinformation the given method was defined as appropriate or the
“best”;

e in which conditions and under which circumstances can the method
be understood as the best;

e who promotes the given method and what are his/her interests or
goals. The question can for example be if the practice is not only promoted
because it provides an alibi for certain people in case of failure;

e how probable it is that the method can actually be implemented
within the enterprise’s conditions, based on its abilities and needed re-
sources.

The stated criteria can prevent accepting methods that are not suitable for the
enterprise or the ones that are not sufficiently adapted to its conditions (Bretschneider,
Marc-Aurele and Wu, 2005).

Conclusion

The basis of the concept of “best practice” is the idea that enterprises that strive
to be successful should adopt or copy methods and approaches of the enterprises that
based on the methods (allegedly) achieved success. This simple approach does however
often not work. Only a small number of management approaches has such universal
character that would make them applicable or even the best in all enterprises. It is
caused by the fact that the usability of “best practice” depends on a number of factors,
primarily sector specifics that the enterprises operate in, their size and strategies, and
even the country that they originate in or its culture.

III

Historical experience also shows that “successful” enterprises that are presented
as an example to others do not necessarily stay successful forever. In times when their
“best practice” is being copied, they have often peaked. This is reflected in the Icarus
paradox or the trap of success that are based on the premise that an enterprise using
the “best practice” experiences severe problems after periods of significant success
based on the same tools and strategies that helped generate the success.
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The main weakness of the method of “best practice” is the focus on certain ap-
proaches instead on goals. The “best fit” method is a more appropriate method than the
method of “best practice” since it does not adopt approaches but goals of successful
methods and it adapts the successful methods to the needs of the individual enterprises
— primarily their strategies or main factors that generate their competitiveness. Verifying
why the certain method was labeled as appropriate or “best,” under which circumstances
it can be viewed as the best, who promotes it and what are his/her interest, and to what
extent it can be expected that the method can be actually implemented within the con-
ditions of the enterprise based on its possibilities and needed resources are all part of
this approach.

References

Bezzina, F. et al. (2017). Evidence-based human resource management practices in
three EU developing member states: Can managers tell truth from fallacy?, Euro-
pean Management Journal, 201735), 688-700.

Bretschneider, S., Marc-Aurele, F.J., Jr., & Wu, J. (2005). "Best Practices" Research: A
methodological guide for the perplexed, Journal of Public Administration Research
and Theory Z15), 307-323.

Cappelli, P. (2016). The Common Myths about Performance Review Debunked, Har-
vard Business Review, Retrieved from https://hbr.org/2016/07/the-common-my-
ths-about-performance-reviews-debunked#

Collins, D. (2013). Management Fads and Buzzwords. Critical-Practical Perspectives,
New York: Routledge.

Druery, Jackie et al. (2013). Are Best Practices Really Best? A Review of the Best Prac-
tices Literature in Library and Information Studies, Evidence Based Library Infor-
mation Practice, &4), 110-128.

Hiltrop, J.-M. (1999), The quest for the best: human resource practices to attract and
retain talent, European Management Journal, 1/4), 422-430.

Hoy, G. (2014). Leadership and the Myth of Best Practices, Amazon Digital Services
LLC, Kindle Edition, ASIN: BOO7W8CIMG

Kellaway, L. (2013). Where others failed: Top 10 fads, Financial Times, Retrieved from
https://www.ft.com/content/3c7f1e40-a03e-11e2-88b6-00144feabdcO.

Khanna, T. (2014). Contextual Intelligence, Harvard Business Review, Retrieved from
https://hbr.org/2014/09/contextual-intelligence?cm_sp=Article-_-Links-_-Com-
ment.

Komus, A. (ed.) (2011). BPM Best Practice, Wie managen fihrende Unternehmen ihre
Geschéftsprozesse?, Berlin: Springer Berlin.

Lawler, E. & Bouldreau, J. (2012). Effective Human Resource Management: A Global
Analysis, Standford: Stanford University Press

Lee, D., Van den Steen, E. (2010). Managing Know-How, Management Science, 562),
270-285.

126



Studia commercialia Bratislavensia Volume 11; Number 39 (1/2018)

Long, R.J., Shields, J.L. (2005). Best practice or best fit? High involvement manage-
ment and base pay practices in Canadian and Australian firms, Asia Pacific Jour-
nal of Human Resource, 4%1), 52-75.

Nayab, N. (2011). Six Sigma Myths and Realities - How Effective is Six Sigma?, Bright
Hub Project, Retrived 2017, dostupné na http://www.brighthubpm.com/six-
sigma/17717-does-six-sigma-really-work/

Peters, T.]J. & Austin, N. (1985). A Passion for Excellence: The Leadership Difference,
New York: Collins.

Peters, T.]. (2006). In Search of Excellence: Lessons from America's Best-Run Compa-
nies, New York: Harper Business.

Pudelko, M. & Mendenhall, M.E. (2009). The contingent nature of best practices in na-
tional competitiveness: The case of American and Japanese innovation processes,
European Management Journal, 2/ 6), 456-466.

Vermeulen, F. (2010). Business Exposed: The Naked Truth About What Really Goes on
in the World of Business, London: FT Prentice Hall.

Vermeulen, F. (2012). Which Best Practice is Ruining your Business, Harvard Business
Review, Retrieved from https://hbr.org/2012/12/which-best-practice-is-ruining

Vermeulen, F.(2013). The Management Myths Hurting your Business, The Harvard
Business Review 2013, Retrieved from https://hbr.org/2013/12/the-management-
myths-hurting-your-business.

Wareham, J.& Gerrits, H. (1999). De-contextualisingcompetence: Can business be
bundled and sold?, European Management Journal, 16, 39-49.

Zbaracki, M.,]. (1998). The Rhetoric and Reality of Total Quality Management, Admin-
Istrative Science Quarterly, 43%3), 602-636.

127



	1_The Development of International Economic and Monetary Cooperation in Europe
	2_A Search for an Optimum Currency Area
	3_Comparison of the Visegrad group and Baltic countries in terms of multi-criteria competitiveness indicators
	4_Scheming to defraud in an insolvency proceeding_ a specific case of economic criminal acts
	5_Possibilities and limits of adopting successful managerial approaches_ from “Best Practice” to “Best Fit”

