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SUSTAINABLE BANKING BUNESS MODELS IMPLEMENTATION ISSUESHE
MAJOR PERSPECTIVES ON INNOVATIONS

The O O A E A E prindiplOrOtianking are generally funded on thepremises
to STAKEz SHARE and INTEGRATE. That means taking steps toward stakeholders
oriented banking, driven by client's expectations for efficiency, reatime, integrated
and flexible,accessible individualised and integrated banking system.

The OO A E A E Tptindifle® Gbould be implemented into the banking
regulatory requirements. Positive example is the FINMA's step toward licencing
financial services providers engaging FIN TECH innovative companies, digcussing
the enforcement financial institution licences with limited banking activities and
adequate capital requirements. The purpose is lowering the entry threshold for
providers of payments systems, applications for managing assets digitally and
crowdfunding platforms. So the regulatory bodies should benarket drivers toward
greater sustainability. The barrier for financial innovation should besafety net against
not-acceptable risk levels. In the saméime, they should not block the economic
development and the benefits from the new technologies in thénfancial industry. The
role of banks in financing the economyand promotion economic growth. The new
regulatory proposals also finetune some aspects of the regulatory framework where
necessary to make it more growthfriendly and proportionate to banks' camplexity,
size and business profile (www.europa.eu) It also includes measures that will support
SMEs and investment in infrastructure. The cultural barriers will remain within the
evolution process of theA I E Adbis @@ expectations until catching ugertain levels

of technological integration and development.
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ABSTRACT
The circular economy isan attractive, smart and innovativeconcept, promising

the efficient use andreuse of resources and a strong business caskeis a sustainable
development strategy that is being proposed to tackle the problems of environmental
degradation and weaken the dependence ofeconomy on natural resources and
environment. Through embedding the 3R principles of materials use Reduce, Reuse
and Recycling into production and consumption process, the Circular Economy aims
at greater resource productivity, higher energy savings and leer greenhousegasses
emission.

Several different approaches thatencourage the transition to a circular
economy exist. Among themthe approaches toclosing material loopsand use the
product as a service systeim a circular economy are developingnost intensively and
till now many innovative business systems and modelproved effective in delivering
resource efficienciesboth, within the manufacturing process and at the end of product
life. The transformation is a complete systematic change comprising cnovation in
technological and organizational terms too. By helping to decouple economic growth
from resource use the transformation to circular economy offers a prospect of
sustainable growth that will last.

The majority of reported initiatives on the circular economy is targeted at waste
and secondary raw materials whereas mly few countries have explicitly commented
that Grcular Economy requires going beyond increasing recycling rates and a higher
use ofthe secondary raw materialsby utilization of different innovative approaches

that have to becombined andimplemented across thewhole supply chain.
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INTRODUCTION
Recently, the concept of Circular Economy (CEhas received increased

attention among the academia, business community and the policy makers because in
perspective the transition towards more sustainable economy will address many of
Ol AAUBd O AOhldngds. ATraditibnial lide&r consumption patterns (takemake-
dispose) are coming up against constraints on the availability of resources (Ellen
MacArthur, 2013). The challenges on the resource side are compounded by rising
AAT AT A &£O0T 1 OEA pepul@ionAwiich ugdoubtedyTwdl result in
unsustainable overuse of resources, higher price levels and more volatility in many
markets. Contrary, the CE will enable greater resource productivity, higher energy
savings and lower greenhouse gasses emissionand creation of local jobs and
opportunities for social integration as well(ECReport, 2017).

The main purpose of this paper is tdook deeper into the concept of circular
economy and its connections to sustainabilityin order to provide a better
understanding and support for effective implementation of circular economy. The
article will also give information about the most common circular Economy practices
and businesamodels.At the end the barriersthat might slow down the implementation

of the circular economy will bealso explained.

1. SUSTAINABLE DEVELOPMENT AND CIRCULAR ECONOMY
The significant environmental burdens related to population growth,

intensification of global warming, environmental degradation and resource scarcity,
happening in the recent three decades, have been major concern around the world.

Under the demand of eonomy growth, balancing the relationship among economic
development, environment and resources has become the greatest challenge and has

caused many countries to seek innovative approaches to address these problems.
Therefore, the concept of sustainable deelopment, originating from the Report of the

Brundtland Commission, Our Common FuturéBruntland, 1987) is considered as the

main pathway for meeting human developmentneedswl A D OT OAAOEI ¢ OEA
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support systems. It presents an international consensus and presents important
objective of international and regional cooperation (Li, 2016). According the
Millennium Development Goals (MDGs) Report (MDGs, 2015) the global emissions of
carbon dioxide, inceased by over 50 percent for a period of two decades (from 1990
to 2012) and their acceleration was mostly driven by the growth in developing regions.

As not all the MDGs were met globally, depending on regions and the stage of a
AT O1T OOUGB O Ak &idhifichrd prolyiesd tvas Aade in several areas, the 2030
Agenda for Sustainable Development with 17 sustainable development goals (SDGSs)
as core was adopted by world leaders at the UN Sustainable Development Summit in
September 2015.

Addressing the unabated rise in greenhouse gasnissions and the resulting likely
impacts of climate changestill remains an urgent, critical challenge for theglobal
community. Therefore, the Paris Conference on climate change in Decemb2015
(Paris Agreement, 2015) wasseen as the first test of political will to implement the
2030 Agenda for Sustainble Development.During the conference the participants
worked on providing a framework for strengthening international action to mitigate
climate changeand for the first time, every country in the world has pledged to curb
their emissions, strengthenresilience and act internationally and domestically to
address climate changeFurthermore, as a response to th030 AgendaEU has also
adopted a sustainable development package

1 in order to implement its SDGs internally and globallyThere are also mag EU
strategic documents dedicated to the sustainabldevelopmentwith the EUSustainable
Development Strategy and the Europe 2020 Strategy A strategy for smart,
sustainable and inclusive growth(Communication, EU Action plan, 2015) being the
most important one. According this document snart, sustainable development is
based on knowledge and innovation, wittenvironmental issues taking into account.
Responsibilities of the Member States can be realized by promoting and implementing
the concept of thecircular economy which provides the stability of the products,
materials and resources value and reduction of waste

The 2030 Agenda for Sustainable Development calls for an equitable economic

growth among countries. One of approaches to achieving equitableasomic growth

1 http://europa.eu/rapid/press -release_IP16-3883_ en.htm
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is circular economy, which requires 3R principles and its technology policies,
programs and infrastructures as basic instruments (Li, 2016).

One of the proposed approaches for achieving sustainable development which
aims at closing the loop bmaterials flow and weaken the dependence of economy on
natural resources and environment is the Circular Economy (CE). Through embedding
the 3R principles (of materials use Reduce, Reuse and Recycling) into production and
consumption process, the circulaeconomy will enable minimization of the use of raw
materials and primary energy input and reduce the load on natural resources (Zhu,
2007, Heck, 2006). Zue and Qiu (2007) see the CE as a sustainable economic growth
model which aims at effective use andiiculation as the principle. This kind of model
considers the low demand and consumption, low emissions @freenhouse gasses,
efficient use of water and energy in production, and maximal utilization of renewable
resources as the most important. Reduction means to minimize the use of primary
energy and raw materials as inputs, which can be achieved by improvements in
production efficiency. Reuse refers to using byproducts and waste from one stage of
the production in another stage which enables the use of products to their maximal
capacity. Recycling of used materials substitutes consumption of virgin materials.

The environmental reasons rise from the natural resource scarcity and the
negative environmental impact of the unsustainable production and consumption
where as one of the main economic reasons is the volatility of commodity prices
(Taranic, 2016). There ardour major causes of environmental problemspopulation
growth, wasteful and unsustainable resource use, poverty and a failure to include the
harmful environmental costs of goods and services in market prices (Milleand
Spoolman 2012). When population gowth is concerned it should be noted that an
exponential growth of population is observed with an estimation of 9.6 billion people
ElT ¢mum j5.h ¢mpoQ xEEAE [ AU AAOOA ET AOAAC
systems. The wasteful and unsustainable us& resource coming out from thehigh
levels of globalized production and consumptioralso harm the environment. Although
poor people have a lower ecological footprint per person, du® lower consumption,
the large population size of less-developed counties leads to a high overall
environmental impact. Thefailure to include the harmful environmental costs of goods
and services in market priceds because intoday's economic systemthe businesses

producing goods and services are not required to pay fohe environmental costs and
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thus they do nottake these costdn to account in the production decisionsand defining
the market price.
All these problems are interconnected and itvas observedthat a major root cause
to the current unsustainable situationis the prevailing economic system whichis
related to at least three of the environmental problems mentioned previously.
I AAT OAET ¢ O1I OEA 5. OOEA [ AET O AAOOGA 1 £ Ol
environment is the unsustainable pattern of consumgE I T AT A DON EBE@AOET 1 O

built up by our economic systend 8

2. TRANSITION TOWARDS CIRCULAR ECONOMY
The starting point for the ideas on circular economyvas to change thecurrently

prevaiingl ET AAO AAT 1T 1T 1 E-Aak&UODEA It theEnatDrél regbdrce

use and waste of natural capitalill be decreased So far thenatural resources are
extracted and used to create products which are then consumezhd subsequently
disposedafter usage. After usage, products amegarded asO xAO ithough they still

contain a valuable amount of resources. As a result of thegrowing population and
increased consumptionthe finite natural resourceswill reach their limits much earlier.

Hence, it is important to knowhow much resources we canxract as well as how much
OxAOOA6 xA AAT AT EO AAAE ET OI OEA OUOOAI 8

According the estimates oEllen MacArthur Foundation(2013) 65 Billion tonnes
of raw materials entered the economic systenn 2010. Thisresult is expected to grow
to 82 Billon tonnes in 2020. At the Enebf-Life, the majority of materials (60%) were
either incinerated or landfilled. Only 40% of the materials were used in a circular
option (recycling or reuse) (Ellen MacArthur Foundation, McKinseyCenter for
Business and Environment, 2015).

Moving from this linear economic model to a circular economy entailshuch more
than to recycle as much as possible of the materials contained in productstia¢ end of
their usage-phase.lt includes among others

1 The elimination of the use of toxic substances

i Strategies that improve the reuse, remanufacturing, repaiand recycling of

products
Strategies to stimulate new consumption patterns

The potential and thenecessityto establish new business models
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Basedon the notion that cycles in natureare fueled by solar energy, where
nothing is wasted but just goes around in loopsthe model of CE decouples economic
growth and development from the consumption of finite resources and very often it is
identified as circular innovation. The main characteristics of the linear, transition and
circular models are given in Tablel:

Table 1. Main characteristics of linear, transition and circular economies

Linear economy Transition economy Circular economy

o Linear flows | o Low-value circular | o High value circular flows (e.g.
(landfill, flows (e.q. reuse, cascaded value
incineration. ) recycling) extraction for organics)

o Efficiency and o Mix of renewable o Circular business models
waste avoidance and non-renewable (e.g. sharing, leasing)

o No-renewable energy 0 Renewable energy
energy

Source: RaftowizFilipkiewicz, M., (2016) From Sustainable Development to Circular Economy,

Economic and Environmental Studies, vol. 16, no. 1, pp. 1033

For a successful transition from linearto circular economy the following three
requirements will have to be considered at least:

- The disposal sector,as it is established today,will have to rethink itself and
towards a cleaner collection of products. Thigoes beyond the discussion on
mono-material collection.For example, there might be an emerging market for
collecting components and reselling them, which is not the standard today

- Astandardisation and modularisation of components willhave to be provided
so thata product design which allows easier disassemblyill be created.

- Business models will have to be rénnovated. There will be a shift from product
ownership to product usage(Technopolis group, 2016)

The main advantage of the circular economy ithe possibility of being more
sustainable and competitive. According the research dllen MacArthur Foundation
(2015a: 24) the main benefits of the implementation otircular economy conceptis
growing GDP by 0,87%, adding 0,23% jobs and reducing carba emissions by 870%.
In addition, the analysis of successfully implementedircular economy practices, done
on a subset of EU manufacturing sectordias shownthat there is a great potential for
AT T OAT TAO 1T AGAOEAT AT OO0 nillod hich équaitedto ET C A0
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Ol ¢q¢ob 1T &£ OEAOA OAAOI O Odbstsavings@dtdnt@l wasndstlyi ET DO
pronouncedin the automotive sector then inthe machinery and equipment sector, and
electrical machinery (Ellen MacArthur Foundation, 2@2). In addition, more circular
business models were found to be associated with significant (technological and
organisational) innovation and employment potential (for instance in the recycling
sector), as well as with reduced liabilities and warranty cas of firms due to longer
lasting, healthier and more environmentally friendly products (Ellen MacArthur
Foundation, 2013). However, it is a longterm transformation and requires a lot of
reforms which are implicitly included in each phase of the value @in (figure 1),
starting from the product design phase, the new businesses and market models (closed
circulation of water, nornrwaste technology, limiting waste and harmful emissions, use
of ecological returnable packaging), through new ways of turning wastinto a resource
up to the new consumer behavior (prolonging products life). The main advantage of
the circular economy is the possibility of being more sustainable and competitive.

Figure 1. Main phases of the Circular Economy model

o

Co,
Use ISumption
" feuse, repalt

Source:Wojtach, A., (2016)EcosystemServicesin The Circular EconomyEkonomiaij OT AT x4E OE |
(59)

This transformation is a complete systematic change and the innovation is not
only technological but in organizational terms too. By helping to decouple economic
growth from resource use the transformation to circular economy offers a prospect of
sustainable growth that will last.

Up-to-date, the majority of reported initiatives on the circular economy are
targeted at waste and secondary raw materials and at the abiofpart of the economy
and only few countries (Heshmati, 2015)explicitly have commented that theCrcular
Economy requires going beyond increasing recycling rates and a higher use of
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secondary raw materials by implementing different innovative approaches and
initiatives.

3. CIRCULAR ECONOMY PRACTICES

Several different approaches thaencouragethe transition to a circular economy
by utilizing initiatives that go beyond waste and recyclingexist. Among them,the
approaches talosing material loopsnd use theproduct as a service systeima circular
economy are developingmost intensively and till now many innovative business
systems and modelproved effective in delivering resource efficiencies both withirthe

manufacturing process and at the end of product life.

3.1 Closed loop manufacturing

The Circular Economy involves a distinction and careful management &fvo
different types of materials
- materials of biological originwhich can return to the biosphere as feedstock (called
biological nutrients, e.g. forest products) and
- technical materials which cannot biodegrade and enter the biosphere (called

technological nutrients, e.g. plastics and metals)

The aim of closingthd AOAOEAIT 111 B® EO O CcI AAUITTA

linear and seek transformational changes across the breadth of the value chain (Figure

2) in order to retain both types of materials and preserve theiwvalue for as long as

possible.
Figure 2. Transition to Circular Economy

ECONOMY ECONOMY

TECHNICAL
NUTRIENTS

TAKE > MAKE > DUMP
cCcCCcCcCcCcCcccC
& BlIOLOGICAL

NUTRIENTS MIXED UP

ENERGY FROM FINITE SOURCES ENERGY FROM RENEWABLE SOURCES

Source:http://www.ellenmacarthurfoundation.org/circular -economy/circular -

economy/rethinking -the-economy
In order to maintain high quality andenable effective circulation of nutrients
(both, biological and technical) the respective businessekeep the circulation of
different nutrients in separate loops(figure 2 and 3). The smaller the cascading loop

(Figure 3) the higher the value kept in theresource and with less need for adding
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energy and other resources to keep it circulatindEMAF 2012, p. 111 A circular
economy is often displayed in the butterfly chart of the Ellen MacArthur Foundation
(Figure 3).

Figure 3. Visualization of aGrcular Economy

©

Technical materials
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/
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« 0 ‘-"- Leakage ~ ta be minimised
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1Huntng and fishiy
2 Can take BOTh POSTNAIVESt AN POST-CONSUMET WASHE 25 an gLt
SOURCE: Ellen MacArther Foundation Croser economy teem

Source: http://www.ellenmacarthurfoundation.org/circular -economy

Reducing the generic nature of masproduced products can allow products to
be dismantled easily and reused in the supply chain or used for repairs (Braungart &
McDonough, ®09). dosing loops and increasing the rause of materials will reduce
demand for virgin materials and thus help to mitigate both demand-driven price
volatility on raw material markets and supply risks (World Economic Forum et al.,
2014).

In order to have viable process of closing the loops investments for tharious
forms ofinfrastructure such as collection services araecessary, but on the other hand

job creation within industry will be promoted.

3.2. Product Service System

Material circularity is a necessary but not a sufficientool for a circular economy
becausethe service industry generates a new approachesof circularity applied to
consumption and use of materials as welMany reseachers (Stahel 1986, Zhu, 2005,

Stahel, 1998, Agarwal et al. 2015) suggest a system of renting and a service economy
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as a shift from a system of selling and buying to just utilization of products. This
integrated approach will enableO 0T AOAAOA OEA EECEAOGheb] OOEA
longest possible period of time while consuming as few material resources and as little

AT AOCU A On thek respettAthie Agp®ach of Product Service System (PSS) as a

CE tooloffers an alternative to the simple sale of goods and can take ariety of forms,

including renting and leasing schemesandrepair services It also includescustomers

owning goods but with maintenance provided by the company andhe purchase of

access to a product for a period of timeith ownership of the product retained by the

as in a clothes washing service.

The CE makes a sharp distinction between the consumption and use of materials.
It advocates the need for a0 EO1T A&Bitdd AT I AAT rEahufactuieEs oE
retailers increasingly retain the ownership of their productsand, where possibleact
as service providers by selling the use of products, not their ongay consumption.
Many small enterprises are taking advantag of the increased demand for sharing,
lending, swapping and renting to develop viable businesses that deliver products to
customers while breaking the traditional hyperconsumption model and, again,

creating much needed employment.

4. CIRCULAR ECONOMMPLEMENTATION
Numerous studies (RaftowiczFilipkiewicz, 2016, Geng and Duberstain, 2008a, Su

at al., 2013, Yuan et al., 2006, Zhu and Huang, 2005) emphasize that ideally successful
implementation of the CE practices must take place simultaneously at aMels: micro,
meso and macro.

At micro level producers are encouraged and required to adopt cleaned production
methods and ecedesigns. Cleaner production refers to low levels gfreenhousegasses
emission, whereas eco-design is in terms of incorporatingenvironmental aspects in
production process designs and products that are efficient and sustainable.

The implementation of CE practices at meso level includes development of eco
industrial parks and eccagricultural systems complemented with environmental
friendly design and effective waste management. The concept of creating such parks
and agricultural systems will enable utilization of common infrastructure and services

and will provide mutual managing of the resource flows and trade of the obtained by
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products. Hence, it is expected that environmental externalities will be decreased and
dependence on resources will be reduced.

At macro level the implementation of CE practices requires forming of eamties,
eco-communities and eceregions by developingan extensive cooperative networks
and active cooperation between industries and industrial parks including all sectors in
production areas and in the residential sector as well. It will enable replacing the
energy intensive and polluting technologies with new, environmental friendly

technologies and activities (Heshmati2015)

4.1 Circular Economy Business Models

The Grcular Economy consists of a number of new business models, whichn be
categorized into threemain categories:

1.Circular Innovation ModelgCIM)which focus on thedeveloping phase Products and

materials are designedto last longer and-/or be easy to maintain, repair, upgrade,
refurbish, remanufacture or recycleAdditionally, new materials are developed and/or
sourced, e.g. bidbased, less resource intensive, or fully recyclable materials. In the
same context, innovative processes are developed to increase the reuse potential and
recyclability of industrial and other products, by-products, and waste streamsln this
group the models can be divided as:

1 Product design modelThis model provides products that are designed ttast
longer and-/or beeasy to maintain, repair, upgrade, refurbish, remanufacture
or recycle.

1 Process design modeldevelops processes that increase the reuse and
recyclability potential of by products and waste streams

1 Circular supplies modelprovides input materials such as renewable energy,
bio-based,lessresource intensive or fully recyclable materials

2. Circular Use Model$CUM)which focus on theuse phaseby optimally using the
product and its added value. These business models make it possible to retain
ownership of the product (e.g. by servicig a product rather than selling it) and/or take
responsibility of the product-lifetime (e.g through maintenance services, or addns to

extend the lifetime of a product).

23



THE CIRCULAR ECONO¥t+ A PATHWAY TO SUSTAINABLE FUTURE

The CUM group consists of the following sutmodels:

1 Product as a Servicenodel which delivers product performance rather than
the product itself through a combination of product and services. Ownership
of the product is retained by the service provider. Primary revenue stream
from payments for performance delivered.

1 Sell andBuy-back model that slls a product ond the basis that it will be
purchased back after a period of time.

1 Sharing Platformsmodel that enables an increased utilization rate of products
by enabling or offering shared use/access/ownership.

1 Lifetime Extension model which extends the useful life of products and
components through repair, maintenance, or upgrade.

1 Tracing facility model that provides services to facilitate the tracing, the
marketing and trade of secondary raw materials.

3. Circular Output ModelfCOM)which focus on theoutput and its added value after

the use phaseln these business models revenue is generated through transforming
waste into products or useful resources.
The models in the COM group can be divided in several saindels as follows
1 Model of recaptured material supplier: Sells recaptured materials and
components to be used instead of virgin or recycled material.
1 Refurbishand Maintain model: Refurbishes and maintains used products in
order to sell them.
1 Recycling facility:transforms waste into raw materials. Additional revenue can
be created through pioneering work in recycling technology.
1 Recovery provider: Provides takeback systems and collection service to
recover useful resources from disposed prodcts or by-products
1 Support lifecycle: Sells consumables, spare parts and adds to support the
life cycle of longlasting products.

It has to be emphasized thatdoption ofone of these circular business models does
not necessarily ensure a circular busiess.In order to achieve a complete circularity
all three categories otthe business models have to be implemented across the supply
chain. Collaboration among thedesignersand suppliers as well as servicgroviders

and endof-life companiesmust exist inorder the water and energyresources and the
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information and servicesto be shared Only in that way circularity in the economy can
be fully reached.Additionally, if the product is fully designed and produced according
to all circular principles but the customer throws it away after use, the outcome is still

linear.Hence,a systematic collaboration inall parts of the supply chainis necessary.

5. BARRIERS TO THE IMPLEMENTATION OF THE CIRCULAR ECONOMY
Various studies have shown that there arelaroad rangeof barriers that might slow

down the implementation of the Grcular Economy, and they can be categorized as:

- Institutional (legislative and regulatory),

- Qultural,

- Financialand

- Technological barriers.

Institutional barriers. These barriers will be discussed in terms of the existing
legislatives concerning the integration of the green solution into businesses operations
and the regulatory documents (directives, legal frameworks, standards etcThelack
of a strict formal legislative framework greatly influencesA O O E T AoHsidradién of
the necessity to integrate green solutions iro their operations. This is reinforced by
the fact that small firms are more influenced by regulators and local authorities
regarding the improvement of their environmental performance than larger
companies Another obstacle isthat most tools for environmental management
areproduced for larger companies, without taking into account the specificities of the
businesssector (Calogirou et al. 2010; Studeret al., 2006).

The first assessment of the EU Environmental Compliance Assistance
Programme (ECAI highlights the need for a better regulation agenda in terms of the
design and implementation of environmental policies (Miller et al., 2011)Despite the
enormous progressionthere is considerable room for improvement in the design and
implementation of EU legislation especially in the clarification of several concepts of
EU legislation such as th@roducer responsibility, quality of separatecollection and
definitionsof recycling, re-use and recovery. The concept of waste hierargltould also
be more explicit becausemember states are given the flexibility to divert from the
hierarchy. Also, the existinglack of sustainable procurement incerives by public
authorities and the weaknesses in policy coherence (e.g. bioenergy and waste policies)

needs further enhancement.
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Due to lack of effective regulations and standardized quantitative
measurements and goals, there is a possibility that producetransfer the higher costs
of resource saving measures to consumers through pricing thus reducing their
incentive to introduce costly and advanced production and distribution technologies
i (AOEI AOER cmpuQs 4EA AT OEOI 11 Adpolikidsamdi | EAU
expected to be linked to macroeconomic policies and be targeted atlowdi | A COT OPOd
welfare policies.

Cultural barriers. The efforts of moving towards a circular economy requirea
change in theattitudes and behaviours of thebusinesses andnass consumeras well.
In the case of businessompanies,the decision totake up acircular economysolution
OOCOAIT 1T U AAPATAO 11 OEA 1 AT ACAOOGG 1 PETETT S8
of the Company andhus has significant power onthe strategic decisionsof the firm.
As such, some managers may have a positive attitude towards green business, while
others may not. Naturally, the extent to whichthe businessesare usually willing to
AAT DO OCOAAT & 1 AAOOOA wardd gdeerxphlicies aldo@epéresA EO A ¢
on the sector in which they operate (Bradford & Fraser, 2007).
On the other hand, the mindset of the consumers has also to be changed. Hence, the
challenge for businesss is to make changes or innovations with minimal eed for
consumers (or users) to feel that they are dramatically adjusting or adopting
behaviour. Improving the overall public awareness about environmental protection
and resource conservation, environmental certification of products and establishing
and overall plan for CE implementation is necessary.

Financial barriers ne of the major barriersfor implementing the circularity
conceptisthe ¢ OO 1T £ OCOAAT @ OE& hisibedshmddels becadsé the
business companies, especially the smaller ones, are more sensitive to the additional
financial costs resulting from the green business activities. In many cases they cannot
establish and manage a recycling scheme because of the lack of finalhesources and
sometimes for the businesses that produce low volumes of wasteollection and
recycling of wasteare less economically favorable options The financial barriers
usually arise from the pfront costs of any type of investment and thenticipated pay-
back period but also fromthe lack oftime and human resourceghat businesses need
to devote to make the environmental improvements Also, when it comes to bank

financing, SMEs and especiallyvery young small businesses, face difficulties in
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obtaining the funds required from the banks which often consider SMEs financing a
risky business.Therefore, accesso finance and suitable sources of funding is essential
for SMEs seeking to improve their sustainability performance and/or introduce an
innovation. The smaller a company is the more difficult it is to understand and assess
different funding options, such as EU support programmes and government grants,
mainly due to staff and management restrictions

Technological barriers The advanced techologies and the technological
capabilities are considered as one of the key factors for successful implementation of
the Circular Economy at all levels. The significant investments necessary for upgrading
the existing technologies to a more advanced oneseaconsidered as an obstacle that
prevents the implementation of CE principles at all levels. Also the skills of the staff
engagedto identify, assess and implemettie more advanced technical optionand to
upgrade the production facilities and equipment so that they would satisfy
environmental requirements while realising cost saving is an additional obstacle that
prevents the transition towards Circular Economy. As a consequence businesses
usually prioritise technologies with which they are alreadyfamiliar and do notdepend

on the suggestions oftheir suppliers for new technical solutions
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CONCLUSION

The main purpose of this paper was téook deeper into the concept of circular
economy and its connections to sustainabilityso that a better understanding and
support for its effective implementation will be provided. Therefore, a thorough
literature review was done in order to provide information about the possibilities for
the transition to circular economy and the most comonly used circular economy
practices and business models upo-date. Also, the barrierghat might slow down the
implementation of the circular economy were analyzed.

The results show that the circular economy is mainly business focused and
business driven today. It is a transformative business model that by developing closer
relationships between suppliers, manufacturers, retailers and consumers enables
more efficient use of raw materials and resources, waste reduction and prolonging
product life cycle.

Overall, the successful implementation of theircular economy practices and
business modelswould contribute for increasing the GDP by 0,8%, adding 0,23%
jobs and reducing carbon emissions by-80% with a great potential for energy and
material cost savings Through a creation of employment opportunities and
minimizing the dependence on raw materials, a sustainable future becomes more
achievable. However, there are some barriers that might slow down the
implementation of the circular economy practices They are mainly financial, but there
are also other obstacles like the lack o& strict formal legislative framework and
effective and standardized quantitative measurements and goalsyhich greatly
influences AOOET A OOA O Gintedrdtdl gte@ik $oitionihto their operations.
Additionally, raising consumer awareness about about circulaeconomy business
practices and products is crucial factor that influences the successfulness of its

implementation.
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ABSTRACT

The paper focuses on the influence of the institutions determinate of
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cognitive pillar, we constructed framework of institutional competitiveness index. Our
framework also offers a modified methodology for the estimation of a theoretically
grounded and empirically validated measure of the institutional competitivenss
which is expected to contribute to the development of literature for emerging
countries. This paper captures interrelated drivers that collectively represent each of
these pillars and estimate this framework using multiple data sets covering 22
emerging economies and 14 EU countries over the period 2068014. The findings
indicate and confirm a positive and separate influence between the institutional
mechanism and competitiveness as both are very much interrelated and they depict
the general level of €diciency of a particular country. While the institutional
mechanism in emerging nations is developing, results for the EU countries present
positive and significant relationship between rule of law and national competitiveness.
These insights might be usefl in the formulation of improved national economic
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INTRODUCTION

For the purpose of this study, we examine the influence of the institutional
mechanism on competitivenessthrough the sample of selected EU countries and
emerging economies As evident from the extant literature the institutional
mechanism is the key deteminant of competitiveness (DiMaggio & Powell, 1983). This
perspective insists on the relevancy of institutional mechanism in encouraging
development of nations and hence inncreasing the level of competitivenessSo, the
degree of efficiency in institutonal mechanism is perceived to drive competitiveness
as both are very much interrelated as they depict the general level of efficiency of a
particular country.

The institutional mechanismrelies on three pillars and on that basiss defined
A O OE Ativ®) aAnatidd aAd the cognitive structures and activities of a nation that
DOl OEAA OEA AAOEOAA OOAAEI ESait, 28d1A 33). AbeT ET ¢ |
institutions are representation of social order or pattern (Jepperson, 1991) and as
such, hey constrain and shape interactions among the economic actors and provide a
structure to everyday life (North, 1990, p. 3). So, the enterprises that operate in that
set up tend to incorporate organizational forms, structures, strategies and practices
that are socially legitimate - that is, "isomorphic" or consistent with the regulatory,
cognitive, and normative institutions (Meyer & Rowan, 1977; Powell & DiMaggio,
(eds.), 1991). By setting limitations, institutions facilitate and reduce the cost of the
exchange interactions (North, 1990, p. 36) but also they convey stability and continuity
(Scott, 2001)which in turn drives towards competitiveness.

On the other handfhe concept of competitivenessaims to capture the economic
development process as a necessary condition for the improvement of the living
standards and for thedetermination of the level of productivity of a particular country.
Therefore, it includes wide range of factors (e.g. entrepgneurship, technological
innovations, knowledge, science and education, creating of more convenient
institutional and system ambient and so on) which influence of productivity growth
and economic performance. So, according to ttlel O1 A  %AT 1T T (WER)th&T OOI O6
concept is defined as"a set of institutions, policy and factors which determine the
productivity level of a country" (The Global Competitiveness Report (GCR) 202D12,
WEF, 2012, p. 3) thatclearly suggests that competitiveness and institutionsare

interconnected.
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The institutional pressures on decision making for competitiveness are very
different in different country markets and some institutions prevail over others. For
example, a subsidiary ofa multinational enterprises (MNES) operating in India as
emerging country (or any other emerging market) faces a very different regulatory,
normative and cultural-cognitive context than the subsidiary of the same MNE in any
developed economy (i.e., Germany) where the legal framework has already develdpe
In addition to this, the institutional mechanism of EU nations is perceived to be much
more developed and defined than the emerging nations. Further, the convergences of
institutional mechanism of the emerging nations seem to be evolving like EU. As the
post socialist countries which joined the EU in 2004 have been in the continuous
process of adjusting their institutional (both political and economic) mechanism in
order to converge to existing EU practices ever since they started their accession
processof joining. The EU membership negotiations also proved to be an important
shaping power of national policies, institutions and governance structure (Lippert et
al. 2001). The process could be characterized as the attempt to adjust to a moving
target as the EU itself is undergoing the process of substantive changes too prompting
researchers to probe its impact on competitiveness. From the extant literature, it is
AOGEAAT O OEAO Ox1 1 AGAT O 1T &£ ET OOEOOOETT AI
competitiveness for the EU nations Quckovic & Jurlin, 2009) That is their own
domestic institutional mechanism (policies, norms and institutions) and EU
institutional mechanism. It is expected that this two pronged strategy would drive
nations towards competitiveness. Though emerging nations do not have EU type two
tier institutional mechanism, yet they are also on the same path of evolution and
convergence in institutional mechanism taking into account their political, social and
economic background.

Based on thisbackground, we felt the need for examining the influence of
institutional mechanism on competitiveness of emerging nations as there is scant of
research literature on this evolving areaBut along with target emerging economies,
we incorporate EU countries with the intention to make a comparison between the
impact of their drivers of institution and competitiveness.

The paper is organized in five sections. The second section provides a
theoretical construct based on the survey of extant literature thus Hps in finding our

key propositions. The third section depicts the methodology adopted for this study.
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The fourth section presents the analysis and discussion of the results. The last section

pertains to conclusion with a focus on scope for further researc

THEORETICAL FRAMEWORK

In the last two decades a large body of literature has come into prominence
around the institutional theory and the concept of competitivenessSo, for more than
two and a half decades, thanks tdNobel laureate Douglass CNorth, the opinion
prevails that institutional factors and the competitivenessof the economy are of the
biggest importance for the growth of economyNorth, 1990, p. 107) North asserts, for
example, that "the inability of societies to develop effectivdpw-cost enforcement of
contracts is the most important source of both historical stagnation and contemporary
O1T AAOAAOGAT 1T DI AT O E(North B0, g. B4OAUSH the@bsdn8ecof
secure property and contractual rights discourages investment ah specialization.
According to Acemoglu, there is now a growing understanding that economic, political,
legal, and social institutions are essential to the economic success and failure of nations
(Acemoglu, 2008). He further asserts that the institutions ©a country create
incentives for investment and technology adoption, for its businesses to invest, and the
opportunity to accumulate human capital for its workers, thus propelling economic
growth. Opposite scenario could be thatountry@® institutions may discourage such
activities and as a result leading the economy to stagnation.

The sound, credible and efficient institutional framework is an imperative
precondition for economic activity and growth (Acemoglu, 2003; Rodrik, et al. 2004;
Bouis, et al. 201). This includes the role of governance, how fiscal and monetary policy
can stabilize economic activity and to which extent the public sector and regulation
supports or hinders firms in the long run. The rule of law, absence of corruption and
trust in institutions are widely accepted as determinants of efficiency as well as growth
for firms and countries. Moreover, a number of empirical evidence confirms that the
institutions of the most developed economic systems have played a crucial role in their
voyage to higher levels of growth. For example, it refers to relationship between
economic freedom, democracy and economic growth (Barro, 1996; Minier, 1998),
property rights and economic growth (North, 1990), the impact of inequality and
political instability o n growth (Alesina & Rodrik, 1994;Barro, 2000), social capability,
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trust and economic growth (Knack & Keefer 1995, 1995, 1997a, 1997b; Hall & Jones,
1999; Zak & Knack, 2001).

Institutional mechanism: Institutions are the rules of the game in a society, or,
more formally, are the humanly devised constrains that human interactionSome
scholars Scott, 2001; Bresser & Millonig, 20033listinguish three interaction pillars of
institutional capital: regulative, normative and cognitive.

The regulatve DPET 1 AO OA&E AAOO BVOEA AQGEOOEI C 1A
national environment and promote certain behavior and restrict others (Kostova,
1999, p.314).Regulatory institutionsstem from the governments, tra@ associations,
PO EAOOEI T Al 1 OCAT EUAGET T O x Edcott@800, p.BHTD1 EAE
which include rules, monitoring and sanctions in case of neoonformity (Scott, 1995).
The mechanisms through which the regulative processes functiorae be informal (i.e.
shaming and shunning activities) or highly formalized and assigned to specialized
actors (Scott, 2001.p. 52). For examples, government bodies, such as state agencies
(Baum & Oliver, 1991; Ruef, & Scott, 1998 different levelsz local, regional, national,
international.

ThenormatveDE1 1 AO OAEAOO O Y OEA OAI OAO AT A
A CEOAT AT O1 60U | +1 601 6Ah pwwwh DH8optq AT A
and prescribes desirable goals and the appropriat means of attaining them Xu &
Shenkar, 2002, p.610)Normative institutionsrefer to the broadly-accepted values and
norms within a society (Scott, 2003, p.136) Moreover, the normative component
bl AAAOG AI PEAOGEO 11 O11 O AOEHpivk, e@Gdtivk,GandOEAO E
I Al ECAOI Ou AEIiI AT OEIT 1 ET Ol O1T AEAI 1 EEAG
I OCAT EUAQOET T AT AAQGET T O AOA AOAI OASddhhanx EAOE A
1995, p. 579). It is important to note that organizations have tapply not only
generalized societal norms but also a variety of standards that have originated in
different professional. Often, a source of normative legitimacy are the public opinion
(Deephouse & Carter, 2005)expert and non-expert), and professional asociations
(Ruef & Scott, 1998

Thecognitive, OA £1 AAOO BOEA Al Cl EOEOA AAOACT OEAC
the particular country such like schemas, frames, inferential sets and representations
affect the way people notice, categorize and interpret stimuli from the environment
(Kostova, 1999, p.p 1 q | OBOEA O AEAT ETT x1 AACAh 1 AOQEI
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ability that the people understand and interpreted things in a certain country Xu &
Shenkar, 2002, p.610) In general, they are deeply embedded in the soeaultural

environment and provide frame on which normative and regulative systems are

constructed (Ruef & Scott, 1998) Cultural-cognitive institutionsA OA OOEA 001 AO

specify what types of actors are allowed to exist, what structural features they exhibit,
what procedures they can follow and what meanings are associated with these
A A O E Rief@&dScojt, 1998)

Competitiveness: In a traditional approach competitiveness is considered on
two levels: micro-economic (firm level) andmacro z level (national competitiveness).
On thefirm level, competitiveness can be taken as its ability to do better firm strategies
and rivalry between firms based on norprice factors (as technology, innovation, skills,
knowledge, human capital etc.) as main inputs to reaching productivity. This view is
supported by Porter, who emphasized the role of productivity to an extent that
productivity is the only meaningful concept of competitivenessat the national level
(Porter, 1985, 1990, p. 6).

On themacro leve) national competitivenessis related to the extent to which
the country is able to adapt the policies that directly affect the ability of companies to
compete internationally and to provide rise ofstandard of living to its citizens, under
free and fair market conditions (through breign trade, production, and investment). It

can be illustrated by the following definitions:

i/ %#$ ju00eQq AAEET tAe dégrek B ihizk anBtORcEMA D der fréed O

and fair market conditions, produce goods and services that meet the test of

international markets while simultaneously maintaining or expanding the real

ETATT AO T £# EOO AEOEUAT 068

i OrlT AATTTiU EO Aii bAOEOGEOA E&Z EOO pi bbbl AC

living and high employment on a sustainable basis. More precistilg, level of

economic activity should not cause an unsustainable external balance of the economy
ITTO0O OETOIA EO AiTibBPOI il EOA OEA (EwopdanEA OA

Competitiveness Report 2000).
T European Commission (2001) defines it as: "the abilityaof economy to provide its
population with high and rising standards of living and high rates of employment on

a sustainable basis".
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The definitions and statements mentioned above points out that the ultimate
goal of competitiveness is to maintain and in@ase the real income of its citizens, so it
is highly likely that more competitive economies will tend to accomplish higher income
levels for their citizens. Considering that the productivity level determines the rates of
return from investments in economyit is clear that the speed of economic growth
depends on the rates of return, and hence the economy which grows faster in the

middle and long run is also more competitive.

METHODOLOGICAL APPROACH

yl 1T OAAO O 1T PAOAOGEI T AI EUA OEEO OOOAUN
idea of three institutional pillars and modified it in empirical institutional
competitiveness frameworkhat relies on two pillars: (1) regulatory pillar and (2)
normative pillar. To get a meaningful understanding of the institutional
competitiveness environment these two pillars (see Figure 1) are created by a number
of institutional factors that can have a potential impact on national competitiveness of
an economy and by usindjterature on creation of OECD composite indices (OECD/JRC,
2008). So, the first, regulatory pillar is divided into two subpillars as: therule of law
andregulatory efficiency Thesub-pillar Rule of lawincorporates protection of property
rights, intellectual property protection, and labour freedom while the sub-pillar
Regulatory efficiency involving factors of business freedom, efficiency of legal
framework in settling disputes, burden of government regulation, strength of auditing
and reporting standards, level of financial freedom and judicial independence. Further,
the normative pillar relies onthe sub-pillar Normative mechanisnand includes factors
of cognitive pillar.

Grouping the normative and cognitive aspects of institutions into one concept
is reasonable because these two aspects of institutions are quite similar to one another
(Scott, 1995;Gaur & Lu,2007). Some of the components of this combined pillar are
freedom from corruption, voice and accountability, political stability and absence of
violence, irregular payments and bribes, transparency of govt. policy making,
favoritism in decisions of govt.officials, business costs of crime and violence, ethical
behavior of firms, health expenditure and life expectancylhe indicators included in

each of these two pillars are given in Tablel.
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these indices are extracted from four data sources: the Global

Competitiveness Report (WorldEconomic Forum); World Bank Governance Indicators

(World Bank); World Development Indicators (World Bank); and Index of Economic

Freedom (Heritage Foundation).

Pillar

REGULATORY PILLAR

NORMATIVE PILLAR

Figurel: The institutional competitiveness framework

Sub pillar

Rule of
Law

Regulatory
efficiency

Normative
mechanism

List of indicators (and data source)*

=A =4 =4 -4 4 4 -4 2 -4 -4 -4 -4 -4 -4 -84 -4 -4 -5 _-9_-°3_-°9_-°9--"2 -4 -°2-°9._-°3_-2"

Property rights (GCR)

Intellectual Property protection (GCR)
Labour freedom (IEF)

Rule of law (WBGI)

Fiscal freedom (IEF)

Regulatory quality (WBGI)

Business freedom (IEF)

Efficiency of legal framework in settling disputes (GCR)
Efficiency of legal framework in challenging regulations (GCR)
Burden of government regulation (GCR)

Strength of auditing and reporting standards (GCR

Financial freedom (banking efficiency) (IEF)

Judicial independence (GCR)

Freedom from corruption (IEF)

Voice and accountability (WBGI)

Political stability and absence of violence (WBGI)
Irregular payments and bribes (GCR)
Government effectiveness (WBGI)
Transparency of govt. policy making (GCR)
Favoritism in decisions of govt. officials (GCR)
Business costs of crime and violence (GCR)
Organised crime (GCR)

Ethical behavior of firms (GCR)

Availability of financial services (GCR)

Ease of access to loans (GCR)

State of cluster development (GCR)

Quality of scientific research institutions (GCR)
Health expenditure (WDI)

Life expectancy (WDI)

Note: *The data sources: GCR = Global Competitiveness Rep&€E = Index of Economic
Freedom; WBGI = World Bank Governance Indicators; WDI = World Development Indicatol
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Sample: In this study we used institutional indicators for 22 emerging
economied and 14 EU countries (see Appendix, Table 4yver the period 2006-2014.
The emerging economies selected for analysis are listed in the MSCI emerging markets
index.3 While there are 23 economies listed in that index, we had to drop Taiwan as a
large amount of data was unavailable for this economy. The El5 is selected with the
base of 2004 just before accession of the ten new countries. However, we have to drop
Greece from this list & it is included in the emerging nations MSCI index. Thus, we have
extracted relevant data for 22 emerging countries and 14 EU countrieEhese two the
data sets structured unbalanced panel data.

Base on above methodological approach weéntend to explore how the
regulative and normative pillar impacts of competitiveness for the two sets of nations
(emerging and EU countries).For these purposethe following propositions are
introduced:

1. The development of rule of law is likely to impact competitivenessaifons.

2. Quality of regulative efficiency is likely to drive competitiveness of a nation

3. Quality of normative mechanism is likely to drive competitiveness of a nation

Dependent variable: Following the Delgado et al. (2012)wve have used national
competitiveness as measured of output per potential worker, i.e., log of GDP per
working age individual. Independent variables: As mentioned before, our
independent variables are the two sub pillars (rule of law, regulatory efficiengyof
regulatory pillar and the normative pillar of institutional environment.

Method of analysis: We have first employed the Principal Component Analysis
(PCA) to extract the principal variables in each of the pillars. Before applying the PCA,
we first conduct the KaiserMeyer-/ 1 EET | +-/ @ OOAOEOOEA AT A " A
to see if the data can be subjected to PGK the KMO statistic is greater than 0.5, it

indicates that PCA can be used for the given set déta. Furtheh " AOOI AOOB8 O (

sphericity tests for the significance of the correlation matrix of the variables).

1 22 emerging economiesinclude: Brazil, Chile, China, Colombia, Czech Republic, Egypt, Greece,
Hungary, India, Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Russia, Qatar, South
Africa, Taiwan, Thailand, Turkey and United Arab Emirates

214 EUeconomiesinclude: Austria, Belgium, Denmark, Finland, France, Germany, Ireland, Italy, Poland,
Portugal, Spain, Sweden, Netherlands, United Kingdom

3 seehttps://www.msci.com/resources/factsheets/index_fact_sheet/msci-emerging-markets-index-
usd-price.pdf or at https://www.msci.com/emerging -markets, accessed on 22.06.2016
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/' TAA OEA +-/ AT A "AOOI AOO6O OAOGO OAI EAAOA
reduction. With the indicators that we have considered for institutional environment,
there is bound to be a high degree of correlation amongst independent variables.
Retaining all variables generally leads to multicollinearity (as in this case). On the other
hand, eliminating some variables affects the explanatory power of the model. To deal
wEOE OEEOh xA Aipiiu OEA o#! AT A AAOAOI ET A
the explanatory power of the equation because the retained variables contain the
information of those which are eliminated. (For rotation, we use the Varimax method
with the Kaiser normalization. The purpose of the rotation is to make the
interpretation of the PCA more meaningful). The retained or principal variables are the
ones with the highest factor loadings in the rotated component matrix. Once we choose
the principal variables for each category, their respective weights are determined by
using the component scores. These weights are then used to construct the composite
index.

To ensure that the index does not suffer from scaling problems, the variables
included in the index were normalized. Thereafter, a composite index is constructed
for each subpillars of the regulatory pillar same as for the normativepillars as follows:

#) Bt @ )
where  CI = composite index for the respective pillar
Xj = retained variables from PCA

wj = weights (component scores)

After constructing the compositeindices, we then run fixed effects panel data
regression separately for the emerging economies and the El4 economies. A fixed
effects model is more suitable in our case as we want to account for country
differences. The Hausman test was also done and thesults favoured a fixed effects
specification. We take investment freedom, trade freedom and infrastructure to be our

control variables. The functional form of the equation is as follows:
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Innc = f (cirl, cire, cini, Ipop, lgdppc, invf, tradef, infra) (2)
where
K
Innc = log of national competitive advantage measured as GDP Ipop = log of
per working age individual population
cirl = composite index for rule of law for the group (emerging Igdppc = log of gdp per
economies/ EU15) capita
cire = composite index for regulatory efficiency for the group invf = investment
(emerging economies/ EU15) freedom
cini = composite index fornormative institutions for the group tradef = trade freedom

(emerging economies/ EU15)
infra = infrastructure

The importance of institutional framework has been validated by a large body of
theoretical and empirical work which shows that sound, credible and efficient
institutional framework is an imperative precondition for economic growth and
competitiveness (Acemoglu, 2003Rodrik et al.2004; Bouis et al,2011; Sala-Matrtin,
X., et al. 2013). This includes the rule of lawgegulative efficiency and normative
institutions can stabilize economic activity and are widely accepted as determinants of
efficiency as well as growth for firms and countries. Population has been used as a
control variable. The explanatory variables are sed in this study on the basis of their
relationship with national competitiveness. The explanatory variables of investment
freedom and trade freedom are being referred to encourage efficiency and
competitiveness (Barro, 1996; Minier, 1998). This also leadto a dynamic business
environment which impacts competitiveness as it perceived to hinder corruption and
nepotism. The level of development in infrastructure also incentivizes the business

environment and thus, helps in growth and competitiveness of counes.

ANALYSIS AND DISCUSSION

As mentioned above, we first try to create composite indices ClI for the three
sub-pillars: rule of law, regulatory efficiency and normative institutionssing the PCA.
The retained variables (along with component scores) for the three supillars in case
of emerging economies and E14 economies are given in Table 2 and Table 3
respectively.Using component scores of the rotated component matrix as weights, we
then constuct a composite index for each of the pillarsThereafter, we run a fixed

effects panel regression model as mentioned in the methodology.
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Table 2: Retained Variables for the three sulpillars in case of Emerging Economies

REGULATORY PILLAR

NORMATIVE PILLAR

| Sub-pillarl: Rule of Law Sub pillar2: Regulatory Efficiency | Sub-pillar3: Normative Mechanism
Retained Compone % of Retained Compone % of Retained Compone % of
variables nt scores variance variables nt scores variance variables nt scores variance
explained explained explained
Property 0.934 Burden of 0.918 Political stability 0.847
rights govt. and absence of
88.459 regulation 85.051 violence 73.848
Fiscal 0.966 Business 0.876 Transparency of 0.786
freedom freedom gov. policy
making
Labour 0.955 Strength of 0.878 State of cluster 0.837
freedom auditing and development
reporting
standards
Business costs of  0.521
crime and
violence

Note: Based on Rotated Component Matrix; Rotation Method: Varimax with Kaiser Normalization

Table 3: Retained Variabledor EU-14 economies
REGULATORY PILLAR

NORMATIVE PILLAR

Sub-pillarl: Rule of Law

Sub pillar2: Regulatory Efficiency

Sub-pillar3: Normative Mechanism

Retained Compone % of Retained Component % of Retained Compon % of
variables  nt scores variance variables scores variance variables ent variance
explained explained scores explained
Property 0.963 96.982 Efficiency of 0.855 90.159 State of cluster 0.865 84.085
rights legal frame in development
challenging
regulations
Fiscal 0.964 Business 0.8476 Orgainzed crime 0.956
freedom freedom
Labour 0.978 Financial 0.890 Political stability 0.531
freedom freedom and absence of
violence
Enroliment in 0.970

tertiary education

Note: Based on Rotated Component Matrix; Rotation Method: Varimax with Kaiser Normalization

The results of the fixed effects regression are for the emerging economies are

shown in Table 4. The regulatory efficiency pillar ispositively impacting

competitiveness of emerging countries as evident from the significance this from the

summary regression results given in Table 4. The normative pillar is found to be

positive though not significant. However, rule of law is found to be negative and

indicating towards evolving stages of legal framework and related institutions.
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Another important finding is the LGDP per capita positive and significant as it
supposed to affect both institutional predictability and legitimacy which impact

competitiveness. Because inequality ofincome distribution may encourage

institutions that in turn, tend to perpetuate to the cause of inequality and thus creating
a vicious circle of inequality, low institutional quality (Engerman & Sokoloff 1997,
2002, 2005, 2006) which contributesnegatively to competitiveness.

Table 4: Summary Results of Fixed Effects Panel Data Regression for the EE

Dependent Variable: LNNC
Method: Panel Least Squares

Variable Coefficient Std. Error t-Statistic Prob.
C -10.26028 2.330012 -4.403529 0.0000
CINI_EMERG 0.019100 0.061002 0.313113 0.7546

CIRE_EMERG 0.128698 0.076417 1.684164 0.0940
CIRL_EMERG -0.060565 0.052490 -1.153835 0.2502

LPOP 0.389190 0.120555 3.228325 0.0015
LGDPPC 1.315246 0.071875 18.29916 0.0000
INVF -0.001062 0.001534 -0.692308 0.4897
TRADEF 0.001737 0.001901 0.913829 0.3621
INFRA -0.032835 0.034029 -0.964901 0.3360

Effects Specification

Crosssection fixed (dummy variables)

R-squared 0.989786 Mean dependent var 9.442795
Adjusted Rsquared 0.988012 S.D. dependent var 0.933643
S.E. of regression 0.102225 Akaike info criterion -1.583926
Sum squared resid 1.745136 Schwarz criterion -1.083945
Log likelihood 186.0167 HannanQuinn criter. -1.381530
F-statistic 558.0173 Durbin-Watson stat 0.940480
Prob(F-statistic) 0.000000

As is evident from Table 4, degree of investment freedom and infrastructure
negatively influencing competitiveness of nations as level of openness aadailability
of infrastructural facilities would encourage a more conducive and competitive
environment aimed at controlling corruption and nepotism. The institutional
mechanism in emerging nations are evolving and developing and hence the result was
not unexpected.

Table 5 gives the results of the fixed effects regression in case of -EU
economies. The results are somewhat mixed. As expected the relationship between

rule of law and national competitiveness are positive and significant. Same is the
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relationship for normative pillar though level of significance is 10%. However, we
could not find any evidence of this for regulative efficiency. And this has been done
after dropping GDPPC from the model since there is a high correlation between GDPPC
and POP.Unlike the general perception, the infrastructure variable for Et14 nations
found to be negative and significant. Rysical infrastructure clearly plays an important
role in productivity, though there remains debate about the size of its effed (Calderon
& Serven, 2004).

Table 5: Summary Results of Fixed Effects Panel Data Regression for the EU

Dependent Variable: LNNC

Method: Panel Least Squares

Sample: 2006- 2014

Periods included: 9

Crosssections included: 14

Total panel(balanced) observations: 126

Variable Coefficient Std. Error t-Statistic Prob.
C 6.120110 8.983982 0.681225 0.4972
CINI_EU 0.076931 0.047376 1.623851 0.1074
CIRE_EU 0.057446 0.052490 1.094431 0.2763
CIRL_EU 0.231577 0.054777 4.227658 0.0001
LPOP 0.135199 0.551664 0.245074 0.8069
INVF 0.001987 0.001314 1.511949 0.1336
TRADEF 0.029864 0.004889 6.108162 0.0000
INFRA -0.122501 0.025035 -4.893128 0.0000

Effects Specification

Crosssection fixed(dummy variables)

R-squared 0.980330 Mean dependent var 11.01140
Adjusted Rsquared 0.976583 S.D. dependent var 0.433052
S.E. of regression 0.066268 Akaike info criterion -2.439214
Sum squared resid 0.461099 Schwarzcriterion -1.966501
Log likelihood 174.6705 Hannan-Quinn criter. -2.247166
F-statistic 261.6540 Durbin-Watson stat 1.679380
Prob(F-statistic) 0.000000

The negative results might be indicating that, for upgrading and improving
infrastructure, funds need to be injected which seems to be a deterrent in the studied
period as it coincided with the crisis period As has been reported in the other studies,
trade freedom is positively impacting competitiveness of the European nations. The
other explanatory variable investment freedom is also found to be positive though not
significant. These factors of openness enable a nation to improve competitiveness
through advancement in local productivity by accessing more advanced knowledge

and technology from abroad.
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CONCLUSION

This paper captures interrelated factors that collectively represent each of
three selected pillars and estimate this framework using multipledata sets covering
22 emerging economies and 14 EU countries over the period 20814 as explained
earlier. The findings indicate and confirm a positive and separate influence between
the institutional mechanism and competitiveness as both are very mucimterrelated
and they depict the general level of efficiency of a particular country. While the
institutional mechanism in emerging nations is evolving and developing, results for the
European nations present positive and significant relationship between e of law and
national competitiveness. Accordingly, this analysis reveals few important insights for
further investigation into the national competitiveness like; the institutional pressures
on decision making for competitiveness, which are very differenn different country
markets; some institutions prevail over others and the extent of enterprises
competitiveness because they are "isomorphic" or consistent with their regulatory,
cognitive, and normative institutions. These insights can help in the foraolation of
improved national economic policies and institutional reforms. Our framework also
offers a novel methodology for the estimation of a theoretically grounded and

empirically validated measure of the institutional competitiveness
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APPENDIX

Table 1. List of Selected Countries

EU-14 Emerging-22
Austria Brazil
Belgium Chile
Denmark China
Finland Colombia
France Czech Republic
Germany Egypt
Ireland Greece
ltaly Hungary
Poland India
Portugal Indonesia
Spain Malaysia
Sweden Mexico
Netherlands Peru
United Kingdom Poland
Qatar
Russia
South Africa

South Korea

The Philippines

Thailand

Turkey

United Arab Emirates
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ABSTRACT
The purpose of thisresearch is to enable one to understand whether and how

investment banks became one of the major influencing factors for the appearance of of
the 2008 world financial and economic crises. Due to the lack of control and
supervision, during the last two decades the investment banks exercised enormous
freedom and were profit oriented taking highly risky trades and investments. The
inability of the regulatory bodies to follow the actions of many multinational
corporations clearly illustrates a weakness into thdegal system as well as the rules
and regulations applicable to the companies from the financial sector. The poor work
of the rating agencies and regulatory bodies gave almost unlimited freedom to
investment banks. The root of that is the amendment of the).S. Glass Steagall act
(1999) which allowed intermingling of investment and commercial activities, the holes
in the international standards and the introduction of two new products on the market:
securitization and derivative trading. The investment baks started acquiring other
businesses and became holdings. They engaged themselves in very risky trades,
investments and transactions and were not able to repay its short term obligations.
The trading with derivatives expanded the crises worldwide. The @ses took massive
measures and drew the entire world economy into financial crises and the biggest

recession in the history.

KEYWORDS:Investment banks, financial crisis, securitization, financial dévatives,
financial regulation
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HOW INVESTMENT BANKING INFLUENCED THE APPEARANCE OF THE WORLD ECONOMIC
CRISES THE CASES OF LEHMAN BROTHERS AND GOLDMAN SACHS

INTRODUCTION
The importance of investment banks in the world stage has significantly

increased compared to their beginnings and expanded their activities. Investment
banking today includes pblic offering of debt and equity securities, private placement
of debt and equity securities, mergers and acquisitions, financial advisory, fairness
option, structured finance, risk management, merchant banking, public trading of
securities, wealth managenent, other investments, government financing,
underwriting debt and equity securities.

i1 T &£ ET OAGOI AT O AATESO AAOEOEOEAO
have to deal with business, investment, operational, market, legal and compliangsk.
To be able to manage the risks and to prevent fraud, many regulatory bodies take
different measures to ensure that work is done in accordance with specified rules and
regulation.

Special part of the paper is dedicated to the weaknesses in the banksygstem
and the US housing crisis, its spread and its impact worldwide. A particular accent is

put on the securitization and derivatives as the major causes of the crisis. Moreover,

OEA 53 EI OOET ¢ AOEOAO EO OEA OAue&@miiedE OEA

through the analysis of two case studies: Lehman Brothers and Goldman Sadlmese
are ones of the main major players in the US housing crisis and therefore, this study
will assess their influence on the crises and based on that, draw condluss on how to

prevent financial crises in the future.

1. THE EVOLUTIONAND ROLEOF INVESTMENT BANKING
1.1. History
The development of investment banks can be traced back to the eighteenth

century, to Adam Smith and his invisible hand. Grossman (2010) stifates that with

the new free market capitalism, banks were able to start functioning independently

AOT 1T OEA ¢l GAOT i AT O AT A OOEA 1TAx AATEETC O

USA, companies like J.P. Morgan and Dillon Read recognized new opportunibieshe
financial market. Rhee (2010) and Morrison et all (2008) emphasize that the new
banking system led to a development of new banking activities, investing activities,
which were different from the old, merchant banking ones. The merchant banking wa
conducted among closed circles between the richest individuals. Both, Grossman
(2010) and Fleuriet (2008) point out that in contrast to the old merchant banks, the
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new investment banks gave opportunities to companies willing to raise capital to

issues seurities and exchange them in the major financial centers. These firms started
engaging in all sorts of financial activities including giving loans and taking deposits.

The financial activities were expanding and they did not underlie almost any rules and
OACOI ACEI 1 068 4EA O1 OAOOOEAOAA 1 EAAOOU 1 &
$APOAOGCOEI T 6 | £ pwcws

The huge hit on the U.S. economy clearly illustrated that stricter regulations of
the banking system are of huge necessity for the economic stability tife country.
30A0ANGAT 61 Uh AZOAO OEA O OAAO $APOAOOEIT h
protect its citizens from fraud and possible loss of money. According to Rhee (2010),
the GlassSteagall act of 1933 was brought with an aim to prevent panicapid
withdrawal of money and collapse of the banks. This act separated the activities of the
commercial and the investment banks. Grossman (2010) and Fleuriet (2008)
emphasize that commercial banks manage deposits and loans for individuals and
businesses vhile investment banks participated in the buying and selling of stocks,
bonds and other investments as well as to help companies to go public. Compared to
commercial banks, investment banks are able to tolerate higher level of risk. That is
mostly becausethe commercial banks have a fiduciary responsibility towards their
Al EAT 0066 AAOO ET OAOAOOS

Grossman (2010) and Fleuriet (2008) think that this step led to a more stable
economic situation until the year of 1999 when the GramnbeachBiley Act was
brought. This act allowed big banks to offer both, commercial and investing services.
The main purpose of the amendment was to modernize the financial industry and to
create an umbrella organization which can simultaneously offer different financial
activities. But, there were no welldefined rules and regulations that were able to
regulate the operations of these multinational corporationsThis complex holding type
of system was difficult to control and contributed towards the outburst of the internet
crises of 2M1 and the global recession of 2008.

The past has shown that the mixture of the two types of banking creates bubbles
and disastrous busts. Subsequently, the main question that arises here is whether
commercial and investment banks need to function separaleand if yes, why!? Thus,
in order for one to be able to understand the development of the 2008 crises, this study

has to address this question.
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1.2. The role of investment banks
Investment banks facilitate the flows of funds and the allocation of capital

between those who are in need of capital and those who have money at their disposal
to invest. Moreover, investment banks serve as intermediaries between the two
parties, make the market and regulate the price during the transaction. Investment
banks operate with high level of capital and large scale investments. Moreover, as Liaw
(2012) and Morrisomet all (2008) illustrate, they engage themselves in trading with
shares warrants, bonds, capital notes and derivatives. They assist companies to go
public andthey participate in transactional banking internationally. Investment banks
provide various services: Public offering of debt and equity securities, private
placement of debt and equity securities, Mergers and acquisitions, Financial advisory,
Fairness optons, Structured finance (securitization), Risk management, Merchant
banking, Public trading of securities,Trading with derivatives, Wealth management,
Other investments (rivate equity, real estates, international investment),
Government financing, Undewriting debt and equity securities etc. ch of their
activities encounters different level of risk and therefore, the profit for the investment
bank for the allocation of capital and the settling of the price in these transactions

varies.

2. RISKS IN IN\ESTING BANKING
There are four main types of risks that the investment banks encounter. This

risk types and what they are consisted ofan be seen on the figure on the next page
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Figure 1: Basic Types of Risk
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The study will examine each risk separately:

Business Risk:

Concerning investment banking, business risk means the threat of earning less
profit that the bank has anticipated. According to Jakob (2015) and Agranovich
(2015) this can occur due to the fact that the value of the capital can drop, an
incident might ocaur that will endanger the reputation of the bank, some of the key
employees might leave the bank, the interests of the bank might not be aligned with
the interest of the clients which might cause loss of clients, disagreements between
the management boardmight.

Investment Risk

Jakob (2015) and Agranovich (2015) emphasize that the investment risk is the
probability that the bank might encounter losses of particular investment which
can be related to: a change in demand on the market, liquidity problems soe
investment might be stopped, to leverage problems, the leverage can lose value or

can have additional problems attached to it, insufficient diversification which will
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increase the risk of loss, and a possible failure of the entire investment plan which

can take place due to various internal or external circumstances.

c) Legal & Compliance Risk
The legal and compliance risk is the risk from failure to work in accordance to
the rules and regulations and other by law binding requirements. Jakob (2015) and
Agranovich (2015) emphasize that investment banking is strictly regulated and the
failure to comply with the rules and regulations can jeopardize the functioning of
the bank. In addition, the financial stability of the company, concentration of work
and theneat documentation have to be taken in considered because when not well
managed they will threaten the proper functioning of the company. Therefore,
internal control as well as control from an independent body is necessary in order
to prevent law compliana problems.
d) Operational Risk
Operational risk is related to the internal risk that comes from the internal
processes and procedures as well as from the soft and the hard resources.
Therefore, as Jakob (2015) and Agranovich (2015) portray the investment bas
should take all necessary measures to prevent fraud prevention, to maintain
regular control over the entire working process and the communication between
the employees. In addition, the technology and the systems they use should be

regularly checked andmaintained.

3. REGULATIONS AND INVESTMENT BANKING
In order to diminish the risk there, exist various international rules and

regulations concerning investment banking. Eichengreen (2015) emphasizes that one
of the most important internationally applied regulations are the Basel standards.

There are three Basel accords. However, the third one was brought after the
outburst of the financial crises of 2008. Eichengreen (2015) explains that the first one
was created in 1988 and its main intention was to control credit risk by assigning risk
weights to the asets. Banks that work internationally are obliged to hold capital close
to 8% of risk-weighted assets. In addition, each bank was obliged to report all nen
financial assets. The starts of the second Basel Accord date to the year 2005. However,

its final framework was established in 2007.
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These accords served as the basis for the regulation of investment banking.
However, as Schooner and Taylor (2009) illustrate, given the fact that the first one was
very limited and the second one was not fully defined bthe year of 2007, when the
collapse was already happening, made the regulatory institutions very fragile.

There exist more agencies which regulate banks. And ensure the compliance with
the Basel standards. Most of these institutions are private and they diitate the
function of the bigger governmental regulatory bodies. Moreover, it is mandatory that
all agencies and banks that participate in investing and financing activities cooperate
with a smaller regulatory agency that directly reports to the main om. This is to ensure
that every rule and regulation is implemented and the work performed by the
investment bankers, brokers or advisors is strictly in accordance with the law and for
the best benefit of the client. Eichengreen (2015) and Stowel (2008) pati out that a
system with tight supervision is designed to prevent fraud and financial misbalances
and possible financial collapse.

But, the presence of the international standards and regulatory bodies failed to
protect the US economy from collapse. Schooner and Taylor (2009) emphasize that the
existence of many weaknesses in the regulatory system, the poor work of the rating
agenciesand the insufficiency of the Basel standards led to the outburst of not only US,

but world economic crises.

4. SIGNS OF WEAKNESSES IN THE BANKING INDUSTRY AND FINANCIAL
COLLAPSE
After the removal of the separation of Investment and Commercial banks in 29,

the control over the investment banks was much more difficult. Due the different
nature of the two types of banking system, the regulatory bodies were not able to
properly asses the working of the banks. Mayer (2009) point out that the level of risk
toleration is totally different for the both banking systems. Subsequently, the
functioning of the systems as well as the profile of the customers was totally different.

The big banks were the leading banks and therefore, their failure to comply with
the rules and regulations imposed by the regulatory bodies created greater and greater
tension in the society.

Given the fact that the investment banks tolerate higher level of risk, the
commercial banks had very big liberalization in their way of working. Maye(2009)

points out that the big banks started giving easy housing loans to clients by using
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mortgage securities and collateralized debt obligations. In addition, private agencies
started giving loans with mortgage securitization. As the prices of the hoas begun to
rise, more and more people demanded the housing mortgages in the USA. The banks
and private loaners were giving credits without any control

The rising prices of the houses attracted investors to invest in the US housing
business. The investorsalso acted through the big US banks as they were both,
commercial and investment banks. Mayer (2009) points out that the rating agencies
were pumping up the prices even more by giving very bias valuations and a housing
bubble was created, that reached t peak in 2004. The asset prices began to fall
rapidly. The investors started losing huge amounts of money. Moreover, as the prices
went down, the people were not liquid enough to repay their debts and the banking
system started to become very fragile.

In 2007-2008 the credit markets collapsed completely. Hundreds of mortgage
lenders went bankrupt. In addition to this, the investment banks and hedge funds were
also encountering loses. And, in order to try to cover the losses and earn profits they
entered into borrowings which expanded the bubble. The leverage of these institutions
was so high that only a small drop in their assetalue meant collapse. Mayer (2009)
emphasizes that the financial markets were very unstable, the prices were constantly
dropping and many hedge funds and investment banks also collapsed. The entire
financial US system collapsed, the US government was not able to offer bailout for all
financial institutions and that lead to a recession and a severe economic crisis in 2008.

In addition, the US investment banks worked with derivatives and forwards,
options, swaps and futures were bought and sold all around the globe. Thus, when the

prices started falling, the crises spread all around the globe.

5.SECURITIZATION, AN ACTION FOR FINANCIATFENGTH OR WEAKNESS?
Another reason for the outburst of the crises was the process of securitization.

With an aim to explain how securitization functions, the following figure will be used:
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Figure 2: How Securitization Functions?
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Through the figure above, The Faeral Deposit Insurance Commission (2007)
explains the entire procedure of the securitization. First, the bank or another saving
institution gives a loan to a borrower. The lending can be done directly or through a
mortgage broker. Then, the lending instiition will find a way to finance the loan.
Furthermore, securitization involves selling a loan by the lenders to someone else. The
new owner of the loan who in the figure is referred to the issuer then sells the loan in
form of a security to an investor. Tie Federal Deposit Insurance Commission (2007)
points out that the issuer can be a bank or a private financial institution. In the process
of issuing securities, the investors involve trustee, underwriters, rating agencies and/
or credit enhancement provicers in order to protect their interest. In return for the
loan, the borrower is paying out the loan on monthly basis, and the issuer is paying the
investor on monthly basis as well. In case of default, the issuer and the lender were
able to restructure theloans.

The aim of this system was to protect the financial markets of potential crises.

However, things went out of control and the system which was aimed to protect the US
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financial market took other direction. As the prices rose, there were more and m®
investors and more and more borrowers present on the market. However, what was
failed to be taken in consideration, as the Federal Deposit Insurance Commission
(2007) explains, is the fact that:
1 the shadow market was also developing in parallel with thefficial financial

market

the credit ratings that the issuers performed were inaccurate
1 the mixture of investment banking and commercial banking made it difficult for

regulators to assess the lenders and the issuers which resulted with decreased

regulation.
1 the different kind of existing risks were not adequately calculated

Subsequently, when the bubble exploded, both the commercial and the investment
banks were stacked in the middle. Mian and Sufi (2009) and the Federal Deposit
Insurance Commisgn (2007) emphasize that the borrowers were not liquid to repay
the debt and the investors were losing moneyThe securitization took the opposite
direction and lead the financial market to a collapse because the two types of banking
systems were involvedin the same process, so there was no way to assist one another
in a period of crises. Both, commercial and investment banks have different activities
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help the other ane and prevent financial disaster. However, as the prices started
dropping the entire population was in panic and everyone was trying to save oneself,

which at the end led to disaster.

6. DERIVATIVES, A NEW OPPORTUNITY, OR A TOOL FOR DISASTER?
Derivative instruments are not newz they have been around for years. However,

the main turning point was the year of 1995 when Wall Street's rocket scientists
started creating new, complex, sophisticated financial derivative instruments. Most of
these innovations wee of the interest of the US investment banks which started
adopting them and spread them around the globe.

Dr. Roman von Ah (2015) explains derivatives on the following way:

There is a market place where the trade, takes place, for example: bilateradlyer
the counter or on derivatives exchanges (fully standardized contrac}s The type of

their underlying asset, which can be a financial instrument, a physical asset, or more
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generally any risk factor that can be measured (e.g. temperature, freight raetc.) are
sold and bought on the exchanging platforms through four types of products, forwards,
futures, options and swaps. The products differ in terms of their dependence on the
price of the underlying as well as on the nature of their initial and fingbayoffs.

During the housing bubble, the US banks favored trading with futures. Every
market transaction has three components, trading, clearing and settlement. In a future
transaction, as Mian and Sufi (2009) point out, the trading and clearing happens
immediately, but the settlement will only occur at a specific future date. When the
future matures, an exchange of the underlying asset should take place. However, the
buyers of the future usually close the position before its maturity date and new future
contract is concluded.

Mian and Sufi (2009) explain that the US banks used, the real estates as
underlying asset of the futures, selling (short position) or buying (long position) them.
Investors from all around the world started investing in futures expedng the prices of
the real estate to rise. Closing the positions before their maturity and trading them
further, they expanded the trading on global levels.

The prices of the real estate properties were constantly rising and the rating
agencies were givingavorable valuations. Given the poor work of the rating agencies
the prices of the real estates were artificially pumped up. Subsequently, when the
bubble exploded, the prices of the real estates started dropping and panic among
traders and investors aro®. Every person that held a future wanted to sell it as soon
as possible which pushed the prices of the real estates even more down.

Given the fact that the futures were transferred from one person to another on
a global scale, the US crises expanded intationally and affected the world economy.

Consequently, the process of securitization, the trading of derivatives, the
intermingling of the investment and commercial banking systems and the poor
regulatory standards and the rating agencies played a majoole in the US recession

and economic crises and its expansion worldwide.

7. CASE OVERVIEW
This paper is going to focus on case study analysis in order to examine the

connection between investment banking and the economic crises of 2008. For that

60



HOW INVESTMENT BANKING INFLUENCED THE APPEARANCE OF THE WORLD ECONOMIC
CRISES THE CASES OF LEHMAN BROTHERS AND GOLDMAN SACHS

purpose, the study is going to take in consideration two cases, Lehman Brothensd

Golden Sachs. The main reason why the study will examine these two banks are:

1 the fact that Lehman Brothers is was one of the biggest and strongest investment
banks that failedduring the housing bubble and as a multinational holding affected
the entire world stage.

1 Goldman Sachs is one of the rear cases that survive the housing bubble and the
crises. Thus, it serves as a good comparison to Lehman Brothers.

How they acted andwhat preventive measures they have taken and how that
influenced the world economy is of crucial importance to finding out the connection
between investment banking and the recession of 2008.This section of the study
consists of financial and norfinancial analysis for both cases, Lehman Brother and

Goldman Sachs.

7.1. Lehman Brothers
a) Fraudulent management behavior
As Augar and Harper (2008) illustrate the complex structure prevented the
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regulations and encouraged the management team to use unacceptable accounting
practices in order to earn higher profits.

Far away from prudent corporate governance, as Lubben (2011) emphasizes
Lehman modified its financial statements with an ainto demonstrate stability to the
potential investors and gain their trust. Thus, the management team illustrated a
strong financial stability of the company despite of the real situation. Moreover, they
used bribery in order to cover its activities. Lubben(2011), Augar and Harper(2008)
Aobl AET OEAO OEA AOAEOI OO AT ETC ATTIPATUBO ¢
Young, participated in the fraudulent practices of the company. They violated the
SarbenesOnexely Act and many other rules aimed at strgthening external auditing
in order to disguise their finishing financial statements which later on created
accounting scandals.

Another point that brought collapse to the company, as Augar and Harper
(2008) portray, was the fact that the management boargrotected the individual
interest over the interest of the company. They brought decision to increase the

compensation bonuses of the senior management executives. Their bonuses increased
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highest level of income.

Moreover, the company was crossing its own risk limitations and performing
risky transactions just to gain profits. Lubben (2011) points out that the Security
Exchange Commission was aware of these practices, howevdue to bribery was
ignoring the actions taken by the company.

As Augar and Harper portray (2008) that all these activities misrepresented the
image of the bank in the public. Subsequently, before its failure there was neither time,
nor space to do anythingo save the bank.

The internal structure was completely weak, but from the outside it looked very
strong. Given the poor work of the regulatory and rating agencies no loopholes could
have been found on timely manner and therefore, no bailout strategyould have been
developed.

Once the fraudulent behaviour was discovered, the company lost the trust from
its collaborators and the public. Consequently, when it had shoeterm liquidity
problems, no one really wanted to offer help to Lehman Brothers, so é¢lg had no
choice, but to declare bankruptcy.

b) Risk exposure, lack of regulations and complex capital structure
With its too high leveraging the company entered into a signaling level of credit

risk. Randall and McGee (2008) state that the allowed levaga level was 60% of its
assets, however, the company leveraged over 90% of its assets.

With an aim to expand its business operations, Lehman Brothers took
advantage of very risky investments, which expanded the already existing investment
risk. According © Murphy and Kimberly, independent analysts, one of these
investments was the acquiring of Residential Mortgage Backed Securitie$ § | OA U h
2009). Murphy and Kimberly state that the financial statements of this company failed
to illustrate its objective financial situation. Residential Mortgage Backed Securities
accounted for 8.3 billion dollar losses in the process of securitization leading Lehman
Brothers closer to bankruptcy.

In addition, as Randall and McGee (2008) portray, Lehman Brothers decided to
enter into the derivative market and to engage in speculations in order to decrease

their substantial credit risk. However, by taking this step they entered into a trap. Once
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the prices of the underlying assets started dropping, there was almost no way otihe
bank encountered trillions of losses due to a default in collateralized debt obligations.

Nonetheless, the engagement in these highly risky activities could have been
stopped and excessive exposure to risk could have been prevented. However, the
regulatory bodies lacked regulations and strong structure and therefore, their ability
to prevent the crises was limited. In addition, they were not even able to apply most of
the existing rules and regulations to Lehman Brothers because their capital stture
was very complex and required too many irdepth analyses which gave the company
additional freedom of action.
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The bankruptcy of Lehman Brothers caused serious economic problems
worldwide. The value of the real estates diminished significantly on the real estate
market. Farndale (2008) points out that the receivables from the derivatives lost
billions of dollars in value. To be exact, 70% of the value of all receivables of Lehman
Brothers depreciated. Many hedge funds lost the value, since they relied on Lehman
Brothers, as the market leader in the financial world.

Most of the debts of Lehman Brothers were written off. This caused the value of
the stocks of many US and foreign compaes to drop on the exchange market. Farndale
(2008) emphasizes that the derivative trading, the German Banks immediately
experienced instability, reporting 500 million euros of financial loss. Blute (2010)
states that UK investors experienced 1.5 to 1.81bon pounds losses. Japanese banks
lost more than 2.4 billion yens. Many other countries encountered significant losses
which caused shock in their economies.

Consequently, one can notice that the entire world was negatively influenced by
collapse of Leman Brothers. Murphy and many other scholars proclaim that the

company caused the 2008 recession worldwide. This all could have been prevented if
the signals would have been taken in consideration by the management team of the

company, the regulatory bodis and the rating agencies.

7.2. Goldman Sachs

a) Fraudulent management behavior
The management team of Golden Sachs made similar steps to the management

team of Lehman Brothers. Gordon (2015) emphasizes that they fabricated their

financial statements in oder to portray a good image about themselves on the market
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which was totally different of what was happening in reality. The richer the managers
were getting, the more instable the holding was.

Goldman Sachs was accused for fraud, misrepresentation, intenmtally
omitting important facts about financial products. The company was selling mortgage
securities created by hedgdund firm and it was secretly betting in a sharp drop in the
housing prices and marketcollapse.The bank had a power to drive the ecomay into

crisis. These actions made the crisis even more severe and the losses devastating.

b) The influence of Goldman Sachs on 2008 financial crisis and its survival
Goldman Sachs survived the crises of 2008, but the main question to pose here

is: how did they manage to do it!?

First of all, the company made enormous profits at the beginning of theises.
AsCarney (2009) portrays while selling mortgage securities, the company secretly bet
against the housing market. Goldman Sachs was playing double gaand with good
timing and excellent salesmanship as many external analysts portray, it managed to
survive while the market was collapsing. Carney (2009) emphasizes that they managed
to find investor who bought preferred stocks with a total value of 5 bilbn dollars. In
addition, the company had close ties with the government given the fact that it was
providing the US government with finances during the Second World War.
Subsequently, they managed to obtain loan from the Federal Reserves in one day and
that help them to overcome the crises.

Despite its survival, Goldman Sachs had also a negative impact on the world
economic crises. The double game enabled them to stay in operations, but thaients
encountered huge losses. The double game enabled themstay in operations, but
their clients encountered huge losses. Carney (2009) points out that Goldman Sachs
sold $40 billion in mortgage back securities, but omitted to tell the buyers that they are

secretly betting that a sharp drop in U.S. housing pes will take place.
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Management behavior

Profitability ratios

Leverage ratios

Liquidity ratios

Cash flow

Financial markets

Lehman Brothers

profit oriented (high
management salaries);
inflated asset prices;

rising profitability with

small fluctuations and
very high (critical) level of

leverage
lack of short termliquidity

dependent on equity and

external financing

safe investments; positive

signs

Goldman Sachs

profit oriented (high
management salaries); inflated
asset prices; modified financial

rising stable profitability

very high (critical) level of

leverage
lack of short term liquidity

dependent on equity and

external financing

safe investments; higher positive

signs

7.3. A parallel between Goldman Sachs and Lehman Brothers

Let us compare the companies:

Table 1: Goldman Sachs VBehman Brothers

If one takes in consideration the table above, one can notice that both

companies engaged in illegal activities. The main difference is that Goldman Sachs

secretly engaged in betting that market collapse will take place and they managed to

earn lots of money. From the table above one can notice that both companies suffered

liquidity and leverage problems, meaning that a small drop in the value of their assets

could mean bankruptcy. Concerning profitability and financial market indicators,

Gddman Sachs shows more stable results than Lehman Brothers does. Moreover, the

investors and the public considered Goldman Sachs to be more reliable than Lehman

Brothers.
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Both of the companies encountered the same problems with liquidity and
leverage and both of them were dependent of external financing. Goldman Sachs
managed to survive due to the greater financial stability coming from the secret betting
and from the assisance of the Federal Reserves (history based) and the external
investors. Lehman Brothers failed to find external investor and the Federal Reserves

did not support them which brought the bank into bankruptcy.

8. IS THERE A NEED FOR SEPARATION BETWEEN ISVEENT AND
COMMERCIAL BANKS?

One of the main causes of the crises was the amendment of the Glatsagall
Act in 1999 which allowed the bigger banks to function as both commercial and
investment banks.

In contrast to investment banks, commercial banks havather role. Commercial
banks take deposits from clients and give them loans. For their services they get
payments usually charged in interest. Due to the different nature of the activities, the
investment banks can accept higher level of risk. The risk lerance level of the
commercial ones is very low because the commercial banks have to take care of their
clients and ensure that panic will not arise. Ingram (2015) points out that he moment
panic arises, every client will withdraw its deposits and the bakwill lose liquidity and
collapse. Thus, in order to ensure security and reduce the conflict of interest that might
appear between the customers and the bank a separation of the two branches is
inevitable. Historians, economists and scholars point out tha issuing securities
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nothing to sell his depositors is much better qualified to advise disinterestedly and to
regard diligently the safety of depositors than the bankerwho uses the list of
depositors in his savings department to distribute circulars concerning the advantage
of this, that, or the other investment on which the bank is to receive an originating
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On the other hand, as Eichengreen (2015) points out, many economists say that
the risk toleration level of investment banks is not necessarily higher than the one of
commercial banks because both, investment and commercial banks try to minize

risk in order to protect themselves and its clients.
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However, despite the contraargumentation, the history showed that the
economy is exposed to greater shifts and problems when the two banking systems
function under one roof. Their separation tends to lead to much greater economic

stability and smoother flow of money.

9. CONCLUSIONS
The entire situation points out that due to lack of control and supervision, the

investment companies exercised enormous freedom and were profit oriented taking
highly risky trades and investments. The hunger for additional pofits encouraged the
managers to engage in fraudulent behavior. These actions put them into a very difficult
financial situation which did not affect only the financial market, but the entire US and
world economy.

Nonetheless, the inability of the regudtory body to follow the actions of Lehman
Brothers, Goldman Sachs and many other multinational corporations clearly illustrates
a weakness into the legal system as well as the rules and regulations applicable to the
companies from the financial sector.

According to many experts from the field of finance, if all rules and regulations
xAOA OAOPAAOAA AT A ApbPI EAA DPOI PAOI Uh OEA
the companies would have been able to survive. Though, the gaps in the international
standards would have still caused destabilization in the economy.

The poor work of the rating agencies and regulatory bodies gave almost
unlimited freedom to Lehman Brothers, Goldman Sachs and other investment banks.
The root of that is the amendment of the @bks - Steagall act which allowed
intermingling of investment and commercial activities. The amendment of the act
which was primarily meant to modernize the financial industry and create a new
financial institution, a holding, turned out to be a key factoto destabilizing it. The
Federal Reserve Board was convinced that the new regulation system is strong enough
to sustain these changes. However, the new system combined with the emergence of
new financial products, securitization and derivative trading, crated holes in the
international standards which diminished the control over the newly shaped

institutions.
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From the entire analysis it can be concluded that the biggest world economic
crises of 2008 was initiated by the collapse of the mortgage market, éhextremely
complicated innovative financial instruments, the bankruptcy of the big banks, the lack
of rules and regulations in the banking industry and the underperformance of the
regulatory bodies.

Everything started from the moment the investment bank started acquiring
other businesses and became holdings. There were no wekfined rules and
regulations that were able to regulate the operations of these multinational
corporations. Moreover, these companies used very complicated financial tools and
the regulatory bodies were not ready to deal with them on the right manner.

The analysts required wellformulated standards that will be able to analyze
every action performed by each of these corporations. However, since there were black
holes in the Baseland other standards, the entire functioning of the multinational
corporation was vogue to the regulatory bodies. Moreover, the line between right and
wrong actions was blurred and that led to deregulations on the financial markets.
Given the freedom and lhte motivation for higher financial gains, instead of being an
example on the market, these corporations started engaging into fraudulent behavior
and illegal practices. They all fabricated their own financial statements in order to gain
the public supportand to increase their reputation and value in the society. The rating
agencies, hungry for extra profits, supported the banks, pumping up their assealues
even more. The investors, blinded with the greater expected returns, overlooked the
signs in the eonomy.

Everything was happening very fast and there was no space for intervention.
The governments had limited funding and they were not able to offer much assistance
to the corporations. The trading with derivatives expanded the crises worldwide,
turning the US collapse into international collapse. The appetites for greater profits on
the cost of enormously high riskacceptance level brought billiordollars of losses. The
financial crises took massive measures and drew the entire world economy into the

biggest recession in the history.
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ABSTRACT

The process of unilateraleuroisation in the economiesof the Western Balkan
countries is encouraged by the progress in financial markets integration,
harmonisation oflegislation and increasing free movement of capital and labour

While low and moderate euroisation brought to these countries certain
financial stability and economic growth, the massiveuroisation has shownsignificant
drawbacks, particularly for central banks,in terms of reducing the effectiveness of
monetary policy andcreating certainfinancial stability challenges

This was emphasized particularly in the period of recent Europeasovereign
debt crisis, when fearing from the crisis spilover effect, aswell for the euro survival,
Western Balkan countriesstarted the reversible process of so called deuroisation.
However, the process of deeuroisation turned out to be slow and not very certa
process, as there are varieties of factors preventing this effort.

The paper aims to analyze the positive impact and drawbacks of euroisationon
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1. INTRODUCTION
Euroisation is voluntary, market forces driven use of the euro in the domestic

monetary system alongside the national currency.

The literature makes a clear distinction between de jure euroisation (also re
ferred to as fully, unilateral or official euroisation) andQ@le facta euroisation (also
referred to as partial, financial or unofficial euroisation).

Therefore besides the formal adoption okuro through the institutional process
prescribed by EU, which have already been adopted by 19 out of 28 EU member
countries , the theory and practice recognize:unofficial, unilateral and consensual
euroisation.

Unofficial euroisation denotes a phenomena where economicagents

voluntarily use the euro alongside the national currency. Thespontaneous euroisation
results from business concerns and is not adeliberate government policy of unilateral
adoption of the euro.

Unilateral(andofficial) _ euroisation is the unilateral decision of a sovereign

country to abandonits national currency partially or entirely in favor of adopting the
euro aslegaltender without joining EMU.

Consensual euroisation can be definedas an official introduction of the euro

as legaltender, without respectingthe institutional path of EMU, but resulting from an
agreement betweenthe euroising country and EU officials

Spontaneous confidence in the euro by citizens in Western Balkansuntries,
was more than evident in the past tenyears, as euro became themost important
foreign currency for the denomination of deposits, loans and liquid assets in all the
region, leading to unilateral euroisation in Kosovo (under UN 124499) and
Montenegro and high levels of unofficial euroisationn the other Western Balkan
economies.

However, the recent sovereign debt crisis and negative impact which was made
on the EMU members put forward a question of euro survival and many countries in
Europe outside the eurezone, analyzed whether tssupport further euroisation or to
undertake the measures that would moderate the trend of euro growth, starting the

reversible process of so called desuroisation.
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2. EUROISATION PROCESN WESTERN BALKAN COUNTI_ES
The specificity of the Western Balkans is that @E OAA EOOAS6 AT A

euroisation are present in the regionWhile, Kosovo and Montenegro abagioned their
independent monetary policy via unilateral euroisation, the other WB countries are
unofficially euroised, however to a different extend.
In fact, disparity among the countries is considerable: currently; AAAAT T EA8 O 1 Al
euroisation rate isabout 47% and deposit euroisation rate is 43%, in Serbia, lending
as well deposit euroisation rate isabout 75%, the deposit euroisation rate in Bosnia
and Herzegovina is 446, while Albania keepsabout 50 % of the loans anddeposits
denominated or indexed in euro. In general ( \Wh the exception of Albanig, data
suggest somewhat lower financial euroisation in 2015 compared to the prerisis
levelsHowever , theeuroisation process was not only voluntary action and behavior
by the citizens and private sectorz it was also supported by Western Balkans
AT O1 OOEAOGGE 1T AOEIT Al AOOET OEOEAON AEI ET C C
1 Increasing the economicgrowth of the domestic economiegtendency to
AAEEAOGA AT 1T OAOCAT AA O1 %OOTUITAB8O ' $s$0
1 Solving inflation legacy problem and thereforeimprove macroeconomic
stability of the country (achieving inflation and interest rates convergence
to euro zonelevel);
1 Achieving stronger economic and financial integration with EU members,
through better trade integration, lower transaction costs and the

elimination of exchange rate uncertainty.

2.1. Were the goals of the euroisation achievedin Western Balkan countries ?

Analyzing thedata related to GDRyrowth, annual inflation rate change as well
as FX rate stability it might beoncluded that euroisation helped Western Balkans
countries (especiallythose with lower level of economicdevelopment) to accelerate
their economic growth rate and stabilize the inflator turbulences. Also, national
currencies pegged to euro decreased the foreign exchange rate turbulences and

decreased the foreign exchange costs.

1, OAEA |/ OOUUGEIEQU O&AO OTA@MA®E | -EUAdEghmeded; 26,2/2005 ) ) ) 46
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More precisely, analyzinghe GDPannual growth rate, it can be identified high
level of positive correlation between the annual GDP growth rate in West Balkan
countries and the one in the Eurozone. Ifact,the trend line follows the same shape as
the one in Eurozone countries but withdifferent amplitude. (Figure 1).

Figure 1: GDPannual growth rate as % of GDPWBCvs Eurozong
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Source: World Banka databaseompilation by the authors

The highly euroised West Balkancountries, as well as officially euroised
countries (Kosovo andMontenegro) AGDAOEAT AAA OAAOAHKgheédD 6
economicgrowth. The foreign directand portfolio investors aswell as trade partners
(all of them mostly from Eurozone), have increased their activity on the Western
Balkans directly increasing the level of euroisiation, but in the same time presenting
an essential accelerator for the economic growth in each of these countries.

However, in the financial crisis period, they have all faced the lowest level of
GDP growth (negative one) due to theuslden stop of the foreign capital inflow,which
has caused a sharp monetary contraction and consequently a dropaatput. Thesame
positive correlation of euroisation can be identified related to macreeconomic
stability, analyzed through the annual inflation ate change. Figure 2)

All  counties felt the inflatory and deflatory trends the same way as the
countriesin Eurozone, except Albania which has more moderate and less turbulent
inflation rate over the analyzed periodEven more, at the early years oéxtensive

euroisation for example , the &bian economysucceed to decrease the extensive
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inflation rate at reasonable level, but during the crises period , the country still

experiences turbulances and inflatory shocks

Figure 2: Annualinflation ratechange in% (WBC vs. Eurozong
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The objective of achieving stronger economic and financial integration with EU

members, through better trade integration, (increased net export of goods and

services)and net primary and secondary income is analyzed through the indicator of

the current account balance as % of GDP.
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Figure 3 : Current account balance as % in GDP in WBC
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Current account balance is the sum of net exports of goods and services, net
primary income, and net secondary income which are presenting improvements since
2008 with exception of Albania which is presenting slightly bigger current account
deficit in the recent years than at the beginning of the observed period (2005and
2006Mh). On the contrary, Montenegro which have experienced high current account
deficit over the financial crisis, has improved its current account position from almost
-50% (in 2008 year) t013% in 2015.

In order to avoid or decrease the nationaturrency exchangerate uncertainty
the most of West Balkan countries have either practiced fixed exchangsgime,pegged
to euro or unilaterally adopted euro as their sole legal tender(Kosovo and
Montenegro), while only Albania and Serbia practice floating exchange regime.

The West Balkan countries which practiced fixed exchange rate and pegged
their currency to euro (Macedonia, BiHhave hadstabile foreign exchangeate, while
the ones with floating exchange rate experience smalAlbania) or more intensive
(Serbia) increase of the national currency exchange rate towards euro in the period of

sovereign debt crisis.
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Figure 4: Annual national currency exhange rate changagainst EUR lfaseline
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150

o
o
100 .
¥ Albania (ALL) Lek
o]
x Macedonia (MKD) denar
S 50 . .
=) Serbia (RSD) dinar
°§> 0 BiH ( konvertible Mark
g 8 8 5 © o
o o

E 88883289« o

N I o o b
£ R
< N

Source: The World Trusted Currency Authority, Created by the author
Having in mind the liability currency structure at micro and macro level,
(which was predominantly expressed in euro) the national currency exchange rate
stability was achieved in the period of the Global financial crisis (2007), but some
systemic risks appear to be less manageable in the period of sovereign debt crisis,

which affected the macroeconomic stability in these countries.

3. CHALLENGES OF EURMASION-NECESSITY TO DEUROISE

The debt crisis in Eurozone, brought new challenges for WBC highlighting
many side effects from the euroisation process
T 606i 1T AOAAEI EOU 1T &£ 7"#6 £ET AT AEA1I OUOOAI O O
1 risk for nominal exchange rate volatility,
T xAAEATET ¢ T &£ OEA AAT OOAl AATESO0 AEEAAOEOD/
and of its function as a lender of last resort,
In fact, the sovereign debt crisis, change the attitude of the monetary

authorities, banks and private entities in the Western Balkangountries to be more

211 ATA "AARE AO All O&ET AT AEAT OOAAEI EOU AEAI T AT CAO
paper series, No 136Sept. 2012.
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cautious regarding the extensive use of euro in their financidtansactions, savings
and credit activities. This stressedthe necessity of reversible process of so called de
euroisation. Namely, over the past 67 yeas these countries have deployed some of the
macro prudential measures to moderate or even stop the trend of eurosiatissuchas:
ceilings on foreign exchange exposure, higher reserve requirements for foreign
exchange denominated liabilities, liquidity requirements for foreign exchange
denominated assets as well as provisioning.

Due to these measures and even more to the rumors about eurossainability
in Eurozone, caused by sovereign debt crisis as well & consequences of Brexit vote
the de-euroisation process started to be more obvious in almost all Balkan countries.
In fact, share of FX deposits has dropped more intensively at theability side, while
OEA 1T AT O ETI AAgGAA ET AOOI O xAOA OOEIT AO
most evident drop of euro denominated deposits and loans is registered in Macedonian
banking sector,decreasing its euro denominated deposits anlbans from 60% to 43%
for deposits and 47% for loans at the end of 2016, thus increasing the portion of loans
and deposits expressed in locaturrency. However, Serbian banking sector faces
extensive euroisation, reaching the level of euroisation of over 75%garding the euro
denominated deposits and loans in the Serbian banking system. The other countries
have shown the tendency of deuroisation process but with limited effect. As over
95% of the foreign and foreign indexed deposits and loans in West Batk&ountries
banks are expressed in euro, the trend of deuroisation , can be seen through
analyzing the foreign exchange lending rat€% of foreign and foreign indexed intotal
loans to nonfinancial corporations and household$ and foreign exchange depsit rate
(% of foreign and foreign indexed deposits in total deposits from non-financial

corporations and household$ in the period 2007-2016. (Figure 5 and 6)
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Figure 5: Foreign exchange lendingate 2007-2016 (% of foreign and foreign

indexed loans intotal loans to nonfinancial corporations andhouseholds)
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The figures in the analyzed period clearly demonstrate that théending in
foreign currency as a share of total lending has fallen between 2009 and 2015 in all
countries exceptin Serbia Namely in this period the FX lending rate dropped between
11% and 15 %respectively,while in Serbia it peaked at 80% in 2012 before fafig to
72% andthen raised to 75%in 2015.Howeverin 2016 it can be noticed that the quite
opposite trend. In the countries which showed more significant trend of deuroisation
(BiH, Macedonia and Albania) the process of ekuroisation has beerstopped,even the
portion of foreign or foreign indexed loans slightlyraised,while only Serbia has shown
drop in the portion of foreign or foreign indexedloans intotal loans,partly due to the
implemented measuresenvisaged in recentlyintroduced Dinarisation Strategy. Yet,
the level of lending euroisation is stillhigh, at the level of 70%. The foreign exchange
deposit rate in the Western Balkan countries over the observed period is presentéd

Figure 6.
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different level of success in fostering use of the local currencies, it is a fact that the
euroisation rate in allWestern Balkan countries is still high. It is a phenomenon that
is widespread in all Western Balkan countries , despite the introduced regulatory
measures in favor of the local currency, due to many factéhat are practically

prevent the effectiveress of these measures and make irreversible process of

Source:7" AT O1 OOEAOS
Albania the share of FX deposits in total deposits roseom 42% to 50% and

Serbia(72% to 77%) and in 2016 slightly fall below 70%. Macedonia declineover
the same period from 49-60% to 43%) BiH decline from 51% to 44%. No matter the

euroisation harder to be realized.

4.

IS DEEUROISATION VIABLEFOR THE WESTERN BAANSCOUNTRIES?
It is argued that the procesf de-euroisation in Western Balkan countries is

slow and uncertain processdue to the following factors':

M

T
T
T
T

Lack of confidence and trust in local currencies

Inflation legacy and macroeconomic stabilization

Trade integration with the euro area and remittances

Presence of foreign banks in WBC

EU and euro area accession perspectivé WBC

3The factors are presented in the following chapter 4
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a) Lack of confidence and trust in local currencies

The lack of confidence in the WB countries national currencies has strong
history background. Namely most of the current West Balkancountries are small
economies in transition, emerging from the former Yugoslavia (only Albania is
exception) and are still in the process of creatingcredible monetary policy and
institutions, which should be totally independent and aparof the political influence.

In order to enable foreign exchang stability and increase the confidence irtheir
domestic currenciesthe WBcountries policy makers usually pegged the exchange rate
of their local currencies first with Deutsche markand then with Euro. This policy
additionally reinforced the alreadyprevailing use of foreign currenciesat both lending
and deposit side. Thus the citizenshifted savings intothe peggedforeign currencies,
which were perceived as stronger and more stabléfom the monetary authorities as
well. The banks on the other hangdhave a tendency to avoid foreign exchange risk and
increased the volume of foreign lending through more favorable interest rates of
foreign currency denominated loans.

According to Beckmann and Scheiber (2012), the relative assessment of the
domestic curency will be lower as long as high inflation rates persist or inflation is
very volatile. Research results based on the euro survey conducted seamnually by
the Oesterreichische Nationalbank in EU candidate and potential candidate countries
of the Wesern Balkans confirm that trust in the respective domestic currency is lower
than in the euro. However, the overall trend in all countries observed has been positive
recently as trust levels have increased over the last four to five years, judging from
developments up to the latest available data of autumn 2014. Looking at individual
Al 01 OOEAOh OO0OOO 1 AGAT O AOA 11T xAOGO ET 3AOAE
volatility even in recent years. On the other hand, looking forward, the perceptiorf o
domestic currencies is on the whole positive in Albania, Bosnia and Herzegovina and
Macedonia.The assessment of the stability and trustworthiness of the euro is relatively
higher compared to the national currency. Although the relative trust in euro relted
to the domestic currency decreased between 2010 and 2012, due to sovereign debt

crisis, this trend has beerreversed since then.
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a) Inflation legacy

The wide-spread use of foreign currencies in the Western Balkan countries is
to a large extent the legacy of former Yugoslavia and a direct consequence of the
economic and political turmoil following its breakOP8 - AT U T £ 90CT Ol AOE
states were hit by periods of high or even hyperinflation in the 1990s. Serbia (in the
state union with Montenegro and including Kosovo at the time) even displayed one of
the most devastating hyperinflation periods of history between October 1993 and
January 1995. Btimates suggest that the price increase in that period reached some 5
quadrillion % , peaking in January 1994 when the monthly inflation rate was estimated
at 313 million %. However, it was not only the successor states of former Yugoslavia
that experienced periods of very high inflation: inflation rates were also high in
Albania, where the annual rate peaked at 50% in 1997 after the collapse of financial
pyramid schemes that had led to severe political and economic turbulencBetween
January 1991 and Apl 1998, the Yugoslav dinar was officially devalued 18 times
(three of which exceeded 99%), and 22 zeros were lopped off. These developments led
to a complete (and official) abandoning of the Yugoslav dinar in Montenegro and
Kosovo (besides political conglerations in the run-up to independence). A period of
hyperinflation was also experienced in Bosnia and Herzegovina from April 1992
January 1994 with the peak of monthly inflation reaching 322% in June 1992 in the
Croat-Bosniak Federation and 297 millim percent in January 1994 in the Republika
Srpska which had pegged its currency to the Yugoslav dinar. In Macedonia, annual
inflation peaked at 1,700% in 1992.

b) Trade integration and remittances from the euro area

Western Balkan countries show a high dege of integration with the euroarea,
asthe half oftheir trade onaverage level is realized with the countries from Eurozone
In fact, the trade with the euro areapresents between40% (Serbia) and over 65%
(Albania)of all traded goods, but intra-regional trade among the Western Balkans
countries is also often invoiced in eurosWithin the euro area, Italy is generally the
most important export market for the region, especially for Albania, while the trade
linkages with the rest of the @iro area are mostly dominated by Germany. (Figure 7)
Accordingly, both the corporate sector and private households have income streams

in foreign currency with little incentive to convert them into local currency.
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Figure 7: The main trading partners of Wetern Balkans countries
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Personal remittances from the EU play an important role in financing the

current account for the Western Balkan countries, ranging from 3,2% of GDP in

Macedonia,about 9% in Albania, Montenegro and Serbia, to 11% of GDP in BiH.

| AAT OAET ¢ O1T 7101 A "ATEGO AOOEI AOEITh
Western Europe (more than 60 % from EU countries.

Figure 8: Personal remittances in Western Balkans countries
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Analyzing the structure per country almost 80 % of all remittances in Serbiaa
sent from Austria and France in Albania 85 % of remittances come from Italy and
Greece while 45% of the remittances in Macedonia derives from Germany and Italy.
All of these remittances presentincome streams ineuro with little incentive to be

converted into local currency.
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d)Strong presence of euro area banks
Financial systems in Western Balkan countries are characterized by high

foreign ownership, mainly from the euro area. The share of euro ardeeadquartered
banks in total banking sector assets in the Western Balkans rang&é®m 48% in
Macedonia to just below 70% in Bosnhia and Herzegovina and Serbia. (Figure 9)

Figure 9: Ownership of the bank assets per country %
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The entry of foreign banks into the banking sectors of the Western Balkan
countries has not only increased competition, but is also another contributing factor to
the euroisation of deposits and lending, as these banks usually have better access to
funding in foreign exchange via their respective parent banks. However, it needs to be
noted that euroisation in an environment with a large presence of foreign banks is less
risky for financial stability than would otherwise be the case, precisely because foreign
banks have easier access to "hard currency” in international markets.

e) EU andeuro area accession perspective
As all of the WBC have candidate or potential candidate status for EU membership
there was dabate if thede-euroisation and therefore greater use of local currency
would weaken the longterm goal of euro adoption. On theontrary, greater monetary
policy control would facilitate the stability of macroeconomic conditions, which is a

precondition for euro adoption .
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CONCLUSION

Partial substitution of assets that results from the euroisation, facilitates the
development offinancial intermediation, by allowing further reduction of the costs of
international financial transactions, lowering of market risks and diversification of
asset portfolios.

There is and evidence that highly euroised Western Balkart®untries at first
stage experienced higher level of economic growtimproved macroeconomic stability
of the country, achieving inflation and interest rates convergence to euro zornevel,as
well as decreasedxchange rateuncertainty.

However, during the sovereign debt crisis period, they experienced the
turbulences and drawbacks even more evidently than the Eurozone countries.
Although the financial sector in Western Balkal T OT O O E dufer tReAutbulénes
as theEurozone there was still present spillovereffect in terms of capital outflow from
the West Balkan countries to the foreign owned bank (mostly from Eurozongthe
limited inflows of foreign remittances, as well asthe suddenstop of the foreign capital
inflow (mostly from Eurozonecountries) hascaused a sharp monetary contraction and
consequently a drop inproduction in the real sector

$AOPEOA OEA AOOI EOAOEIT 60 1 AOEOO AO
stability, the Western Balkan countries monetary authorities introduced different
regulatory measures inorder to moderate the trend of euroisation, or even to revert it
in the process of deeurosiation. However, different measures seem to have rather
limited effectson de-euroisation process,aOEA 7AOOAOT " Al EAT Al
entities are still aware of historical macroeconomicinstabilities and hyperinflation in
their countries, which led to relatively low levels of trust in local currencies
Furthermore, close trade andfinancial linkages with the euro area, the presence of
euro-AOAA EAAANOAOOAOAA AATEO AO xAll1l AO
tend to increase the use of the euro in the Western Balkan economies.

Their status as prospective EU and, eventually, euro area Member States is a

further contributing factor to euroisation.
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ABSTRACT
Modern society and the fast technological development are pushing the

traditional banking towards electronic access. There is a growing number of
consumers who replace the old approach of using banking services, with a new one i.e.
with electronic banking.

In order to examine the degree of consumer satisfaction with the use of
electronic banking inthe Republic of Macedonia, a research was conducted on a total
of 154 respondents that were considered for the statistical analysis of data. The
empirical research lead to the conclusion that most respondents use electronic
banking, half of which are completely satisfied with the services. In terms of bank care
for consumer satisfaction, there is a great deal of gridlock and negligence by banks in

the country andthey need to initiate more care.
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1. INTRODUCTION

In the Internet era, clients havesasy access to all the necessary information, so
prior to deciding for a certain banking product, they will make a research for a few
competitor banks offers. (Kotler and Keller, 2016)# | EAT 06 O OAOEOAAAOQET 1
services highly depends on what the bank has promised as a service, what has been
realized and with what quality. Satisfaction is the feeling of content or disappointment
in people which comes from the comparison of thegrceived effect from the product
xEOE OEA AgpPAAOAOCEI T 08 )& OEA AEEAAO EO OI A
not be satisfied. If the effect fulfils his/her expectations, the client will be satisfied, and
if the effect exceeds his/her expettions the client will be trilled. Clients grade
satisfaction prior and after the use of banking services.

Judging the satisfaction prior to using banking services is the final phase in the
process of looking information in order to choose alternativesdr purchasing a service
(Kotler and Keller, 2016).

The corepoint is that when the bank decides to measure satisfaction, there is a
AAOEOA O1I AT EATAA OEA DPOT AGAO 10 OAOOEAA /
contrary, it would only bother clients wasting their time in gathering information,
without using them to satisfy their demands.

Dissatisfaction can occur due to inefficient processes or undesired product
AEAOAAOAOEOOEAO8 )& OEAU AQGEOO Al EAT 060 OA
AGEOOh Al EAT 060 OAOEOZAAOQETT xEIT AA ET AOAA

Satisfaction occurs from the expected characteristics of the promised service.
300A0AcU O1 AAEEAOA AI EAT 060 OAOEOAEAAOQEIT I
ET AOAA OOAAOQOAET Cd O&de tihel chabatbtddigtics thatGa@Anbri U  OE
expected nor specified and the client is acting positively when he/she encounters them
(Kotler and Keller, 2016.

The standard ISO 9001: 2000 puts the client in the center of quality
management processes whose goal ©®©1 AT T OOAT O1 U EIiI POT OA Al |
I AAT OAET ¢ O1 )3/ wnmnpdennmnhi AAOGOOET ¢ Al EAI
EAAT OEAZEAAOQEITT 1T &£ Al EAT 060 AAI ATAO AT A OEA
clients look at the organization and whether e current working satisfies their needs;
identifying priorities for improvement - areas where improving performances would
OAOOI O ET OEA AECGCAOO EITAOAAOA ET Al EATC
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AAOAT AAT AT O ET OOAAEET Ctio) bdkeasthy prdii@through Al EAT
OEA ET AOAAOA 1T £ Al EAT G660 11 UAI OuUs
%OAT OET OCE ET %0OO1I PA |1 AAOOOET ¢ Al EAT 060
is a practice and has a special meaning, this is not a case in Macedonia. As the banking
sector evolves,ond £ OEA EAU EAAOTI OO0 &£ O OOAAAOO EO
company or an individual want to advance and follow dynamic market trends, be
efficient and effective, one must always be led by what would make clients happy. A
developed banking seatr is very important for service users. It offers more
possibilities to choose from, and with that improved service quality. Banks in
Macedonia offer similar products and almost equal prices, which means they differ
mostly in the way they work and in the aality of services they offer (Riquelme, 2009).
In the working of banks so far, it has been proven that clients are the ones who
influence markets the most, so according to that, banks cannot skip that element if they
yearn to survive on the market. Inth AOOEAT A O#1 EAT 680 OAOEOAA
EOed6 OEA 1 AET OAAOI 10 AEEAAOETI C 1 AAOOOET C
2011):
- Keeping clients;
- Defining areas of work that need to be improved;

- Feedback from clients whenntroducing new products and services on the

- Measuring the degree of satisfaction;
- Maintaining quality products/services.
Keeping already existing clients is very important, mostly because of the fact

that keeping clients is cheaper for the bakthan attracting new ones. Also the effort to
keep current clients can result with loyalty, something each bank strives for. If the bank
acts on time and satisfies the needs and wants of its clients, it is more than certain that
it will get loyal out of SAOEOZAZEAA Al EAT 008 - AAOOOET ¢ Al E.
EAAT OEAZUET ¢ AOAAO OEAO TAAA O1 AA EiI BOI OA/
i AAOOOA A1l EAT 060 OAOEOAZEAAOEI T OAI AET OET 00
opportunity to act on time in detecting and solving problems their clients are facing.
As a consequence, they end up losing clients very often. Measuring satisfaction can give
banks the answer whether to introduce an additional product/service or withdraw an

existing one. In order to &ract new clients, and satisfy existing ones each bank strives
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to be in line with the wants and needs of its clients, are they satisfied from the services
they get (Dlacic, 2005)?

Due to the previously stated, banks need to be sure they gave their bestheir
xI OEh DPOEIT O O AAAEAA 1 AAOGOOEI ¢ Al EAT 080 O/
DOEI AOU DPOT AOAOOG AT A OAOOGEAAO AT A AT1680 EI
x| Ol A OAOEOA&AU Al EAT 080 xAT OO0 AT A TchkdrO8 ! O
AEAO EO xEU AOOOI i AO OAOEOEZAAOETT AT A OEAE(
working. This fact is confirmed with the ISO 9001:2008 standard where the client is
set in the center of quality management and its goal is to constantly maxindiz A1 EAT 06 O
satisfaction (Kotler and Keller, 2016).

4EA ET OAT OEOU T &£/ AT i DPAOEOEIT 1T & 01 AAUgdO
more profitable ways to differentiate themselves in comparison with their
competitors. Modern banks reoriented themselves fsim focusing on products and
services towards focusing on clients (customer centered focus). That way they get
comparative advantages and higher profits based on thevested funds in innovations
(Madan and Kumari, 2012.

Electronic banking has a lot of adantages when compared to classic banking,
such as: saving time and resources, detailed account balance anywhere in the world
where there is Internet, paying bills from home, work or any other place, lower
commissions, tracking of all services the bank ha®e offer, learning on tine for new
products or promotions etc.(Baskar and Ramesh, 2010

According to the State Statistical Office of Republic of Macedonia in 2015, 69%
of the total population had Internet access. Out of these 69%, only 7% of citizenglod
country used ebanking services. (State Statistical Office, 2015).

Despite the fact that paying and using banking services via the Internet is safe,
a lot of citizens are skeptical regarding this issue. Most common reasons for not using
this service ar not enough information, conservative thinking, distrusting the system
of electronic payments and the habit of physically making payments on counters.

Considering the fact that the quality of services is a condition for having satisficed

e-banking users,it is important to research the degree of satisfaction citizens have had
with using e-banking in Macedonia so far. This will serve as the basis for defining a

OOO0OAOAcCcU OiI ET AOAAOA Al EAT 6860 OAOEOAEAAAODEIT I
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2. SATISFACTION OF BANKING USERS IN THE REPUBLIC OF MACEDONIA
EMPIRICAL RESEARCH

For the needs of this articlé quantitative research has been conducted on
respondents with different sociodemographic structure. The researchvas conducted
in the period JanuaryMarch 2105 on the territory of Republic of Macedonia. The
research and analysis are based on primary data gathered with a method of
interrogation via questionnaire distributed both online and offline.

In order to cover a different demographic stricture of respondents, online
questionnaires have been distributed to 250 respondents and additional 50
guestionnaires in hard copy. In the process of research, answers were received from
154 respondents. Questionnaires that were not completely answered wemot taken
into consideration in the statistical data processing. The questionnaire consisted of 17
multiple choice questions, and one opened question related to sociodemographic
characteristics of respondents such as gender, education and age.

The first part of the questionnaires gives data of the socidemographic
structure of the interviewed respondents while the second part is focused on
examining the customer satisfaction with ebanking. The distribution of respondents
according to their sociedemographic characteristics is illustrated in Table 1.

Table 1. Demographic structure of respondents

Male Female

79 75

51% 49%

18-25 26-35 36-45 46-55 +56
36 58 25 20 15
23% 38% 16% 13% 10%
Primary High- College ~ A O( PHD

School
3 49 77 20 5
2% 32% 50% 13% 3%

Source:Own research

The results show almost equal representation of male and female respondents.

In other words, 51% of respondents are maleand 49% are female.
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Regarding age structure, a noproportional layout of respondents is present.
To be more specific, most respondent§38%) are at the age of36 to 35 years, then
comes the group of people at the age of 18 to 25 years, 1@¥e at the ageof 36 to 45
years, 13%are at the age ofl6 to 55 years and 10% are people over 56 yearBeople
at the age ofL8 to 25 years are the group that uses-bankingthe mostOET AA OEAU
doubt online shopping safety and they conduct electronic transactiongeely while
shopping for products electronically(Vasquez andXy2009), which is also confirmed

with the results of the research.

1.1. Electronic banking in Macedonia - conditions and perspectives
This part of the article presents an analysis of the answered questions in the
guestionnaire which refer to the conditions and perspectives of electronic banking in

the Republic of Macedonia.

Graph 1. Usage ofelectronic banking

mYes

= No

SourceOwn research

From Graphl., we can see tha86% of respondents use ebanking and14% do
not use it. This is not in accordance with researches from some of the biggest banks in
Macedonia like NLB Tutunska Bank AD Skopje, they stated that only 10 to 20%hair
individual clients use ebanking. In Stopanska Bank AD Skopje around 10% of the total
number of clients use electronic account payments. (National bank of the Republic of
Macedonia, 2014).
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Graph 2. Advantages of electronic banking compared to &ditional banking

04
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SourceOwn research
I AAT OAET ¢ O OEA A1TDO yok Codsidér /Hat @ akaking OA OOE |
has more advantages compared to traditional banking? 6 EO AAT AA BT ET O
83,7% of respondents agree that ébanking has a lot of advantages when compared to
traditional, 4,7% partially agreeh nd the rest11,6% have a negative attitude. This is in
accordance with the statement that ebanking has a lot of advantages among which the
most common is unlimited space and time, speed of doing transactions, low price and
wide range of banking services (Vidovic, 2014).
Graph 3. Buttons to mark satisfaction of users on banking counters
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SourceOwn research

According to the results shown in Graph 3. it can be concluded that 72%
consider that banking counters should have keys with red (nesatisfied), yellow
(partially satisfied) and green (satisfied) buttons which will represent your
satisfaction from the service receved from the bank officer and 28% have a negative
attitude.

Using buttons to measure satisfaction from the offered services in banks is a

small financial cost for purchasing and distributing buttons in all offices of one bank,
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and it is a huge benefit foa bank, since it can serve as a survepus bankscan easily
research the degree of service quality, banking officers provide to customers. The same
tool for measuring satisfaction can be used in electronic banking with an electronically
designed button£l O | AAOOOET ¢ OOAOG6 Che LARIBGSYESRADE | T  x
a bank.
Graph 4. Current experience with phone surveys for satisfaction of banking services
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banks

Source Own research
According to Graph 4., we can conclude th&% of respondents have been
contacted over the phone from the bank whose services they use, for their satisfaction,
83% were not contacted and 8% pointed out that they were contacted just from a few
banks and not all banks whose services they have used.
Therefore, wecang® OEA EiI POAOOEIT 1T OEAO AATE AT 1
£ O OEA AACOAA T £ OEAEO OOAOO6 OAOEOAEAAOQEI I

but nowadays electronic surveys are most common. This is a problem because not all

O\
>

users of banking services ave Internet. So, we come back to the previous suggestion
to introduce buttons for measuring the satisfaction from banking services and online

survey question for e-banking users.
Graph 5. Dedication to development of ebanking services of Macedonian barsk
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Source Own research
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According to graph no. 16, we can conclude thafl9% of respondents consider
banks to be dedicated towards danking service development, 10% have some other
opinion and 72% think that only some banks have a certain degree of dedication.
We can conclude that only a part of Macedoniamankstake care of deeloping
banking services in terms of ébanking. Widely seen, i.e. on a national level it is not
enough because it backslides banking with no advancement of services.
Because of this, it is suggested to come up with a time frame cRlyears in
which every bank would have to introduce an electronic system for accessing services,
but also introducing more advanced options.
Graph6.#1 1 00i AO6 O A@PAOEAT AA O EAO xEOE A
A 77%)
70%
60%
50%

40%

% 1
3802 i 0 15.00%

10% 3% 5.00%
0% —— ‘ ‘
Yes, plan toYes, don't No, planto No and
in future plantoin infuture don't plan
future to in future

Source Own research

According to the gathered responses shown on Graph 6., it can be concluded
that 77% of respondents have bought products online using electronic payment and
OEAU bPi AT O OAPAAO EO ET #Z£ZO0OOOAN aob AT OCE
15% have rever bought, but plantouse A AT EET ¢ ET Z£O0O0OOAN AT A v
AT A AT160 PI AT OiI 8 4EEO EO 110 ET AAAT OAAT A
Tutunska Banka AD Skopje where people in Republic of Macedonia fear to pay online
due to potential AAT ACAOh AT A otb 1T £ OAODPTT AAT OO OOAC
online financial transactions atall (National bank of the Republic of Macedonj£014).

From this we can conclude that most of the respondents have trust in the
electronic system of Intemet payments, and they like the modern way of buying
products from the comfort of their home.

Most of the respondents (77%) have bought something online and plan to do it
again in future. It is recommended that banks strengthen-banking campaigns and

where the accent would be put on the security in online payments.
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1.2. &AAOT 06 AEAAAOCETI C AT 1001 Axkng nOAOEOA
Macedoni

In this part of the article, we analyze the results that refer to factors affecting
AT T 001 AOOS OA dankingih fé&Republic EGAcEdonka.
Graph 7. Advantages of ebanking according to users
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Source Ownresearch

Among factors that have an impact on accepting electronic banking. we can
EAAT OEAZU OEA Al 111 xET Cq DPOT AT AT T &£ ATl11EOEI
banking services, slowly finalizing payments, transportation costs, costs for bank
pressure and the progress of the transaction.

Main factors for commercial success for the use oftmanking are speed, safety
OO0AT OAAQGEIT T AT A O A<nfak dnd Hastiani, 00)A O ET OAOZEAAA

Factors that could affect the acceptance oflganking using mobile plones are
(Mahmood and Clarke, 200%

- easytouse

- to which extent mobile payments can improve life quality;

- trust, maintaining confidentiality as well as a possibility to cancel a
transaction in case of a mistake;

- availability of the system 24hours a day, 365 days of the year;

- costs that include commission for registration and the price of a transaction.

According to the results presented on graph 1.8, we can conclude the following:
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1 Avoiding waiting on banking counters, according to 56% ofaspondents is the
biggest advantage this kind of working system has to offer, 23% consider it is
partly important, 10% consider it has little importance and 11% claim that this
has no importance.

1 11% of respondents consider that the time they save usingleanking is a huge
advantage, 45% consider it to be partly important, 30% little important and 4%
AT1T60 Al 1T OEAAO EO Oi AA EI Pi OOAT O AO Al

1 Saving transportation costs with the use of ¢#vanking according to 7% is a huge
advantage, 46% consider it to be paially important, 29% consider it to be little
important and 18% think it is not important.

1 20% of respondents consider that the continuous opportunity to have detailed
insight on your account from the comfort of your home is a huge advantage,
58% condder that is has partial importance and 22% that it has little
importance.

1 Paying from home according to 30% of respondents is very important, 37%
consider it to be partially important, 27% think it has little importance and 6%
think it is not a significant advantage.

1 Paying lower commissions using @anking is a big advantage for 12% of
respondents, 36% consider it to be partially important, 49% consider it little
important and 3% think it is not important at all.

1 Access to all services the bank offerss important according to 10% of
respondents, 5% consider it is partially important, 66% consider it to be little
important and 19% consider it not important at all.

1 1% of respondents consider the possibility for learning on time for the latest
servicesof the bank to be important, 79% consider it to be little important and

20% think it is not important at all.

Respondents think that the biggest advantage of-leanking is skipping the
crowds in banking branches and the simplicity of home payment, as wedls the
constant possibility to have access to their accounts. Other advantages they rate as
important are detailed insights on accounts from home, saving transportation costs to
the bank and saved time. In these turbulent times wasting time on banking aoters is

not necessary so users consider saved time to be a huge advantage.
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, AOO EIiI b1 OOAT O AAOAT OACA EO Al 1 OEAAOAA C
1 AOAOO OAOOEAAO AT A AAAAOGO OI AATEGO OAOOERA
Out of this we can concludehtat according to the users of the banking system in
the Republic of Macedonia, the most important advantages of-banking are
considered to be saving time and the fact that with the use of an electronic system,
waiting in lines on banking counters can beaided.
Graph 8. E-banking limitations according to respondents
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According to the results on Graph 8, we can conclude the following:

1 The possibility users to reach out to a bank officer is a disadvantage of high
importance for 47% of respondents, 43% consider this limitation to be partially
important and 10% consider it to be little important.

1 The possibility to get answers at any tine is a big disadvantage for 35% of
respondents, 37% consider this to be partially important and 28% think it has
little importance

1 The possibility to get more banking services done at the same time like bank
officers on bank counters do it is considered tde a significant limitation
according to 17% of respondents, 14% consider it to be partially important and
55% consider it to be a limitation with little importance.

1 3% of respondents consider other limitations to be more important than the
previously listed, and 10% partially agree with this, 11% agree little and 76%

consider there are no other limitations.
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E-banking users consider the inability to address a bank officer for help or
getting an answer at all times when using a certain bank service, as the greatest
disadvantage. All of this can be easily solved by introducing a chat option on the
website of thebank. Introducing this option would be an expense for the bank, in terms
of hiring software engineers to develop the chat and also to hire people that will help
online users. The bank can hire external associates that will work in other companies
but for the needs of the bank or outsource employees who with the help of an Internet
connection will work as bank agents, which will save the bank financial assets which
would be given if they were employed in the bank directly.

Regarding the inability to do mutiple banking services at the same time when
using ebanking, this could also be solved with new coded programing solution. In
other words, by introducing a new menu in the eéanking system, the user has access
Ol h xEAOA 11 OEA OEserfdes wodibd listdd ahd aiblgnk fekd A

would be included right next to it where the user could write down an amount in

>
>\

denars or other currency and a field for ticking the service. That way the user can
quickly and easily finish all banking servicesdster than the time it would take a bank
officer on a counter to do multiple services the client asks for. All of this would
contribute towards increasing the number of ebanking users, greater user satisfaction
and less crowd on bank counters.

Graph 9. Previous experience with surveys for customer satisfaction in bank

branches
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According to the results, it can be pointed out that only 26% of respondents
claimed they have been asked to fill in a survey for satisfaction of the quality of received
service in a bank, and 74% gave a negative response.

AEEO | AAT O OEAQ AAGXODOA AQGADGAG TBADEOAAAQOE]
As it was pointed out previously, buttons for measuring user satisfaction on counters

can be used for traditional banking users and an-question after using eservices.
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There is a possibility to place inteOEAx AOO 11 AATESO AGEOO xEI
short questions, but this would not have that much information output as would a

AT 01 OAO AOOOIT T h OET AA OOGAOO AOA 1T mEOAT ET A
additional questions that could take 5 o more minutes of their time, as well as missing

on clients while interviewing another client.

Graph 10.! OOAT OET 1 CEOAT O xAOAO OOAOB8O OAOQEC
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According to the results, we can point out that 12% ofespondents consider
OEAO - AAAATTEAT AATEO DPAU ATT OCE AOOAT QOEIT 1T
negative attitude, 48% consider that it is something done by a few banks and 27% say
it depends from one branch to another. This is in accordance with the gdy report of
NBRM in 2014, where only NLB Tutunska Banka, AD Skopje and Stopanska Bank AD
Skopje have conducted researches, which means they were the only banks paying
AOOAT OET 1T OI OOAO6O OAOEOAZAAOQEIT T8 . AOETTAI

I06 AAT AA bpiET OAA 1060 OEAO OOAOO 1T £ OEA
pay sufficient attention on user satisfaction and that the time dedicated to satisfaction
depends from one bank to another and from one branch to another.

Banking services are usd by almost everyadult, the competition in the banking
i AOEAO EO CAOOEI C AECCAO Al i pub Ashd &R | &
(dis)satisfaction of their users because if they are not satisfied of the way they are
approached and the services they gehey will go to another bank. If the number of
users leaving increases drastically the stability of the bank could be at stake, so it is
OAAT I 1 AT AARAA OEAO AATEO OAEA GCOAAOAO AAOA £
their loyalty.
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1.3. Satisfaction of e -banking users in Republic of Macedonia
This part of the article refers to results from the questions in the survey which
OAEAO O1 OOA Obadking ik RepdIWEAIAMAdeEdonia. T £ A
Graph 11.User satisfaction from ebanking
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According to the results, it can be pointed out that almost half, or 45% of
respondents are completely satisfied out of dvanking services, 13% are not at all
satisfied and 326 are partially satisfied.
Graph 12.5 OA 0038 O A O EbvanEAdgichnided and the Gangitign from

traditional banking to e-banking
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According to the results shown it can be pointed out that 50% of respondents
are satisfied from changes in banking and the transition from classic towards- e
banking, 7% have a negative attitude, 33% partially agree and 10% stated other as
their answer.

Mostly respondents are satisfied from the use of-banking in Macedonia and

more and more users replace traditional Bnking with electronic banking.
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Graph 13. Attitude of respondents towards security of online payments
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According to the presented results, it can be pointed out that 75% of the
respondents think that online payment is safe, 19% think it is partially safe and 6%
consider it not to be safe. This is in accordance with the survey conducted in 2014 by
NLB Tutunska Banka AD Skopje, where Macedonian citizens fear to pay online due to
bl OAT OEAT AAI ACAOh AT A otb 1T &£ OAODPIT AAT OO ¢
financial transactions at all(National bank of the Republic of Macedonj&2014).

Out of this, we an point out that ebanking users have trust in online payments.
"0O0 OET OA xET AT160 OOA Al AAOOITEA OUOOAI
accounts emptied from hackers or something similar, so the need to print flyers, which
will trigger broader use of ebanking and strengthening the trust in the use if these

services, is seen here as well.

CONCLUSION
The development of ebanking is dependent on the degree to which the bank is
complied with modern information technologies which change very oftenAll of this
can be seen as a process which carries a huge value because conducting banking
transactions is significantly eased up for clients as well as for banks.
From the conducted research, we found out the following conclusions:
T Most respondents (86%)use ebanking;
T 84% respondents consider ebanking has more advantages than the
traditional banking;
T Regarding ebanking shortcomings compared to traditional banking, only
11,6% respondents consider ébanking to have more shortcomings;
T 72% of respondentsconsider that banking counters should have testers to

indicate satisfaction of a used service;
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T Only 14% respondents stated that after using-eanking they got a question
asking about their satisfaction from the service;

T Small portion (9%) of the respondent have been contacted from the bank
whose services they are using and to be asked for the satisfaction of the
services they got;

i 2ACAOAET ¢ AAT ES6 O A A AvEnkidgDiBd% consididr kank8 A OAT T -
to be dedicated to the development and 72% partiallygree.

T 77% of the respondents have bought a certain product online and plan to do
it in future;

i Most important e-banking advantages are the following: no waiting like on
bank counters, saved time and saved transportation costs;

I The biggest disadvantage of-banking is the impossibility to address
someone for help;

T 74% of respondents stated that they have never been given to fill in a
guestion for the satisfaction of the services they got;

T Most respondents stated that not all banks (48%) pay attention to use of
the banking system satisfaction and 27% stated that it varies from one bank
branch to another;

T Users who use éanking, 45% are completely satisfied and 31% are
partially satisfied;

i Half of respondents (50%) are satisfied with changes in banking imé state
and the transition from traditional to e-banking;

T 75% respondents consider online payment safe.

Finally, the current state of ebanking in the Republic of Macedonia, according
to the attitude of respondents, is not at satisfactory level, but therare tendencies for
development and wider usage by citizens in the future. We propose the following
measures for increasing the level of anking usage: a campaign for spreading the
positive sides of ebanking, clearing up the safety measures for websitprotection,

increasing the awareness about the safety usage ebanking etc.
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ABSTRACT

The leader influences the staff without coercion, i.e. in a manner that creates

trust, respect and implementation of effective actions aimed at achieving

developmental changes and accomplishing the objectives the company has set.
4EA DOODPTI OA 1T £ OEA POAOGAT O PADPAO
for setting higher criteria regarding female leadership development in

| OCAT EUAOETT AT A Eix EO xEIl A£&EEAAOD

EO
the
OEA

organizational goals and objectives. The following techniques were used in the

research: surveys, interviews and content aalysis. The general conclusion is related

to the need and usefulness of investing in professional development of the

management staff and their career advancement, i.e. the participation of employees,

especially women and women leaders in leadership trainig courses.
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THE IMPACT OF FEMALE LEADERS ON MANAGEMENT AND IMPLEMENTATION OF
ORGANIZATIONAL GOALS AND OBJECTIVES

1. INTRODUCTION

The main commitment of each person is to be successful in their life and work.
Organisations should take advantage of it a® improve its profit. Successful people
can only be motivated if they can apply teamwork. One of the challenges of the new
approach to organizational development, inter alia, is redefining the concepts of
leadership and management. We are all born with @esire to win, to become
successful. When we talk about leadership, we can start with a very useful and clear
definition that leadership is a behaviour or conduct that enables others to achieve the
planned objectives.

The organization needs leaders who @& able to lead the process of change, who
are one step ahead of the others, who think long term and who understand that the
efforts to preserve the "status quo" situation is fatal in times of turbulent change.

Such managers are the leaders, those who leatle organization toward
achieving superior performance, and such leaders have become the most expensive
resource pushing the organization to ultimate success. But this individual, no matter
how capable, cannot come to the result alone. What one needs aapporters
(followers) who would understand what the leader aims to do for the organization,
who would trust him/her, generously and fully commit to work and realization of the
organization's goals.

When it comes to the features that a leader should havee can say that: the
leader is a person, good or bad, which can attract or motivate people to follow him/her.
The leader must have a strong character to be able to inspire others to voluntarily
follow him/her. The leader shall:

1 Have contagious optimism

1 Demonstrate observance of principles and work means, even when he/she

is not sure of the tangible results.

1 Have a sense of justice in which others will have confidence.

1 Have a good knowledge of human nature,

1 Have selfcontrol,

1 Be a good evaluator and select®mf people,

1 Be able to dominate and ultimately manage everything around him/her.

The leader shall also have four main virtues:
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1 Mindfulness, wisdom and tact

1 Righteousness

1 Tolerance, selcontrol, sensitivity and patience,
1 Courage,

To be a leader meansatdevelop all aspects of the human personality, that is, to
be, to know and to work. On the other hand, the features of a female leader indicate that
women can successfully cope with such challenges.

Having into consideration that this field has not beemesearched a lot in our country,
more and more interest rises, so certainly, there will be new results in the forthcoming

period.

2. FEMALE LEADERSHIP
Strong leadership begins with the demonstration of capability to form a group
of individuals - who may have nothing in commonz who would share a vision of being a
team which can achieve abovaverage results.
The characteristics of a female leader are as follows:
E &AT AT A 1T AAAAOO AOA 11 OA ACCOAOOEOA

s x x N

Z 4EAU EAOA A 0OO0Oithe @skgo réadnidithedinal odtdbiOe) U
Z 4EAU AAIT1 O0OOAOA AAOOAO OAAAET AOO Ol
Z 4EAU AATT1 OOOAOA OAAAET AOO -makig, | DAI

cooperation and collegiality,

E 4EAU EAOA A EECEA Gensh AQ@iding inferg@rsil i A OAT 7

relationships, and women have natural predisposition to analyze human

relationships and emotional aspects.

The above characteristics have been determined in the study of "Caliper”, a
management consulting company from Prineton, USARecent studies (Sexton et al.,
2013, Heath, 2010; Daft, 1999have shown that the most common qualities, as being
nice and understanding, are actually feminine qualities while the most organizational
qualities, such as seltonfidence and compative spirit, are qualities associated with
males.

It is these organizational features that are considered crucial to successful

leadership. But despite that, although stereotypes still prevaig almost always, a man
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would be appointed to a leading posibn, the situation is likely to begin to change and
leadership is being looked on as a profession for both genders.

Today, Macedonian economy needs brave, innovative, expert and positive
individuals and companies who would motivate and encourage women, order to:

E 001 OEAA OOPDPT OO AT A 11 OEOGAOETT AU

of female entrepreneurs and promotion of female leadership,

OEA

Z )i ol OA OEA AZ£ZEFEAEAT AU 1T &£ 1TAOxIT OEET C

leaders,

E 3EAOA ATl A xpérierke tgEbverdome the sbcial barriers to the

development of female leadership,

Z -1 OEOAOA x1 1T AT AT A OEAEO & AOGO 11

capacities of female leadership in the Republic Macedonia.

The research of Fejgenson and Colemawn the value systems of men and
women entrepreneurs (Sexton et al., 1993) are very interesting. They concluded that
the value systems of men and women entrepreneurs have more similarities than
differences, leading to the conclusion that any gender steregie based on the value
systems is groundless.

In fact, any comparative study in men and women entrepreneurs highlights the
similarities between the genders, rather than the differences between them.

Chaganti says that between the genders, there are no sificant differences in terms

of the desire for success, autonomy, persistence, aggression, independence,

conformism, understanding of purpose, selesteem, conduct and control (Sexton et al.,
1993).

Many experts argue that female entrepreneurs antkaders, much more than
their male colleagues, support employees in their ambitions for further education,
support teamwork, reduce hierarchy and tend to constantly increase the quality of
their offer. Studies at Boston University showed that "women are mie cooperative,
informal, they build their leadership behavior on mutual understanding." In contrast,
men leaders tend to be competitive, formal and systematic managers. In other words,
women support and motivate others the same way they have been raisethdch
educated. This natural feature, along with hard, are used in entrepreneurship and

working with people: they always support their collaborators in their ambitions.
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Women measure work success in a different manner. Naturally, everybody works for
profit, but women also consider the highest goal is achieved when employees develop
AT A OEA AOOOI i A0O6O AoPbAAOAOEIT O AOA 1 AOS
their employees because they believe it would bring about greater competitively for
the company. The ferale style of management has been built on development of the
individual z the employee.

The female management manner is recognizable. Analysts believe that in the
small and medium sized businesses, job quality is relatively low, wages are generally
lower and there are fewer incentives than in large companies. However, studies on
women entrepreneurs/leaders show that women offer basically the same conditions
of employment. Despite this, women entrepreneurs and leaders offer:

E OAEI AOOOAIT Al gdbleiwdking hor O AT A £l A

Z OEAOA ET OEA pOI £ZEOh

E AAAEOETT Al 1 BbDPT O0O0OT EOEAO &£ O DAOAT OAI

Jobs created by female entrepreneurs and leaders, compared to the average rate
for small and medium sized business, are usually much more reliable. But, on the athe
hand, according to the economic indicators, companies owned by women do not grow
at such pace as companies founded by men do. This results from the costs made on
development of employees, quality and relations. According to US data, "women"
enterprises make less jobs redundant than the average for small and medium sized
businesses. At the moment, there are no such data for Macedonia, but it is likely that

the situation would be similar.

3. RESEARCH METHODOLOGY

The aim of this paper is to find out abouthe awareness of the management staff
about establishing higher criteria for advancement of female leadership in
organizations and its impact on the efficiency of management and implementation of
organizational goals and objectives. In the research, the deniques of surveys,
interviews and content analysis are used.

The problem being researched in the present paper is the unjustified lack of

involvement of women leaders in the decision making processes.
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The phenomena, subject of research in this papes the promotion of female
leadership and the role of the woman leader in the efficient management and business

organization.

3.1 Research sample, techniques and measuring instruments

The research was conducted on a representative number of 138spondents
from the public and private sectors. The target groups were managers (52
respondents) and employees (78 respondents). The following techniques were used in
the research: surveying, analysis and synthesis, as well as comparative and descriptive
method. The measuring instruments used in this research were questionnaires for

each target group of respondents and opinion scale (Table 1, Appendix 1).

3.1.1 Characteristics of the companies:

1. Type of company:

- Public company / institution = 6

- Private company = 18

2. Size of the companies bas