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FOREWORD

Faculty of Economics, University of Montenegro has had pleasure of organizing the third international 
summer school of ASECU YOUTH, on Knowledge Economy – impact on Sustainable development 
of the countries from East and South East Europe.

Our selection of the topic was motivated with fact that empirical evidence shows that, in long term, 
economies with high level of investment in scientific and technological knowledge, education and 
training of labour force, achieves sustainable positive growth rates. East and South East European 
countries strategic goal is better quality and standard of life of their citizens, so discussion on knowl-
edge, human capital, information society and sustainable growth was found extremely important.

Asecu Youth summer school is organized in manner that combine presentation of students research 
and lectures by prominent professors, giving possibility to both to enjoy high quality academic discus-
sion and gain new knowledge.

3rd ASECY YOUTH international summer school has attracted participants from thirteen different coun-
tries, with more than 50 research papers. Topics analysed and perspectives problems have been seen 
from by different authors will provide fruitful discussion.

More than hundred participants coming from different countries with different culture and social and 
economic environment will provide exchange of experience, knowledge and unforgettable time. At-
mosphere in Kotor, old city with rich history and culture, will provide beautiful environment for aca-
demic discussion and social events.

We are extremely proud on number of research papers submitted this year, and decision of so many 
young people to join us in Kotor.

Wishing you great and fruitful time in Montenegro,

Sincerely yours,

Faculty of Economics
University of Montenegro
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KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

Jelena Nenezić / Irena Ćulafić / Stanislava-Saška Cebalović
UNIVERSITY OF MONTENEGRO

FACULTY OF ECONOMICS
MONTENEGRO

HUMAN CAPITAL AND ECONOMIC GROWTH

Abstract

It is argued that human capital is the fundamental source of economic growth, becuase it is a source 
of both increased productivity and technological cathing-up. One of the major differences between 
the developed and developing countries is the rate of progress in human capital. The under devel-
oped countries need human capital to staff new and expanding government services to introduce 
new systems of land use and new methods of agriculture, to develop new means of communication 
to carry forward industrialization and to build an education system which will provide more hu-
man capital. The idea that human capital plays an important role in explaining income differences 
has been present in economists’ thinking for a long time. Unfortunately, mainly due to problems of 
data availability and measurment errors, the empirical cross-country research has been limited to 
studying the impact of formal education on economic growth. Another problem is reverse effect, 
larger economic growth also ensures higher education possibilities and the development of human 
capital. Regardless of the model adopted at the aggregate level, the relationship between human 
capital and the indicators of the material resources is theoretically and empirically shown which will 
be further examined in this paper. 

Key words: Human capital, Education, Human Development Index, Economic growth

INTRODUCTION

In order to be successful in the long-term, a company should upgrade its resource and capability base. 
In this modern society based on knowledge, recognizing the importance of human capital and pro-
moting the investment in its development is an essential premise of the overall social and economic 
evolution. 

The world is facing complex problems, especially in terms of natural evolution of the knowledge based 
society and human capital exploitation. That is why the knowledge society puts a special emphasis 
on human capital as a factor of production and intelligent support of knowledge itself, but also in the 
position to supply consumer knowledge based economy. Human capital is the instrument with which 
contribute to the building of the new economy.

The presence of a well-educated human resources determines better results in high labor productivity, 
better organizational economic activity, higher production and higher incomes. That is why society is 
aware that human capital is one of the engines of development at both the social and individual level.

The purpose of this paper is to breifly address the impact that human capital has on economic growth 
and the importance of this impact. We will do so by starting with discription of the concept of human 
capital and its development. Then we will present some theoretical approaches to human capital and 
economic growth through history of economic thought, and finally we will discuss empirical research 
and the importance of human capital for Montenegro.
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ABOUT HUMAN CAPITAL

The idea that human capital plays an important role in explaining income differences has been pres-
ent in economists’ thinking for a long time. It can even be traced back to the work of Adam Smith and 
Alfred Marshall,

 

although it was not until the middle of the 20th century that Gary Becker1
 

and others 
developed a theory of human capital. 

Knowledge in an organization begins and ends with people. The knowledge and experience that em-
ployees bring to their work is one of the greatest, if not the greatest, drivers of an organization’s success. 
What employees know helps to build an organization as well as to preserve, maintain and improve it. 
People are part of productive capacity of every organization, because the future of company depends 
on what they know rather than what they own. Human capital, what people know and that they can 
do, is directly connected with what company knows, the performance of the organization and with its 
competitiveness on the market. Without people and their potential there can be neither organization 
nor its successes. Gary S. Becker says that “the basic resource in any company is the people. The most 
successful companies and the most successful countries will be those that manage human capital in 
the most effective and efficient manner.”

Human capital is a complex theoretical concept and there is no unified definition of it. In its most gen-
eral form, it refers to the resources in people. It has been defined by the OECD as “the knowledge, skills, 
competences and other attributes embodied in individuals that are relevant to economic activity”. This 
is a broad definition because it is not restricted only to the education only. It also includes all the other 
investments in people made to improve their skills and broad their knowledge, like schooling, parental 
education, on-the-job training, learning-by-doing etc. Adam Smith defined human capital as follows: 
“The acquisition of such talents, by the maintenance of the acquirer during his education, study, or ap-
prenticeship, always costs a real expense, which is a capital fixed and realized, as it were, in his person. 
Those talents, as they make a part of his fortune, so do they likewise that of the society to which he 
belongs. The improved dexterity of a workman may be considered in the same light as a machine or 
instrument of trade which facilitates and abridges labor, and which, though it costs a certain expense, 
repays that expense with a profit.”

As we can see, there are different definitions of human capital, but there is something similar to all of 
the- they are all emphasizing the role of capabilities and skills of the people. Those skills and knowl-
edge are contributing significantly in creating of added value in the organization and the aggregated 
value in the whole economy. Some experts are broadening the basic definition of human capital and 
besides knowledge, skills and experiences they are adding some individual characteristics such as: cre-
ativity, innovativeness, motivation, responsibility, critical thinking etc. 

There are different sides of human capital. Becker distinguishes „specific“ and „general“ human capital. 
Specific human capital refers to skills or knowledge that is useful only to a single employer or indus-
try, whereas general human capital (such as literacy) is useful to all employers. Some experts imply 
that human capital consists of educational capital (skills acquired by people both empirical and school 
environment) and biological capital (physical abilities of people, most often synthesized like health). 
Because of these features, human capital has succeeded to establish itself as a concept in economics.
We can say that human capital is an intangible asset - it is not owned by the firm that employs it and is 
generally not replaceable. That is why human resources do not appear on the firm’s balance sheet- the 
firm purchases their services under employment contacts but they don’t own them. The reason for 
including human resources as part of the resources of the firm is their stability although employees are 
free to move from one firm to another.

1  Gary S. Becker was awarded the Nobel Memorial Prize in Economic Sciences in 1992
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Although all the resources the company or country possesses are important, human resources are the 
most important. Human resources are specific and their significance consists of: human resources can 
put into function all mental and physical potentials together with all the other potentials they dispose 
with; they make the results of the work greater than those made individually; man is the only one who 
can shape the vision; they have a long term impact on the business; they are connected with all the 
aspects of the business; investing into human resources is more cost-effective than investing in any 
other resource. 

Human resource can be transformed into human capital with inputs of education, health and moral 
values. The transformation of raw human resource into highly productive human resource is the pro-
cess of human capital formation. Scarcity of tangible capital can be resolved by accelerating the rate of 
human capital formation with both private and public investment in education and health sectors. The 
tangible financial capital is an effective instrument of promoting economic growth of the nation but 
the intangible human capital is an instrument of promoting comprehensive development of the nation 
because human capital is directly related to human development, and when there is human develop-
ment, the qualitative and quantitative progress of the nation is inevitable. 

The human capital at a regional level can also contribute to local economy. Regions with higher levels 
of human capital show greater amounts of economic activity, more rapid economic growth, and their 
workers tend to be more productive and earn higher wages. That is why building regional human capi-
tal is an increasingly important component of local economic development strategies. At the European 
level, for example, investment in human capital is a desideratum proclaimed by the Lisbon strategy, 
recent measures for growth and employment having the purpose to provide better consistency to 
funding in this area.

At the end, for any nation, human capital is considered a strategically resource that can generate posi-
tive economic phenomena and the human capital investment are studied as being necessary and so-
cially important.

THEORETICAL APPROACH TO HUMAN CAPITAL AND ECONOMIC GROWTH 

As an economic concept human capital is at least two centuries old, but its place in the mainstream of 
economic analysis and research is a new and lively development of the past few decades. The need for this 
development became apparent in the 1950’s. Many theoretical models of economic growth, such as those 
of Nelson and Phelps (1966); Lucas (1988); Becker, Murphy, and Tamura (1990); Rebelo (1992); and Mulligan 
and Sala-i-Martin (1992), have emphasized the role that human capital has in educational attainment.

The idea that human capital plays an important role in explaining income differences has been pres-
ent in economic thought for a very long time. By some accounts, it can even be traced to the work of 
Adam Smith and Alfred Marshall, although it was not until the middle of the 20th century that Becker 
and others have developed a theory of human capital.2 This theory, according to which a person’s level 
of education and experience determines his/her income, was originally envisaged in a microeconomic 
framework, but has subsequently been applied to macroeconomics as well. However, it was the emer-
gence of ‘new growth theory’ and, in particular, the important contribution by Lucas that really sparked 
interest in the relationship between human capital and economic growth. The past decade has seen a 
wide spread of cross-country regressions which have attempted to reveal the determinants of growth 
differences across countries. While countless variables have been included in these regressions, one of 
the most researched possible sources of economic growth is indeed human capital. 

2 F. Schütt, The Importance of Human Capital for Economic Growth, http://www.iwim.uni-bremen.de/publikationen/pdf/W027.pdf
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Recent theoretical contributions to the growth literature emphasize the role of human capital in the 
process of economic growth. Meanwhile, the empirical literature on the link between human capital and 
growth has changed course several times over the last decade. empirical studies of growth for a broad 
cross-section of nations, have used varies proxies for human capital. These studies have been challeng-
ing to conduct because of the limited educational data that were available. Human capital analysis deals 
with acquired capabilities which are developed through formal and informal education at school and/
or at home, and through trainings, experience, as well as mobility in the labor market. On balance, the 
evidence now seems to indicate that educational expansion does indeed contribute to output growth. 
There also appear to be justifed to argue that human capital has a substantial impact on technological 
catch-up, possibly through improving a country’s capacity to adopt new technologies. However, the 
literature is subject to many methodological and conceptual weaknesses, such as the inadequacy of 
empirical human capital proxie and reverse causality, so the results should be interpretated with care.

A number of theoretical approaches to inclusion of human capital in models of growth have been 
presented, ranging from the augmented Solow model to the endogenous growth models of Lucas 
(1988) and Romer (1990). Although it is difficult distinguish between empirical predictions of these 
models, they tend to agree that human capital should matter for the growth. The channels through 
which it may affect output growth include direct productivity effects and more indirect effects such as 
externalities, facilitated technological adoption, or enhanced productivity of R&D.

Neoclassical growth model includes human capital as a factor of production and assess the accumula-
tion of human capital as an element of the growth process while examinig the implications of theories 
that allow for imbalances between human and physical capital. The assumption in models, that are ex-
tensions to the neoclassical growth model, is that the education sector is relatively intensive in human 
capital: it takes human capital embodied in teachers to produce human capital in students. Mankiw 
in an influential paper, extends the neoclassical growth model by human capital as an additional ac-
cumulable factor and provide an empirical test for the OECD countries, concluding that changes in hu-
man capital translate into significant changes of growth rates. Yet there are other channels how human 
capital can influence the growth rate. First, human capital is a central prerequisite for innovation activ-
ity as set out in Romer (1990).3 Second, human capital influences the capacity to adapt technological 
advances from abroad. Empirical country studies on the growth effect of human capital, however, pro-
vide rather mixed results which is largely due to the variety of different, often problematic indicators 
for human capital and measurement problems. Human capital is also proven to be important in models 
that allow for international capital mobility and in theories of the diffusion of technology.4

Just as accumulation of personal human capital produces individual economic growth, so do the cor-
responding social or national aggregates. At the national level, human capital can be viewed as a factor 
of production together with physical capital. This implies that its contribution to growth is greater the 
larger the volume of physical capital and vice versa. The framework of an aggregate production func-
tion shows also that the growth of human capital is both a condition and a consequence of economic 
growth. Human capital activities involve not only the transmission and embodiment in people of avail-
able knowledge, but also the production of new knowledge which is the source of innovation and of 
technical change which propels all factors of production. This latter function of human capital gener-
ates worldwide economic growth regardless of its initial geographic location.5 One finding stressed by 
Mulligan and Sala-i-Martin (1992) concerns imbalances between human and physical capital, that is, 
departures of the ratio of human to physical capital from the ratio that prevails in the long run. The key 
result is that a higher ratio of human to physical capital and hence, a higher ratio of human capital to 
3 H. Badinger; G. Tondl, Trade, Human Capital and Innovation: The Engines of European Regional Growth in the 1990s , http://epub.

wu.ac.at/964/1/document.pdf
4 J. Barro, Human Capital and Economic Growth, http://www.kansascityfed.org/Publicat/Sympos/1992/s92barro.pdf
5 J. Mincer, Human capital and economic growth, http://www.nber.org/papers/w0803.pdf?new_window=1
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output raises the growth rate. A country with an abundance of human capital tends also to focus its 
investment on physical capital; that is, a high ratio of human to physical capital results in a high ratio 
of physical investment to gross domestic product. The conclusions about imbalances between human 
and physical capital are reinforced if the accumulation of human capital involves adjustment costs that 
are much higher than those applicable to physical capital. 

In this brief exposition of the main theories about human capital and economic growth, it was not pos-
sible to do more than sketch the theoretical models and allude to some of the results of the conducted 
empirical researchs based on those models. It is fair to conclude that even if substantial levels of human 
capital may not be a prerequisite for an acceleration of economic growth at a certain time and place, 
the concurrent growth and diffusion of human capital appear to be necessary to provide sustained 
economic development. 

The view of human capital as a factor of production together with physical capital implies that its con-
tribution to growth is greater the larger amount of physical capital. This relation is symmetric: the con-
tribution of physical capital is larger the higher the average level of human capital. 

Nonetheless, understanding the economic benefits of education, and human capital in general, is un-
doubtedly significant, if only because human capital accumulation is one area in which government 
policy can truly make a difference.

EMPIRICAL APPROACH TO HUMAN CAPITAL AND ECONOMIC GROWTH

The empirical literature on the relation between human capital and economic growth is differentiated 
by the specification of the estimating equation, the way human capital is defined, the time frame con-
sidered, and the countries included in the sample. In practice the various empirical approaches share 
several common features and there is overlap between them.

Both intuition and various theories of endogenous growth a priori, toward a positive effect of human 
capital on economic growth. Empirical evidence on this issue has been mixed. To provide a flavor for 
the various approaches discussed we note that early contributions proved quite successful in establish-
ing a robust link between enrollment rates (the proportion of adults enrolled in secondary education) 
and growth of GDP per worker (for example, the influential work of Mankiw, Romer, and Weil). Subse-
quent studies have questioned this result by broadening the definition of human capital (to include 
education at different levels) as well as alternative measures of human capital. They find that human 
capital explains a much smaller proportion of the variation in income per capita than claimed earlier. 
The early studies tended to emphasize the use of enrollment rates (flows) for primary or secondary 
education. More recent studies have used stock measures, that is, mean years of schooling of a coun-
try’s adult population. Some researchers have differentiated measures of human capital, not only by 
level of education (primary/secondary/tertiary), but also by sex. 

Most of the empirical literature on growth and human capital takes as a starting point the dual ques-
tion of, first, whether the quantity of education (the empirical measure most closely associated with 
the concept of human capital) has a positive impact on the rate of economic growth and, second, the 
magnitude of any such effect. One of the most popular ways of modeling empirically the macroeco-
nomic contribution of human capital emphasizes the process of convergence to the steady state. In its 
general form (e.g., Barro 1991), it claims that the deviation of the rate of growth from its steady-state 
level depends on the distance between the initial and steady-state level of output per worker.6 

6  Andreas Savvides, Thanasis Stengos, Human Capital and economic growth, Stanford University Press, 2009
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United Nations publishes Human Development Report on human development in different nations with 
the objective of evaluating the rate of human capital formation in these nations. The statistical indicator of 
estimating Human Development in each nation is Human Development Index (HDI). HDI is a composite 
statistic of life expectancy, education, and income indices to rank countries into four tiers of human de-
velopment. It is the combination of „Life Expectancy Index“, „Education Index“ and „Income Index“7. The 
latest report was released on 14 March 2013 and compiled on the basis of estimates for 2012. It covers 185 
member states of the United Nations. It is shown on the graph which continents have the highest HDI:

 8 
Countries with the highest HDI are Norway, Australia, United States, Netherlands and Germany. Our 
country Montenegro is 52th on this list. It is really significant that there is increase compared with HDI 
in 2012.

MALE VS. FEMALE HUMAN CAPITAL AND ECONOMIC GROWTH

Several studies have investigated whether the impact of human capital on growth differs by sex. The 
most common method is to introduce two separate explanatory variables for human capital (male and 
female) and to test for a significantly differential effect on growth. All contributions in this area, how-
ever, maintain the linearity assumption between different types of human capital and growth. A series 
of papers (e.g., Barro and Lee 1994; Barro 1997, 2001; Barro and Sala-i-Martin 2004) finds a significantly 
different growth effect for male and female education at the post-primary level measured by mean 
years of secondary plus tertiary schooling. More importantly, the general conclusion from these studies 
is that the impact of post-primary male education on growth is positive and significant whereas that for 
female education is negative and significant. One possible explanation for these findings, according to 
Barro (2001), is that “many countries follow discriminatory practices that prevent the efficient exploita-
tion of well-educated females in the formal labor market”. When it comes to education at the primary 
level, the results are ambiguous. Male schooling at the primary level is generally an insignificant de-
terminant of growth; on the other hand, a significant contribution for female education at the primary 
level depends on whether fertility is held constant or not.

IMPORTANCE OF HUMAN CAPITAL IN MONTENEGRO

Increasing global competition means that Montenegro, as well as all European countries have to offer 
high quality products and services. This is possible only if there is improvement in human capital of the 
country. Well educated and trained population is a goal itself, but also the crucial factor contributing to 
the rapid socio-economic development. Montenegro has made progress in recent years, as measured 
by Human Development Index (HDI). As it is said before, HDI is a summary measure for the assessment 
of long-term progress in three basic dimensions of human development: a long and healthy life, access 
7  http://en.wikipedia.org/wiki/Human_Development_Index
8  https://en.wikipedia.org/wiki/List_of_countries_by_Human_Development_Index
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to knowledge and a decent standard of living. Measured by the HDI, Montenegro belongs to the group 
of countries with high human development and is on the 52th place in the World (2013). From 2005. to 
2011, the value of HDI for Montenegro increased from 0,757 to 0,771, an increase of 2.0%, or an average 
annual growth rate of approximately 0.3%. From 1980 to 2011, the average life expectancy at birth in 
Montenegro increased by 0.9 years. Gross National Income (GNI) per capita in Montenegro increased 
by approximately 24.0% from 2005 to 2011. 

Human capital plays a crucial role in achieving the goals of human development. Human development 
refers to the expansion of choice. These choices are varied, but the most important are those choices 
that lead long and healthy life, education and enjoyment of a decent standard of living. Other choices 
could include freedom of expression, association and movement, and social justice and protection 
from discrimination based on race, religion or ethnic origin, ability to influence decision-making and 
social life contributions.

At the level of society, human development leads to greater ability of a country to absorb modern 
technology, better quality and productivity of the workforce, which inevitably leads to greater pro-
ductivity and economic growth that are of fundamental importance for human development. At the 
individual level, it is the key to a successful career in the modern economy based knowledge. Im-
proved knowledge and skills of individuals are becoming increasingly important to individual hu-
man development by helping the realization of the needs and aspirations of individuals, maintaining 
social networks, choosing healthy life choices and achieve a range of other goals. Economic growth 
was achieved through improved human capital not only results in increased disposable income of 
households, but also increases the budget revenues may seek important social priorities that extend 
possibility of human development for all. 

Human capital should become a strategic priority for the company. Government and the private sector 
should invest in strategic development human capital that will create new jobs, develop new skills and 
competencies, and help people in Montenegro to live and work better in Europe in XXI century.

CONCLUSION

Significance of the concept of Human capital in generating long-term economic development of the 
nation cannot be neglected Corporations are recognizing the importance of investing in their employ-
ees now more than ever before. They understand that staying on top in the global economy, requires 
more and more emphasis on developing and retaining people. 

Many theories about how human capital affects growth existed over the mechanisms through which 
human capital enhances the growth. Although does models can be quite different which the one thing 
they all have in common is that they found that human capital does indeed affect economic growth. It 
is also argued that human capital enlarges growth if there is a large volume of physical capital, and vice 
versa is true as well. Even though due to limited data and measurement errors these results should be 
considered carefully, the fact that human capital affects economic growth is an important ground for 
policy makers to act in order to insure greater growth rates.

In contrast to the prediction of the knowledge-based economy, empirical findings show that there is 
not any significant association between the existing stock of research workers and economic growth. 
Instead, economic growth is found to be associated with accumulation of research workers. This sug-
gests that a key to economic growth is continuous development of high-order human capital. Given 
the increasingly fast pace of technological change that makes human capital obsolete, a concerted 
effort needs to be made to facilitate continuous development of high-order human capital.
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Today, human resource and its use, are placing the human capital in the center of the development 
policies, regardless the profile of the companies. The entire society evolution is in direct correlation 
with the dynamics and structure of the employees, which proves the importance of human capital. The 
evolution of the economy can be connected with the human factor involvement. It is expected that the 
Macroeconomic policies of all the nations will focuss towards promotion of human development and 
subsequently economic development. Human Capital is the backbone of Human Development and 
economic development in every nation.
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Abstract

This paper will analyze the condition in which human resource management is found in selected 
countries from East and Southeastern Europe (Slovenia, Bulgaria, Serbia, Hungary, the Czech Republic, 
Greece, Romania and Macedonia). Accordingly, through the analysis of the status of human resources 
in East and Southeastern Europe, it will focus on its impact on the sustainable growth of firms and of 
national economies from this region as a whole. The diagnosis of the condition of needed changes in 
the human resource management will be supported by an empirical analysis conducted by the EAPM 
and MHRA on the basis of which several important conclusions will be drawn. This paper will attempt 
to recognize the need and the attempt of firms to create a sustainable competitive advantage through 
the usage of knowledge in today’s turbulent environment. 

Keywords: human resource management, East and South-eastern Europe, knowledge, talent manage-
ment, organizational learning, sustainable competitive advantage

INTRODUCTION

The challenges of the 21st century constituted a necessity of firms to re-evaluate their views on the 
development of human resources and their subsequent impact on the global economy as a whole. 
The evolution of the importance of human resources has brought along a change in the way the orga-
nization’s workforce is treated, from one of the factors of production that adds a new economic value 
to products and services of the firm on a micro-level, to one of the main catalysts of future economic 
growth on a macro-level. The management of human resources is no longer limited to the environ-
ment inside of a firm, instead, it is just as much needed for the economic prosperity of the country as a 
whole. This approach to human resources functions well in theory, but it is fairly seen in practice. In the 
words of the global head of HR of Rio Tinto (Strack et al. 2009), human resource management is “still 
seen as a service rather than a business enabler”. 

In order for one to be able to understand and grasp the issues that contemporary human resource 
management faces, there ought to be an analysis of the social, political, cultural and historical setting 
of the country in question. In line with that argument, the interpretation of the progression of human 
resources in the realm of developing countries should take in consideration the context in which this 
economic asset has created its value. Accordingly, the purpose of this paper is to analyze the status of 
human resources in East and South-eastern Europe, focusing on their impact on the growth of firms 
and of national economies from this region. 
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1. GLOBAL ENVIRONMENTAL DETERMINANTS FOR THE DEVELOPMENT OF HUMAN
 CAPITAL IN EAST AND SOUTH-EASTERN EUROPE

1. 1 HRM in the ETEs (Economies in transition)

Human resource management has been studied in many countries of Europe, out of which the East 
and South-eastern part have received little attention so far. The countries that this paper will analyze 
are defined by Zupan and Kase (2005) as economies in transition which include “Central and Eastern Eu-
ropean countries which started their transition from centrally-planned (Soviet Bloc) or labor-managed 
economies (ex-Yugoslavia) to market economies”. The defining term itself implies that within these 
economies there are some remains of the previous political system which continuously influence their 
treatment of human resources. According to Koubek and Brewster (1995), the fundamental feature 
of the Soviet Bloc was “strict centralization”. In this political system, the management of human re-
sources was divided among several departments. Some of these departments according to Koubek 
and Brewster(1995) were: department of personnel policy, department of human resource planning, 
department of labor and wages and other special departments. This means that the HR function was 
split in various functions performed by different departments; although what the HR function does 
represent today is not the same as what it did represent in the past. In contrast to the Soviet Bloc, ex-
Yugoslavia was more “market-oriented and open to the West” (Zupan and Kase, 2005). Nonetheless, 
these political systems played a central role in the birth of HRM in the countries from this region. 

One of the most important issues that this region faces is not the mere existence of the HR function, but 
the connection of this function with the rest of the business processes in the firm. According to Zupan 
and Kase (2005), in general, this region faced the following problems: 1) consistent HR strategies are rare-
ly designed; 2) HR managers are not members of the top management; 3)HR practices supporting business 
needs are not effectively implemented. It is needless to say that the HR function should be embedded in 
the core functioning processes of the firm. The integration of the HR function with the decision-making 
process of the firm will not only improve organizational performance; it will also create a symbiotic 
relationship in which both will be stimulated to develop further as a whole. 

Why is it important to identify the political environment of the East and South-eastern Europe? In order 
for one to be able to understand the situation in which human resource management is found in these 
countries, one must first look at their previously-existing political systems and within these, find the 
reasons why this part of Europe is far behind the other developed Western European countries. This 
approach should lead to contextualization of current HR practices, meaning that these should adapt to 
the existing environment of the economies in transition.

1.2  Knowledge as an HR facilitator in the conceptual model of Zupan and Kase for ETEs 

Zupan and Kase (2005) have developed a conceptual model for economies in transition (ETE):
Figure 1.1 Strategic human resource management in European transition economies:

Building a conceptual model on the case of Slovenia

Source: Zupan & Kase. (2005). Strategic human resource management in European transition economies: building a conceptual 

model on the case of Slovenia, International Journal of Human Resource Management. Vol. 16 (6), p882-906
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The most intriguing part of this model is the existence of the HR facilitators, which according to Zupan 
and Kase (2005) contain the following: knowledge, information and financial resources. In my opinion, 
out of these three HR facilitators, knowledge is presumably more important than the other two, as no 
coordination of information and financial resources can be done without it. The global movement of 
the “new” or “digital” economy to a “knowledge-economy” firmly proves this point.

1.3  The function of knowledge for the economy of a country

According to Timothy Hogan (2011) “anything that increases the quantity or quality of the factors of 
production available to the economy or improves the technology available to the economy contrib-
utes to economic growth”. In that manner, the accumulation of knowledge increases the standards of 
living with “new or improved products and services”. This means that through knowledge (as an HR 
facilitator), human resources can contribute to the economic grown of a country. 

Knowledge primarily is formulated within universities and colleges. In a research published by the 
Canadian Center of Science and Education (2012) it is explained that Etzkowitz and Leydesdorf have 
produced a triple-helix model comprised of universities, businesses and the government. They also 
insist upon the inter-relationships of these three sectors which will drive the economy of any country 
forward. The possible missing links between the sectors of the triple helix model can create a distortion 
in the country in question and inhibit sustainable development in the economy. 

2. BUSINESS AND COMPETITIVE ANALYSIS OF HRM
IN EAST AND SOUTH-EASTERN EUROPE

2.1 Strategic work force planning as a factor of a firm’s growth

While in the previous political systems of the countries from East and South-eastern Europe, full em-
ployment was one of the most important goals, in the 21st century strategic work force planning has 
taken on the central role. It is undeniable to say that the financial crisis of the 2008 has had its effect on 
the European economy as well, which resulted in a massive cut of employee costs and many workers 
have been laid off. A characteristic that most of the firms in Europe share (including those from East and 
South-eastern Europe) is that they are trying to adapt to the current turbulent environment without 
envisioning the future. 

The Boston Consulting Group and the European Association for People Management (2008) insist on 
the fact even in times of economic uncertainty, firms should concentrate on strategic work force plan-
ning, so that in the future they can ensure their growth. The BCG and EAPM (2008) have also unified the 
major future challenges of the economies of Europe: 1) talent and leadership are becoming even scarcer 
resources; 2) the work force, on average, is growing older and people are having fewer children; 3) compa-
nies are becoming global organizations and 4) the emotional well-being of employees is more important 
than ever. This means that firms should take care of their employees even during recessions as they 
might not be able to find an adequate substitution in times of economic expansion. 

2.2 Empirical analysis of the state of HRM in East and South-eastern Europe
 
In order to be able to analyze the situation of HRM in some of the countries of East and South-eastern 
Europe, it is necessary to include an empirical analysis of the region. For that purpose, three surveys 
will be used: two done by the European Association for People Management (2008 and 2009) and one 
done by the Macedonian Human Resource Association-MHRA (2012). The results obtained in the sur-
vey done by the MHRA will be compared to those of the other countries of East and Southeastern Eu-
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rope done earlier due to the un-availability of another, more recent survey of the EAPM. In accordance, 
the situation of the human resource management in Macedonia will be compared to the summary of 
the results of the rest of the selected countries of East and South-eastern Europe.

In the survey done by the MHRA, 112 responses were obtained from many types of organizations (tele-
communications, energy, automotive industry, banking and finance, food etc). A company’s represen-
tative was asked to identify several challenges and practices that the company faces/ conducts.

Figure 2.1 Challenges and practices of HR in future

Source: Adopted according to MHRA (2012): The current status of HR development in Macedonia

Macedonian companies were asked to identify special types of challenges that they’ve encountered 
such as: annual assessment, talent management, remuneration and benefits, implementation of stra-
tegic HR, integration of separated HR processes, training and development and restructuring the orga-
nization (Figure 2.1).

Figure 2.2 Sustainability of HR functions 

Source: Adopted according to MHRA (2012): The current status of HR development in Macedonia

According to Figure 2.2, as sustainable HR functions were considered: personnel administration and de-
velopment, recruitment, training and development, performance evaluation, management development, 
strategic planning, evaluation of all stages, retention, internal communication and corporate culture. Some 
of the HR challenges faced by the Macedonian companies truly confirm the view of Zupan and Kase 
(2005) about the most important issues in the realm of HRM (mentioned earlier in this paper) in the 
economies in transition. 
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In comparison, in a similar survey done by the EAPM (Creating People Advantage 2008 and 2009), the 
companies from Bulgaria and Slovenia (2008) and Romania, Serbia, Hungary, Greece and the Czech 
Republic (2009) were asked to order HR functions according to their future importance and current 
capability. 

Figure 2.3 Adopted according to: Strack et al.(2008) Creating People Advantage: How to address HR challenges worldwide through 

2015. Boston: The Boston Consulting Group and World Federation of Personnel Management Association. p121-135. and Strack et 

al.(2009). Creating People Advantage: How to tackle the major HR challenges during the crisis and beyond. Boston: The Boston Consult-

ing Group and The European Association for People Management. p58-65

According to the responses obtained (Figure 2.3), as HR functions marked with a high future impor-
tance and low current capability relevant for the purpose of this paper are the following: 1) manag-
ing talent (Romania, Hungary, Serbia, the Czech Republic, Greece, Bulgaria and Slovenia) and 2) improving 
leadership development (Romania, Hungary,Slovenia and the Czech Republic). 

In Figure 2.4 HR functions with a low future importance and high current capability relevant for the 
purpose of this essay are: 1) delivering on recruiting (Slovenia, Greece, the Czech Republic, Serbia and Bul-
garia) and 2) mastering HR processes (Slovenia, Greece, the Czech Republic, Serbia and Bulgaria). It appears 
that in the countries such as Slovenia, Greece, the Czech Republic, Serbia, Bulgaria and Macedonia the 
process of recruitment is considered as a sustainable issue of high current capability. Companies in 
these countries benefit greatly from a well-established recruitment system.

Figure 2.4 Adopted according to: Strack et al. (2008). Creating People Advantage: How to address HR challenges worldwide through 

2015. Boston: The Boston Consulting Group and World Federation of Personnel Management Association.p121-135. and Strack et al. 

(2009). Creating People Advantage: How to tackle the major HR challenges during the crisis and beyond. Boston: The Boston Consulting 

Group and The European Association for People Management. p58-65
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Figure 2.5 Adopted according to: Strack et al. (2008). Creating People Advantage: How to address HR challenges worldwide through 

2015. Boston: The Boston Consulting Group and World Federation of Personnel Management Association.p121-135. and Strack et al. 

(2009). Creating People Advantage: How to tackle the major HR challenges during the crisis and beyond. Boston: The Boston Consulting 

Group and The European Association for People Management. p58-65

According to Figure 2.5, HR issues of low future importance and low current capability relevant for the 
purpose of this paper are: 1) managing demographic ageing (Romania, Hungary, Greece, Serbia and the 
Czech Republic) and 2) providing shared services and outsourcing HR (Slovenia, Hungary, Greece, Serbia 
and the Czech Republic). The survey showed that the aforementioned countries do not consider manag-
ing demographic ageing (with the exception of Slovenia and Bulgaria) and providing shared services 
and outsourcing HR (with the exception of Romania and Bulgaria) as HR issues that should be a top 
priority today or in the future. 

Figure 2.6 Adopted according to: Strack et al. (2008). Creating People Advantage: How to address HR challenges worldwide through 

2015. Boston: The Boston Consulting Group and World Federation of Personnel Management Association.p121-135. and Strack et al. 

(2009). Creating People Advantage: How to tackle the major HR challenges during the crisis and beyond. Boston: The Boston Consulting 

Group and The European Association for People Management. p58-65

An HR issue that is currently held as important and will continue to be so in the future (Figure 2.6) 
common for Romania, Hungary, Greece, Serbia and Bulgaria relevant for the purpose of this paper is 
transforming HR into a strategic partner. 

From the results obtained, the first, perhaps, the most important conclusion would be that in all of the 
countries subjected to analysis talent management appears to be an issue (EAPM) and a challenge 
(MHRA) with a high future importance.
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2.3 Talent Management as an important HR challenge in the future

According to an investigation done by Manpowergroup (38077 employers from more than 40 countries 
interviewed) 45 % of the employers in Romania, 34 % of the employers of Hungary, 26% of the employ-
ers in Slovenia and 24 % of the employers in Greece and an overall of 34 % of employers as a global 
average had a difficulty in filling job positions. Undoubtedly, there are talent supply and demand is-
sues which may be the reason why talent management appears to be a top priority for companies 
originating from the region of East and South-eastern Europe. The undeniable shortage of talent allows 
talented individuals whose competencies match the requirements of companies to be noticed and be 
selective about the choice of their employer. 

The need for talent management can transform this HR function as one of the core business functions 
in diverse organizational settings. According to the Capitalent (2012), talent management can be seen 
as “an activity comprised of distinct components: business anchor, talent culture, talent organization as the 
three pillars and talent’s view in the middle of their model”.

Figure 2.7 Talent Management

Source: Adopted according to Capitalent (2012) :The real impact of talent: How Europe’s small businesses drive future success, p.7

Business anchor essentially means that talent must be incorporated in the business strategy; talent 
organization requires a designated talent leader along with the processes, methodologies, capabilities 
and tools to assure the process; talent culture refers to the promotion of an environment that drives 
performance and overly values talent and finally, talent view is a component that actually represents 
the needs and interests of the talented individuals. 

The model for talent management suggested by the Capitalent (2012) shows that this HR function is a 
simultaneous process where both the demands of the employer and the talents should be complemen-
tary and incorporated within the business strategy of the firm. As a result, companies that engage them-
selves in practices and activities dedicated to talent management can witness the creation of their com-
petitive advantage on the market through the creativity and innovation of their talented employees. 

In order to build talent, the EAPM (2012), suggests a model of six important steps: 1) develop a talent 
strategy; 2) form an adaptive leadership model; 3) enable talent sourcing; 4) focus on talent development ac-
celeration; 5) establish a culture of talent engagement and affiliation and 6) create a talent magnet culture. 

The six-step model for talent management suggested by the EAPM can be used as a guide in the 
process of dealing with the ultimate issues of talent supply and demand in companies from East and 
South-eastern Europe. It is a form of recommendation for those companies that have already evalu-
ated the importance of talent management in the battle for recovery from the global recession and a 
remainder for those that still neglect the extensive difference that talents can make in the process of 
constant re-building of their business and competitive advantage on the market in the future. 

Talent view
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3. THE IMPORTANCE OF A SUSTAINABLE COMPETITIVE ADVANTAGE
 FOR BUSINESSES AND THE ECONOMY

3.1 The constitution of a sustainable competitive advantage in a turbulent environment

Along with an everlasting incentive to earn profit, firms are undoubtedly also interested in their surviv-
al and development in an ever more turbulent environment. The need of firms to secure their existence 
(Bojadjioski and Blazheska, 2009) is classified as a secondary goal, following their primary motive-profit 
maximization. It is in this context that the ever more obvious need for organizational development has 
appeared (Nakov, 2010), who stated that “organizational development focuses on planned and continu-
ous developmental organizational changes.” In that manner, if profit-seeking organizations do intend to 
ensure organizational development, they should dedicate themselves to creating an organizational 
structure that supports the constitution of a sustainable competitive advantage that would ensure the 
fulfillment of their secondary goal. 

The PP4SD-Professional Practice for Sustainable Development launched in 1999 intended to establish 
a partnership with 14 professional institutions to create a common curriculum framework for sustainable 
development (Martin et al. 2005) and subsequently initiated a workshop during which relevant issues 
were discussed. Based on the results obtained from the workshop, it was emphasized that organiza-
tional change based on principles of sustainability is not a steady-state process, but a dynamic and complex 
state of affairs. 

3.2 Organizational learning as a catalyst of change

The ways in which a change can be embedded within an organization is through the process of 
systemized organizational learning according to Martin et al. (2005). Several authors (Nag and Gioia, 
2012) pointed out the relationship between the “processes of knowledge creation, acquisition and 
dissemination as important means by which learning occurs”. However, there are divided views on the 
subject: certain authors claim that learning is a process that occurs on the individual level and in 
that sense organizations cannot undergo such a process, but another stream of authors recognize 
the existence of collective learning processes. Nevertheless, research is also done to investigate the 
possible means by which the learning of an individual can become part of a collective learning 
process. 

According to PP4SD (Martin et al. 2005), “many organizations in transforming the way they work will also 
have to transform the way they learn in order to sustain their competitive advantage”. Accordingly, it is 
quite possible to assume that organizational learning can lead to the establishment of a sustainable 
competitive advantage which should present a primary concern for firms operating in a economically 
and politically unstable environment. Hereby it is also necessary to mention that this approach is im-
perative for developing countries that intend to pursue economic growth and development as part of 
the emerging markets of the 21st century. 

The countries from East and South-eastern Europe are not just defined as mostly developing coun-
tries, but also as economies in transition (Zupan and Kase 2005) which means that their adoption of 
sustainable business practices should take in consideration other specific factors as relevant as well. 
One important aspect of the economies of these countries is the presence of foreign direct invest-
ment (FDI) which may be a channel through which these ETEs get closer to the leading Western ap-
proach of organizational learning. According to André P. Czeglédy (1996), professor at the department 
of social anthropology at the University of Cambridge, “the general idea of organizational learning in 
FDI situations is that an imported “top management” becomes the fount of wisdom for a managerial elite 
of local employees”. 
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In addition, André P. Czeglédy (1996) identifies the success of organizational learning as a variable de-
pendent upon the participation of the majority of the members or more specifically, participation pres-
ent at all corporate levels of an organization. Through his investigation done in the realm of economies 
of East Europe, he concluded that most of the organizational learning that truly takes place in this 
region is predominantly guided by the ability of indigenous workers to apply their skills to a current 
situation. This essentially means that it is not just necessary to transfer the knowledge that advanced 
and successful companies use, but it is even more necessary to construct an approach through which 
economies that can represent possible emerging markets can adapt this knowledge to specific situa-
tions in which they are found. In addition, “organizational learning generally requires successful commu-
nication between at least two parties, one giving and one receiving information as the basis of the learning 
process” (André P. Czeglédy 1996). This view defines learning as a process of social interaction through 
which participants exchange and debate about meaningful information which then can be applied to 
organizational practices. 

3.3 Existing challenges of a learning organization in East and South-eastern Europe

Frequently, the main issues that arise in the process of reception of knowledge in the Republic of 
Macedonia, lie in the realm of social interaction and this “activity”, unfortunately, incorporates many 
perception distortions which are inevitable when any conversation between a foreign practitioner of 
organizational knowledge and a domestic worker is taking place. In that context, it is important to 
recognize that the process of learning is to be seen as a responsibility of both parties engaged in the 
process, not just of those that receive the information relevant for their development of a sustainable 
competitive advantage. 

What Zupan and Kase (2005) noted in Slovenia is the transformation of contemporary HR practices 
from foreign-owned companies established in Slovenia to domestic companies. The Western HRM 
models that foreign-owned companies use are then “disseminated to the domestic sector”. Although 
the influence of foreign-owned companies on the domestic ones is significant, Zupan and Kase (2005) 
have concluded that in the companies with “a majority of domestic ownership, centralized and admin-
istrative practices prevail.”

As much as this discussion is focused on large-scale organizations, it is also quite important not to 
neglect the role of small businesses and their contribution to the development of a country. As one of 
the negative aspects of small businesses is a high market risk, meaning that these small-scale organiza-
tions would more than need to devise a sustainable competitive advantage that would ensure their 
existence in the years to come. According to the Macedonian Institute of Statistics, in the year of 2011 
around 91.3% of the companies are micro-companies, which only underline the importance of orga-
nizational learning that takes place in these companies. In the words of André P. Czeglédy (1996), it is 
essential to create “assistance programs specifically geared to smaller-scale businesses” that would help 
them in the “processes by which they identify, search for, and use knowledge as a basis for attempting to 
create a competitive advantage”.

According to the survey done by the MHRA, 60 % of the companies in the Republic of Macedonia do not 
plan to undertake any structural changes within their organizations. In times when companies are found 
in a highly turbulent environment, it is necessary that their approach to their current issues includes 
willingness for the introduction of organizational changes. In contrast, companies from Bulgaria, Slove-
nia and Romania (EAPM 2008 and 2009) believe that restructuring the organization is an issue of high 
current capability, but low future importance. Thereby, it is also important to mention that it is not just 
important for a company to be willing to accept structural changes in the present as a way through 
which a sound structure of the organization can be built, but also recognize the need for constant 
evaluation of current structure and readiness for meaningful structural changes. 
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As organizational learning was already mentioned as a channel through which a change can be em-
bedded within an organization, it is needless to explain why companies should strive to learn at every 
stage of their process of development. Again, in the survey done by the MHRA (2012) almost all of 
the companies interviewed identified discussions and working in groups as the most significant form 
of learning for their HR professionals along with new training modules and practices (60 %) and new 
information sources - professional studies, periodical issues or internet forums (60 %) as other, relevant 
ways of learning.

In some of the companies from East and South-eastern countries such as Bulgaria and Slovenia, 
becoming a learning organization was an HR function with a medium current capability and a me-
dium future importance (Creating People Advantage, 2008). In the second survey done by the EAPM 
(Creating People Advantage 2009), companies from Hungary, the Czech Republic and Serbia have 
identified the same HR function as one with a high future importance. This is a positive signal that 
some of the countries that come from East and Southeastern Europe have identified the importance 
of becoming learning organizations and would be expected to improve this HR function in the future. Fur-
thermore, by recognizing the need for becoming a learning organization, a company can constitute 
a sustainable competitive advantage that will not only ensure the survival of itself in the emerging 
markets of the 21st century, but will also fuel the development of the economy of its developing 
country as a whole. 

CONCLUSION

Along with defining the general state in which HRM in selected countries from East and South-eastern 
Europe is found, the purpose of this paper was to identify how HRM can contribute to the creation of a 
sustainable business and competitive advantage which will further drive sustainable economic devel-
opment in these countries. The following statements were proven within this paper:

If knowledge is considered as an HR facilitator, than the management of human resources both on 1. 
the micro and on the macro level, with the aid of knowledge, can contribute to the development 
of the knowledge economy as a whole;
Strategic work-force planning is more than essential for companies as they would face scarcity of 2. 
talent and leadership, demographic ageing, globalization and a need for a balanced emotional 
well-being of employees in the future. In countries such as Macedonia and Hungary, strategic 
work-force planning is considered as a sustainable HR function with high current capability;
According to the survey done by the EAPM (2008 and 2009) companies in Romania, Hungary, 3. 
Greece, Serbia and the Czech Republic consider managing demographic ageing as an HR issue 
of low future importance and low current capability. This can indicate that companies may not 
be fully aware of the challenges that the future brings and thus may hinder the importance of 
strategic work-force planning;
In the countries such as Slovenia, Greece, the Czech Republic, Serbia, Bulgaria and Macedonia the 4. 
process of recruitment is considered as a sustainable HR issue of high current capability;
The fact that there are talent demand and supply issues may be the reason why talent manage-5. 
ment is considered as a top HR priority for the companies in all of the countries taken in consider-
ation in this paper (Slovenia, Bulgaria, Serbia, Romania, Hungary, the Czech Republic, Greece and 
Macedonia);
Companies that engage themselves in practices and activities dedicated to talent management 6. 
can witness the creation of their sustainable competitive advantage on the market through the 
creativity and innovation of their talented employees;
As a secondary goal of a firm is securing its existence, the creation of a sustainable competitive 7. 
advantage in a turbulent environment is identified as more than necessary;
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Companies that opt for the creation of a sustainable competitive advantage should be ready to em-8. 
brace organizational change which may happen through the process of organizational learning;
The transfer of knowledge through FDI should be further developed to include a phase of adapta-9. 
tion in which domestic companies can learn how to adapt foreign practices to their surroundings;
The companies in Bulgaria, Slovenia, Hungary, the Czech Republic and Serbia have already noted 10. 
the importance of becoming learning organizations. Organizational learning is done through 
working in groups, training modules, practices and new information sources in the companies in 
Macedonia according to the survey done by the MHRA. 
Any organization that strives to become a learning one, can expect to be prepared for the chal-11. 
lenges that the future brings and be responsible for the creation and support of sustainable eco-
nomic development in its respective country.
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AGING POPULATION AND HUMAN CAPITAL

Summary

The aging population is a problem faced by most countries. It appeared as a consequence of reduced 
fertility and birth rates and mortality due to longer life expectancy of the population. While reducing 
the number of young people, baby boom generation already belongs to the category of the older pop-
ulation. Aging of the population causes a number of mostly negative effects related to expenditures 
caused by the aging population, but it also refers to the reduction in labor supply. Reducing the supply 
of labor, and could lead to lower quality of the workforce. However, this problem can be surpassed by 
implying that a greater number of older people also implies greater opportunities for investment in 
young people. So despite a number of adverse effects caused by the aging of the population, can be 
extracted and a positive effect, and it is able to increase investment in human capital.

Keywords: aging population, workforce, human capital

INTRODUCTION

Various economic growths in most countries have affected different demographic dynamics and de-
velopment in these countries. Most of the developed countries are facing the problem of population 
aging, but there are growing tendencies that those less developed and underdeveloped countries will 
face this problem as well.

In this paper, causes of population aging and its possible consequences are going to be explained. 
When we talk about population aging, we may note that there are three categories within the limits 
of the age structure of the population. The first category represents young people under 14, the sec-
ond category are people of working age from 15 - 64, and the third category are 65+ who are withal 
reviewed in this paper. 

What are the causes of aging? Studies have shown that in most countries increasing number of elderly 
people due to falling fertility rates, increasing longevity and aging baby boom generation. Percentage of 
elderly population means greater burden of pension funds. Older people are often sick, so they need more 
health care services and medicines. It causes far greater health care costs. Also, people over 80 mostly need 
nursing, which causes additional expenses for those taking care of them, that is to say for those able to 
work. Increased expenditures have a negative impact on the standard of living of the workforce.

Another consequence of the increase in the percentage of population aging is the reduction in labor sup-
ply, which can affect overall production capacity. However, in order to overcome these problems, one of 
the positive effects of population aging is the greater opportunity to invest in human capital. Although 
the number of working age is decreasing, there is a tendency to increase overall human capital. Younger 
people are more motivated to learn from the older and therefore there is a possibility of increasing the 
level of education as an important component of human capital. Increasing human capital has a positive 
impact on overall economic growth. Some studies have shown it, so it will be exposed in this paper.
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1. POPULATION AGING - A PROBLEM FACED BY MANY COUNTRIES

Economic and demographic country development, are interrelated, but a propitious development of 
one does not always imply the development of the other. One of the most dominant processes that 
characterize modern society is aging.

When we talk about the population structures, one of the most important is the age structure, since it 
affects the socio - economic development of a particular population. It is a review of the development 
of the population over a long period of time. There are several classifications of the population by age, 
but one of the roughest divisions is into three age groups, the first of which implies the population 
under 14, the second from 15 to 64, and the third 65 and older.1

One of the most important processes that marked the world population, especially the population of 
developed countries and developing countries is the aging of the population. There are several defini-
tions of population aging, and according to one of them the term population aging refers to an in-
crease in the number of people older than 60 or 65 years in the total population. In contrast to the first 
definition, which relates old people and the total number of population, the second definition puts 
old age in relationship with working age population (15 - 64 years old) in defining the aging process. 
Sometimes it takes into account the number of elderly population in relation to the contingent of 
young people (aging index). 

It can be concluded that the aging of the population has a negative impact on economic development. In 
demographic terms, the process of aging affects both the total motion, and the structure of the popula-
tion. In economic terms, population aging affects the reduction of the working age population, as well as 
the activity level of the population. Due to the negative effects caused by the problem of population aging, 
it has become a topic of various discussions and contemplations of the professional and general public. 

What are the causes of aging? The most important demographic determinants that cause aging of the 
population is decreasing fertility (fertility = number of live births compared to the female population 
of childbearing age, ie. aged 15-49 years)2 and mortality and emigration. The population aging in the 
developed countries of Western Europe has begun in the 18-th century due to the prolonged decrease 
of fertility. After 1960, together with low fertility further reduction of mortality has an increasingly im-
portant role, especially in older age groups, induced by the advancement of medicine and living condi-
tions, which affects the prolongation of life. 

2. THE CONSEQUENCES OF POPULATION AGING

In most countries in the region live 70 percent more elderly people than 10 years ago. Countries that 
are in this situation, where the overall age structure of the percentage of the elderly and the less able-
bodied participation, always maintains a negative on the country, especially in its economic and politi-
cal development. All this leads to a load of pension funds as well as a large health burden. So, these are 
the countries that will have serious economic, social and health problems in the near future, in simple 
terms, the number of elderly people is growing expansively, whereas the number of young people, 
who are supposed to earn for their health insurance and pensions, rapidly decreases.

According to the UN definition, it is considered that a particular nation is in an advanced phase old 
age if the number of people younger than 14 is decreasing, if the number of people older than 65 is 
increasing, if the number of able - bodied (15 - 64 years) is decreasing, and the number of people over 
1 Mladenovic D. Djolevic V. Soskic D., (2010), Economic Statistics, CID Faculty of Economics, Belgrade, p.43
2 Breznik D., (1980), Demography, Scientific Book, Belgrade, p. 471
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80, that is to say of those in the fourth life cycle, most of whom requires enhanced care of others, is 
growing expansively. 

Some of the consequences of increasing the number of older people in the overall age structure are:
Reducing the young or working-age population•	
Increase in the elderly population with their own source of income•	

2.1. Reducing the number of young or working-age population

So, the problem in most countries in recent decades is primarily the reduction of the total working-age 
population. There are many causes that have led to a reduction in the working-age population. Among 
the causes are primarily listed: reduced fertility or birth rate of the population and the reduction of 
mortality due to the longer life expectancy of the population. The average life expectancy of the popu-
lation has increased in recent decades compared to 50-60 years ago, but also demographic projections 
show that in the coming decades, life expectancy has extended population. Reducing the number of 
working-age influences the reduction of labor supply. Again, a weakening labor supply may entail the 
weaker quality, because it is less choice.

Reducing the number of young, entails the problem of aging nation. Is it possible to stop the aging 
of the nation and how? One logical answer is that the nation’s aging can be prevented by increasing 
the number of young people. Again, the number of young people can be increased in two ways: by 
birth or immigration policy. History has shown that the increase in birth - rate, that is to say a good 
target population policy is always more efficient and discovered to be much cheaper than the im-
migration policy.

Although its results will take twenty years to come to existence, because a newborn will only then enter 
the labor market, it is a much more efficient solution. If immigration, or the import of young workers 
was an appealing solution, then Germany for example would be a European country with the best de-
mographic picture, when we consider the fact that it has received hundreds of immigrants during the 
20-th century. And the reality is just the opposite: together with Italy, it has the worst ratio of young and 
olds. Every fifth person in the country is over the age of 65.

The only developed countries with a decent birth - rate and relationship between old and young peo-
ple are northern European countries and France, as an exception. These are countries with very strong 
population policy, which is based on the provision of basic material needs of young people and excel-
lent service to working parents.
 
When the Scandinavian countries 20 - 30 years ago discovered that despite the material prosperity, 
the number of newborn babies begins to decrease, they launched an offensive policy with the aim to 
create a climate in society where being a parent will not necessarily represent an end to life which was 
led so far. They began to encourage parents to come to work with children, prescribe mandatory kin-
dergarten opening in the larger firms in terms of employment equated his father and mother, worked 
out in detail and parental options - provide services for the care of older people, because studies have 
shown that some of younger people do not decide on a second or third child solely because of obliga-
tions to the older members of the family.

2.2. Increasing the number of older people with their own sources of income

Reducing the number of people who are in working order, has caused an increase in the number of 
elderly people on the other side. The increase in number of elderly people entails higher burden of 
pension funds, as well as health insurance. . Population aging, that is to say, the increase in their total 
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number and relative share in population is related to the rise in demand for health services, and thus 
the total health expenditure, which is getting more and more difficult for the system.Increased par-
ticipation in the total elderly population age structure entails a number of negative effects. First of all, 
elderly people are very little or never involved in the production process, which has a negative effect on 
the total income. Also, according to an analysis, members of the population older than 65 are generally 
not inclined to saving, but mostly spend the previously accumulated. 

So, a small number of young and working ages from 15 to 64 need to earn for themselves, for those 
under 15, and for those over 65, and that causes great difficulties for them.The difficulties are reflected 
in the growing deficit in the pension system finances. In addition to the pension system, a growing 
problem is the financing of health care costs, which increase almost proportionally with the increase 
in the average age of the population. In most countries, the analysis of demographic trends indicates 
clearly and continuously aging population. The population aging process has begun during the 20-th 
century, intensified in its last decades and has continued in this century. 

Based on the projections of population trends, it can be concluded that there will be no population 
growth in the following decades, but that it will decline until it reaches zero, which means that a phase 
of depopulation and population aging will set in. Depopulation is primarily caused by the natural 
movement (low birth and death rates), but also due to mechanical movement (there are an increasing 
number of people who migrate for better life).

Along with the increasing number of older persons will increase the total expense of their livelihood. 
These expenses increased mainly carried out active members of the household, which may adversely 
affect their standard of living and high living standards of the population. From all the above it can be 
concluded that aging causes a lot of problems for a society, from the burden of pension funds, health 
insurance and the direct impact on productivity, economic growth and general quality of life.

One of the positive effects of aging and reducing the number of active inhabitants is the possibility of 
greater investment in human capital per capita because the available capital is allocated to a small num-
ber of people. As already noted, population aging has many negative, but some positive effects, too. 

The negative effects of aging have an impact on economic development, especially due to:3

Increased expenses of dependents (mainly people older than 65 years), which is financed by tax •	
revenues or from direct or indirect income earned by productive members of society, or directly 
from the productive members of the household income. The ultimate effect of increasing the ratio 
of dependents and productive people to a reduction of the standard of living, if not offset by in-
creased productivity producers, at least to the extent that the per capita income is not reduced;
Increase health expenditure as a result of rising health care costs aging population;•	
Reduction in national savings, because older people generally have a negative savings (income •	
earned is spent in productive age);
Reduction of the potential labor force, due to reduced inflow of young people;•	
Reduction in demand due to population decline, and thereby reduce the supply (production)•	
Reducing the motives for technological innovation, due to reduced volume of the domestic market.•	

In addition to negative effects, depopulation and population aging have positive effects as well, which 
are reflected in:

Increasing investment in human capital per capita because the capital available is allocated to a •	
small number of people;
Reduction in fiscal expenditures intended for investments in the infrastructure (e.g., schools) be-•	
cause of a reduced number of users.

3 Bacovic M., (2012), Population and Economic Development of the XXI century, Entrepreneur, Faculty of Economics, Podgorica, p.18
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These are some of the factors which are affected by population aging, but they are not and do not have 
to be final. 

Given that the topic of this work is population aging and human capital, more attention will be dedi-
cated to human capital in the following lines.

3. HOW DOES AGING AFFECT THE HUMAN CAPITAL?
 
The aging of the population as a result has a number of negative effects. However, reducing the number 
of working - age population there could be greater possibilities of investments into the human capital 
by individuals, and thus it can be concluded that after all population aging and depopulation can have a 
positive effect. Individuals, businesses and society as a whole enjoy the benefits that are the result of in-
vestment in human capital. Benefits may occur in the material and non-material form. Material form is re-
flected in the increase in wages, productivity gains and economic growth. In terms of intangible benefits, 
it is related to the decrease in mortality rates, reduction of crime, greater social cohesion and the like.

Population aging leads to slower growth of labor supply, which can lead to a reduction in productivity 
and has a large impact on overall production capacity. Also, the aging population could lead to a reduc-
tion in national savings, increase in physical capital and to influence the amount of total earnings. 

Several factors can compensate for the fall offers the total workforce. First, since the return to human 
capital is the discounted sum of future wage revenues, future young cohorts might be inclined to in-
vest more in education. Second, a greater participation of middle-age and older workers may arise as 
a consequence of the increase in real wage pressures. Third, current cohorts of young adults are better 
educated than older cohorts (young women in particular).4

The aging of the population raises new incentives for young people, with rational expectations, to 
invest more in the education of young people in order to provide a better qualified workforce later dur-
ing their life. By spending more time in education, initially reducing the workforce and therefore this 
leads to a reduction in production capacity and the deterioration of the economic costs of an aging 
population. However, present and future cohorts of middle-aged workers are trained and work harder, 
which in turn will lead to increase production capacity and reduce the economic costs of population 
aging. Thus, the accumulation of human capital is a powerful smoothing mechanism, ignoring it will 
lead to a significant overestimation of the economic costs of aging. It should also be noted that in re-
cent years has increased the participation of older workers.
 
In order for young people not to underestimate the value of future earnings, it is very important to have 
complete information before they make a choice between higher education and the labor market. If 
you make the right choice, the economic cost of population aging may be modest, but if there is no real 
choice, the cost will be much higher and will lead to lower living standards for future generations.

3.1. The role of human capital in economic growth

According to the theory, human capital can affect economic growth in two ways. The first way is that 
human capital has a direct impact on production as a productive factor and that capital accumula-
tion has a direct impact on the growth of output. This is the so-called level effect. Another way is that 
human capital contributes to technological progress through innovation, expansion and adoption of 
new technologies. Based on this, it can be concluded that human capital indirectly influences growth 
through increased productivity.
4 Fortin N., Lemieux T., (2005) Population aging and human capital investment by youth, University of British Columbia, Final Draft, p.2-3
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Many scholars have conducted research to determine whether there is a link between human capital and 
economic growth, or whether human capital affects economic growth. To explain the impact of human 
capital, its kind of testing is devised to Solow growth model.5 Starting from the evidence of accumulation 
of human capital we were able to explain the differences in standard of living between countries. As hu-
man capital has a direct impact on economic growth, we are starting to explain cross-country regression.

To provide greater insight into the positive impact of human capital on economic growth, it is neces-
sary to improve the quality and data collection methodology. With their improvements, the results led 
to the conclusion that human capital is an important determinant of economic growth.

3.2. Population aging and the accumulation of human capital

In the last decade education as an important component of the human capital has significantly in-
creased. This can be seen in the increased percentage of graduates from the last 15-20 years.

However, with the aging of the population contribution of human capital to economic growth could 
change in future. On the one hand, as the baby boom generation ages, older workers are expected to 
have greater experience as an important component of the human capital. On the other hand, the net 
contribution of education to the growth of the human capital is wise, as the key factors may move in 
opposite directions. Firstly, younger population will continue to represent a small part of the workforce 
and, as such can reduce the contribution of education to human capital. Secondly, increasing relative 
deficit when workers are in question may lead to increase in real wages and so ensure the return of the 
human capital. Thirdly, the stock growth of human capital related to experience may lead to a decline in 
wages, and thus reduce the return to education. Based on this, it can be determined that the only way 
to arrive at a solution quantitative research.

Quantitative study of this problem is aimed at evaluation of the contribution of human capital to eco-
nomic growth in the context of population aging. The results of this study show that population aging 
might, for future generations, to create more opportunities to invest in human capital, which would 
further stimulate economic growth and significantly reduced the fall in real GDP per capita.

In Japan, many studies were conducted to determine the long-term by consequences of population 
aging. According to these studies, there are conclusions to which they believe that young individuals 
have a greater incentive to devote his time to education in the decline stage of population growth and 
endogenously determined growth of human capital can not compensate the negative growth rate of 
labor force growth. Also, some studies have estimated that the stock of human capital used to examine 
the relationship between changes in demographics and changes in stocks of human capital. So, with 
the increased supply of human capital, even though the population is aging, there is a possibility of a 
positive impact on economic growth.

CONCLUSION

Population aging is a problem many countries are already facing, and demographic projections indi-
cate that in the future many countries will face the problem of elderly population and depopulation. 
Population aging was primarily caused by decrease in fertility, low birth - rates, so as the reduction 
of mortality or the prolonged lifetime of the population due to better conditions for living and the 
5 One of the earlier growth model developed by Robert Solow in 1956 year. Another name for this model is the Solow - Swanov 

model. In this model, the product is determined by three factors: the number of employees N, capital K and the state of technol-
ogy A. Model assumes that the economy is closed, it only produces a complex good use of labor and capital, and that the techno-
logical progress and the savings rate is exogenously determined. If it is assumed that technological progress in Harrod sense, the 
aggregate production function will have the form: Y = F (K, AN), where the variable is called AN effective work.
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development of medicine. What are the consequences of an aging population? There are many conse-
quences of population aging that my cause a number of adverse effects.

As for the adverse effects caused by the aging of the population, which are primarily increased health 
insurance costs, higher costs of dependent which entails a lower standard of living. It also increased the 
percentage of the elderly population impact on reducing the supply of labor, reducing overall demand 
and reducing incentives for technological innovation.

However, although there are a number of negative effects caused by the aging population, it is possible 
to extract some positive effects. Among these positive effects is the possibility of increased investment 
in human capital. So, even though the population is aging, reduces the supply of labor, it is possible to 
compensate for the lack of increase in investment in human capital. By investing in education as an im-
portant component of the human capital, it is possible to have a positive impact on economic growth, 
despite the reduced supply of younger workforce. 

Many studies have been performed in the leading countries, such as Japan to determine the relation-
ship between aging and human capital. It has come to a conclusion that greater investment in educa-
tion (younger people are more motivated to learn), despite the decreased number of young people will 
result in higher levels of education, and hence in increased human capital. Increased human capital has 
a positive effect on overall economic growth.
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Abstracts

In the time of new economy, the economy of knowledge, the development of a country depends on 
existence of human capital and its structure. Main characteristic of human capital is its abstractness; 
the basic and the most important factor of human capital creation is labour force, that is, education. 
Does the abstractness the development of Bosnia and Herzegovina should be based represent a real 
ground or just an illusion?

Keywords: human capital, labour force and education

INTRODUCTION

BIH is a country with a specific state organization. It’s composed of two entities, The Republic of Srpska 
and Federation of Bosnia and Herzegovina. Apart from the two, there is, also, a District- The District of 
Brcko.This country has had a very “tough” and stormy history which, of course, influences social, eco-
nomic, political state etc. like nowhere else in the region. BIH politicians are trying to keep up with the 
standards of the time being using their political, economic and social strategies and to be, if nothing 
else, comparable to foreign developed countries. BIH is still in a period of transition, still develops and 
attempts build up and fulfil the conditions for becoming a EU member.

BIH economy is transitional, and is still at the turn from socialistic understanding of economic thoughts 
to capitalistic understanding and ideas. Now, it’s turning from the sphere of industrial trade into the 
new economy. The former economy was in an industrial era the basic condition of which was the ex-
istence of material facilities and their distance from raw materials. In industrially motivated economy, 
material possession meant more than anything else and men as physical workers-the main initiator. 
The new economy is founded on a new structure of companies and entire economy, based on an im-
material possession such as information and knowledge.

Human capital represents cumulative knowledge, skills, values, strong personal relationships and other 
resources a society can possess. It is developed by country investments in life quality improvement of 
people through the public education system, sanitary and social programs, employment programs 
and additional education for already employed people, which contributes to creating economically 
stronger and socially better society.

It is highly significant to explain important characteristics of intellectual capital, human capital suc-
cinctly, in order to begin proving the hypotheses of the influence of human capital on economic de-
velopment of BIH.
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INTELLECTUAL CAPITAL

Intellectual capital represents a group of people with all their knowledges, abilities, creativities, 
inventiveness, skills, experiences, cultures, motivations; informatical networks for transmission of 
knowledge and information, softwares, databases, patents, licenses, companies cultures, rights and 
information. 

New economy entered a so-called post-industrial phase at the end of the last century. It, certainly, 
affected the entire economy (civilization), job, apprehension and characteristics of working itself. 
(Đerić, 2007)

Table 1: Production factors dependant on the social development phase

Development phase Economic activities Production factors Main resource

Agrarian economy
(before 1800.) Agronomy Land Natural raw materials

Industrial economy
(XVIII-XX cent.) Industrial production Machines

Raw materials Energy

New economy 
(XX cent. and further)

Mediation in 
knowledge and 
services

Knowledge
Human capital Information

Source: Krstevska, G: „Savremeni tržišni tretman radne snage: od resursa do humanog kapitala“, Škola biznisa, 4/2010, 2010.

Intellectual capital is a fundamental characteristic of post-industrial stage draws more and more at-
tention, since it promises the increase of welfare and prosperity in the future. In favor of this goes the 
fact that the ratio between material and immaterial possession drops off as the time passes, which 
means that the immaterial possession is more and more valuable. The key resource of development 
is the information which derives from human capital, and provides business processes i.e. structural 
capital, which results in preferable services for consumers and increases their loyalty, consumer capi-
tal, that is.

One of the most significant attributes of intellectual capital is its abstractness. Intellectual possession 
is intangible possession, does not have solid shape unlike real estates and does not have obvious fi-
nancial value. Intellectual capital is often described as “hidden possession.” Therefore, it is often hard to 
identify it or determine its economic value.

BIH is still a country in a state of transition into the new economy. It is trying to follow the world 
trends in the range of the new economy through investment in human capital. Is this trend of de-
velopment and transition into the new economy i.e., post-industrial stage real in BIH? Is it based on 
existing factors or is it all just a soap bubble that only superficially offers us promised land? One of 
the problems of new economy, especially in transitional economies like that in BIH, is inability of 
measuring of intellectual capital, and therefore, its most important factor, human capital. As Leif Ed-
vinsson says: “the invisible hand of economy, being told of by Adam Smith, has become even more 
uncatchable.”
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HUMAN CAPITAL

According to OECD, human capital comprises knowledge, skills, competence another attributes of in-
dividuals, relevant for economic activities. 

Human capital is reflected through immaterial possession which has the capacity to initialize or sup-
port production activities, innovations and employment and is formed through the process of learn-
ing. It, also, represents a combination of knowledge, skills and capability that is not uniform for every 
individual. In the same learning conditions, different individuals achieve different results. All books 
“speak” the same language but not everyone understands them in the same way, which testifies about 
the very complexity of human capital. The human capital analysis, and of its creating and use, must 
consider the influence of various social institutions: schools, organizations, labour market, societies, 
national organizations, culture, religion, etc. The level of skills, knowledges and abilities an individual 
has at his disposal, in any time interval, can be taken, as an indicator of human capital level. The entire 
stock of on entire economy level, aggregate volume of human capital influences prosperity, economic 
position and international competitive power of economy. Diffusion, dispersion, and the possession of 
knowledge and skills highly influences the social status of an individual, the employment level and the 
income made in economy. Quantification of human capital and the influence of certain aspects of hu-
man capital and social and economic categories are the subject of interest at a micro level. The human 
capital range is heterogeneous dimension. There is no a unique property of human capital to represent 
its influence on quantity and quality of economic activities in an adequate way.

Another thing, it is important to emphasize that human capital is not simply a sum of all its components, 
and that quantification some or of majority of its components does not enable complete and accurate 
measuring of this category. The exact number of attributes ascribed to human capital is practically im-
possible to determine, and taking into consideration their significance and their influence on economic 
categories, one must realize that quantified human capital affects certain level of unquantified and 
unexplained elements. This is especially important for certain components which form a component 
part of the so-called “social capital”, and which, in the context of human capital, refer to the ability of 
individuals to group their knowledges, skills and capabilities and use in the productive purposes. 

Although it is extremely difficult to precisely measure the human capital stock, three approaches (meth-
odologies) providing the quantification of this category have been developed. The methodologies are 
set so as to quantify country human capital having population capable of working as its base. (Baćović) 
1. Achieved education level analyses the highest level of individuals’ formal education presenting it 

as an approximation of human capital range.
2. Direct individuals’ abilities testing is a methodology which, by a direct research, quantifies indi-

viduals potentials and their contribution to the range and quality of economic activities.
3. Human capital components market value is a methodology that defines human capital range 

on the basis of the market value, i.e. analyses the ratio between incomes of individuals and their 
personal and professional abilities. 

Special attention should be paid to human capital, human capital being the fundamental characteristic 
and the supporter of all activities in the range of intellectual capital. Although the human capital is only 
a part of intellectual capital, it generates the ideas by which a new business process is built known as 
structural capital. Further, through the structural capital, thanks to human capital, consumer capital is 
created. All of this is developed from the idea of human capital. In the new economy, human brain-not 
human hand –has become the most important element used for economic growth and development. 
Human capital is said to be the driving force of intellectual capital; the generator of entire initial values 
in the business systems innovative potential. Human capital is “an intelligent factory” producing ideas, 
innovations, programs, project, information, strategies, kwowledges, theories, laws, legalities…
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HUMAN DEVELOPMENT INDEx

Human development index represents a combination of standardized extents of life expectancy at 
birth, of education and of life standard. According to a new index measuring concept, the education 
concept is given more precisely but it does not indicate education quality. Human Development index 
is to be calculated in this way:

3
exp  life-length educationected BNDHDI I I I= × ×

Picture 1: Human development index

Human capital index represents geometric mean of tri-pod index, life expectancy at birth index, educa-
tion index and income index. In the following section the working will be based on education taken as 
the most significant factor that, among other, is a part of human capital index calculating.

Bosnia and Herzegovina, in the period from 2007 to 2012. in UNDP human development rank list fell 
from the position 76. to the position 81. BIH best position in the rank list was in 2010., position 68. Of all 
the examined country only Slovenia is at a superior position (21); besides, Croatia, also, belongs to the 
group of highly ranked countries according to the human development index. The trend in UNDP rank 
list of human development index is shown in the following chart:

Chart 1: The region countries trend in the UNDP human development index list for the period from 2007-2012.

Source: Human Development Report 2007-2013 United Nations Development Programme, New York
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This trend of BIH is the reason of slow human capital development comparing it to the countries with 
similar or identical human capital development. Human capital index value trend, according to UNDP, 
is presented in following table:

Table 2: Human development index in countries of the region in the period from 2007-2012.

Country 2007 2010 2011 2012

Albania 0,737 0,746 0,748 0,749

Bosnia and Herzegovina 0,729 0,733 0,734 0,735

Croatia 0,798 0,804 0,804 0,805

Montenegro 0,775 0,787 0,791 0,791

Serbia 0,760 0,767 0,769 0,769

Slovenia 0,888 0,892 0,892 0,892

Source: Human Development Report 2013 – The Rise of the South: Human Prgress in a Divese World, United Nations Development 

Programme, New York 2013

In the mentioned period, Slovenia has distinctly large HDI in comparison to the rest of the countries 
compared in the table. Countries with distinctly large HDI are Slovenia and Croatia, whereas the 
countries with high level of HCI are Serbia, Montenegro, Albania, and BIH. The table shows the all 
the countries compared have the same tendency, i.e. the same trend in the surveyed period. Mon-
tenegro has largest HDI increase from 2007. to 2012., 15,48‰, followed by Albania with 12,21‰; the 
lowest HDI increase have Slovenia 4,5‰ and BIH 5,49‰. Considering very high HDI value, Slovenia 
is a high-level country and every improvement to perfection requires additional effort. As such, BIH 
cannot be equally compared to Slovenia. The chart 1 shows that BIH, even besides its advancement, 
i.e. achieving larger HDI value took worse position in the UNDP rank list. This leads to the conclusion 
that BIH achieved low, insufficient growth compared with the similar HDI level. But, of course, the 
fact that BIH according to HDI 0,735 belongs to group of countries with large HDI, on the position 81. 
Life expectancy at birth of a BIH citizen is 75,8 according to UNDP rank list. Only Montenegro 74,8 
and Serbia 74,7 of all the compared countries have lower life expectancy at birth then BIH. Expected 
years of schooling in BIH is 13,4 and only Albania has lower standard with 11,4. Gross national in-
come per capita is 7.713 which is the lowest of all the examined countries. In the further text, we will 
pay attention to the education as human capital most significant characteristic and to the indicators 
connected to the education. 
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EDUCATION AS A FACTOR OF HUMAN CAPITAL

According to the following chart, it is notable that the labour force in the examined period drops to the 
extent of 6,12%, and that, seeing all the characteristics explored its trend is falling. Secondary educa-
tion has the same (similar) trend with the fall of 6,61% and primary education has negative trend of 
24,46%. Only high education has positive trend of 21,43%, in the period from 2007 to 2011. the number 
of high educated people (college, university, masters, doctoral degrees) increase for 36 000 which in-
creases the level human capital in BIH. 

Chart 2: Labour force by highest level of education attained in BIH for the period from 2007-2011.

Source: Labour force survey, Agency for Statistics of BIH, 2011.

Employed labour force has the same characteristics; actually similar, since fall in the employment in all 
characteristics except from high education, which has growth of 16,90%, is noticed, which is presented 
in chart 3. Entire labour force according to employment drops for 4,17%.

Chart 2: Person in employment by the highest level of education attained BIH for the period from 2007-2011.

Source: Labour force survey, Agency for Statistics of BIH, 2011.
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After all relevant indicators of labour force drop and labour force employment, unemployment trend 
dropped for 9,97%, which is positive, as presented in the chart 3. But taking in to consideration the pre-
vious drop results, it is not, actually, very satisfactory. Only those with high education level have unem-
ployment increase if 46,15% for the examined period. This quite noticeable increase is not so negative 
after-effect since high-educated labour force brought about greater rate of high-educated employees. 
The very increase of highly educated employees and the entire labour force of highly educated people 
contribute to the quality and increase of human capital in BIH. 

Chart 3: Unemployed persons by the highest education level attained in BIH for the period from 2007-2011.

Source: Labour force survey, Agency for Statistics of BIH, 2011.

For such a trend, it is added that the birth-rate is negative in the previous period, and that in 2012. the 
result is -3.620. These facts lead to the conclusion that labour force of secondary and primary education 
is lower and lower, and that the country produces more and more high-educated people who enhance 
life standard using their knowledges and skills, through the increase of production efficiency, as stated 
in the following table 3. 

Table 3: GDP trend in nominal current prices in the period from 2007-2011. in BIH

2007 2008 2009 2010 2011

Nominal GDP (in KM milion) current prices 21.836 24.759 24.051 24.773 25.666

Source: Buillten, Cenral Bank of Bosnia and Herzegovina, 4, 2012.

Owning competences, that is, higher education level influences individual to take a larger role in 
group working. They are more able to work in groups, and in that way group work increases new-
created value more than individual work does. The correctness of this proposition is supported by 
UNDP researches committed in 2009. in BIH, and the results are given in chart 4. The high-educated, 
as the main supporters of human capital are members of a group two times made often, by which 
the stimulation for creating ideas, is committed. Two men are smarter than one man. Human capital 
value is larger when well-organized and in the collaboration of two individuals than when the indi-
viduals work separately.
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Chart 4: Group working and education level in BIH

Source: The Ties that Bind – Social Capital in Bosnia and Herzegovina, United Nations Development Programme, New York 2009

However, the transition process that followed the citizen war opened doors for malversetions which 
stopped progress in BIH to a large degree. In favor of this go UNDP charts 5 and 6.

Chart 5: Corruption level in public institutions (%) in BIH

Source: The Ties that Bind – Social Capital in Bosnia and Herzegovina, United Nations Development Programme, New York 2009

Developed countries created a concept that should provide all the consumers who accept it to develop 
their education system at approximately similar level. This should provide these counters with production 
of equally quality potential human capital. The very labour force does not represent human capital. Labour 
force with its competences, relations and values is the human capital. The basic factor that influences hu-
man capital in education. BIH, like other countries, accepted Bologna educational process. On the grounds 
on everything that is said, if this education process of future labour force, actually, enables creating of 
quality that will increase real value in the production process. Even besides the implementation of Bologna 
educational system in BIH, this country, at the moment, does not still produce quality enough potential 
human capital for there is no enough practical work of real work in period of studies; although it is proved 
that the most efficient and most productive way of learning is learning by the direct experience. 
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Big problems are caused by migrations, or more precisely migrations abroad. Most young people, suc-
cessful people leave searching better living conditions. This has very negative influence on the stat of 
human capital, and that means, negative influence on the country prosperity. One of the biggest prob-
lems in BIH non-existence of public data, that is non-existence of population register and data which 
could, in details, show the actual conditions in BIH. So, all the information owned by statistic colleges 
Republic and Federative are mere estimations on the basis of questionnaires.

CONCLUSION

Human capital is the foundation for the development of BIH. Human capital is the key factor of devel-
opment in new economy, which doubtlessly leads to prosperity and future welfare. BIH development 
gores in a positive direction and, although it progresses slowly, it most important that it goes in the 
right direction. Education, as one of main characteristic of human capital development is more and 
more frequent. Human capital of a country is very precious since it is the initiator of all other economic 
activities-directly or indirectly. The preciousness of human capital is in the fact that no one is ready to 
renounce it, not even its smallest part because of complicated knowledge transmission. Every indi-
vidual is unavoidable and necessary in human capital with all his skills, abilities and knowledges. So 
explained, human capital represents competitively advantage for BIH which propels this country to 
keep up with the world trends. Considering everything said, BIH belongs to the group of countries with 
high level of human development.BIH produces more and more high-educated labour force which 
increases the power of human capital in making new ideas and the future progress. Human capital in 
BIH does not, in any way, represent an illusion. On the contrary, human capital is a real foundation of 
economic development of Bosnia and Herzegovina.
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Abstract

Consequences of any war are immeasurable, they are reflected in all aspects of life of the population. 
Considering that war consequences on material resources in Bosnia and Herzegovina are immeasur-
able, when we talk about consequences on human life generally, the situation is also not explored 
enough. Because the census has not been done since 1991, it is impossible to speak of the exact 
number of human lives that were lost in Bosnia and Herzegovina. Because material resources have 
been destroyed, the situation has been worse for the individual and the whole society of Bosnia and 
Herzegovina. Every external factor affects the individual and his or her mental and physical health 
and so the war has changed life and health of the society in Bosnia and Herzegovina to a large de-
gree. Progress in any country as well as Bosnia and Herzegovina that has been devastated by war is 
not in an enviable situation. It cannot be said that the countries in the region have a high level of 
human development, considerning that they are in a surronding area of Bosnia and Herzegovina, 
so that they also experienced consequences of economic, political and law failure that indubitably 
affected the development of the whole region.

Keywords: human potential, human development, war consequences, health of the population

INTRODUCTION

War in Bosnia and Herzegovina in 1992 devastated its natural and material resources, factories, infra-
structure and total dwellings. In connection to that, every individual in Bosnia and Herzegovina felt 
some sort of a loss, they lost their job, a family member or had to move somewhere else. In a situation 
like that, a country and its people need decades and decades to reach prewar stage of development. 
After Dayton Agreement Bosnia and Herzegovina was dependent on international help, but consid-
erning that in time they were less helpful , BiH is almost the only one responsible for the development 
process today.

To achieve rightful economic progress it is necessary to mobilize all the resources that Bosnia and Her-
zegovina disposes of: physical, social and human potentials. Progress in Bosnia and Herzegovina is 
necessary not only for achieving country’s own goals but also to draw closer to Europe and member-
ship of the European Union.
 

HUMAN POTENTIAL BOSNIA AND HERzEGOVINA
 
Seen from a global perspective Bosnia and Herzegovina is a relatively small country with 3.842.566 
citizens (estimation made on June 30, 2009), that does not have any outstanding natural resources 
that could secure simple and rich life for its people. However, as a historically confirmed multicultural 
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society, it gave relatively important contribution to its human potential in different areas and in differ-
ent parts of the world1.
 
One of the most important concerns for the territory of Bosnia and Herzegovina is how to prevent loss 
of young personnel and to keep young available human resources only as a ‘potential human capital’ 
taking into account that there is no premise for using that capital, and there are no mechanisms for 
retaining biologically and intellectually most productive part of the population in the ‘transition coun-
tries’ that include Bosnia and Herzegovina. Lack of accurate data and census (that has not been made 
since 1991) reduces accuracy of the results of any research done in Bosnia and Herzegovina. That is the 
reason why we can rely only on the data given by statistics agencies and evaluations.

In the developed world there is Human resource management – HRM as a strategy for using human 
potential. It is one of the most important segments of every society which includes review of the na-
tional strategy of demographic movement of population, strategy for the development of school sys-
tem, health services, industrialization, urbanization, approaching to new techniques and technologies 
and the strategy for management of human resources in concrete local and regional communities. All 
human resources come down to common denominator – human capital, which emphasizes the impor-
tance of knowledge, education and competency of the personnel for economic development.

The concept of human capital has been used since democratization and reinforced presence 
of International community in Bosnia and Herzegovina. It is used most often instead of former 
term ’personnel’ or ’personnel potential’, whereas the term ’human resources’ in BiH can only re-
fer to the employed part of the population which affects the level of human capital the most.  
For example about people who want to leave Bosnia and Herzegovina, on the occasion of making of 
’Human Development Report (HDR) - Bosnia and Herzegovina 2000 – The Young’ it has been discovered 
that 62 % wants to leave the country, and the most recent researches do not show that the situation 
is better in this respect. Reasons for ’brain drain’ even 20 years after war are unemployment, political 
instability and stagnation in development in every sense.
 

POPULATION IN BIH SINCE CENSUS MADE IN 1991 UNTIL THE POSTWAR PERIOD

Until 1992 BiH was a complete economic and social community, equal with the other five republics in 
Socialist Federal Republic of Yugoslavia (SFRY), and as such it was classified as moderately developed 
European country. Its public services, especially health services, education, social welfare and culture 
had extremely developed infrastructure. Because of excessive development of infrastructure people in 
Bosnia and Herzegovina lived better than their economic circumstances could allow them. According 
to the census made in 1991, Bosnia and Herzegovina had 4, 4 million inhabitants. War that followed 
and lasted four years has brought enormous losses, both in mankind and in system of education and 
health services... Taking into account war developments, the fact that Bosnia and Herzegovina is im-
poverished for the great part of its population is not surprising. 

War consequences are reflected in the fact that the great number of people has moved from Bosnia 
and Herzegovina, about half of the population of Bosnia and Herzegovina has changed their place of 
living, 17 % went abroad and stayed there, and about 6% based on the census made in 1991 has died 
( United Nations High Commissioner for Refugees - UNHCR, 1995., 1998.). According to data of the In-
ternational Red Cross 19000 persons are considered missing, and according to the National Comission 
on Missing Persons, there is 273700 missing persons registered. 

1 Ibrakovic, Dz., Ljudski resursi – “kolateralna šteta” ratnih razaranja Yearbook of the Faculty of Political Sciences (5-6/2010/2011), 
Sarajevo, page 134.



48

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

Data of the International Red Cross show that between 1992 and 1997 of about 1 500 people that 
died of mines 16, 5% are children and young people up to 18 years old. There are also other spanless 
consequences, such as: destruction of administrative system, stagnation in economic development, 
’brain drain’, family ruin. ’Brain drain’ is undoubtedly one of the most difficult and most specific war 
consequences, because many of the emigrants are highly qualified or young people who continued 
their education in other countries, where most od them settled. It should also be mentioned that these 
highly qualified people did not leave the country alone, but with their families. 

Present evaluation of the number of people living in Bosnia and Herzegovina is around 3, 8 million 
(Statistics agency in Bosnia and Herzegovina), separated into two entities: Federation of Bosnia and 
Herzegovina and Republika Srpska and because of the lack of census since 1991 this number has to be 
taken carefully when estimating any indicators for Bosnia and Herzegovina.

HOW DID WAR AFFECT THE HEALTH CONDITION OF THE PEOPLE IN BIH
 
War conditions led to the changes in demographic structure and health conditions generally and the 
need for reforms in the health system in Bosnia and Herzegovina. War consequences are most visible in 
the increase of disability and posttraumatic stress.

In the following chart there are some of the comparable indicators from 1991 (before war) and 1997 
(after war).

Chart 1. 

Indicators 1991 1997

Birth rate (%) 16,9 12,9

Overall mortality rate(%) 6,8 7,6

Life expectancy (age) 69 73

General fertility rate (%) 64,1 59,8

Infant mortality rate (%) 14,5 12,9

Data in the chart are taken from the Human Development Report in the year of 1998. They indicate that 
the situation concerning birth rate, mortality rate, general fertility rate is worse after war. In contrast to 
that, expected life span and infant mortality rate of the infants are in better situation than they were in 
the period before war. 

Data from the Institute for Public Health Federation of Bosnia and Herzegovina, and the Public Heath 
Institute of Republika Srpska indicate that every 173rd citizen is a war-invalid. There is also 5000 am-
putations, about 2200 peripheral nerve injuries, 10000 fractures and similar injuries registered. Among 
the disabled there is the greatest number of young people in their most productive age. 

When we speak of mental health, we have to mention that 15% of population has suffered psychologi-
cal traumas, mostly posttraumatic stress disorders (data from the Institute for Public Health Federation 
of Bosnia and Herzegovina, and the Public Health Institute of Republika Srpska). In connection to that, 
the number of neurotic disorders related to stress and also mortalitety rate related to mental diseases 
increased. Right after war, taking into account all circumstances, the fact that there were not any data 
about number of murders, suicides, domestic violence and other kinds of violence as consequences of 
mental disorders is justified.
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Data obtained from 503 persons – victims of war show the economic status of the victims torture2 
(people with psycho traumatic consequences). Comparing the two periods (before and after war) it can 
be said how their economic status has changed: 63% of the people questioned lived well and very well, 
and in 2003 only 3%. 3, 2% of the people questioned lived badly and very badly before war, and in 2003 
86% (data of the Centre for Torture Victims (CTV), Sarajevo, 2003).

In the Human Development Report – Millennium Development Goals 2003.godine, done by UNDP 
there is an indication that health care is still of a lower quality comparing to other European countries. 
The report suggests the causes for a relative deterioration of health situation:

heritage of conflict (stress, impoverishment),•	
influence of the transition on the socialized health sector,•	
modern society diseases (alcoholism, drug addiction, smoking, unhealthy diet).•	

Birthrate that decreases is a consequence of general social and economic insecurity. Morbidity as one of 
the most important issues in Bosnia and Herzegovina increases as a consequence of a bad way of living. 
Likewise, there is an increase in all kinds of mental disorders and behaviour disorders and simultane-
ously there is an increased number of suicides. Depression and a great number of neurosis are more 
typical of women than of men and even 2-3 times more. Alcoholism, lack of attention and behaviour 
disorders are typical of men.

In the Human Development Report in Bosnia and Herzegovina done in 2003 the situation of a few 
especially threatened groups is reviewed:

children and the young – way of life of the adolescents largely influences their health. What most 1. 
affects their health are smoking (42% are regular smokers), alcoholism (21% of the surveyed), and 
the use of psychoactive substances (17% consumes soft drugs),
women – research done in the year of 2000 shows that fertility rate decreases. Contraception is 2. 
used confinedly, unwanted pregnancy rate increases, number of abortus does not decreases, 
number of sexually transmitted diseases increases.
elderly people and disabled persons --- research indicates that there is a problem of not provid-3. 
ing protection and support to the mentally disabled persons and children with special needs. It is 
estimated that this category includes about 10% of the population. 

The last research of the Institute for Public Health of Federation of Bosnia and Herzegovina and Public 
Institute of Republika Srpska showed very high level of exposure to the risk factors in adults. Hyperten-
sion in about 40% of the population is highly correlated to smokers, people who consume alcohol, and 
also to people that are overweight. Their population researches confirmed unfavourable trends of a 
life style, and habits of the population whereby addiction, inadequate diet and lack of physical activity 
dominate. These are all risk factors that affect the health of the population in Bosnia and Herzegovina. 
New researches will be aimed to analyze trends of main health risk factors so as to improve health and 
measures of health protection. Bosnia and Herzegovina has relatively good mortality rate, both for 
young children and infants, but that is not good enough on The European level. 

Mortality rate of mothers in Bosnia and Herzegovina are far above the ones registered in the adjacent 
countries, so it is necessary to improve mothers’ health in which UN greatly assists. Environmental pol-
lution threatens to impair the quality of life. Great number of untreated mines and other unexploded 
lethal devices requires great effort for securing safer future of Bosnia and Herzegovina.

2 „Socijalni i psihološki uticaj traumatskih događaja i torture na civilnu populaciju u Bosni i Hercegovini“Centar za žrtve torture, 
Sarajevo, 2003.
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HDI OF BIH AND THE COUNTRIES OF THE FORMER SFRY
 
Human Development Index is a combined index that measures assessment of a long-term progress in 
three primary dimensions of a human development, namely: long and healthy life, access to knowledge 
and a decent standard of living. Long and healthy life is measured against duration of an expected life 
span. Access to knowledge is measured against the average years of schooling for adults and expected 
years of schooling for school children. Standard of living is a measure BDP per person – expressed in 
PPP – purchasing power of US$.

To cipher out Human Development Index HDI, index for each of these three dimensions should be formed 
and that process is simplified with the help of minimal and maximal values of these dimensions.

Index = (actual value – minimal value)/(maximal value – minimal value).

For providing better comparability among countries HDI is primarily based on the international data 
from United Nations Population Division, the United Nations Educational, Scientific and Cultural Orga-
nization (UNESCO) Institute for Statistics (UIS) and the World Bank.

Human Development Index for Bosnia and Herzegovina as well as for countries of the former SFRY 
which are near Bosnia and Herzegovina, and for countries that bordered with former SFRY is presented 
in chart 2.

For the sake of comparison to other countries Norway and Switzerland (European countries with the 
highest HDI) are also listed.

 
 Chart 2. HDI

1980 1990 2000 2005 2006 2007 2008 2009 2010 2011 2012

Norway (1) 0,804 0,852 0,922 0,948 0,951 0,952 0,950 0,950 0,952 0,953 0,955

Switzerland (9) 0,818 0,840 0,882 0,898 0,901 0,901 0,900 0,906 0,912 0,912 0,913

Austria (18) 0,747 0,797 0,848 0,867 0,874 0,879 0,885 0,888 0,892 0,894 0,895

Slovenia (21) … … 0,842 0,876 0,882 0,888 0,892 0,889 0,892 0,892 0,892

Italy (25) 0,723 0,771 0,833 0,869 0,874 0,878 0,879 0,878 0,881 0,881 0,881

Greece (29) 0,726 0,772 0,810 0,862 0,868 0,865 0,866 0,866 0,866 0,862 0,860

Hungary (37) 0,709 0,714 0,790 0,820 0,825 0,826 0,828 0,827 0,829 0,830 0,831

Croatia (47) … 0,716 0,755 0,787 0,792 0,798 0,801 0,800 0,804 0,804 0,805

Montenegro (52) … … … 0,756 0,765 0,775 0,784 0,784 0,787 0,791 0,791

Romania (56) … 0,706 0,709 0,756 0,763 0,772 0,784 0,784 0,783 0,784 0,786

Serbia (64) … … 0,726 0,751 … 0,760 0,765 0,766 0,767 0,769 0,769

Albania (70) … 0,661 0,698 0,729 0,733 0,737 0,741 0,743 0,746 0,748 0,749

FYR Macedonia (78) … … … 0,711 0,715 0,719 0,734 0,734 0,736 0,738 0,740

Bosnia and Herzeg.(81) … … … 0,724 … 0,729 0,734 0,733 0,733 0,734 0,735

* in brackets are specified positions of the countries ranked among 127 countries

Source: UNDP, Human Development Report, 2013

HDI value for BiH in 2012 is 0, 735, which means it is placed in the category of high human develop-
ment, in the 81st place out of 187 countries and territories that were observed.
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In the period between 2005 and 2012 in BiH the value of HDI increased from 0, 724 to 0, 735, which is 
about 2%.

BiH had a better position in previous years than in 2012. However, this information is not proper since 
both basic data and methods are changed.
  
Even though it is placed at the position of the high human development, Bosnia and Herzegovina has 
the worst position among all its neighbouring countries observed. 

The following chart shows position of HDI in Bosnia and Herzegovina and the world.

Chart 3. Position HDI in Bosnia and Herzegovina and the world

Source: Picture (chart) is taken from the website UNDP

As it was already said, Bosnia and Herzegovina is placed in the category of a high human development 
and somewhat lower than the average of the European countries and the countries of Central Asia.

Next figure shows the contribution of each index to Bosnia and Herzegovina’s HDI.

Chart 4. HDI, Health, Education and Income in Bosnia and Herzegovina

Source: Picture (chart) is taken from the website UNDP

The report done in 2013 indicates that individual progress in health care, education and income, even 
though it is essential, does not guarantee progress in human development, if social conditions are 
limited and if perceptions of progress differ.
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LIFE ExPECTANCY AT BIRTH 
 
The expected number of years of life of an infant if prevailing patterns of age-specific mortality rates at 
the time of birth stay the same during infant’s lifetime. Source: UNDESA (2011).

Chart 5. Number of years a newborn infant could expect to live

1980 1990 2000 2005 2006 2007 2008 2009 2010 2011 2012

Switzerland (9) 75,7 77,6 79,9 81,3 81,5 81,7 81,9 82,1 82,2 82,3 82,5

Italy (25) 74,1 76,9 79,5 80,9 81,1 81,3 81,4 81,6 81,7 81,9 82,0

Austria (18) 72,5 75,5 78,1 79,6 79,9 80,1 80,3 80,5 80,7 80,9 81,0

Greece (29) 74,5 77,1 78,5 79,3 79,4 79,5 79,6 79,7 79,8 79,9 80,0

Slovenia (21) 71,0 73,1 75,9 77,7 78,0 78,4 78,7 78,9 79,2 79,3 79,5

Albania (70) 69,7 71,6 74,2 76,0 76,2 76,3 76,5 76,6 76,8 76,9 77,1

Croatia (47) 70,5 71,9 74,8 75,4 75,6 75,9 76,1 76,3 76,5 76,6 76,8

Bosnia and Herzeg.(81) 70,5 66,7 74,5 74,8 74,9 75,1 75,2 75,4 75,5 75,7 75,8

FYR Macedonia (78) 69,6 71,4 72,9 73,8 74,0 74,1 74,3 74,5 74,7 74,8 75,0

Montenegro (52) 73,7 75,5 74,9 74,1 74,0 74,0 74,1 74,2 74,4 74,6 74,8

Serbia (64) 70,3 71,6 72,7 73,6 73,8 73,9 74,1 74,2 74,4 74,5 74,7

Hungary (37) 69,3 69,3 71,8 73,2 73,4 73,6 73,8 74,0 74,2 74,4 74,6

Romania (56) 69,6 69,4 70,5 72,4 72,7 73,0 73,3 73,5 73,8 74,0 74,2

Bulgaria (57) 71,2 71,3 71,4 72,4 72,6 72,7 72,8 73,0 73,2 73,4 73,6

*In brackets there are positions of the countries according to HDI

Source: Human Development Report UNDP

We can see in the chart that concerning expected years of life of an infant in 1990s Bosnia and Her-
zegovina experienced decline from 70,5 (from 1980) to 66,7, but has recovered in time and in 2000 
reached countries in the region. In 2000 it even had longer expected age of life than Serbia and Mace-
donia, as well as Albania, Hungary, Romania and Bulgaria. In 2012 the expected age of life of an infant 
is slightly longer compared to Montenegro and Serbia.

CONCLUSION
 
As well as anywhere in the world, when a terrible disaster happens, years have to pass until traces of 
the ufortunate events disappear.
 
Considering the extent of the destruction that affected whole Bosnia and Herzegovina and ruined the 
life of its population, war that lasted from 1992 to 1995 nevertheless provoked the greatest damage to 
people. Thus, the whole society of Bosnia and Herzegovina is impoverished in every way.

Consequences for man, as a primary initiator for the development of a country are enormous. They 
are reflected not only in killing and banishing from the country, but also in bad health condition of the 
great number of the surviving, displaced and people that have not left their homes. Influence of the 
International Community that is very active in many ways in BiH after war in many ways, makes a bal-
ance among people. It also helps to overcome the stagnation of a country within the boundaries of its 
realistic economic possibilities. 
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Underrated attitude to human potential in Bosnia and Herzegovina is visible both in the world and sur-
rounding countries, but it is also not insignificant within the borders of Bosnia and Herzegovina. Bosnia 
and Herzegovina has the worst position concerning HDI compared to its neighbouring countries.
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THE LOST GENERATION AND HUMAN CAPITAL POLICIES

Abstract

Recently Martin Schulz, the President of the European Parliament made the statement that European 
Countries during their effort save banks from collapse they sacrifice one generation. He refers espe-
cially about Greece and Spain, about their well trained young generations and the difficulty to work 
these new incomers in market as they trained to do. In this article we will try to find how these people 
have more chances to be employees or employers in this developing new era and what the policies 
to this direction are. The reason is that young people and their human capital is the key for the future 
economic development. 

Key words: human capital policies, unemployment, European crisis 

INTRODUCTION

The unemployment is the main problem nowadays in the most south states of Europe. Greece, Spain, 
Portugal, Italy and Cyprus are countries that have to fight during next years the “monster” of unemploy-
ment that dominate in their economies due to low or negative growth rates. Millions young people 
face huge difficulties in their first efforts to insert into work market. In Greece almost 59.1% of young 
workers until 25yo cannot find a job when at the same time total unemployment is about 27.2%. At the 
same in Spain (55.9%, 26.7%), Portugal (38.3%, 17.5%), Italy (38.4%, 11.5%) and Cyprus (32.3%, 14.2%) 
numbers follow this trend. Euro crisis and dept crisis in these members of E.E. left behind the “gift” of 
unemployment, and questions about what will have to do next generations in order to keep Europe 
under economic development and social prosperity. Is not a lie that a lot of well train young people 
that living in European South planning or thinking to immigrate in North Europe, in order to take job 
and carrier opportunities.

Eurostat: Eurostat news release, euro indicators 70/2013 -30 April 2013
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These people are the most important long term investment for these countries and the most risky 
at the same time, because no one can predict the results of education and training after many years. 
We cannot know exactly which their return rate is and there is the “brain rain effect” that reduce this 
return from the member state that make the investment (cost) and give that to another or even to 
a third country. At the same time there are active European policies in order to boost that human 
capital that growths during these years in E.U. and is one of the most important recourses. So the 
key question of this article is the relation between unemployment and lost capital (generation), and 
the policies that includes strategies that lead to economic development by using this high skilled 
young people.

THE LOST GENERATION

Martin Shultz calls like this a number of people well educated and even well trained and possible the 
best that these countries have until now. These people are young and have dreams for the future but at 
the same time have fewer opportunities to work and less income. They all dreamed that after finishing 
studies they will be able to start a job or a carrier but most of them realized after crisis that this will not 
happen easily. 
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Source: Standard Eurobarometer 77, Spring 2012 

At the table below we can see the results of Eurobarometer 2012, that in 22 of the 27 Member States, 
a majority of respondents believe that the impact of the crisis on the job market is still to come. The 
Member States in which citizens are most emphatically pessimistic are Portugal (78%), Greece and Cy-
prus (both 77%), the United Kingdom (73%) and Spain (72%). In the same analysis if we search more we 
can see the reports by age group for EU: 15-24(53%), 25-39 (59%), 40-54(62%) and 55+ (62%). People 
feel that future will be worst that today and especially the youngest of them. They feel like that be-
cause of their own difficulties in job market in order to work or even to keep their finances stable. In 
microeconomic analysis, happiness data has been used to better establish the current psychological 
cost and longer-run scarring effects of unemployment (e.g. Clark and Oswald, 1994; Clark et al., 2001; 
Winkelmann and Winkelmann, 1998). In terms of the causes of happiness, two topics have arguably at-
tracted more interest than most: the relationship between income and happiness; and the relationship 
between labor market status (and especially unemployment) and happiness. While it is now widely ac-
cepted that unemployment reduces well-being, even after controlling for the associated fall in income, 
the relationship between income and happiness remains more contentious (Clark, Frijters, Shields, 
2006). 

The research goes further by asking individuals to tell their opinion about the strategies that can give 
us growth and new jobs again.
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Initiatives to improve the performance of the European economy:

Source: Standard Eurobarometer 77, Spring 2012

In this point we have to think about this lost generation. Are they only the people that cannot find a job 
or includes also all these that want to establish new business bud they cannot? In my opinion all these 
young people are together this generation, both of them want to go a step further in their lives by im-
proving their skills, their productivity, their income and starting a carrier as employees or as employers. 
Between them possible we can find future inventers, managers, stake holders or simple well perform-
ing workers. These are the people that will give the next boost to the economy by creating innovation, 
new ideas, new technology, new skills and products. So in many countries of the south most of this 
generation cannot ender in job market and in this case the states will lost the multiplying economic 
effect of their productivity as long as we felt reduce unemployment. 

HUMAN CAPITAL POLICIES

Let’s see what the human capital policies are, and why we call them like that. These policies are all the 
actions and investments that target to increase human capital. “The many forms of such investments 
include schooling, on-the-job training, medical care, migration, and searching for information about 
prices and incomes.” “But all these investments improve skills, knowledge, or health, and thereby raise 
money or psychic incomes.” (Becker 1964) For this analysis we include in human capital policies all these 
investments that increasing knowledge, skills, heath and connectivity (social and job networks) from 
private and public sector. Public sector investments come for each country from the member-state and 
its social policy and from E.U. and the European Programs and the Cohesion Policies. Private investments 
come from people that pay to increase their capital or companies that invest to their employees. 
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Education and Mobility policy 

European Council held a special meeting on 23-24 March 2000 in Lisbon to agree a new strategic goal 
for the Union in order to strengthen employment, economic reform and social cohesion as part of 
a knowledge-based economy. The Union has set itself a new strategic goal for the next decade: “to 
become the most competitive and dynamic knowledge-based economy in the world capable of sus-
tainable economic growth with more and better jobs and greater social cohesion”. (Lisbon European 
Council 2000) Political cooperation within the EU has been strengthened through the “education and 
training 2010 work program” which integrated previous actions in the fields of education and training. 
The follow-up to this program is the strategic framework for European cooperation (known as ET 2020) 
which was adopted by the Council in May 2009.

Public-private sector expenditure in Europe 

Source: Europe in figures, Eurostat yearbook 2012 
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Also the lifelong learning program has been a flagship program of the European Commission in the 
field of education and training since 2007, covering all learning opportunities from childhood to old 
age. It is made up of four sub-programs that focus on the different stages of education and training, 
each with quantified targets: Comenius for schools should involve at least 3 million pupils in joint edu-
cational activities over the period of the program. Erasmus for higher education should reach a total 
of 3 million individual participants in student mobility actions since the program began. Leonardo 
da Vinci for vocational education and training should increase placements in enterprises to 80 000 
persons per year by the end of the program. Grundtvig for adult education should support the mobil-
ity of 7 000 individuals involved in adult education each year by 2013. There has been a large concern 
with promoting mobility of workers across Europe. Such mobility may be essential for achieving an 
efficient allocation of human resources across Europe and for the success of economic policy set at the 
European level. This mobility is impaired by institutional differences and language disparities across 
countries. There also has been preoccupation with increasing the skill level of the population: both 
endowing our economies with university educated workers and reduce the ranks of low skilled workers 
in Europe, which are still of substantial size (Carneiro 2004).

There is the Mincerian wage regression model that sown us the relationship between wage, growth, 
education and training. The Mincerian model has the form: + Sj+
, lnWj: the natural algorithm of wage for j years, Sj: years of study, Xj: years of job experience,  
knowledge through on the job training, and  the lowest wage, : the return rate of studies,  
the rate of return of years of experience,  : rate of return of adaptability and skills from “on the job 
training” section. The part: , represent the endogenous part of growth (Mincer 
1974). The returns to education measure can be used to see the productive performance of education 
which is believed to increase productivity and monetary gains not only at individual level but to en-
hance the economic growth at macro level as well (Bhatti, Bourdon, Aslam 2012). The main engine of 
growth is the accumulation of human capital—of knowledge—and the main source of differences in 
living standards among nations is a difference in human capital (Lucas 1993). The endogenous models 
have general form , when  and represents the general level of edu-
cation and training of the society (Lucas, Romer 1980). So there is a direct association between educa-
tion, training, wage and Gdp.
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Innovation policy

Total r&d expenditure, 1995-2010

Source: http://epp.eurostat.ec.europa.eu/statistics

The European Research Area (ERA) was launched at the Lisbon European Council in March 2000. ERA 
aims to ensure open and transparent trade in scientific and technical skills, ideas and knowhow. Eu-
rope’s research efforts are often described as being fragmented along national and institutional lines. 
Indeed, individual Member States may find it difficult to play a leading role in important areas of sci-
entific and technological advance as research is increasingly complex, interdisciplinary and expensive. 
In May 2008 the ERA was re-launched as part of what has become known as the Ljubljana process. As 
a result, in the years through to 2020 the ERA will aim to establish a single European labor market for 
researchers, as well as single markets for knowledge and for innovative goods and services.

EU patent citations (EPO), 1997-2007 (number)

Source: Europe in figures, Eurostat yearbook 2012
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Health policy 

Set up at the Lisbon European Council of March 2000, the open method of coordination (OMC) on 
social protection and social inclusion provides a framework of political coordination without legal 
constraints. The health and long-term care strand of the OMC is structured according to three objec-
tives: access to care and inequalities in outcomes; quality of care; healthcare long-term sustainability 
of systems. Total current healthcare expenditure (both in relative and absolute terms) varied signifi-
cantly among the EU Member States in 2009 (2). As shown in Figure the share of current expenditure 
exceeded 11 % of gross domestic product (GDP) in four EU Member States (France, the Netherlands, 
Germany and Denmark), which was almost double the share of healthcare expenditure relative to GDP 
recorded in Romania and Cyprus (below 6 % of GDP). The disparity was even bigger when comparing 
the level of total healthcare spending per inhabitant, which varied from PPS 608 in Romania to PPS 
4286 in Luxembourg. Notwithstanding the differences in organizing and financing healthcare systems, 
these comparisons suggest that individuals living in those Member States with a higher average level 
of income per capita generally spend more on purchasing healthcare goods and services.

Expenditure (pps per inhabitant) 

Source: Europe in figures, Eurostat yearbook 2012
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Social inclusion policy

Social inclusion has long been a key part of the European Union’s (EU) policies. The overriding goal is 
to reduce substantially the number of people at-risk-of-poverty or social exclusion, thereby creating a 
socially inclusive society. In 2009, 16.3 % of the EU-27 population was assessed to be at-risk-of-poverty, 
with this share ranging from 25.7 % in Latvia to 8.6 % in the Czech Republic. Social protection sys-
tems impact upon the share of the population that is considered to be at-risk-of-poverty and different 
groups in society are more or less vulnerable to monetary poverty.

At-risk-of-poverty rate before and after social transfers, 2009 (%)

Source: Europe in figures, Eurostat yearbook 2012 

Labor market policies

Economic theory suggests three possible reasons for the different unemployment experience. The first 
is that the size of the negative demand shock might have varied across these economies. A second 
possible explanation for the different unemployment experiences are different macroeconomic policy 
responses. And the final possible explanation for the different international unemployment experi-
ence in the downturn is the structure of labor markets (Schmitt 2011). In European South the austerity 
measures was aggressive and labor market had the same form for many decades so employees wasn’t 
ready to response in that new flexible market. In broad terms, labor markets can adjust to macroeco-
nomic demand shocks in some combination of three ways. Either employment can fall: fewer workers 
working the same number of hours as before (at the same hourly wage) meet the new lower output 
demanded. Or average hours per worker can fall: the same number of workers spends fewer hours per 
week to produce the new output level. A third possibility is that total employment and average hours 
remain constant, but the hourly wage falls. The wage bill (B) is equal to the total number of employees 
(E), times the average number of hours they work (H/E), times the average hourly wage (W): B = E * (H/E) 
* W. Assuming that average productivity remains constant, however, the wage cut alone doesn’t lower 
output to match the new lower level of demand facing the firm (Schmitt 2011). 

This subchapter gives an overview of annual job vacancy statistics in the European Union (EU), notably 
the job vacancy rate (JVR). Eurostat also collects quarterly job vacancy statistics. EU policies in the area 
of job vacancies aim to improve the functioning of the labor market by trying to match more closely 
supply and demand. In order to enable job seekers to consult all vacancies publicized in each of the 
Member State’s employment services, the European jobs and mobility portal (EURES) was set up. Labor 
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market policy (LMP) interventions are generally targeted at providing assistance to the unemployed 
and other groups of people who face particular difficulties to enter the labor market. In most European 
Union (EU) Member States the primary target group is people who are registered as unemployed by 
national public employment services.

Public expenditure on labor market policy interventions, 2009 (% of GDP)

CONCLUSIONS 

As we see in previous chapters there is a lot of concern in EU about human capital development and 
social policies. European leaders often agree to apply policies in this direction but often stuck on local 
differences and interests. R&D policy for example did not even close to its goal. Recently, European 
Leaders disagree many times about implemented measures. Austerity ideology conquers versus social 
prosperity more than 4 years in Europe due to high deficits and depts., and South States are these that 
sacrifice their growth rates and prosperity levels in order to balance their deficits. After continuum hits 
in total demand, these economies felt in recession. Economic growth is our major problem now but 
with this high unemployment rates will not come without public spends. 

Human capital policies was planed and designed inside an environment that support a model of sus-
tainable development, and that in a Monetary Union which its Currency was the only that was re-
ally competitive to Dollar after decades and threaten its global conquer first time after Breton-Woods 
agreement. This is the construction of this advanced and developed society that testing right now. So 
the reason that written all these pages is what we have to do to keep it like this. For sure Europe after 
crisis will not be the same again. But the E.U. without economic Growth and prosperity for the popula-
tion has not any reason to exist. Difficult decisions was taken against the majority of population in the 
south in order to save states from collapse and few actually told that the difficult wasn’t the austerity 
policy but the day after that. 

Every country took benefits from huge common market, from common agricultural policy and all of 
them participate in growth rally, and the same way all take costs of tight monetary policy. Now crisis 
has an impact on job markets in most countries, industrial production, consumption and growth rates 
are all associated and at the end there are all parts of common market. Recently a lot of European com-
missionaires make statements that Union have to spend money to endorse policies. It is not a lie that 
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sort-term unemployment cannot decreases without Union creates more jobs, maybe by using new 
ideas like ”employer of last resort appeal” by Rania Antonopoulou. Of course there are a lot of active 
policies but “Today in Europe 16 months are needed to someone to find a job, so understands that 
many citizens to not take the risk to seek for job in another European country, especially when most of 
contracts are sort-term (Reding, Rehn, and Andor 2013)”.
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Abstract

In the article innovation-reproductive function of characteristics of human capital is exposed, complex 
analysis of the results of system parametristic indication of the influence of characteristics of human 
capital on the regional innovation economic growth.

Key words: human capital; regional innovative economic growth.

INTRODUCTION

In modern conditions competitive advantages of economy and possibility of its modernization sub-
stantially are defined saved up in society and the human capital realized in production. People with 
their education, qualification and experience define today borders and possibilities of technological, 
economic and social modernization of society. In the foreseeable future a role of the human capital as 
a factor on which dynamics of development of economy depends will increase only.

Innovative activity is understood as a kind of activity connected with transformation of ideas (usually 
results of scientific researches and development or other scientific and technical achievements) in tech-
nologically new or advanced products or the services introduced in the market, in new or advanced 
technological processes or ways of production (transfer) of the services, used in practical activities. In-
novative activity assumes the whole complex of scientific, technological, organizational, financial and 
commercial actions, and in the set they lead to innovations.

Innovation of the region is defined by its activity in innovative activity which finds display in the eco-
nomic activity concretized in the form of production and use of innovations. One of the main problems 
is the assessment of the factors determining level of innovative development of the region. In modern 
conditions competitive advantages of economy and possibility of its modernization substantially are 
defined saved up in society and the human capital realized in production. Therefore identification of 
interrelations of characteristics of the human capital and level of innovative development of regional 
economy – extremely actual research task, which decision will form a basis of development of effective 
measures of regional innovative policy, including in the sphere of increase of a role of social institutes in 
the solution of economic problems of innovative orientation of trends of regional development.

Initial structural representation of system of characteristics of the human capital influencing level of 
innovative development of the region, its functional structure is. The basic structurally functional ele-
ments of this system are: health, education, conditions and possibilities of creative activity, ecology 
(nature, clean air, water, earth, healthy food), etc. If earlier, in a context of economic development, the 
main emphasis was placed on production of goods, today it becomes on production of the condi-
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tions providing worthy human life, its level and quality. Broad understanding of human factors as to a 
combination of characteristics of the human capital and objective living conditions forms an objective 
basis of allocation in functional structure of system of characteristics of the human capital, important 
from the point of view of activization of innovative activity of regional subjects, such aggregated com-
ponents as (fig. 1):

the quality of the population integrating in its such properties as an education level, qualification, etc.;•	
the standard of living of the population integrating in the main indicators of material well-being and •	
reflecting degree of satisfaction of needs of the person (the real income, their differentiation, etc.);
the quality of the social sphere reflecting working conditions, level of safety of members of society, etc.;•	
the quality of the ecological environment accumulating data on pollution of air space, water, •	
about quality of the soil, biodiversity level, etc.

Figure 1 – Hierarchical structure and functional properties of the human capital as resource innova-
tive the focused development of economy

ture, clean air, water, earth, healthy food), etc. If earlier, in a context of eco-
nomic development, the main emphasis was placed on production of goods, to-
day it becomes on production of the conditions providing worthy human life, 
its level and quality. Broad understanding of human factors as to a combination 
of characteristics of the human capital and objective living conditions forms an 
objective basis of allocation in functional structure of system of characteristics 
of the human capital, important from the point of view of activization of inno-
vative activity of regional subjects, such aggregated components as (fig. 1): 

• the quality of the population integrating in its such properties as an educa-
tion level, qualification, etc.; 

• the standard of living of the population integrating in the main indicators of 
material well-being and reflecting degree of satisfaction of needs of the person 
(the real income, their differentiation, etc.); 

• the quality of the social sphere reflecting working conditions, level of safety 
of members of society, etc.; 

• the quality of the ecological environment accumulating data on pollution of 
air space, water, about quality of the soil, biodiversity level, etc. 

 
 
Figure 1 – Hierarchical structure and functional properties of the human capi-

tal as resource innovative the focused development of economy 
 
 

1.1. Properties of 
reproduction and 
physical health. 
1.2. Level/quality 
education, mas-
tery of scientific 
knowledge, intel-
lectual potential 
1.3. The skill 
level. 
1.4. The mecha-
nisms of repro-
duction of the 
intellectual po-
tential of the na-
tion. 

 
 

2.1. The real 
income and con-
sumption expen-
ditures of various 
complexes of 
goods and ser-
vices 
2.2. The remu-
neration system 
and its related-
ness with the 
quantity and 
quality of labor 
2.3. Provision of 
housing and 
property, infra-
structure facili-
ties 

3.1. Segmenta-
tion of social 
capital, the de-
gree of social and 
material stratifi-
cation (social 
security) 
3.2. Conditions 
of work and free 
enterprise. 
3.3. Science and 
industry innova-
tion. 
3.4. Characteris-
tics of social and 
territorial mobil-
ity of the popula-
tion. 

4.1. Condition of 
the air basin. 
4.2. The state of 
the water basin. 
4.3. Soil condi-
tions. 
4.4. Biological 
diversity. 
4.5. The state of 
natural resources. 

(3) The quality of the 
social sphere

(4) The quality of the 
ecological 

environment 

(2) Standard of 
living 

(1) The quality of 
the population

Human capital

Innovative development of economy 



67

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

THEORETICAL, METHODICAL, AND EMPIRICAL BASIS OF RESEARCH

Theoretically the research is based on system approach and conceptual propositions grounded on it 
which in the innovative economics and innovation economic policy, theories of institutional changes - 
based policy strategies scientific works are presented and substantiated. 
 
Empirical basis of research is formed on the ground of state statistics federal service, innovative eco-
nomic orientation documents official data as well as on the materials of native and foreign scientists 
monographic researches, author’s long-term theoretically-empirical researches experience received 
during the process of international and native projects in this sphere working out. 

Methodical set of instruments combines various theoretical and practical methods of scientific research 
– methods of system, functional and comparative analysis and synthesis, methods of mathematical 
statistics and sample investigations, mathematical modeling. Instrumental tools Microsoft Office Excel, 
ASP STATISTICA 8.0 were used. 

INTERMEDIATE RESULTS OF STAGES OF RESEARCH

The indicators which have been selected for modeling of an assessment of influence of characteristics 
of the human capital on level of innovative economic development of territorial subjects of the Russian 
Federation are presented in table 1.

Table 1 – Indicators determinant of the level of innovative economic development of the region

Determinants Indicators

The results of inno-
vation activities

Gross Regional Product, million rubles (y)•	

The quality of hu-
man capital 

The share of employees of organizations with a degree in the total number •	
of employees of organizations engaged in scientific research and develop-
ment, % (x4)
Number of students in educational institutions of higher education per •	
10,000 population, pers (x3)
The ratio of accepted students to institutions of higher education to re-•	
leased by specialist (x2)
The number of employees engaged in research and development, pers (x•	 1)

The standard of 
living of the popula-

tion

Per capita average money income (per month), thousand rubles (x•	 5)
The ratio of the average wage to subsistence minimum, % (x•	 6)

The social 
determinants

The unemployment rate, % (x•	 7)
Coefficient of funds, times (x•	 8)

Ecological 
determinants

Caught and defused of pollutants emitted from stationary sources, % (x•	 9)
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The indicator of a gross regional product is suitable for definition of result of innovative activity. It is 
obvious that the major factor influencing innovation of development and characterizing welfare of the 
region is GRP. The Gross Regional Product (GRP) represents again created cost of goods, and the servic-
es made in the territory of the region and is defined as a difference between output and intermediate 
consumption. If to consider the schedule of distribution of regions on this indicator, it is possible to see 
significant differentiation of regions (fig. 2). The maximum value of a gross regional product is reached 
in Moscow and makes 8 401 858,90 million rubles, the minimum value - in the Republic of Ingushetia 
is 21 536,70 million rub.

Figure 2 - Distribution of a gross regional product on territorial subjects of the Russian Federation

The human capital can be characterized by an indicator a share of employees of the organizations 
having a scientific degree in total number of employees of the organizations, carrying out scientific 
researches and development. This indicator directly influences level of innovation of the region as the 
bigger volume of experts increases innovative orientation of development of regional economy (fig. 3). 
The maximum value is observed in the Chechen Republic (1990 – including the Republic of Ingushetia) 
(58,98), the minimum value – in the Nenets Autonomous Area (1,33). Thus, on this indicator, consider-
able regional differentiation is observed, and the most part of regions the low indicator taken in scien-
tific researches and development is observed.

Ecological the determinant can reflect such indicator as „it is caught and neutralized the polluting sub-
stances departing from stationary sources“. This indicator indirectly influences level of innovative devel-
opment of regional economy as in what to more uncontaminated zone the person lives, that his health is 
better and ability to any productive activity is higher (fig. 4). Among subjects of the Russian Federation in 
2010 the volume of the caught polluting substances departing from stationary sources, differed in hun-
dreds times (the minimum – the Chechen Republic (0%), maximum – in the Republic of North Ossetia-
Alania (3583,33%). This fact, in particular, can be explained with a level of development of the industry 
and, respectively, number of emissions of polluting substances in the atmosphere of regions.
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Figure 3 - Distribution of a share of employees of the organizations having a scientific degree in total 
number of employees of the organizations, carrying out scientific researches and development on 

territorial subjects of the Russian Federation

Social a determinant the coefficient of funds can be expressed through an indicator. It characterizes so-
cial stratification that directly influences the human capital (fig. 5). So maximum value among regions 
on this indicator is observed in Moscow – 28,44, minimum – in the Ivanovo region – 10,4. Thus, on this 
indicator considerable regional differentiation (almost by 3 times between regions with the highest 
and low rate of coefficient of funds) is observed.

The standard of living of the population is expressed through an indicator a ratio of the average month-
ly added salary with the size of the living wage defining possibilities of his inhabitants to satisfy the 
spiritual and material needs (fig. 6). The maximum value - Chelyabinsk region (538,8), the minimum 
value - the Altai territory (213,9). This indicator has a pronounced variation on regions of Russia.
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Figure 4 – Distribution of the caught and neutralized polluting substances departing from stationary 
sources on territorial subjects of the Russian Federation

Figure 5 – Distribution of coefficient of funds in regions of the Russian Federation
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Figure 6 – Ratio distribution with the size of a living wage of the average monthly added salary on ter-
ritorial subjects of the Russian Federation

So, the specification of model of multiple linear regression on information base of 2010 in a look (7) and 
in the standardized look (8) I showed that the most significant indicator influencing level of innovative 
orientation of regional economic trends is the coefficient of funds, on the second for extent of influence 
a place – the number of the personnel occupied with researches and development, on 10000 taken in 
economy, and the ratio with the size of a living wage of an average monthly salary has the smallest im-
pact. That is characteristics of the social sphere and quality of the population have the greatest impact 
on level of innovative economic development of territorial subjects of the Russian Federation.

2007
   (1) 

   (2)
2008

 
   (3) 

   (4)

2009
 

   (5) 

  
 
 (6)

2010

  
(7)

   (8)

х1 - the number of the personnel occupied with researches and development, on 10000 taken in 
economy;
х7 - coefficient of funds
х9 - ratio with the size of a living wage of the average monthly added salary.
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Table 2 – Results of calculation of indicators of regression for 75 regions of Russia
for 2007, 2008, 2009, 2010 years.

Indicators of
regression 2007 2008 2009 2010

Constant A (B) -1809674 -2542711 -2754516 -3054270

Standavrd mis-
take 242405,3 351058,1 419334,6 464297,6

Coefficient α (B) 1626 3097 2803 3472

Standavrd 
mistake 773,2 1007,8 1005,4 1196,9

Coefficient α 
(Beta) 0,149 0,220 0,230 0,241

Standavrd 
mistake 0,071 0,072 0,083 0,083

Coefficient β (B) -149544 -215159 -210190 -231015

Standavrd 
mistake 13488,6 23246,7 30686,4 32020,9

Coefficient β 
(Beta) -0,773 -0,742 -0,642 -0,633

Standavrd 
mistake 0,070 0,080 0,094 0,088

Coefficient γ (B) 208 592 501 561

Standavrd 
mistake 722,8 1256,3 1459,5 1357,2

Coefficient γ 
(Beta) 0,018 0,036 0,030 0,033

Standavrd 
mistake 0,063 0,076 0,087 0,080

R2 0,757 0,727 0,653 0,651

F 75,989 64,892 45,772 45,436

Number of re-
gions 77 77 77 77

This conclusion is confirmed with the calculated values of private coefficients of correlation according 
to which the most close connection with GRP is characteristic for coefficient of differentiation of the 
income of the population (fig. 7) and average coefficients of elasticity proceeding from which values 
with reduction of coefficient of funds by 1% from the average level, GRP will increase by 15,03% from 
the average level (tab. 3).
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Figure 7 – Particular coefficients of correlation

Thus, into model entered: two factors stimulators reflecting two important characteristics of quality of 
the human capital and a standard of living of the population; and one factor-destimulator character-
izing quality of the social sphere, influence on which measures of a state policy will make, judging by 
results of the modeling, the greatest influence on innovative orientation of trajectories of economic 
development of territorial subjects of the Russian Federation (fig 8).

Table 3 – Average coefficients of elasticity

 =212112,6 х1 х7 х9

59,5 13,8 313,9

0,9739 -15,029 0,8302

Figure 8 – Influence of factors characteristics of the human capital on GRP

Variables currently in the Equation; DV: VRP (2010)

Variable
Beta in Partial

Cor.
Semipart

Cor.
X1
X7
X9

0,241394 0,321514 0,200521
-0,633125 -0,645158 0,498669
0,033034 0,048323 0,028571
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The evident illustration of dynamics of change of a contribution of each of factors in a variation of GRP 
of regions of Russia is shown in figure 9.

For more detailed analysis of a situation in regions of Russia we will consider these tables where results 
of calculation of the regression equations on the following groups of regions are presented:

all regions (without autonomous areas, the Chechen Republic and the Ingush Republic);a. 
the same regions, but with an exception of megalopolises – Moscow and St. Petersburg;b. 
regions of the European part of Russia (without autonomous areas, the Chechen Republic and the c. 
Ingush Republic);
regions of the Urals, Siberia, the Far East (without autonomous areas).d. 

Figure 9 – Dynamics of change of a contribution of factors characteristics of the human capital in GRP 
variation on 2007, 2008, 2009, to 2010
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Table 4 – Results of an assessment of parameters of the equations of regression
for 2010 on groups of regions

Indicators of
regression All regions

All regions with-
out Moscow and 

St.Petersburg

All regions of 
European part of 

Russia

Regions of the 
Urals, Siberia and 

Far East

Constant A (B) -3054270 -1731795 -1003614 -2866769

Standavrd mistake 464297,6 303968,7 286741,4 720892,3

Coefficient α (B) 3472 909 2916 -1544

Standavrd mistake 1196,9 815,6 673 2363,1

Coefficient α (Beta) 0,241 0,102 0,486 0,096

Standavrd mistake 0,083 0,091 0,112 0,147

Coefficient β (B) -231015 -127295 -74076 -242782

Standavrd mistake 32020,9 21085,4 20412,1 48013

Coefficient β (Beta) -0,633 -0,578 -0,406 -0,778

Standavrd mistake 0,088 0,096 0,112 0,154

Coefficient γ (B) 561 1145 710 23

Standavrd mistake 1357,2 805,7 739,4 231753,6

Coefficient γ (Beta) 0,033 0,135 0,110 0,002

Standavrd mistake 0,080 0,095 0,115 0,158

R2 0,651 0,454 0,574 0,597

F 45,436 19,677 17,529 9,879

Number of regions 77 75 42 24
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Figure 10 – Dynamics of change of a contribution of factors characteristics of the human capital in 
GRP variation on groups of regions

Differentiation of parameters of the equations of regression on different groups of regions is obvious 
and statistically significant. From table 3 it is visible that the equations of regression are statistically 
significant for all groups of regions, except for group all regions without Moscow and St. Petersburg. 
In group „European regions“ the smallest values of dependence of GRP from a social component of 
the human capital, the highest value of dependence of GRP from quality of the human capital are 
reached. The highest value of degree of dependence of GRP from a standard of living of the population 
is reached in groups „all regions without Moscow and St. Petersburg“, in group „regions of the Urals, 
Siberia and the Far East“ this coefficient is statistically we mean, that it is possible to explain with a 
small number of regions (24) and their big variety (heterogeneity), and also that GRP in these regions 
substantially depend on development of infrastructure of the region and existence of stocks of mineral 
raw materials, instead of on quality indicators of life of workers.

Regions of the European part of Russia, on the contrary, are rather poor natural resources, their main 
resource are the population and high qualification of workers. As a result, in this group of regions the 
highest coefficient of dependence of GRP from quality of the human capital, rather high coefficient of 
dependence of GRP from a standard of living and the lowest – on a social indicator.

From this it is possible to draw a conclusion that in group of east regions the leading role innovative 
orientation of economy is played by social indicators, and the contribution of characteristics of the hu-
man capital is statistically little significant. On the contrary, quality of the human capital plays a crucial 
role in GRP variation in group of regions of the European part of Russia, i.e. in the most thickly inhabited 
regions.

Thus, in groups of regions with different population density parameters of the regression equations 
considerably differ.
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CONCLUSIONS

The social determinant has greatest impact on innovative economy, the state needs to reduce a 1. 
social inequality of the population by creation of workplaces, increases in expenses of the public 
expenditures connected with growth at overcoming of socially negative processes.
The second place on extent of influence on innovative economy is taken by quality of the human 2. 
capital, that defines need of improvement of quality of the human capital by development of edu-
cation systems and science.
The smallest contribution is made by the population standard of living, a necessary measure for 3. 
increase of a standard of living is the guaranteed monthly income to all segments of the popula-
tion providing, at least, comfortable existence of the people.

The constructed model shows that for development of innovative economic development in regions 
it is necessary to conduct the policy improving quality of life of the population. After all the more the 
population income, the more it puts in development of the human capital of future generations to 
what communication of a ratio of the average monthly added salary with the size of a living wage and 
a gross regional product testifies. As and with the state, at increase in a gross regional product invest-
ments into the branches reproducing the human capital increase also.

The external impulse which source has to be not only the state and business, but also society, the peo-
ple who have been personally interested in increase of efficiency of innovative processes in the sphere 
of economy of regions of Russia is necessary for strengthening of innovative processes in economy of 
the Russian Federation. This incentive already exists today. It is confirmed by that for years of reforms 
purposes of the people who are personally carrying out change of a level of quality of the human capi-
tal, influencing innovations essentially changed.

It confirms dependence of number of the busy population with the higher education and average per 
capita salaries. Firms will invest in education of the future workers, in the social sphere, in the ecological 
sphere, knowing that it will bring in them a certain income and competitiveness in the future. The in-
dividual invests in the higher education, knowing that it guarantees itself a demand on a labor market 
and the highest earnings in the future.

The same and with inverse relationship from number of the unemployed in the region, after all if in the region 
branches - consumers of the human capital, neither the state are badly developed, nor private investors won’t 
want to invest in branch of innovative development of such region. Therefore the governments of subjects of 
federation need to supervise a situation on a labor market and not to allow unemployment rate increase.

The package of measures, connected with decisions in the field of increase of an education level of vari-
ous segments of the population is necessary, for an intensification of scientific researches and improve-
ment of technological processes. Adoption of such decisions closely depends on a state policy on de-
velopment and realization of strategic objectives. Expansion of the global competition for the human 
capital designated a boundary between industrial and post-industrial economy. The ratio between real 
production and production non-material changed: competitiveness of real production depends on the 
offer of the human capital. Not isolated actions, however, radical they didn’t seem, and implementation of 
the system state policy which is actively influencing reproduction of the human capital are necessary.

From the point of view of the concept of the human capital the greatest economic effect education will 
give in case knowledge and the skills received in professional educational institutions, meet objective 
requirements of a labor market and are put into practice. The human capital realizes the functions as a 
factor socially - economic development in case in national production there are conditions for forma-
tion and the maximum use of educational and qualification level of the population.



77

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

At the level of state regulation it is necessary to increase standard of profitability on an investment 
into the human capital, to motivate owners of the human capital with progressive rates of the salary 
which is directly proportional to efficiency of work, qualification and an education level. Are important 
as favorable tax conditions for stimulation of investment activity in the market of the human capital. 
As a whole by the state the tendency to decrease in a share of investments from means of the federal 
budget and growth of influence of territorial budgets and private investors has to be supported.
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Abstract

Knowledge economy is the use of knowledge technologies such as knowledge engineering and knowl-
edge management to produce economic benefits as well as job creation. The knowledge economy is 
also seen as the latest stage of development in global economic restructuring. Computer networking 
and connectivity – developments such as the Internet bring the “global village” ever nearer. Existing 
knowledge becomes much easier to access as a result of networked data-based which promote online 
interaction between users and producers. Knowledge economy needs leadership as a process. Free-
dom of mind has taken us to the next level of living. We must believe in the impact of leadership on the 
improvement of our lives.

Keywords: knowledge economy, globalization, leadership, decision making, computer networking
Introduction of knowledge economy

1. INTRODUCTION OF KNOWLEDGE ECONOMY

Knowledge economy represents the economy based on creating, evaluating, and trading knowledge. 
In a knowledge economy, labor costs become progressively less important and traditional economic 
concepts such as scarscity of resources and economies of scale cease to apply. The knowledge economy 
is the use of knowledge technologies such as knowledge engineering and knowledge management 
to produce economic benefits as well as job creation.1 Other than the agricultural-intensive economies 
and labor-intensive economies, the global economy is in transition to a knowledge economy, as an 
extensions of an information society int the information age. The transition requires that the rules and 
practices that determined success in the industrial economy need rewriting in an interconnected, glo-
balized economy where knowledge resources such as know-how and expertise are as critical as other 
economic resources.

A key concept of the knowledge economy is that knowledge and education, often referred to as hu-
man capital, can be treated as one of the following two2:

A business product, as educational and innovative intellectual products and services can be ex-•	
ported for a high value return.
A productive asset which can be defined as the concept that supports creation of knowledge by •	
organizational employees and helps and encourages the to transfer and better utilize their knowl-
edge that is in line with company goals.

The knowledge economy is also seen as the latest stage of development in global economic restruc-
turing. Thus far, the developed world has transitioned from an agricultural economy to industrial 
1  Drucker P. The Age of Discontinuity, Harper and Row, New York, Chapter 12
2  ftp://ftp.cordis.europa.eu datum preuzimanja 22.05.2013
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economy, then mass production economy to knowledge economy. This latest stage has been marked 
by upheavals in technological innovations and the globally competitive needfor innovation with new 
products and processes that develop from the research community.

2. GLOBAL NETWORKING AS A DRIVING FORCE OF KNOWLEDGE ECONOMY 

Computer networking and connectivity – developments such as the Internet bring the “global village” 
ever nearer. As a result, goods and services can be developed, bought, sold, and in many cases even 
delivered over electronic networks. As regards the applications of any new technology, this depends in 
how it meets economic demand. It can remain dormant or make a commercial breakthrough. 

Intensity – efficient production relies on information and know-how. Over 70 per cent of workers in 
developed economies are information workers. Many factory workers use their heads more than their 
hands. Markets and products are more global.

New media increases the production and distribution of knowledge which in turn, results in collective 
intelligence. Existing knowledge becomes much easier to access as a result of networked data-based 
which promote online interaction between users and producers.

 
3. ExAMPLES OF LEADERSHIP AND DECISION MAKING PROCESS

Leaders are persons who have strong influents on behavior, the way of thinking or emotions of indi-
viduals. They can lead organizations and companies through such a turboulent environment, we live 
today. Business leadership and changes are synonyms. Dilemma about two different explanations of 
success is very popular. There are people with an attitude that leaders are born with special character-
istics. The other believes that becoming a leader strictly means working on qualities and powerty of 
taking responsibilities. What is Your opinion?

Knowledge economy needs leadership as a process. Freedom of mind has taken us to the next level 
of living. We must believe in the impact of leadership on the improvement of life. Coming examples 
should convince us in potencial of business knowledge.

In following paragraphs readers can see how to solve very difficult business situation with good deci-
sions3:

Toyota recently announced that it would have to recall 2,3 million vehicles for faulty brakes. Outrage 
ran rampant across the media and public. Complaints were filed and lawsuits were made. It appears as 
if the Toyota brand has been tarnished for many years to come.

Instead of letting a PR team hable the issue with only press statements and interviews, Toyota turned 
quickly and offered a live conversation on one of the most popular communities on the web: Digg.

The community behind the social news site Digg is generally wuite hostile to corporations. So it came 
as a shock to many that the Toyota CEO Jim Lentz would appear on a Digg Dialogg to be asked all sorts 
of questions about the company and the recall. More than a thousand hard questions were submitted 
from consumers and even from past employees, and Mr. Lentz answered as many as possible in the 
given time. The questions were prioritized by votes, and none were filtered. It was a completely trans-
parent interview.
3  www.openforum.com datum preuzimanja 22.05.2013
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While the fallout from the recent recalls are massive, Toyota’s openness will greatly help with minimiz-
ing the damage to the company’s reputation.

Competitivnes in aerospace is very high and according to that, it is very tough to do something which 
can distinct your company from all others. 

Turkish Airlines Global Affiliate Marketing Program allows you to advertise Turkish Airlines flights on 
your website and earn a commission from flight bookings.4 So, if you own a website you can earn 
money by becoming an affiliate partner. 

Tradedoubler which is Turkish Airlines Affiliate Network can provide you with all you need to promote 
its products, including static and dynamic banners, search box, xml links and copy to redirect traffic 
to the Turkish airlines website. It is very easy: you will be paid a percentage commission on bookings 
made from a visitor arriving from your website. 

The Affiliate Marketing Program is based on CPA (cost per acquisition) model. If the traffic converts info 
sales, you will be paid commission. Joining the Affiliate Marketing Program is completely free. 

This idea has brought position of absolutely leader on this market.

We can conclude that the part of leadership and good decision making in modern business is very 
important and can provide crucial benefits in todays tourbulent markets. Knowledge economy, with a 
power of networking will be the next evolutionary step, where the relatively localized knowledge will 
be shared among and across various networks for the benefit of the network members as a whole, to 
gain economic of scale in a wider, more open scale. 
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Abstract

At the beginning of the 21st century, lots of questions about sincerity of the national developing 
models in the globalization process have been contemplated. Europe is the most urbanized con-
tinent in the world. Currently, over 80% of the European population lives in cities, leading to a sus-
tained increase in car use. Citizens are often concerned about the chaotic situation in which is found 
the traffic of today. Adjustment of traffic areas on behalf of environmentally friendly traffic is tech-
nically challenging and politically sensitive in urban areas that already have congestion problems. 
Civic education from an early age is very important to raise awareness of the significance of sustain-
able transport, as a part of the sustainable development ideology. In that ages people acquire main 
habits which define the future behaviour.

THE CHARACTERISTICS OF TRANSPORT ACTIVITIES 

Humans’ first means of transport were walking and swimming. Nowadays, they are various modes used 
for a movement and for each of them, there are several means of transport. These means are: a. inland 
surface transportation (rail, road, and inland waterwa; b. sea transport (coastal and ocean); c. air trans-
portation; and d. pipelines.Each mode has its advantages, as well as bad sides, and will be chosen for a 
trip on such basis as cost, route and speed.

The concept of sustainable development is based on three key principles:

The principle of environmental sustainability, which ensures that development is compatible with the 
vital ecological processes, biological diversity and biological resources

The principle of social and cultural diversity, which ensures that development is compatible with the 
cultural and traditional values   of human communities, contributing to their integrity

The principle of economic sustainability, which ensures that development is economically efficient with 
the possibility of using resources by future generations

SUSTAINABLE TRANSPORT - CONCEPT AND PRINCIPLES

Europe is the most urbanized continent in the world. Currently, over 80% of the European population 
lives in cities, leading to a sustained increase in car use. Half of private car traffic in urban areas occurs 
on a route no longer than 5 km. Increased volume of transport in those areas causes constant noise and 
air pollution, which has negative effects on the quality of air and most certainly a strong influence on 
climate change. Parking areas are not well allocated, and are usually foundin the city centre, which can 
consume natural habitat and agricultural lands.These are just some of the negative aspects of traffic 
that require strategies for the development of sustainable transport.
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As the purchase and usage of cars expanded over the last 30 years, the problems caused by additional 
increase in traffic became accordingly bigger, and they were usually solved by trying to provide new 
roads. This has led to further congestion, where new roads are not contributing to the reduction of 
traffic, but rather to its increase. 

One of the ways of solving the existing problems can be found in the principles of sustainable trans-
port. Larger, spacious cities should promote forms of transport other than automotive, such as pedes-
trian, bicycle and public transport. To reduce the number of parking spaces all over the cityit is advised 
to park in public garages. Solving traffic problems in central city areas includes solving suburban traffic 
problems, which implies dislocating the cars from the central areas)such as building highways or a ring 
road, and construction of Park & Ride system. Park & Ride system intends the construction of parking 
lots, where drivers from peripheral areas leave their cars and continue their way to the urban areaby 
public transport. There was an attempt in Belgrade with the parking at the Hyatt Hotel, which ended 
up a failure as it wasn’t used as much as it was hoped.

Citizens are often concerned about the chaotic situation in which is found the traffic of today. Faced 
with this reaction, the authorities in charge must educate the drivers and involve them in the imple-
mentation process. Some ways of encouraging citizens to engage and accept sustainable forms of 
transport are the abolition of taxing eco vehicles and increase in fuel prices, or charging cars entering 
the urban area. It is also very important to establish close cooperation with the media and to allocate 
sufficient funds to finance an effective marketing strategy. A variety of means could be used: leaflets, 
broadcasting, web sites, so that the whole public is well informed of this growing problem. Citizens 
often forget the traffic difficulties that existed prior to the implementation of a project, so it is good to 
document every stage of implementation, in order to monitor improvements achieved by the project. 
That type of marketing can help to win the support of citizens for some future projects. Advantages 
that sustainable transport brings are primarily healthier life for the whole community, less noise, less 
pollution, and a greener city. And we all know that a green city is a happy city. It is clear that people are 
initially worried with the changes, but continuous information about the benefits of the results lead to 
the establishment of healthier life habits of citizens and acceptance of sustainable transport develop-
ment as a common good.

EDUCATION AS AN ESSENTIAL PRECONDITION FOR THE DEVELOPMENT OF SUSTAINABLE 
TRANSPORT

Adjustment of traffic areas on behalf of environmentally friendly traffic is technically challenging and 
politically sensitive in urban areas that already have congestion problems. It is necessary to develop a 
comprehensive communication strategy and consultation at the very beginning, because the adapta-
tion of traffic areas can be rejected by the public opinion. It would be useful to show the link between 
the objectives of the future projects, and national and European policy guidelines for sustainable de-
velopment. Civic education from an early age is very important to raise awareness of the significance 
of sustainable transport, as a part of the sustainable development ideology. In that ages people acquire 
main habits which define the future behaviour.

Copenhagen in the 60-ies of XX century went in realization of the project, which included reducing 
traffic congestion in the city center and the conversion of parked vehicles clogged squares in spaces for 
pedestrians. Initially, the project was met with open discontent of citizens. Ten steps that followed the 
implementation of the project led to its achievement and Copenhagen is now called “The pedestrian 
city”. The city turned its traditional main street, Stroget, into a pedestrian zone in year 1962. After Stro-
get street,they gradually added more pedestrian streets, linking them to the streets that were previ-
ously converted into a pedestrian or cyclist. To preserve a stable volume of traffic, the city has reduced 
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the number of cars by eliminating cars in the parking lots at the rate of 2-3% per year, so that in 10 years 
they could have managed to reduce the number of parking spaces for 600 vehicles. City has formed 
a new bike paths and extend existing ones. Currently, 34% of Copenhagen residents who work in the 
city, use a bicycle to come to work. The city ,in 1995., presented “City – bicycle system” that allows any-
one to borrow a bike from one of the stations in the city for a small deposit in the form of change. Upon 
completion of the route, the bike is simply left on a 110 bike - stations located around the city center 
and then the money is returned. The key for success of the transformation of the city center lies, with 
no doubt, in the gradual introduction of a drastic changes and continuous education of people about 
the benefits of this system. This approach gave residents time to adjust and to change their habits, and 
to start to walk, ride bike and use public transport, instead of driving a car park.

This is the positive example that many of the countries from East and South Eastern Europe should 
emulate on their path to sustainable development.
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Abstract

Our paper consists of four sections, all dealing with creative ways in using Knowledge Economy on 
sustainable development of the countries from East and South Eastern Europe.

First part is introduction which will be exploited to show the need for development and ways to obtain 
it in the best way possible.

Second part is named “Part I” and will elaborate the main ideas of Knowledge Economy, never neglect-
ing the tremendously important role of Innovation in it. Reading this section will provide one with 
some basic definitions, graphs and diagrams, making it easy to see the idea standing behind it.

Third part deals with a real-life problem/situation being solved by applying the principles in the field of 
Knowledge Economy. This is due to the need to show how important Innovations in this section could be.

Last but not the least, authors shall suggest a conclusion by summing up some of the highlights of the 
previous work and point-out the basic idea at the very end.
 

INTRODUCTION

The heart and soul of Knowledge Economy is the constant striving for innovation, and the source of its 
strength is education. In the present-day, the comparative advantage one country holds over the other lays 
in the knowledge-level competitiveness.1 

Currently we are all witnessing a collision of two worldwide movements: on one part there is an ir-
refutable presence of globalization and internationalization; whereas on the other one there are both 
financial2 and world economic crisis. In such times, for a problem such as insufficient development in 
parts of East and South Easter Europe, a solution is being offered: investments into innovations in the 
field of Knowledge Economy.
 

PART I

Human knowledge represents a dynamic category, evolving alongside both science and technology 
each day. As a direct consequence, existing knowledge is easily becoming outdated; in other words 
even useless. This is the main reason for the emerging importance of the Innovation in the field of 
Knowledge Economy. 
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The very idea of “Knowledge” was familiar to many philosophers. One of the first to deal with trying to 
explain it was Plato. He perceived it as the existence of provability, truthfulness and a subjective belief. 3 
Today, the definition is slightly different. In the Knowledge Economy, under the term mentioned above, 
we usually consider not only the collection of useful information, but part of the services (product), as 
well. Knowledge, on the other hand, represents the result of the learning process. It is a significant ele-
ment of the organizational structure. It also represents the critical factor of sustainable development. 
When learning is purposeful, creativity blossoms. When creativity blossoms, thinking emanates. When 
thinking emanates, knowledge is fully lit. When knowledge is lit, economy flourishes.4

In society the term “knowledge” appears as an asset, but compared to the physical asset, it could come 
up in two manners: in the shape of an input (competence, skill, etc.) or as an output (Innovation, patent 
etc.). Knowledge Economy uses knowledge as a highest-class commodity; as a main mean of produc-
tion and a source of competitive advantage in every market.. In this sence it could be:

Used (manufacturing process)•	
Purchased on the market (employing workers, buying-out the patents etc.)•	
Archived (libraries, data bases etc.)•	 5 

For us, all three types are equally important. Why? It is simply because in each there is room for im-
provement by enchasing its value while innovating it. Innovations are based on multidisciplinary, syn-
thetized and complex knowledge. They come to life as the results of RD6 projects, which usually have 
scientific character. Strategic innovations, as the one we will present bellow, are characterized by its 
capability to change previously established behaviors in certain industry branch, specific environment 
or some segment of the market. 

Strategy of stimulating innovational ideas consists of three phases:
Generating the ideas1.  (defining the searching area; coming up with the ideas; forming, browsing 
and testing the ideas)
Accepting the ideas2.  (examining and verifying the ideas; bringing decisions regarding accepting 
them)
Realization of the ideas3.  (distribution of the ideas to the person interested in it; realization of the 
ideas, noting the effects)7 

It has been widely perceived that well-combined: intuition, experience, knowledge and reality, gener-
ate a high-profile realization of entrepreneurial ideas and Innovations. All of these components must 
work jointly; without one another- the chance is not being made, problems are not being solved, dan-
gers are not being anticipated and most importantly, Innovations are not being created. Therefore, 
Economic growth is being held back. 

Knowledge Society

The structure of the “Knowledge Society” was firstly presented to the world by the World Bank Institute, 
as a part of the “Knowledge for Development” program. It consists of: long-run investments in edu-
cation, development of innovational capabilities, modernization of the informational-communication 
structure and efficient legal-economic framework that is supposed to stimulate Innovation, entrepre-
neurship and sustainable economic development. 

Technological changes, at first slow, in latest years managed to improve the capacity for innovation 
in the computerized areas of all kind. They made the information flow possible and easier than ever. 
Now the information is, as mentioned many times nowadays, the main resource and the most valuable 
one, yet available instantly to everybody. Before such days would come, managers fought strongly to 
control information, as their authority was based upon them. 
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The main advantage of the “New Economy”, which is another name for the Knowledge Economy, is 
that: by making the information flow possible for larger amount of people, everybody gains. By ex-
changing information, the multiplication process is being set in mode. The time has come for less de-
veloped countries (such as Montenegro, aside from the others in East and South Eastern Europe) to 
take advantage of this situation. 

“Weightless” economy could our main goal when making development strategy:

Figure 1, diagram: „Knowlegde revolution“

In the following text, we are about to explain some of the latest trends in exploiting “weightless econ-
omy” for the benefit of the economy of development on the sample of Montenegro, as one of the 
countries of the region specified in the topic.

PART II

The emergence of the Internet into a full-blown international communication system has drastically 
reduced the costs of operating and transacting on a global scale. By 2005, journalist Thomas Fried-
man wrote an influential book declaring the world was now “flat”, by which he meant that the Internet 
and global communications had greatly reduced the economic and cultural advantages of developed 
countries.8

Information becomes the most important resource in the data driven societies of the 21st century. Ef-
ficiency and reliability made the Internet become a vital medium of economic and societal activity and 
development. Therefore, the countries of East and South Eastern Europe need to realize the potential 
of this type of use of information and communication technologies. 

In order to address the structural weaknesses in Europe’s economy, the European Union (EU) has de-
veloped the Digital Agenda strategy for a flourishing digital economy by 2020. The overall aim of the 
Digital Agenda is to deliver sustainable economic and social benefits from a digital single market based 
on fast and ultra fast internet and interoperable applications. 

Along these lines, South East Europe (SEE) has identified establishment of Information Society as a key 
regional development priority. The Regional Cooperation Council (RCC) has recognized it in its Strategy 
and Work Programme 2011–2013.



90

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

RCC’s ultimate goal is to support advancement of ICT development in the region. To this end, the or-
ganisation provides a platform for enhancing cooperation between the eSEE initiative and other rel-
evant economic and social development regional initiatives.

When it comes to Montenegro, information and communication participated in the GDP for 2011 with 
5,1% which is more than financial and insurance activities with 4,1%, as well as manufacturing with 5% 
in the GDP structure in that year. 

On the other hand Montenegro has shown an excellent example of achieving benefits of information 
technologies, through identifying opportunities for global success of its Country code top-level do-
main (ccTLD) – domain .Me.

Bearing in mind multitude of meanings and word combinations that can be formed with .Me, thereby 
creating attractive and innovative web site names, the Government of Montenegro has made use of 
the domain available to all interested users worldwide. The project started in November 2007, and a 
Montenegrin joint venture doMEn, d.o.o was chosen for Registration agent of the project. From the 
very beginning, it was evident that this was a great move, which is best illustrated by the fact that do-
main. Me was the fastest growing in Europe, among others ccTLDs. Rapidly it became one of the most 
desired domain extensions on the Net.

Furthermore, it is not only in great demand, but many of domain names also reach a very high price. 
Some domains were sold at the price of tens of thousands of dollars, such as Interst.me, Date.me, In-
sure.me etc. This is so called Premium Domain name program, created to enable sending of striking 
and memorable brand messages for its users, worldwide successful businesses, as well as start-ups. On 
the other side, even the most popular web sites such as FaceBook, Yahoo and Word Press, are using the 
advantage of domain .Me for shortening URLs. 

As a result, domain .Me has shown to be one of the most successful exporting products of Montenegro. 

Figure 2, map: „Domain names under the national ccTLD – Market Penetration“

This map represents European countries according to the number of domain names registred under 
the national ccTLD per hundred residents in the country. 
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Furthermore, the owners of .ME come from more than 200 countries. Users are able to create personal-
ized and authentic names, with the vast use of the word “me” in English, so it is not surprising that more 
than a half of the registrants are from the USA, and about 8% live in the UK.

CONCLUSION

Social and economic development in recent years is characterized by the abandonment of some of the 
old forms of business, and it turns towards the enduring values   - information, knowledge, technology 
development. “Knowledge society” represents a society where knowledge becomes the main factor for 
explaining economic growth along with the capital and labor. Innovation arises from ongoing circles of 
exchange, where information is not just accumulated or stored, but created.

Good implementation of these postulates is characteristic of developed countries. However, it is very 
important that this is one of the fields in which developing countries can be equal competitors, and 
achieve the intended level of development. Therefore, East and South Eastern Europe countries can 
take the advantage of it, by planning its sustainable development on the basis of these guidelines, 
because “Never before in history has innovation offered promise of so much to so many in so short a time.”9
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Abstract

This paper presents the definition of Knowledge Economy, highlighting its four critical requisites (four 
pillars), Education and Training, Information Infrastructure, Economic Incentive & Institutional Regime, 
Innovation Systems, as well as actions that can be put into effect to develop them. The paper also pres-
ents the Knowledge Assessment Method (KAM) and refers briefly to the criteria on which it assesses 
the subject countries. Finally, the paper presents empirical examples and studies that prove that the 
development of knowledge positively affects economic growth.

KNOWLEDGE ECONOMY

The knowledge economy is the use of knowledge technologies to produce economic benefits as well 
as job creation. The phrase was popularized by Peter Drucker as the title of Chapter 12 in his book, „The 
Age of Discontinuity“, and with a footnote in the text, Drucker attributes the phrase to economist Fritz 
Machlup and its origins to the idea of „Scientific management“ developed by Frederick Winslow Taylor. 
If we try to define Knowledge Economy we come across definitions like:

“... one in which the generation and exploitation of knowledge has come to play the predominant 
part in the creation of wealth. It is not simply about pushing back the frontiers of knowledge; it is also 
about the most effective use and exploitation of all types of knowledge in all manner of economic 
activity”
(DTI Competitiveness White Paper 1998).

“ economic success is increasingly based on upon the effective utilization of intangible assets such as 
knowledge, skills and innovative potential as the key resource for competitive advantage. The term 
“knowledge economy” is used to describe this emerging economic structure”
(ESRC, 2005).

“the idea of the knowledge driven economy is not just a description of high tech industries. It describes 
a set of new sources of competitive advantage which can apply to all sectors, all companies and all 
regions, from agriculture and retailing to software and biotechnology” 
(New measures for the New Economy, report by Charles Leadbeater, June 1999).

“the knowledge society is a larger concept that just an increased commitment to R&D. It covers every 
aspect of the contemporary economy where knowledge is at the heart of value added – from high tech 
manufacturing and ICTs through knowledge intensive services to the overtly creative industries such 
as media and architecture” 
(Kok Report, 2004)
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As we can see there are numerous definitions for what came to be called Knowledge Economy. Defin-
ing the knowledge economy though (or knowledge-based economy) is a fairly difficult task: Such a 
definition implies several levels:

production of knowledge by steady innovation;•	
dissemination of knowledge to all members of society; •	
intensive use of scientific knowledge in every area of life (in technology and organization more •	
particularly);
society training for this type of economy through an education and training system based on in-•	
novation and research;
emergence of dynamic, internationalized markets•	

Science, technology and industry policies have to be formulated to maximize performance and well-
being in a ‘knowledge-based economy’, which is directly based on the production, distribution and use 
of knowledge and information. There are many economies that make use of knowledge, but only few 
‘knowledge-based economies’. 

Knowledge and information are no scarce resources. Once the information is used, it is available 
to others to do likewise. What is, however, scarce is the capacity to use it in meaningful ways. A 
lot of information brought together may be more than just a sum-total, it may generate new ideas 
and knowledge. Some kind of knowledge can easily be reproduced and distributed, but some other 
(tacit knowledge) cannot be transferred from one organization to another or from one individual to 
another. Knowledge can also spill over from one firm or industry to another, with new ideas being 
used repeatedly at little extra cost. Such spillovers can ease the constraints placed on growth by the 
scarcity of capital. 
 

KNOWLEDGE ECONOMY FOUNDATIONS

Education and training

Actions that could boost education and consequently lead into the formulation of a Knowledge Econ-
omy would include: 

Introduction of internet connections to all schools and correct training regarding its use.•	
Educational software development.•	
eLearning – virtual lessons for university and pre-university classes.•	
Investment into state databases with access for every student.•	

Information Infrastructure

A dynamic information infrastructure-ranging from the radio to the internet is required to facilitate 
the effective communication, dissemination and processing of information. Some possible ways to 
strengthen the country’s infrastructure would include:

Development of digital transmission means (optic fibers), and technical upgrades of the existing •	
network.
Guaranteed safety of the data transmission throughout the country’s network.•	
Lower data transmission costs.•	
Issue free wireless network access in central areas.•	
Force communication companies to buy the license for zonal telephone services through an auc-•	
tion to decrease the cost.
University networks being able to support multimedia communication.•	
Integration of a national campus network into the European virtual campus.•	
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Economic Incentive & Institutional Regime

A regulatory and economic environment that enables the free flow of knowledge, supports investment 
in Information and Communications Technology (ICT), and encourages entrepreneurship is central to 
the knowledge economy. Actions taken in that direction would be:

A legal framework favoring e-commerce development in accordance with EU legislation.•	
Strict application of the intellectual property laws to protect the information society.•	
Strict legislation regarding electronic payment fraud.•	
Development of laws protecting private data and data transmission.•	
Consider policies which attempt to pro-actively adjust the structure of production in the econ-•	
omy, in pursuit of social and economic development. Policy proposals and intervention should 
be judged against the criteria of structural impact before implementation, to ensure that they 
contribute positively to shifting the structure of production towards more knowledge intensive 
activities.

Innovation System

A network of research centers, universities, think tanks, private enterprises and community groups is 
necessary to tap into the growing stock of global knowledge, assimilate and adapt it to local needs, and 
create new knowledge. Actions that point to that direction:

Participation in research networks, virtual laboratories/teams, virtual institutes.•	
Development of partnerships between the public and private sector to better utilize the IS tech-•	
nology.

THE KNOWLEDGE ASSESSMENT METHODOLOGY

The transition to a knowledge economy requires long-term strategies to develop the four Knowledge 
Economy pillars mentioned above. This means that countries need to act upon developing appropriate 
policies and investments to give direction to their ambitions. To ease this process the World Bank Insti-
tute’s Knowledge for Development Program has developed the Knowledge Assessment Methodol-
ogy (KAM) which is an online tool that provides a basic assessment of countries’ and regions’ readiness 
for the knowledge economy. 

The KAM consists of 148 structural and qualitative variables for 146 countries to measure their per-
formance on the 4 Knowledge Economy (KE) pillars: Economic Incentive and Institutional Regime, 
Education, Innovation, and Information and Communications Technologies. Variables are normal-
ized on a scale of 0 to 10 relative to other countries in the comparison group. The KAM also derives a 
country’s overall Knowledge Economy Index (KEI) and Knowledge Index (KI).

The Knowledge Economy Index (KEI) is an aggregate index that represents the overall level of devel-
opment of a country or region in the Knowledge economy. It summarizes performance over the four 
Knowledge Economy pillars and is constructed as the simple average of the normalized values of the 
12 knowledge indicators of the basic scorecard. The basic scorecard can be thus seen as a disaggre-
gated representation of the Knowledge Economy Index. 
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Rank Country KEI KI

Economic 
Incentive 
Regime Innovation Education ICT

17 Austria 8.61 8.39 9.26 8.87 7.33 8.97

27 Hungary 8.02 7.93 8.28 8.15 8.42 7.23

28 Slovenia 8.01 7.91 8.31 8.50 7.42 7.80

30 Italy 7.89 7.94 7.76 8.01 7.58 8.21

33 Slovak Republic 7.64 7.46 8.17 7.30 7.42 7.68

35 Cyprus 7.56 7.50 7.71 7.71 7.23 7.57

36 Greece 7.51 7.74 6.80 7.83 8.96 6.43

39 Croatia 7.29 7.27 7.35 7.66 6.15 8.00

44 Romania 6.82 6.63 7.39 6.14 7.55 6.19

45 Bulgaria 6.80 6.61 7.35 6.94 6.25 6.66

49 Serbia 6.02 6.61 4.23 6.47 5.98 7.39

57 Macedonia, FYR 5.65 5.63 5.73 4.99 5.15 6.74

69 Turkey 5.16 4.81 6.19 5.83 4.11 4.50

70 Bosnia and Herzegovina 5.12 4.97 5.55 4.38 5.77 4.77

82 Albania 4.53 4.48 4.69 3.37 4.81 5.26

The data presented on the above table were exported from the online KAM tool on the World Banks 
website. It presents the ranking of south-eastern European countries based on their Knowledge Econ-
omy Index and Knowledge Index. KAM can make comparisons between 148 countries (KAM 2012) 
and as we can see the targeted countries are ranked between 17 and go all the way down to 82, al-
though most countries’ rankings are concentrated between 27 and 49. 

KNOWLEDGE AND ECONOMIC DEVELOPMENT

In this section we are trying to prove that economic development derives from the aspects of Knowl-
edge Economy through empirical examples.

Population Education

Since we are studying the effect of Knowledge Economy on economic development, as the word 
knowledge implies, having an educated society definitely affects the overall development of the coun-
tries production. Education is what makes people able to assimilate Knowledge, whether it is technical 
education which affects technological innovation or a broad spectrum education which will in turn 
result in demands for more sophisticated products. This in turn will drive the producing companies to 
design more sophisticated goods to match their target groups demands. 

Long-run studies started including a measure of the so called „human capital“ in the past few years. 
Barros research serves as an example. Barro (1991) used cross section data for 98 countries, regarding 
school enrollment rates in primary and secondary levels, from 1960 to 1985, and concluded that both 
enrollment rates had significant effect on growth of per capita real GDP. Hanushek and Kimko (2000) 
approached the subject from a different angle. They focused on education quality rather than enroll-
ment rates and, they as well, using international test scores as a proxy, concluded that education qual-
ity does affect economic growth.
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Innovation System

As indicated by economic theory, technical progress is a key aspect of productivity growth. Technical 
progress though, is achieved with innovations. An innovation system is consisted of a network of insti-
tutions and rules that influence the way by which a country acquires, creates, disseminates and uses 
knowledge. Such institutions are the universities as well as public and private research centers. When 
regarding the production of knowledge, the government plays the part of such an institution as well.

How effective an innovation system is depends on the rise of research and development (R&D). R&D 
is the driving force of the creation of new products hence new knowledge. The OECD defined R&D to 
‘‘comprise of creative work undertaken on a systemic basis in order to increase the stock of knowledge 
and the use of this stock of knowledge to devise new applications’’. There have been numerous studies 
that proved that innovation and the generation of technical knowledge positively affects economic 
growth (Lenderman and Maloney 2003, Guellec and van Pottelsberghe 2001 and more).

Currently more than 60 percent of patenting takes place in industrialized countries. The difference in 
production of technical knowledge between the developed and developing countries is even bigger 
than the difference in their income. That alone indicates the positive effect that R&D has in economic 
growth.

Information Infrastructure

Information and communications technologies (ICTs) are the foundations of knowledge economy, 
since due to their low usage cost they allow the transfer of knowledge bypassing geographical bound-
aries. Therefore, international buyers and sellers are able to share information and increase competi-
tiveness which in turn results in a more efficient global marketplace. The level of ICTs infrastructure not 
only affects the performance of manufacturers and consumers, but also individuals and the way they 
work, acquire knowledge or even communicate. 

Numerous studies, over the past decade, have shown that both ICT production and ICT usage contrib-
ute to economic growth. ICT producing sectors have experienced major technological advancements 
which resulted in increases in total factor productivity. For the non-ICT producing sectors, investments 
in ICT have resulted in an increase in labor productivity.

Economic and Institutional Regime

The Economic and Institutional Regime needs to provide the economic agents with incentives for the 
creation and use of knowledge, so transparent competition and regulatory policies are necessary. The 
regime should be open to international trade, promoting competition and in turn encourage entre-
preneurship. For such a regime to exist, corruption in the legal system and the government must be 
extinct. Only this way can proper commerce and property rights protection rules be set. These rules will 
provide scientists with the incentive they need to create new technological knowledge and thus aid in 
the country’s economic growth.
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SOME QUANTITATIVE ASSESSMENTS ON THE ROLE OF CREATIVE

INDUSTRIES IN EAST AND SOUTH EASTERN EUROPE

- THE KEY TOWARD A SUBSTAINABLE KNOWLEDGE ECONOMIES

Astract

Nowadays, the roles of creative industries areincreasingly important for the knowledge-based economy 
as it produce knowledge, cultural goods with very high export value. Considering the official definition 
of the creative industries are those industries which have their origins in individual creativity, skills and 
talent and which have potential for wealth and job creation through the generation and exploitation 
of intellectual property. Moreover, their sub-sectors range from software, architecture, design, game, 
film, advertising, to any form of knowledge and arts. Obviously, those countries in East and South East-
ern Europe should explore the potentials of creativity as a new, major driver of competitiveness in the 
new economic era. In fact, studies regarding the emerging creative industries in this region have been 
developing since the beginning of the 2000s. The result of the increased awareness on the importance 
of the Creative Industries for the development of their economies has grasped so much attention from 
policy makers and key players to build a healthy and substantial Creative Economy. In conclusion, the 
impact of the creative industries on the base of the Knowledge Economy is so clear, thus, the quantita-
tive assessment on the role of creative industries is a key foundation for policy outcome toward the 
sustanable Knowledge Economy. Therefore, the research paper aims to use the quantitative method- 
statistics with software SPSS to produce the essential assessment for the development of Knowledge 
Economy in East and South Eastern Europe.

Key worlds: creative industries, the substantial Knowledge Economy, Creative Economy, the quantitative 
method.

1. INTRODUCTION

The role of creativity and of creative people in the knowledge economy is gaining increasing attention.
Moreover, data gathered by various agencies in the countries from East and South Eastern Europa (EE 
and SEE) suggests that sectors which produce symbolic and provide employment to a growing num-
ber of people (European Commission, 2009). Most often these sectors called “creative industries”. My 
research is based on measuring contribution of creative industries to capture growing role of creativity 
in driving economic and social development, especially, the knowledge economy for the Eastern and 
South Eastern Europe countries.

The papers provide “a picture” about what these countries have made in the process of building the 
creative industries in 2001-2011, in addition, quantifiable contribution to the national economies. This 
includes how much the creative industries contribute to Gross Domestic Product (GDP); Productivity 
and Profitability; value of export by sector creative industries.
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According to UNCTAD’s definition, the creative industries:
are the cycles of creation, production and distribution of goods and services that use creativity and •	
intellectual capital as primary inputs;
constitute a set of knowledge-based activities, focused on but not limited to arts, potentially gen-•	
eration revenues from trade and intellectual property rights;
comprise tangible products and intangible intellectual or artistic services with creative content, •	
economic value and market objectives;
stand at the crossroads of the artisan,services and industrial sectors and•	
constitute a new dynamic sector in world trade.•	

Figure 1. Classification of creative industries in Eastern and South- Eastern European countries
from UNCTAD definition

Source: UNCTAD

2. METHODOLOGY AND DATA

The papers proposes an approach for the measurement EE and SEE creative potential for determin-
ing its capacity to attract and develop creative human capital. We define contribution of the creative 
industries to national countries prin indexs: value added to Gross Domestic Product; Productivity and 
Profitability by Creative indutries; total export value of creative goods – added to GDP:

Value added to Gross Domestic Product (% of GDP) is the net output of creative industries after •	
adding up all outputs and subtracting intermediated inputs. It is calculated without making de-
ductions for depreciation of fabricated assets or depletion and dgradation of natural resources.
Productivity of creative industries is defined by the ratio which between value added and employment •	
costs. It is considered as an average measure of the efficiency of production of the creative indutries.
Profitability of creative indutries is defined as operating margin,also known as operation income •	
margin, operating profit margin and return on sales- is the ratio of operating income divided by net 
sales, in percent. That is the way to look at the net profits of the business in the creative indutries.

As the final steps in the analysis, looking at the relationship between how a country scores on the ECI 
and its recent performance or trend. To do so, developing the Euro- Creativity Matrix ( apply with soft-
ware SPSS). The Euro-Creativity Matrix is essentially a two-by-two chart that compares the ECI score to 
the Euro- Creativity Trend Index. It enables us to position the EE and SEE nations in European context 
and also postion them in the future. The classification of the countries analysed in four different cat-
egories: Leaders, which are countries with developed creative economies and with high growth rates 
in creative potential; Up and Coming, which are countries with lower European Creativity Index scores, 
but with higher growth rates; Losing ground, which are countries with relatively high European Creativ-
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ity Index scores, but cannot sustain the growth of their creative capabilities; and Laggards, which are 
countries with low scores for their European Creativity Index and with low rates of creative growth.

The resulting indexes establish a quantitative base of policy makers in their efforts to prove the value 
of the creativity industries in EE and SEE countries.

3. KEY EVENT IN THE EVOLUTION OF THE CREATIVE INDUSTRIES IN THE COUNTRIES 
FROM EAST AND SOUTH EASTERN EUROPE 

In most EE and SEE countries, the task of developing creative industries policies has been assigned to 
the division of the national administration that is responsible for the protection and development of 
culture. The potential discovered and the increasing need to find new economic alternatives, found 
fertile ground in their brand new government structures for whole new policy developments. Oviously, 
the governments have begun to measure the size and scope of the creative industries as an important 
index of economic health. Studies regarding the emerging creative industries in EE and SEE countries 
have been developing since the beginning of the 2001s’. Additionally, mapping creative industries 
documents were developed and have been carried out in EE and SEE countries, as a result, increasing 
awareness on the importance of the creative industries for the development of their economics, has 
reached policy and key players; first step in the builiding of a healthy creative economy. On the other 
hand, yet in fact, subsequent to the mapping endeavour have brought no considerable progress, and 
the creative industries sector’s position in the national economy is still largely undefined. Besides,t he 
creative industries concept is very cautiously received in transitional countries. Moreover, conflation of 
market and consumer oriented creative industries with traditionally elitist cultural policy can create a 
rather conflicting mix. Therefore, it is difficult to generalize about these states of the creative industries 
in economies in trasition. 

From the reasons above, it is neccesary to determinate pariticular indexes with aim to find and resolve 
the problem from EE and SEE countries in process of developing the creative industries. 

Figure 2- Key event in the evolution of the creative industries in the countries from East
and South Eastern Europe 2001- 2009 
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4. CONTRIBUTION OF CREATIVE INDUSTRIES (CI) TO ECONOMY OF EE AND SEE COUNTRIES

4.1. Value added to national GDP

Table 1- Value added of creative indutries to national GDP in EE and SEE countries , 2003

Value add to national GDP (%)
Bulgaria 1.2
Cyprus 0.8
Czech Republic 2.3
Greece 1.0
Hungaria 1.2
Poland 1.2
Romania 1.4
Slovakia 2.0
Slovenia 2.2

Source: Economy of Culture in Europe, prepared by KEA European Affair, Turun Kauppakoreakoulu Turku School of Economics for the 

European Commission, Directorate-General Education and Culture, 2006.

In terms of the respective national economies, the value added to their GDP by the creative industries is 
highest in Czech Republic, Slovenia, Slovakia in EE and SEE countries which all above 2.0%. Meanwhile, 
value added in Cyprus and Greece is lowest which under 1.0%. In comparison to other industries sec-
tors, the creative industries contribute significantly in economies, this is particular true for the economy 
as Czech Republic, Slovenia, Slovakia or Romania. There are few other sectors which contribute more 
than 2.0 % to the national GDP.

4.2. Contribution of creative industries to other industry sectors

The effect of creative indutres on other sectors has diffenrences among those countries. In fact, Greece, 
CI doesn’t affect on others. However, CI in Czech Republic’s economy, has a strong influence on Food, 
beverages and tobacco with the high point – 2.8% and also in Poland with a highest contribution 4.7 %, 
besides, in Slovenia, on Chemical, man-made fabrics with 3.4%. Therefore, creative industries also have 
the substantial contribution to other sectors in economies of EE and SEE countries.

Tabel 2- Contribution of creative indutries to other industry sector in SEE and EE countries, 2003

Food, 
beverages & 

tobacco
Textiles

Chemicals & 
man-made 

fabrics

Rubber
&

 plastic

Machinery
&

equipment

Real 
estate Computer

Cultural & 
creative 

sector
Bulgaria 2.2 2.0 1.1 0.4 1.3 0.4 0.3 1.2
Cyprus 2.7 0.4 0.5 0.3 0.2 0.0 0.6 0.8
Czech Republic 2.8 1.0 1.3 1.5 2.3 1.4 1.2 2.3
Greece 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0
Hungary 2.9 0.0 1.9 0.9 1.2 1.8 0.8 1.2
Poland 4.7 0.8 1.4 0.9 1.2 1.3 0.6 1.2
Romania 1.9 2.1 0.8 0.5 1.0 0.5 0.5 1.4
Slovakia 1.5 0.7 0.6 0.9 1.5 0.5 0.6 2.0
Slovenia 2.0 1.3 3.4 1.4 2.2 0.4 0.8 2.2

Source: Economy of Culture in Europe, prepared by KEA European Affair, Turun Kauppakoreakoulu Turku School of Economics for the 

European Commission, Directorate-General Education and Culture, 2006.
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4.3. Productivity and Profitability

4.3.1. Productivity

Figure 2 - Productivity of creative indutries in EE and SEE countries, 2003

Source: Economy of Culture in Europe, the European Commission, Directorate-General Education and Culture, 2006.

From the figure above, although the value of creative indutries to national GDP in Romania and Hunga-
ry and is low but these countries have high productivity, even Romania has productivity index- 3.06% 
which is highest in European countries in which include western countries that have creative industy 
development. Moreover, others in EE and SEE also have high produtivity index. This demonstrates that 
EE and SEE, especially, Romania have potential creative industries. If these countries have the policies in 
developing creative industries, definitely, CI will be one of the most important in EE and SEE countries.

4.3.2. Profitability

Figure 3 - Profitability of creative industries in EE and SEE countries, 2003 (%)

Source: Economy of Culture in Europe, the European Commission, Directorate-General Education and Culture, 2006.

Profitability is proportional to Productivity, thus, Romania also have highest operating margin that is 
not only in EE and SEE countries but also in European countries. As we can see that IC brings a high net 
revenue for business owners in EE and SEE countries.
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4.4. Export of creative industries

In recent years, creative industries have been among the most dynamic sectors in global trading sys-
tems. The average growth rates of creative services are increasing faster than those of other more con-
venitional services. Obviously, we can see that from figure.4 below, export of creative industries con-
tribute significant to their GDP, the highest is 1.88% GDP in Czech Republic, Slovenia with 1.33%.

Figure 4 - Contritubtion export of creative indutries to GDP ( % of GDP) in EE and SEE countries, 2011.

Source: calculate based onUNCTAD available at: http://unctadstat.unctad.org/TableViewer/tableView.aspx?ReportId=14773

Considering with the period from 2002 to 2011, creative industries is also sensitive to the crisis period, 
in which, in those countries , values of creative industries in export dropped down, especially in lowest 
point in 2009. However, Monternegro starts measuring value of creative indusries in export with low 
growth rate.On the other hand, in 2011, showing signs of growing again with the highest growth rate 
is 20% in Bosnia, Moldova and Hungary, on the contrast, Greece, Monternegro, Albania, Armenia con-
tinue declining but this is with low rate.
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Figure 5 - Growth rate of exprot in EE and SEE countries by creative industries 2002-2011

Source: calculate based on UNCTAD available at: http://unctadstat.unctad.org/TableViewer/tableView.aspx?ReportId=14773
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5. THE COUNTRIES’ MOVEMENT IN THE SHORT-RUN TRENDS ON THE WAY OF BUILDING 
CREATIVE INDUSRIES 

Figure 6 -The Euro - Creativity Maxtrix - database on 2006

Source: calculate based on “Creativiy and Prosperity: The Global Creativity Index”

In the next years, EE and SEE’s position are: 
Leaders are Hungary. Their competitive position overall is as good, are proving successful and are •	
likely continue to do well.
Up and Comers- most EE and SEE countries in this case- have lower ECI scores but relatively high •	
rates of creative growth. Their position is improving.
Poland , the country in Laggards, have low ECI and low rates of creative growth. Poland will find it •	
hard to compete in the European context and also Global context. It means that the nation appear 
to be in a difficult position.

Most nations from Western Europe are in Losing Ground- they have relatively high ECI scores but are 
falling to sustain growth in their creative capabilities. They are falling behind in competitive terms.

  EE and SEE have a huge potential in the future in process of developing the creative indutries based 
on avantage competiveness with countries in Western Europe.



106

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

6. CONCLUSION

By promoting creative industries as major development in the region, the countries in EE and SEE have 
value significant of CI in economies. Especially, Romania have a potential development of CI mean-
while. Hungary, Czech Republice, Slovenia, Slovakia have high value of CI in all indexes considered. 
If these countries have the right policies in developing creative industries, definitely, CI will be one of 
the most important in EE and SEE countries. From analysing indexes, CI have their origins in individual 
creativity, skills and talent and which have potential for wealth and job creation through the genera-
tion and exploitation of intellectual property. In addition, to realize this latent advantage that stems for 
their underlying attitudes and values, these nation will have to liberalize their policies to increase value 
of export in this sector. More than that, it is important to note that these countries are just beginning to 
develop the most rudimentary strategies to actually attract and retain talent, bolster their underlying 
creative capabilities and develop their people climates. Much more research is needed on the nature, 
extent and efficacy of these emerging efforts. Therefore, there is no doubt that at the EU level, creative 
industries will drive EE and SEE nations on an accelerated growth map. 
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The article is devoted to the influence of higher education on the establishment and development 
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types of higher education institutions to manage this problem. The article focuses on SWOT-analysis 
of Russian universities. In conclusion, the role of „Skolkovo“ in the formation of innovative economy is 
considered.
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We all know the basic economic contradiction about еру scarce of resources and the immensity of 
human needs. The further is society in its development, the more subtle ways of meeting the needs 
it creates. Thus, each country looks for the way to use its absolute and comparative advantages more 
efficiently. Many scientists (E. Toffler, Fukuyama, D. Bell, J. Naisbitt and others) believe that in today's 
world economic dominance of most developed countries is provided by innovative economy of a 
country which creates such economy. So, human capital has become a major factor in leadership 
which includes the educated part of the labor force, the knowledges, the tools of the intellectual 
and administrative work and other components. It should be noted that the system of education in 
general and higher education in particular play a key role in it, so creation of innovative economy 
is directly related to increasing local and international competitiveness of the national system of 
higher education.

Today, Russia is in the process of establishing innovative economy. What do we mean by innovative 
scenario of development? And why is higher school so important? From Joseph Schumpeter’s point of 
view innovation economy is an economy in which productivity is constantly being improved, increase 
in total factor productivity is observed, etc.[23] In my opinion, any processes that will lead to higher 
productivity, accelerating the growth of the Russian economy, increasing GDP per capita - is a process 
which could easily be called innovative.

Universities play an important role in development of economy, government, civil society, providing 
knowledges, skills, ideas and basic research needed to assure country's economy, social and political 
development and growth. Almost all universities recognize their mission in being the centers of educa-
tion, science and culture.

Implementation of work on organizing, planning and managing innovation activities requires proper 
staffing. Due to this fact it is necessary to establish a system of training and retraining the staff in the 
field of economics and management of innovation activity. The growing interest in the highly compe-
tent human capital, providing leadership of countries and companies in R & D, forms the establishment 
and development of close cooperation and collaboration in the system «science-education-business», 
which determines the complexity of the structure of educational institutions and design public and 
private forms of such relationships.
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To understand the mechanism of interaction between education, science and business, firstly we con-
sider the «nested doll» model of the university, which defines the university in terms of the processes oc-
curring in it, and then we trace the extent of the relationship between education, science and business.

There are four options of gathering «dolls» and, accordingly, four types of universities: project, research, 
pedagogical and «disintegrating» university. (Fig. 1) 

In project universities all 4 processes are implemented, the base of which - the projecting process. Tak-
ing into account the need for projecting research data (both empirical and theoretical), the research 
process is implemented as a providing one. Reflection of the way of work both in projecting and study-
ing as well as transferring these methods in training technology sets the third - educational process. 
Moreover, the structure combining tried and tested educational technology, project and research 
work, time, space, students, teachers, and movement in the educational services, sequence, rhythm of 
training, etc. - is the curriculum, which regulates teaching and work processes.

Fig. 1. Scheme of typology of modern universities in the process approach [10;41] 

 

 

 

 

 

 

 

 

 

Fig. 1. Scheme of typology of modern universities in the process 
approach [10;41] 
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or research, or they synthesize both of them. This is not 
surprising, because modern society requires technologies that can 
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conditions, and this is possible only by extensive and diversifield 
research topics. Thus derived technology without practical 
application is of little value (except that which can be sold). 
Much more important is to use it in practice, in this case the most 
essential becomes the relationship of education, science and 
business. This link can be discovered by using a classification 
matrix of educational institutions (Fig. 2). 
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In research universities the basic process is researching (both theoretical and applied). There are three 
processes in it: researching, pedagogical and the curriculum.

A modern Pedagogic University is characterized by development of technologies for teaching and cur-
riculum. And the universities, where there is only the curriculum, are classified as „disintegrating“.

Leading universities of the world are either a project type or research, or they synthesize both of them. 
This is not surprising, because modern society requires technologies that can assure sustainable de-
velopment of the country in the market conditions, and this is possible only by extensive and diver-
sifield research topics. Thus derived technology without practical application is of little value (except 
that which can be sold). Much more important is to use it in practice, in this case the most essential 
becomes the relationship of education, science and business. This link can be discovered by using a 
classification matrix of educational institutions (Fig. 2).
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Fig. 2. Classification matrix of educational institutions, based on the degree of interaction
with science and business [10;43] 
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Shown on Fig.2 types of educational institutions should be explained.

Thus, the peculiarity of the classical university is education based on fundamental researches. Direct face-
to-face contact of the teacher and students remains there, and the teacher is the support of scientific 
knowledge and he is simultaneously engaged in scientific activities. In such universities there is no close 
relationship between education and business, relationship of science and education dominants there.

As educational brokers there can be coordinating and moderating educational centers.

Multinational corporations are focused on „growing-up“ and constant development of human capital 
for their needs. The economic reason for the creation of corporate universities is tendency of compa-
nies to increase their competitiveness. Such schools can solve a number of problems associated with 
the appropriate training level of staff to meet the needs of companies and its subsequent employment. 
This is possible because the requirements of employers are integrated into the curriculum, at the com-
pany there are organized internships for students, professional experts are involved in the learning 
process; they teach what is necessary to implement the strategy of the company. At the same time 
corporate university is the final stage of staff’s learning process in the company. The key objectives of 
these institutions are generalization of experience and knowledges, creating a unified corporate cul-
ture and unique value system, establishing a united company’s ideology. Everything mentioned above 
gives us the opportunity to conclude that corporate universities have a close relationship with business 
and less close with science.

According to data from CUX (Corporate University Xchange), the number of corporate universities in 
the world has increased over the last 10 years from 400 to 1600. The largest of them are the «Disney 
University», «Federal Express Leadership Institute», training centre «Crotonville» of «General Electric», 
University of «Motorola» and others. [15] The greatest number of corporate universities is in the U.S.A., 
it is not by accident because not only do visionary Americans understand the benefits of this type 
of universities, but they act in the direction of active implementation as well, and the results are not 
forced to be waited for.
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One of Innovative approaches in education field of developed countries is developing new forms of 
higher education such as Open Universities, educational structure of different types of distance learn-
ing, virtual universities etc. as well as new forms of learning environment designed to minimize the 
distance and develop high-quality education system.

This becomes possible in the presence of unified information and educational space, the integral part 
of the global information network is the Internet. With this tool, you can organize and manage the 
learning process from a single center in any country. This helps to solve the problem of shortage of the 
qualified personnel and funds to maintain students, classrooms. This way of education reduces allocat-
ing resources for the printing of textbooks, its delivery to the Universities, etc.

Thus, the national University of Distance Education in Spain (UNED), assigns an equivalent qualification 
as in classical universities. «Euro PACE 2000“ is a European network of universities, which uses telemat-
ics and multimedia for education and training internationally.[3]

The most powerful educational tool of creating an innovation-based economy is innovative university 
complexes which are characterized by the strongest links in the „science-education-business“. Innova-
tive university complexes suggest:

allocating innovative activity (in addition to the scientific and educational)•	
activities related to the creation (based on high school and with its participation) of network of •	
small high-tech business enterprise;
forming the system of introducing and applying the results of innovation in educational and sci-•	
entific processes;
creating research laboratories and research centers of high-tech innovation clusters and business •	
enterprises in the real sector of the economy together with regional level;
creating coordinating infrastructure elements (boards, working groups, etc.) for integrating inno-•	
vation activity;
establishing permanent institutions needed to promote innovative products (exhibitions, con-•	
tests, fairs and associative organizations to protect the interests of innovative business).[13]

Thus, we have traced the influence of the higher educational institutions on the formation of an inno-
vative economy and we can make the conclusion that from the point of view of the process approach 
the most effective tool is project universities, and in terms of the relationship of „science-education-
business“ it is innovative university complexes.

Now we turn to the Russian system of higher education and first of all we identify which of its competi-
tive advantage can be used in the creation of innovation economy in our country.

For this we will conduct SWOT-analysis of the Russian system of higher education with regard of it ef-
fect on the formation of knowledge economy, the results of which are presented in Fig. 3.
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Fig.3. SWOT-analysis of the Russian system of higher education with regard of it effect
on the formation of a knowledge economy

Strengths Weaknesses

scientific education, its solidity and polyhistory;•	
the presence of internationally recognized disci-•	
plines (mathematics, natural sciences, information 
technologies, etc.);
cheap education (2-5 thousands $ per year);•	
liberalization of higher education;•	
an increase in funding of universities;•	
the historical significance of Soviet higher education •	
for students from developing countries;
active development of educational franchising (MBA, •	
LINK);

a inappropriateness of education and •	
the labor market;
low salaries of teaching staff;•	
lack of experience in commercializing •	
research in Russian universities;
weak infrastructure (libraries,hostels, •	
computers, Internet access, etc.);
increasing of commodification in educa-•	
tional services and education;
lack of training cycles in English, poor •	
language skills;
unresolved problem of international rec-•	
ognition of Russian diplomas and credit 
transfer;
poor integration into the European edu-•	
cational networks;

Opportunities Threatening

an effective contract with the teachers (salary in-•	
crease to a twice level of salary for the region);
Bachelor of Applied;•	
program of applied qualifications;•	
transparency of educational institutions;•	
the introduction of a minimum threshold of knowl-•	
edge quality of applicants to get a budget financing;
development of research universities;•	
student loans;•	
increase of scholarships;•	
ensuring competition between universities;•	
harmonization of quality and content standards, of •	
the educational programs in accordance with inter-
national standards (ECTS);
the development of the grant funding for Russian •	
science / education on the part of foreign and inter-
national organizations;
the development of transnational education;•	
the growth of the integration processes in the field of •	
higher education;
strengthening the interaction of higher education •	
and business, focus on the real needs;

increasing competition on international •	
education market ;
„brain drain“ from higher education, •	
both internal and external;
the loss of higher education academic •	
values, the growing influence of West-
ern culture;
the loss of university research function;•	
unsystematic support leading universi-•	
ties.

Firstly, the major competitive advantage for higher education in Russia is its scientific character, its 
solidity, its polyhistory. The fundamental nature of the educational programs that provide a deep theo-
retical background, organic combination of academic and scientific activity encourages training a spe-
cialist to the occupational mobility throughout their working life within rapid technological changes.

Secondly, the Russian mathematical and science education is recognized as the best one all over the 
world. The proof of this is the fact that many universities, research institutions, companies, corporations 
from the United States, Germany and other countries are trying to attract our physicists, mathemati-
cians and programmers. According to the academician V. Zakharov, 10-15% of mathematicians and 
physicists who teach at universities in the U.S., come from Russia.[10;86]
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The third competitive advantage is the low cost of education. Thus, education in Russian universities 
costs 2-5 thousand dollars per year, one order less than in other countries.[10;88]

Liberalization of relations in vocational education has allowed educational institutions to provide 
paid knowledge-based service that has become a reason for increasing a number of students. By 
the year 2000 compared to 1990 the number of students has increased by 67.8%, by the end of the 
2000s – in more than 2 times. Thus, mass higher education emerged in response to growing demand 
for paid training program, especially from the families whose children in the Soviet era are unlikely 
to get a higher education.[12]

Thus, academically Russian higher school has the necessary initial conditions to increase com-
petitiveness in the global education market and increase their positive impact on the formation of 
knowledge economy.

These conditions are intensified by the state policy aimed at solving problems in the field of vocational 
education. The final report of the „Strategy of socio - economic development of the country 2020“ pro-
vides for the following measures: 

Increasing salaries of teaching staff to the level of twice salary in a region;1. 
Using applied bachelor for effective combinations of getting fundamental knowledge and skills 2. 
for work;
Introducing the programs of applied qualifications which provide training at workplace;3. 
Providing availability of higher education for the „poor“, i.e. increasing scholarships for cash-4. 
strapped students to the level of a living wage, affordable student loans;
Promoting competition between universities, based on their financing in accordance with the 5. 
quality of training of graduates. This measure requires changes in the accreditation of educational 
programs, procedures of finals. This measure is aimed at increasing the reliability of assessing the 
quality of education;
Implementing the rating system of educational institutions and training programs;6. 
Extending a number of research universities at expense of the industry-leading university of trans-7. 
port and agriculture;
Increasing the standards of financing for research universities per student to attract and retain 8. 
teachers of international level;
Implementing the monitoring of career and income of graduates;9. 
Supporting the programs for developing national research universities;10. 
Supporting training of young researchers, engineers in leading international centers and companies;11. 
Organizing the exchange programs with leading countries in the field of innovative business (train-12. 
ing managers and specialists of innovative firms, workshops of leading international experts);
Supporting the complex projects for developing high-tech industries organized by companies in 13. 
cooperation with universities.[12]

These measures if they do not completely solve the problems will significantly reduce their negative 
impact.

It is important that not only does the government tend to match the structure of vocational education 
and the labor market, to develop the necessary infrastructure, to increase funding and supporting for 
research programs and universities but the state encourages international cooperation in researching, 
projecting and commercialization of research. Such cooperation in the future could be the basis for the 
international recognition of Russian diplomas.

The implementation of the project of establishing and operating the Skolkovo Innovation Centre has 
great importance in the development of the knowledge economy. [21]
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The main objectives are promotion of researches, development and commercialization of its results. [21]

The mission of the „Skolkovo“ is to create a favorable ecosystem for innovation. Scientists, designers, 
engineers and business people together with the participants of educational projects will work to-
wards competitive knowledge-based world-class developments in the five priority areas:

Energy efficiency and energy conservation;•	
Nuclear technology;•	
Space technology and telecommunications;•	
Biomedical technology;•	
Strategic computer technologies and software. [20] •	

The striking example of introducing radically new in the Russian system of higher education is estab-
lishment of the Skolkovo Open University (SOU).

Skolkovo Open University began its work on 21 April 2011. SOU is a part of the ecosystem of Skolkovo 
Innovation Centre.

SOU is Educational Program of Skolkovo Foundation which purpose is to spread the modern science 
and technology and business knowledges, and to develop creativity and to set up a network of active 
and talented young people in Skolkovo Innovation Centre.

Although SOU is called „university», SOU is not an educational institution and does not issue certificates 
of completion of training. It is an educational program. This program prepares students (graduate and 
post-graduate students) for The Skolkovo Institute of Science and Technology (Skoltech), interns to part-
ner companies of Skolkovo Innovation Centre. SOU is a source of projects for business incubators.[22]

The example of the Russian innovation university complex is the Skolkovo Institute of Science and 
Technology (Skoltech). Skoltech is a joint project of „Skolkovo“ and the Massachusetts Institute of Tech-
nology. Skoltech is an example of international cooperation in the field of innovative education.

Skoltech is a private, non-profit research institution of higher education operated by independent in-
ternational board of trustees. When it starts operating at full extent, up to 1,200 graduates and post-
graduate students will graduate per year, and the number of teachers and researchers will be 500 peo-
ple. It is expected that by 2020, Skoltech will be recognized as a world research institute.

The main objectives of the Skolkovo Institute of Science and Technology is education, advanced knowl-
edges and promotion of technological progress in order to develop new opportunities and solve the 
major issues faced by Russia and the world. [22]

Recognizing that world’s leading research universities are dedicated to solve not national but global is-
sues Skolkovo Tech is planning to establish its15 Research Centres as collaborative and multi-university 
research partnerships. Each Centre will have Skolkovo Tech faculty as the lead, and will involve at least 
one Russian and one non-Russian institutional partner, thereby opening new avenues of knowledge 
exchange between Russian institutions and universities worldwide. Funding for the Centres will ini-
tially flow from Skolkovo Tech, and will be at levels comparable to those at world-leading research 
universities. The Research Centres will be developed through a competitive proposal process involving 
workshops, white papers, requests for proposals, peer review, and selection.

To integrate Skolkovo Tech research and education components with its emphasis on innovation and 
entrepreneurship, the university will establish a Centre for Entrepreneurship and Innovation (CEI). Inte-
grating the three pillars for entrepreneurship and innovation—education, research, and commercial-
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ization—the CEI will develop mechanisms that will help Skolkovo Tech students, professors, alumni, 
and researchers to take their scientific and technology discoveries from the level of abstract ideas to 
successful products and processes in the commercial marketplace. [22]

Active interest of our state in developing the knowledge economy allows to solve the existing prob-
lems and to set ambitious goals. The Skolkovo Innovation Centre is the basis of integration of educa-
tion, science and business, both at the national and international level. Thus, it is clear that the creation 
of innovative economy is directly related to increasing local and international competitiveness of the 
national system of higher education.
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KNOWLEDGE AS COMPETITIVE ADVANTAGE 
 
 
Abstract

Increasingly, knowledge has been seen as important resource but also as subject of various areas. En-
viroment nowadays is highly competitive and companies resort to different methods for use of knowl-
edge as advantage. Experts believe that recipe for success is in emprovement of employees ’ knowl-
edge, skills, experience and creativity. This leads to the fact that more and more companies decide to 
invest in higher education of their staff. This paper presents investment in knowledge as competitive 
advantage of East and South East European countries.

Key words: knowledge, competitiveness, competitive advantage, knowledge economy, learning organization

1. TRADITIONAL ECONOMY VS. ECONOMY NOWADAYS

Global economy today is developing fast so it can’t be explained by traditional theories. If we look 
back to the traditional economy, we’ ll find theories based on the material basis where only equipment, 
money and land were considered as value. Classical economy considered land, work and capital as 
main factors of production. However, today in new modern economy, 50% of GDP is based on knowl-
edge or intelectual property. 

The competitiveness is now focusing of all the countries that are looking for long-term sustainable 
development. Countries are looking for new modalities of strengthening productivity, and strong sup-
port the aspirations of the knowledge and innovation, known as human capital. Knowledge is recog-
nized as main key for productivity and economic growth, which has put a new focus on information, 
technology and learning in strengthening economic performance.

This leads to the following facts:
Nowadays, new economy has been considered as knowledge economy •	
Researches have shown significant correlation between investment in education and GDP growth. •	
These researches have shown that those countries that have invested in education and improve-
ment of skills, achieved GDP growth
More and more „Learning organization“ represents synonym for successfull organizations that •	
have recognized importance of knowledge and investment in it
„Knowledge management“ as a discipline is constantly developing and there are more and more •	
novelty in this area each day 
Increasment of the use of non-formal education and its recognition in economy. Each company •	
that has an aim to be successfull works on the capacity building of employees. To gain that aim it 
has to promote and invest in teambuilding, information exchange, leadership, innovation, creativ-
ity etc
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Russell’s claim that knowledge is real meassure brought many economists in state of thinking about 
knowledge as competitive adventage. Knowledge is one of the main topics today and it brought to the 
increase of investments in education. It can’t be spoken about education and not mention globalisa-
tion and informative technologies. Since massive education and compulsory primary education have 
been brought in, there has been noticed the economic growth and the rise of the global economy. 
Data have shown that global economic development has been twice higher in 20th century then in 19th. 
Also, the average real annual GDP growth has been around 1,5%.

One of the argument that education and life long learning has been considered as advantage is the fact 
that more and more countries are develeping e- learning program. This is related to the development 
and use of informatic technologies in management and production. 

Companies want not just a worker, but worker with high knowledge. Today, knowledge is considered 
as main tool to gain fortune and profit.

Today is hard to be and stay competitive. World economic crisis made the most successful companies 
to question their management.

Countries from East and South East Europe, that have gone through inflation and now are affected with 
economic crisis, have to follow world trends and tend to be competitive. 

In global economy nowadays, competitiveness takes the center position in economic thoughts.

2. COMPETITIVENESS AND KNOWLEDGE

According to definition of OECD, competitiveness is a measure of country’s advantage or disadvantage 
in selling its products in international markets. 

Competitiveness is “top theme” of today’s economic science. Michael E. Porter developed theory of 
competitiveness which has been accepted worldwide.

According to him, competitiveness can be defined as productivity that country or company uses their 
human resources, capital and natural resources.

The most important thing in competitive advantage of countries is various role of government. Gov-
ernment policy, in positive or negative form, affects on company strategies, structure, rivalry, norms, 
capital market, tax policy etc.

According to Michael Porter, the most important role of country in economy is to achieve macroeco-
nomic and political stability. The second role is to promote microeconomic capability of the economy 
in general and the third refers to establishment of general microeconomic rules and encouragement 
for leading the competition which leads to growth in productivity.

Investment in capital is not enough for achieving economic growth. There are other mechanisms that 
are important: education and training (human capital), improvement of technologies, macroeconomic 
stability, good public administration, the rule of law, lack of corruption, market orientation, responsible 
government, sophistication of companies, demand conditions, size of the market etc.

The Global Competitiveness Index is advanced and detailed index for measuring the competitiveness 
of countries. 
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There are 12 parameters of competitiveness:
Institutions1. 
Infrastructure2. 
Macro economy3. 
Health and Primary education4. 
High education and training5. 
Efficiency of market of goods6. 
Efficiency of labor market 7. 
Sophistication of financial market8. 
Technological readiness9. 
Size of the market10. 
Sophistication of business11. 
Innovations12. 

In these 12 it can be recognized six, related to education, research and science. These are: Health and 
Primary education, High education and training, Efficiency of labor market, Technological readiness, 
Sophistication of business and Innovations which indicates the great importance of investment in edu-
cation, research and science and improvement of technologies, because that kind of investment has a 
great impact in the improvement of productivity and efficiency, innovation and competitiveness. 

Disposal of investments in knowledge and measurement of these investments is one of the main topics 
addressed by knowledge economy.

“The knowledge economy is the use of knowledge technologies (such as knowledge engineering and 
knowledge management) to produce economic benefits as well as job creation. “ The phrase was pop-
ularized by Peter Drucker. Other than the agricultural- intensive economies and labor- intensive econo-
mies, the global economy is in transition to a „knowledge economy“, as an extension of an information 
society in the Information Age. The transition requires that the rules and practices that determined 
success in the industrial economy need rewriting in an interconnected, globalized economy where 
knowledge resources such as know-how and expertise are as critical as other economic resources.

A key concept of the knowledge economy is that knowledge and education (often referred to as „hu-
man capital“) can be treated as one of the following two:

A business product, as educational and innovative intellectual products and services can be ex-•	
ported for a high value return.
A productive asset•	

The initial foundation for the knowledge economy was introduced in 1966 in the book The Effective 
Executive by Peter Drucker. In this book, Drucker described the difference between the manual worker 
and the knowledge worker. The manual worker, according to him, works with his or her hands and 
produces goods or services. In contrast, a knowledge worker works with his or her head, not hands, and 
produces ideas, knowledge, and information. 

Investment in knowledge that increases economic efficiency and economic growth will make possible 
development in technology and lay founds for rise in employment. That is investment that can be as a 
lever to social development and it can be investment that can reduce social inequality.

Data shows that (within the countries of OECD):
Countries that invest more in education have bigger GDP and vice versa. (Denmark, Island, Swit-•	
zerland, Finland, Norway, Sweden, Canada, Great Britain, Belgium, SAD, Austria, Australia)
Countries that invest less in education have less wealth(Czech Republic, Slovakia, Spain, Turkey)•	
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* Special attention makes GREECE which is relatively wealthy, but it gives the least amount of funds for 
education. The big amount of investment from EU has made a big impact on development of Greece, 
so as comparative advantage of Greece in tourism development.

*IRELAND is one of the wealthiest countries in world, and it is the country that reduced investment in 
education. Ireland, during its development, has invested a large amount of funds in education, and 
today it deals with qualitative investment in research and high education.

But, the dynamic development of economy of the East and South East countries, is not possible with-
out structural changes, which will primarily depend on the pace of three factors: 

An increase in investment,•	
Reform of the education system, and•	
Improving the business climate, as well as government investment, especially in infrastructure. •	

In order to create conditions for the development of knowledge-based society, it is necessary to carry 
out structural reforms in the labor market, public finance, health, welfare and pension policy. 

Priority development areas should definitely be: 
Information society, 1. 
Teaching, research and development as so as innovation.2. 

The role of education in countries of East and South East Europe, as a lever of economic growth and 
social progress, is to develop the ability to understand and think critically, to encourage initiative, cre-
ativity and entrepreneurial spirit and the teamwork as so as positive social values. Vision of develop-
ment in this decade should be the emergence in society where educated and creative people create 
high-quality innovative goods and services. Emphasis must be placed on raising competitiveness and 
increased productivity and better utilization of all available resources, as well as the transformation of 
the economy towards areas with high productivity, and supporting the growth of the creative potential 
of the economy. Creating a new group of young people, well-educated, creative, energetic, with values   
of individual freedom and social responsibility, which is characterized by a commitment to work ratio-
nally to achieve profits, healthy competition, and competition in the market, savings and investments, 
will be determinant of future economic growth.

Strengthening knowledge and innovation as drivers of future „smart“ growth means:
improving the quality of education at all levels, •	
free movement of people, •	
the greater mobility of students and working practices, •	
foreign language learning,•	
gaining experience through studying and living abroad, •	
building networks, •	
raising research infrastructure and quality research, •	
promoting innovation and knowledge transfer, •	
maximizing the practical benefits of research for small and medium enterprises, •	
the development of public - private partnerships, •	
encouraging career development, •	
access to affordable loans for innovative products, •	
Quality of Internet access, etc.•	

Increasingly influence takes creative industries in the field of high technology, which have intensive knowl-
edge (for example, computational programming, engineering, commercial research and development, 
medicine and biotechnology, chemical industry, power industry, university education and research, etc.)
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3. CONCLUSION

Knowledge as an intellectual capital became the main source of creating sustainable comparative ad-
vantage of the organizations and countries and it satisfies dynamically growing demand. 

In the condition of globalization, economy competitiveness of the countries depends on the level on 
which society and economy are based on creating the new and applying the existing knowledge.

Without changing the economic structure, in which new industries with high content of knowledge 
gain in importance, East and South East countries would remain in the long-run in the so- called 
trapped middle development without being able to move to a higher stage of development.

Countries of East and South East Europe should improve quality of education at all levels, work on 
mobility of students and working practices, foreign language learning, promotion of innovation and 
knowledge transfer, promotion of non formal education and raise awareness about importance of 
knowledge. 
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THE INFLUENCE OF THE INTERNET TECHNOLOGIES

ON THE TOURISTIC SPHERE

Impact of the Internet on the modern world has no historical analogs. The invention of the telegraph, 
telephone, radio and computer led to an unprecedented integration of all these tools in the global 
information hypermedia system, which was called the Internet. This system is also a sphere for col-
laboration and communication among people, a mean of global broadcasting and dissemination of 
information as well as a powerful tool for business without any temporal or spatial limitations. 

According to the statistical data, the quantity of Internet users increases every year, due to this fact the 
number of Internet users in Russia in 2007 accounted for to 32 million people, and up 34% by 2009. 
Since the autumn of 2010 the audience has grown by slightly more than 17%. According to the investi-
gations of Public Opinion Foundation, in the autumn of 2011 the monthly Internet audience in Russia 
was equaled to 55 million people. Relating to the results in 2012, there were registered more than 67.5 
million people in Russia, representing 47% of the population. Therefore, as we can see in the graph 
(Figure 1) there is a steady increase in the use of the Internet in Russia.

Figure 1. The amount of Internet users in the period from 2007 to 20121

Bychkova Alesya 
Rostov State University of Economics 

The influence of the Internet technologies on the touristic 
sphere 

Impact of the Internet on the modern world has no historical 
analogs. The invention of the telegraph, telephone, radio and computer 
led to an unprecedented integration of all these tools in the global 
information hypermedia system, which was called the Internet. This 
system is also a sphere for collaboration and communication among 
people, a mean of global broadcasting and dissemination of information 
as well as a powerful tool for business without any temporal or spatial 
limitations.  

According to the statistical data, the quantity of Internet users 
increases every year, due to this fact the number of Internet users in 
Russia in 2007 accounted for to 32 million people, and up 34% by 2009. 
Since the autumn of 2010 the audience has grown by slightly more than 
17%. According to the investigations of Public Opinion Foundation, in 
the autumn of 2011 the monthly Internet audience in Russia was equaled 
to 55 million people. Relating to the results in 2012, there were registered 
more than 67.5 million people in Russia, representing 47% of the 
population. Therefore, as we can see in the graph (Figure 1) there is a 
steady increase in the use of the Internet in Russia. 

Figure 1. The amount of Internet users in the period from 2007 
to 20121 

32000000

47000000
55000000

68000000

0
10000000
20000000
30000000
40000000
50000000
60000000
70000000
80000000

2007 2008 2011 2012
Year

th
e 

am
ou

nt
 o

f u
se

rs

Russia

 
At the same time, according to the statistics, the number of 

Internet users in the world had reached 2.27 billion in 2012, so in 
                                                 
1 Public Opinion Foundation  http://corp.fom.ru/   

At the same time, according to the statistics, the number of Internet users in the world had reached 
2.27 billion in 2012, so in comparison with 2007 their quantity doubled. The largest users of Internet 
services are the United States - 245.2 million people or 78.1% of the population, China- 538.0 million, 
40.1% of the population and Germany - 67.4 million people, 73% of the population.

In connection with such significant expansion of the Internet, e-commerce opens great opportunities 
for development of any enterprise. This is a new form of market relations, based on the use of the latest 
telecommunication technologies and the Internet. This trading system is suitable both for buyer and 
sellers, including the tourism sphere.

Thus, the aims and objectives of this work are to study the consumer market of Internet services in the 
tourism industry, which is crucial for the development of Internet communications and high technology.
1  Public Opinion Foundation http://corp.fom.ru/ 
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The tourism industry is one of the largest consumers of telecommunication technology and has one 
of the highest levels of computer equipment in the business world. This is partly a consequence of the 
nature of the information used in the travel industry and it is substantiated by the following factors:

This information is very sensitive to the time because different dates change very often: the events, •	
schedules and etc.
Information about the tourism products must be timely available from various points of the •	
globe.
Tourism product consists of the huge variety of components: transportation, accommodation, •	
entertainment which also requires rapid delivery of information to coordinate their satisfactory 
supply.

Organizations of tourism and hospitality industries are especially interested in the next areas of using 
the Internet:

communications and telecommunications;•	
advertising and promotion of a tourism product;•	
marketing research;•	
electronic presentation of the company and its tourist product;•	
using the capabilities of the international tourism fairs and exhibitions;•	
the use of booking and reservation systems;•	
independent organizing a tour;•	
the use of electronic catalogs of tourist product about countries and destinations;•	
getting country information, operational weather forecasting in different countries and flight •	
timetables;
receiving information about the rates and prices of hotels, restaurants and carriers;•	
the use of the Internet for calculations.•	

Development of the Internet changes the tourist business in the world so rapidly that many companies 
hardly have time to accustom to the new technologies. Although the turnover on e-commerce is not 
fully analyzed yet and some experts express their doubt relating to the involvement of travel agencies 
in the electronic world, especially in the U.S. and Western Europe, it is booming.

Companies, which have their own websites or pages on the Internet and use the Internet reservation 
system, get new high-marketing channels to promote their services. For example, in Western Europe 
and the U.S. travel services take the first place in terms of sales on the Internet. According to analytic 
firm PhoCus Wright, during the next two years the European tourist online market will grow by 300%, 
reaching $ 10.9 billion, while in 2000 it amounted to 2.9 billion dollars.

In the first place there is the UK - 38% of the total tourist operations, then Germany - 22%, France - 12%, 
Finland, Iceland and the Scandinavian countries - 11%. In other European countries the volume of on-
line operations accounts for 8 - 9%. ( Figure 2)

Figure 2. The volume of online operations in the different countries
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The Internet is still playing a minor role in the Russian tourist 

business. Today, the majority of Russian tourist companies use the 
Internet as a large billboard for advertisement of their capabilities to 
organize tourist services. 

The Internet allows tourism organizations to get access to large 
groups of consumers without heavy expenses in order to send specific 
information about the products and the organization of their sales; 
securely distribute full and detailed information on their activities; 
quickly and effectively take customer orders and book necessary 
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The Internet is still playing a minor role in the Russian tourist business. Today, the majority of Russian 
tourist companies use the Internet as a large billboard for advertisement of their capabilities to orga-
nize tourist services.

The Internet allows tourism organizations to get access to large groups of consumers without heavy 
expenses in order to send specific information about the products and the organization of their sales; 
securely distribute full and detailed information on their activities; quickly and effectively take cus-
tomer orders and book necessary services; to reduce the expenses of production and distribution of 
printed materials; to accelerate and simplify the cooperation with partners in the market.

Nowadays, in the travel industry online technology programs are widely used in an electronic book-
ing and designing tours packages. The appearance of such new program of this type doesn’t not only 
reduce the costs of communications, but also provides the opportunity to work with all participants 
of the tourism market as a unified office. The work with such programs allows agencies to obtain op-
erative and reliable information on the prices and quantity of empty seats at any time, and also gives 
an opportunity to follow the order for all stages of its implementation. There are various reservation 
systems with a different set of services and technology of their work. For example, the most popular 
programs in the world are Galileo, Amadeus, Sabre, Worldspan and others.

Using online operations allows agencies to acquire new tourist audience and to cover much larger 
areas, as well as to save significant time working with clients.

If not so long time ago the online orders were small experimental stream, but now they have become 
a powerful stream, which brings a quarter of total revenues. This information sounds for tourism even 
more optimistic as figures characterize the state of affairs in the conservative Europe. According to the 
European Commission, the possibility of online order of services is provided by 36% of all tour opera-
tors and 62% of hotels. Almost a third of them get more than 25% of all orders from web users.

Figure 3. Russian Online Travel Market, 2009-2013

2009 2010 2011 2012 2013
Online Travel Agencies 445 944 1,787 2,760 3,917

Airline Website 589 950 1,431 2,113 2,807

Hotel Website 303 454 774
1,135 1,483

Car Rental Website 1 2 4 5 9
Rail Website 84 258 442 566 687
Tour Operator website 133 322 518 905 1,532
Total Online 1,555 2,930 4,956 7,486 10,436

Experts highlight that the market of online booking travel services is quite actively developing. As a 
result, on the Internet there was made more than 10 million bookings - in 2011 it was 5 milliard USD, 
and in 2012 - more than 15 million bookings for a total of 7.5 milliard USD.

Giants of the European tourism industry acquired online service for booking tours, hotel rooms and 
tickets long time ago, however the high efficiency makes them invest new tools for the development 
of online destination. Among the advantages the heads of agencies mention 24-hour access to online 
booking, saving the time for trips to the office, the ability to compare several alternative proposals and 
reduction of expenses for the participants of the market. Currently, if you want to relax it is enough just 
to surf on the Internet, to type the desired name of the travel agency and see the services they offer.



126

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

But in Russia selling tours is still realized by personal visit of a buyer to a tourist company. Complete 
movement of the Russian tourist business to online technology is unrealistic now due to the lack of 
clear legislation in this area, the low level of development of the market, inexperienced consumers and 
inability to pay for services with credit card and to protect clients from the fraud.

The obstacles for the development of online sales systems are a small number of Runet users, low 
standard of living, low level of the development of payment systems, payment mechanisms on bank 
cheques and credit cards.

And, despite the fact that non-cash payment instruments for individuals are actively developing, on-
line travel companies do not hurry up to implement payment technologies, because there is still a 
certain amount of risk to incur unnecessary high expenses: in particular, the credit cards are used by a 
small percentage of Russian travelers. 

Moreover, Russian tourists are used to buy tickets and tours in the office, preferring to pay to an „alive“ 
manager, not the virtual machine and at the same time make sure that nobody cheats them. In addi-
tion, in most cases, a client will still need to communicate with a person for the final confirmation of the 
order. This factor is already related to the feature of the tourist product.

Impact of the Internet concerns not only the relations between travel companies and their partners or 
customers, but also influences the process of purchasing travel services.

Traditionally, suppliers of tourism services (hotels, restaurants, transportation companies, museums, 
etc.) cooperate with customers through middlemen: tour operators, travel agencies, hotel chains. To-
day there are virtual mediators - sites of hotels, airlines, travel companies, computerized reservation 
network. This allows tourists to get information immediately without travel companies and order ser-
vices in any combination of producers and mediators.

The results of the research confirm that demand in the tourism industry is highly dependent on the 
price, and operational search for necessary information often plays a crucial role because more and 
more consumers prefer to search and book tickets and hotels on the Internet as more convenient 
source of information.

Currently, the number of independent travelers is increasing. According to both travel agencies and 
tourists, the most popular destinations for travel are the U.S and Europe. It is better to organize the trips 
to Asia, Egypt, Turkey, especially in high season by contacting a travel agency. This distinction is caused 
that the tour operators book entire hotels, rent aircrafts for organizating charter flights, furthermore 
independent booking of hotels and purchase of tickets to Asia, such as Thailand, India, China, and the 
most popular destinations among Russians - Egypt and Turkey is very difficult.

The Internet has finally penetrated into all spheres of our lives, and a large number of modern and high 
quality online services, such as reservation systems for flights, hotels and car rentals, significantly simplify 
the process of organization of tourism and business travel. Moreover, social networks, which blew up the 
whole world in 2010 help to develop independent tourism. Here people share their travel experiences 
with millions of users on the network from anywhere in the world. The information about tourist objects 
and opportunities of a region is reliable and available to all users on the Web. This has led to the fact that 
many travelers has already begun to refuse the services of travel agencies and started to organize travel-
ing themselves, including business trips, according to the latest research in the field of business travel.

The appearance of services providing the opportunity to book hotels and tickets online has shown the 
customers that independent tourism can be more interesting and more profitable than buying a tour 
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package. Experts say that expensive tour packages and standard excursions offers of travel agencies 
repel tourists.

The share of independent travelers in Russia is now 10%, and this figure is growing rapidly. Among the 
most popular destinations where independent travelers went at the January weekend were: Russia - 
20%, Estonia - 10%, Finland - 10%, Latvia - 10%, Italy - 5%, France - 5%, Czech Republic - 5% Germany 
- 5%, Thailand - 5%, Lithuania - 5%.

Nowadays, there are the following proportions in tourist flows: groups of tourists constitute to 25-35% 
of the total number of people traveling abroad and individual tourists equal to 65-75%, who in most 
cases travel to neighboring countries.

New strategic approach to forming a tourism product is more flexible and attractive to consumers.

Direct sale of tourist services for individual tourist is characterized, first of all, by flexibility in time, sec-
ondly, by the independence from the preferences of travel agents and thirdly, by the ability to compare 
the price and quality of the offered services.

Appeal of direct selling services for service suppliers, bypassing the travel agents and tour operators, is 
to reduce the operating expenses connected with the sale of the tourist product.

Tour operators provide tourist products, which consist of several types of services: accommodation, 
flight, car hire. A consumer can buy it directly from the service suppliers - airlines, hotels, car rental 
firms. However, it is important to highlight that the provision of services directly by travel agencies also 
has their positive aspects, such as:

The combination of few services into a unified tour package•	
Providing access to information;•	
Providing reservation, payment and formalization of necessary documents;•	
Offer the best prices, due to wholesale purchasing;•	
Providing certain guarantees in the case of a conflict with the service suppliers.•	

In conclusion, we can say that today tourism is a global computerized business, which involves the 
largest airlines, hotel chains and tourist corporations around the world to provide its services to the 
consumer directly or via the Internet.

Sources

Novikov VS Innovation in tourism Moscow EC „Academy“, 2007. – 2081. 
All about tourism, travel library site - http :/ / tourlib. net / statti_tourism / milinchuk.htm2. 
Association for the Tourism Technologies site-http :/ / www. astt. ru/magazine_1.shtml3. 
http://rudocs.exdat.com/docs/index-77931.html4. 
http://www.atorus.ru/press-centre/new/20326.html Interactive stuff5. 
 6. http://webmilk.ru/2009/05/13/v-2009-godu-chislo-polzovatelej-runeta-uvelichitsya-na-34/
PhocusWright’s Eastern European Online Travel Overview https://docs.google.com/file/7. 
d/0BzQy9ZwUn-JeTHNaWXczVjlwVzg/edit?pli=1
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INTRODUCTION

The knowledge economy is based on four sections. The first is education, the other conditions of insti-
tutional, third and fourth are the information society and innovation activities. About the last two will 
be saying the article. A specifying about their formation in the Subcarpathian region. In the first part 
of the information society will be defined, its features, characteristics, and the fact that its develop-
ment and future operation. They will then be referred to the directions of economic development and 
changes taking place. The second part will discuss the innovative activities, the definition of innovation 
and innovative activities considered. At the end will be checked the use of information technology and 
innovation in companies in the region Subcarpathian

INFORMATION SOCIETY

Information Society is changing. Ceased to be merely a combination of technology and science. It has 
become part of many aspects of life. Also, there have been changes in companies in this area. Both in 
everyday life and in business enterprises hard to do without appropriate technological solutions. 

The term comes from Japan. Joho shakai - the Civilization of Information, was understood not only as a 
simple spread of computer technology, but as a transformation of all aspects of life.

Of the many available definitions of the information society the best in my opinion is the one given by 
Polish authors Kazimierz Krzysztofek and Marek Szczepański. I think that the multidimensionality of 
this definition may help to see what is most important in the topic. 

[...] A society in which information is extensively used in economic, social, cultural and political life; this 
society, which has extensive communications and information processing, underlying the formation of 
most of the national income and to ensure the livelihood of most people.[...]1 The key to this concept is 
the fact that society turns on the latest Technologies to most areas of life. Annother of the definitions 
in the literature is that given by the OECD (Organisation for Economic Cooperation and Develop-
ment) in 1999:

„Information Society can be found at the intersection, once separate industries: telecommunications, elec-
tronic media and information, based on the paradigm of digital information. One of the driving forces is 
steadily increasing computing power available on the market, accompanied by falling prices. Another ele-
ment is the ability to connect computers on a network, allowing them to share data, applications and even 
power, for distances as small as an office or as large as the planet. This basic model of distributed computing 
and high-speed network is the core of the information society. 2

1 Krzysztofek K., Szczepański M., Zrozumieć rozwój. Od społeczeństw tradycyjnych do informacyjnych. Wydaw. Uniwersytetu Ślą-
skiego, Katowice 2002, s. 170

2  Organisation for Economic Cooperation and Development – www.oecd.org



129

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

By definition, stem bases of the information society:
Technology - access to facilities and technology•	
Economics - share the information sector in GDP•	
Social - the percentage of users of information technology•	
Cultural - the level of information culture - the acceptance of information as a good strategy, ability •	
to use ICT equipment

Hallmarks of the information society are:
Developed service sector, mainly modern, such as banking, R & D, IT and telecommunications•	
Development of local community•	
High level of education of the society•	
The economy is based on knowledge•	 3

The modern economy is one in which they operate businesses using ICT. Its characteristic feature is the 
development of computer, remote management and labor. Through the use of telecommunications 
networks to work flexible manufacturing systems. However, these systems are not only the manage-
ment and production, is also a control, contact with clients, contractors and public administration - the 
whole communication network. Faster contacts enable us to effectively manage operations. Due to 
the transformation of the demand for professional workers. The challenge of the modern economy to 
adapt to changes in the structure of the staff.4

Major changes also occurred in the office and the banking sector. Some of the offices are large changes, 
or even lose their physical location, replaced by telecommuters. But even among workers in the office 
seeks to fully computerize the circulation of documentation. 5 

Knowledge and creativity are key factors of development, their use in the conduct of economic and social 
processes is to transform the economy in which the chief place of stand out items such as job creation, 
lifelong learning community, partnership, propensity for risk taking and exploration new solutions, active 
participation in social life, and - which calls for special attention - the protection of intellectual property.

INNOVATION

Increasing changes in markets and business operations caused by the use of knowledge in innova-
tion fosters knowledge-based economy. Competitiveness of enterprises is determined as a result of 
innovations implemented by them. These inventions have the effect of different types of research and 
development, application of new technologies, especially teleinformation. Lead to the acquisition by 
the company of new markets as well as improvements in the same business.

A source of development in the knowledge economy is considered the value of knowledge. It finds 
many applications in the enterprise. It can be seen growth trend in terms of participation of the knowl-
edge-based sectors in the GDP. Especially in highly industrialized countries.

Innovation has become a concept that appears extremely common not only in scientific but also in ev-
eryday language. However, it is understood intuitively - perhaps this is due to the fact the lack of single 
commonly used definition of this phenomenon. Commonly, however, it is considered a major factor 
3  Hales C., Społeczeństwo informacyjne. Stan i kierunki rozwoju w świetle uwarunkowań regionalnych, Kędra J., Wybrane aspekty 

funkcjonowania społeczeństwa informacyjnego Wydawnictwo UR, Rzeszów 2008, s. 54-55
4  UNDP Polska, Polska w drodze do globalnego społeczeństwa informacyjnego. Raport o rozwoju społecznym: Cellary W., Przemia-

ny społeczne, Program Narodów Zjednoczonych ds. Rozwoju, Warszawa 2002, s.14-15
5  Goban-Klas T., Stankiewicz P., Społeczeństwo informacyjne: Szanse, zagrożenia, wyzwania, Wydawnictwo Postępu Telekomunika-

cji, Kraków 1999, s. 78-85
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for the development of countries and companies when it comes to socio-economic development. This 
term, however, the importance of multi-dimensional, and the individual authors point out the various 
features of this phenomenon.

The creator of the discipline called Schumpeter considered innovation - he drew attention to the ex-
change of creativity in creating innovation in material reality. Recognized for innovation: the practical 
application of new ideas, and creative use of the instantiated to inventions and discoveries. It is a broad 
understanding of innovation - it is not only restricted to technical solutions, includes an economic proj-
ect like getting a new market. Therefore, Schumpeter does not consider it an innovation or invention 
only physical effect, but the procedures if they meet the so-called the condition of novelty: that is not 
previously known or used in any company in the industry6. Similar views expressed by Robbins and 
DeCenzo that the innovation should be „a process of creative transformation of an idea into a useful 
product, service or course of action“7 Pomykalski and Abramovitz and Solow start from a more general 
definition - they think that innovation should be focused on explaining the processes of production and 
productivity and growth in the scale of their business. Innovation is a complex process, from creating 
the concept to its implementation and the institution should have a solid ability to search for and imple-
mentation of these processes. Drucker draws attention to the innovation of the changes. Change is the 
cornerstone of innovation - as it leads to the creation of something new, be it a product or service.

Drucker also introduces a definition of innovation systematic. It involves „purposeful and structured 
search for changes, and a systematic analysis of the opportunities that these changes might offer for 
economic or social innovation.“ He also gives the seven sources of motivation, which should be moni-
tored at regular innovation:

the unexpected,1. 
discrepancy between what is and what should be,2. 
need for success,3. 
changes in industry structure or market structure,4. 
demographics,5. 
changes in perception, trends, importance,6. 
new scientific knowledge and scientific7. 8.

INFORMATION SOCIETY AND INNOVATION ACTIVITIES IN THE SUBCARPATHIAN REGION

The definition of Information Society shows the importance it has the information, and thus gives the 
company an advantage that the use of appropriate solutions. No wonder that businesses adapt to 
this trend in the economy and attach more importance to information technology. It is no different is 
happening in Poland, Subcarpathian region. Suffice it to say that, according to Central Statistical Of-
fice, nearly 95% of enterprises used computers and 94% had access to the Internet in 2011. The use of 
computers in business is below the Polish average, of 97.93%, is similar to that used in small businesses 
94.7% but less than medium and large (respectively 99.3% and 99.8%).

Below is a chart showing the speed of the Internet in companies in Subcarpathian region that benefit 
from it. Easy is noticeable that the first two categories are nearly 80%. This means that most companies 
are using the slower transmission. This translates into the distribution of firms in terms of volume - in all 
segments of the largest companies in the second group uses the connection, but with increasing size 
of the larger is the share of the category faster connections.

6  Bachnik K., Innowacyjność jako jeden z kluczowych elementów polityki Unii Europejskiej, [w:] Innowacyjność w teorii i praktyce, 
red. Strużycki M., SGH w Warszawie, Warszawa 2006

7  Podstawy zarządzania, red. Robbins S. P., DeCenzo D. A., PWE, Warszawa 2002
8  Drucker P. F., Natchnienie i fart, czyli innowacja i przedsiębiorczość, Wyd. Studio Emka, Warszawa 2004
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Graph 1. Speed Internet connections in companies in Subcarpathian region 2011. 

Enterprises with Internet access at the speed of your Internet 
connection specified in the contract for:

6,38%

6,40%

49,53%

27,24%

10,44%

less than 2 Mbit / s

at least 2 but less than
10 Mbit / s
at least 10 but less than
30 Mbit / s
at least 30 but less than
100 Mbit / s
at least 100 Mbit / s

Source: Central Statistical Office

The biggest challenge is to bring other, more modern technology to business operations. Efficient op-
erations of companies, is based largely on adapting to new trends. Faster and stronger growth is need-
ed in terms of communication. For example, only 32% of companies use automated data exchange 
technology within the company in Subcarpathian region. Not better in the field of external data ex-
change, to which the appropriate data communications technology is used 39% of companies.

It is interesting also is the development which has taken place in the field of Internet contacts with the 
public administration. It was extremely intense in 2009 - caused by the that was the introduction of a 
special program to encourage entrepreneurs.

Graph 2. Companies using the Internet to interact with public administrations
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To remain competitive, companies Subcarpathian region must to be more inventive and invest more in 
innovation, research and technological development. In this way they can adjust their business models 
to the challenges of the global economy and better prepare for the development of new products or 
services, and to sell them.

Expenditure on innovation activities of enterprises are increasing steadily. since 2009 - the year the 
impact of the crisis.
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Graph 3. Expenditures on innovation activities of enterprises in Subcarpathian region. 

expenditures on innovation activities of enterprises

107464

40344

75733

193788

0

20000

40000

60000

80000

100000

120000

140000

160000

180000

200000

2008 2009 2010 2011

expenditures on innovation activities of enterprises

Source: Central Statistical Office

Expenditure on innovation activities differ depending on the segment in which the firm operates. Most 
abundant in innovation are always industrial sectors, so it can not therefore surprising high value in-
vestment. In Subcarpathian region in 2007-2011 about 17% of all enterprises showed investments in 
innovation. For the service sector is a much lower value, about 10%.

Graph 4. The percentage of companies in the sector exhibiting expenditures
for innovations in Subcarpahian region. 
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SUMMARY

The changes in society affect the company and the whole economy. The development of information 
technologies will have a significant impact on the trends followed in the companies. Become changed 
needs of both employers and the economy, and thus change the company. Continued to grow the 
technology is more modern. Not without significance are the investments made in the company’s inno-
vation. Both of these parts of the knowledge economy are interconnected, and therefore the company 
to achieve and maintain a high position in the market has to pay attention to them. The knowledge 
economy is the future of all businesses - the next stage of the evolution of the economy, companies 
and their managers need to accept it and adapt to it.
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ECONOMIC CRISIS: ONLY WAY OUT – IMPROVING HUMAN PSYCHOLOGY,

DEVELOPMENT OF HUMAN ExPERTISE, ELECTRONIC REVOLUTION

OF THE MARKET

ECONOMIC CRISIS – PRODUCTION OF EUROzONE

In this presentation we will not try to explain what economic crisis is, or to develop the negative con-
sequences. Also, we will not spend much time to analyze of the European Union “works” as a Union, 
and the stronger supports the weaker, or if each country is just alone. We believe that from the latest 
developments in Cyprus it is clear that members are not ”friends“ but there are economic games. When 
Cyprus was on the verge of a decision to enter or not in the EU at that point everyone knew what was 
going on and everyone was smiling! But it is certain that in the ‘troubled’ countries priority was not 
given to humanity but to economic factors.

Greece was in the bottom of Europe in suicide records, but now it ‘climbed’ to one of the highest posi-
tion. A survey which was conducted by the University of Athens indicated that the phenomenon of 
suicide is associated with prolonged unemployment and that there is an increase in the number of 
suicides between the ages of 15-35 years. The Greek Orthodox Church does not accept people who 
commit suicide and therefore refuse to perform the appropriate funeral ceremony.

What we must do is to develop as individuals and then as a society by extension.

PSYCHOLOGY

The change must start from ourselves, by changing our emotions and our dream, our way of seeing 
thing and our perspective of our society. Once we realize that we are humans and our life has value 
we should try to figure out how to proceed. We must believe in ourselves, love ourselves and form a 
person who will not have the need for dependence. Through individual personalization, individuals 
of society will have the opportunity to support themselves and one another.

Furthermore, people should stop ‘losing’ themselves. We have to move forward, in a society that 
someone’s (economic) death will not benefit someone else’s life. Otherwise we will belong to the ani-
mal kingdom and not in a society. Man is the only creature on the planet that evolves society to go 
ahead! It’s true, that there might have been large setbacks reflecting revolting societies of the past, but 
in general, balanced societies go ahead.

Introducing the parameter ‘Future’. People should learn to plan, program and feel responsible for 
themselves and for others. With our spirit we must plan our future, hope and work for it and of course 
make it happen. We have to depend on our character (Honesty, accountability & authenticity of peo-
ple), with the desire to make current plans for our future.
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And we are not talking only about biological realization! We believed that through the loss of values, 
the means (money, house, managing position) can bring human completion, but these are just 
tools! Man is not completed through tools but through the soul! And the society is not completed 
through tools but through the soul. When all of the above are not in effect, even a person with vast 
knowledge & specialization is unable to be established in the society! But when all of the above are 
in effect, we can solve all technocratic deficits (trade, fiscal, high inflation) and make a real society 
where private investment is for man an area of creation and planning for tomorrow fulfills our 
confidence.

EDUCATION - SPECIFICATION

Expertise or specialization is man’s attempt to learn in depth, a particular area of   science, technology 
or engineering with a view to better quantitative and qualitative performance. Thus, protecting one 
from imperfect knowledge and obtaining vast knowledge in specific area. 

The reason for expertise is the need for quantitative and qualitative increase in output that arises 
from the consumer trend of man. Increasing knowledge in all areas of scientific and technological dis-
coveries in gigantic quantity, but also quality of knowledge, imposed specialization.

There are various positive results from expertise:
Increase in Productivity•	
Solution to basic everyday problems•	
Better knowledge in the scientific field and thus improving knowledge •	
Better performance of human resources •	

But also a great deal of negative aspects:
Unilateralism in the sense that one knows only the object of his work.•	
Monotony, in the sense that one is engaged continuously in same thing.•	
Losing freedom of establishment and art. Work is planned and thus identical.•	

 
In conclusion, specialization is definitely ‘a must’ in our days. It would be foolish to support the view 
that it should be allayed. Besides, the advantages are beneficial to man, whereas any negative aspect 
can be broadly anticipated. Intellectual interests, sports and everything else can soothe unilateralism 
and the monotony and give back to man what was deprived through specialization.

ELECTRONIC EVOLUTION

Technology has a huge impact to how businesses and people react to economic crisis. Even in harsh 
times, technology has to offer some great advantages, or sometimes it can even hold back a crisis or 
smoothen it. 

First of all, we will mention some of the advantages technology has to offer in a modern business 
society.

Technology makes automation possible, outside the business (Bureaucracy is reduced), or inside the 
business (business effectiveness is increased). Thus, resulting in a much more valuable time for the 
entrepreneurs that is not spent in pointless procedures. Vast increase of productivity.
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During a crisis you need new customers, you might even need to discover new areas where your busi-
ness can expand, change your direction or even your market (if your branch is the one that suffers 
more). Technology makes it possible! How? Simple… SOCIAL MEDIA!

When your business is open to social media, it is open to the world. New people, new markets, new 
ideas. Everyone sharing all this information with each other. International markets and customers now 
come to your computer. Economic crisis is something regional, at least those who are affected more, if 
your market is international, instantly is more secured, or at least the damage is controllable. The more 
markets your business is open to, the less vulnerable it is to economic crisis from one country! 

Technology creates opportunities. Not only for simple jobs, but also to become millionaires! A great 
example -> applications for smartphones. You don’t need to have assets or a huge business or how 
to make an application! All you need is a good idea, and a good implementation.

In time of crisis most business branches are reduced, but not the branch of technology. Most of the 
business innovations are implemented using technology! And the thousands of applications right now 
being used by millions of people! Most radical inventions at the business world come from technology, 
and if not, then still, technology is the way they are implemented!

What could YOU do without technology? 

In conclusion, either you like it or not, if you want to survive in the modern society of information, you 
can’t (& shouldn’t) stop using technology. We live in a very competitive business society, even the 
small advantage your opponent might have because he makes use of technology could make a dif-
ference. The economic crisis will ‘kill’ the old fashioned businesses, just because they won’t be able to 
compete with the modern ones any more.

Don’t be afraid of technology.

Embrace it.

Learn it.

Use it as your ally. 

Use it inside your company. 

References
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CREATING A DIGITAL ECONOMY OF MONTENEGRO

Abstract

One of the most thriving elements which push the economy forward is definitely technology. Nowa-
days, countries have realized that so they invest great amounts of resources to buy, implement and use 
the most sophisticated and modern technology in order to achieve greater income. Usage of technol-
ogy, on the other hand, requires certain level of knowledge to be used on the most productive way. In 
order to create a digital economy, the economy of knowledge, workers and citizens in generally, have 
to be familiar with the latest ICT technologies. This paperwork is primary based on the definition of 
digital economy which recognizes theory, than it shows the usage of ICT technologies in enterprises 
in Montenegro, and after that there is a part which deals with further efforts in order to create better 
digital society of Montenegro.

Keywords: digital economy, digitalization, ICT, enterprises, citizens

1. CHARACTERISTICS OF DIGITAL ECONOMY

The digital economy is characterized by numerous phenomena in the global business environment, 
which include but are not limited to globalization, digitization, virtualization, and disintermedia-
tion. The phenomenon that is globalization has internationalized the economy by expanding market 
reach, scope and speed. Boundaries have given way to electronic borders that allow millions of busi-
nesses to carry out online transactions in a seamless fashion. Likewise, digitization has removed the 
need for a human interface, meaning that goods and services no longer need to be tangible, leading 
to the development of e-books, digital music and the like. Other than this, virtualization has made 
physical location and proximity irrelevant, with business transactions able to take place in a virtual 
environment involving many to many or one to many communications. Finally, disintermediation 
has made it possible for consumers to bypass middlemen, retailers and other intermediaries and 
directly reach producers. 

The digital economy has information and knowledge as its main commodities for production and 
consumption. Consequently, sound information and knowledge management (KM) are critical for 
organizations wishing to improve their performance. Information management centers on a num-
ber of different tasks, including the creation and maintenance of meta-information, searching for 
documents and other data objects, and viewing and retrieving information. Further tasks include 
information uploads; data extraction, publication and distribution; and providing access to infor-
mation. Like information management, effective knowledge management (KM) is critical for the 
growth of the digital economy. From the viewpoint of KM, human ingenuity is the most important 
feature in the emerging digital economy. Constant technological innovation makes success in the 
marketplace increasingly dependent on the skills of the workforce. In the digital economy, nothing 
is more precious than human ingenuity, and the promise of the digital economy therefore lies in 
this new type of worker.
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The digital economy is essentially a knowledge-intensive economy where goods and services are in-
creasingly being produced in the form of intangible capital, making knowledge an important measure 
of the competitiveness of an organization. Organizations increasingly compete with each other for the 
use and provision of knowledge-intensive products, such as human capital and new technologies. The 
importance of KM in organizations is now increasingly acknowledged when it is realized that pressures 
of the knowledge economy on organizations compel them to consider knowledge management as a 
way to enhance productivity and efficiency. A study of knowledge management practices in the public 
sector in OECD’s countries found that one of the main motivations centers on concerns around effi-
ciency and productivity. The knowledge economy in which governments and entire societies now find 
themselves is founded on a structural transformation in which the rapid creation of new knowledge, 
and the improvement of access to knowledge bases, is factors that are believed to increase efficiency, 
innovation, the quality of goods and services, and equity. 

The digital economy is also characterized by economic activities that are now possible without the 
physical movement or involvement of people, things, money, etc. rapid developments in the global-
ization of economic activities; the transfer of value and accumulation of assets via digitized networks; 
ICT’s current situation as the foundation of the digital economy; e-commerce and digital information’s 
encroachment into all aspects of people’s lives; the ‘dumping’ of previous (economic) rules in favor of 
new ones more suited to the digital economy; and dramatic increases in business opportunities for 
SMEs through the effective application of IT.

The new economy, also known as digital economy, is considered to be a knowledge and idea-based 
economy where the key to higher standards of living and job creation is the extent to which innovative 
ideas and technologies are embedded in services, products, and manufacturing processes. Moreover, it 
is an economy where risk, uncertainty, and constant change are the rule rather than the exception - an 
economy where hierarchical organizations are being replaced by networked learning organizations, 
and where there is a progressive drive for increased productivity and higher incomes, more knowl-
edge-based jobs, an expanded number of stakeholders, and greater access to information by citizens. 
Comparatively, in the old economy information was a valuable commodity, often only available to 
those who had the means to pay for it. Now with the Internet economy, information is and continues 
to become more ubiquitous.

2. USAGE OF ICT IN ENTERPRISES IN MONTENEGRO

There are numerous reforms which are undertaken in order to increase the usage of ICT in Montenegro. 
The usage of ICT is on significant level, but there is still space for improvements. Number of people with 
the age between 16 and 74 who had used PC in 2011 amounts 53,2% while the percentage of other 
who hadn’t used the computer ever amounts 46,8%. When the use of the internet comes to consider-
ation 49,9% of surveyed people declared positive, and 76,6% of them use internet every day or almost 
every day. 17,5% of surveyed people use internet at least once a week.

When it comes to enterprises there the target populations are enterprises with 10 employees and over 
interviewed by the phone in period from 1 to 15 April 2012. The survey on ICT usage in enterprises was 
conducted on the representative sample of 617 enterprises at the territory of Montenegro.

In Montenegro, 88.3% of surveyed enterprises reported on the use of computers in their activities dur-
ing January 2012. All other data in this release refers only on enterprises which were used computers 
during January 2012. Results of survey showed that 53.3% of enterprises allowed their employees re-
mote access to e-mail system, enterprise application or documents, in January 2012. When it comes to 
the Internet, the results of survey show that 96.1% of the enterprises, who use computers, have access 
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to the Internet in January in 2012. This is increase of 1% referred to previous year. Of the enterprises 
that had access to the Internet, 53.1% enterprises responded that they had Web Site/Home Page, in 
January 2012. 

Chart 1 - Use of computers and Internet access in enterprises

Source: Monstat, 2012

On the question about employment ICT/IT specialists in January 2012 20,8% enterprises answered that 
they employed ICT/IT specialists, persons whose main job is ICT. By sectors/areas, the most of enter-
prises from financial sector were employing ICT/IT specialists 56.7%.

Chart 2 - Employment ICT/IT specialists in enterprises

20.80%

79.20%
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Source: Monstat, 2012
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Chart 3 – Use of computers and access to the Internet in enterprises by sectors

Source: Monstat, 2011

3. FURTHER IMPROVEMENTS IN CREATING DIGITAL SOCIETY

ICT sector is directly responsible for 5% of GDP in Europe, with market value of 660 billion EUR a year, 
but it contributes far more to productivity growth (20% directly from the ICT sector and 30% from the in-
vestments in ICT). The reason for this situation lies in a high level of dynamism and innovation which are 
inherent to this sector and the role this sector has in changing the way in which other sectors operate. 
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Based on consultations with all interested parties and insight into the Declaration of Granada and the 
Resolution of the European Parliament, the Commission has identified seven major barriers: 

Fragmented digital markets; •	
Lack of interoperability; •	
Increased cyber crime and low confidence in networks; •	
Lack of investments in networks; •	
Lack of research and innovation; •	
Lack of digital literacy and skills. •	

Individually or in combination, these barriers seriously undermine the efforts to use ICT, and it is clear 
why a comprehensive and unified response at the European level is needed. This is also indicated by 
the fact that 30% of Europeans have never used the Internet!

As a source of long-term economic growth since the time of industrial revolution, knowledge arises as 
a new “growth driver.” Under the influence of the development of ICT and the development of quali-
tatively different social relations, a multiplicative effect of the application of new knowledge acceler-
ates transformation of modern societies. Contemporary economic flows are based more on the use 
of new ideas, information and acquiring new knowledge and skills, rather than on material resources. 
Knowledge-based production seems to be “intangible,” “easier” and “more moveable,” making it more 
competitive in the global goods and services market (service economy). 

For a small country such as Montenegro in order to increase competitiveness of society it is necessary 
to put more emphasis on the development of inclusive society focused on citizens, knowledge-based 
economy and more efficient public administration. Participation of citizens in a knowledge-based soci-
ety implies access to the Internet and ICT-based services. 

Public administration is tasked to assist in the creation of conditions for greater participation of citizens 
through ICT, which will improve and increase efficiency and effectiveness of operations of all govern-
ment bodies and services and will facilitate access to them. Also, it will contribute to the improvement 
of social welfare and quality of life, facilitating communication and networking, which will all affect the 
efficiency and productivity in all spheres of social life. 

3.1.  Strategic Importance of ICT to Montenegro 

The Government of Montenegro and the Ministry for Information Society and Telecommunications 
recognize ICT as a sector of crucial importance for the country’s economic development, social welfare 
and competitive position of the country in the region and Europe in the same way as they recognize 
the importance of ICT for the implementation of other national development priorities: 

Economic development•	 : actively contributes to the development of GDP, directly facilitating the 
development of other economic sectors by attracting foreign direct investments (FDI) and by cre-
ating new jobs and new pathways for sustainable development;
Social development•	 : by ensuring safety, security, stability and equal opportunities for everyone, 
actively encourages all citizens of Montenegro to participate and contribute to the development 
of digital society. 
Human development•	 : improvement of citizens’ skills and knowledge through training and educa-
tional services with creation of high value jobs and increasing skills and productivity of employees 
in all economic sectors. 

The ICT development: 
Contributes to the strengthening of national competitiveness at the European level; •	
Introduces creativity and encourages entrepreneurship, enabling new business models while add-•	
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ing value directly to economy; 
Creates attractive employment opportunities by developing base of talents and skilled labor; •	
Increases productivity and efficiency in all businesses via the automated processes, enables easier •	
access and dissemination of information; 
Provides social equality by providing greater accessibility to the rural population and social cases; •	
Improves access to education and enables lifelong learning for all citizens; •	
Facilitates healthcare services through more accurate and prepared information for patients; •	
Increases availability through electronic communications, improves efficiency and minimizes time •	
for decision making. 

ICT as a mechanism which encourages national economy was recognized in the Strategy for the Devel-
opment of Information Society 2012-2016. But in order to contribute to the development, it must be a 
Strategy and platform for all government bodies in Montenegro and its services. In this sense, imple-
mentation of the Strategy requires collective efforts of all stakeholders: national authorities, agencies 
and services, private sector, all users and the overall community.

3.2. Obstacles to the development of ICT in Montenegro

Aware of the importance of the development and application of ICT, in the previous period Monte-
negro has made significant steps in this direction. This is very clearly identified in the World Economic 
Forum ranking - the Network Readiness Index (NRI), where it is ranked to the 44th position of a total of 
138 countries, far above other European countries in the region. With penetration of mobile network 
users of nearly 200% and penetration of Internet users which is continuously growing, it is evident that 
the ICT sector in Montenegro is undergoing rapid growth.

As presented in the digital Agenda for Europe, the growth of broadband market must be a national 
priority for all developed markets, because it is widely recognized as a key platform for the overall 
socio-economic development. High-speed broadband access enables citizens and companies to com-
municate and produce faster and more efficiently. 

According to the research conducted by OECD increase in investments in the field of electronic com-
munications of 8% conditions gross domestic product growth of 1%, and based on the World Bank 
Group research the increase in penetration of broadband connections by 10% enables gross domestic 
product growth of 1.38% in developing countries, that is, 1.21% in the developed countries. 

Despite a significant increase in mobile sector, broadband market, according to the European stan-
dards, has not reached its full potential yet. The analysis of the development of broadband access in 
Montenegro shows lagging behind when it comes to the number of broadband access connections 
in relation to the average of the European Union member states. There is a considerable unevenness 
in the density and the number of broadband connections in the areas/regions, which is caused by 
unfavorable demographic structure, lack of knowledge about the ways of how to use information and 
communication technologies by some citizens and the lack of availability of broadband access infra-
structure in all regions. Analysis of the current technological representation shows the dominance of 
one type of access associated with the existing communication network of copper wires, which meets 
current options, but does not enable relevant qualitative step forward in accessibility to the broadband 
Internet that is high-speed Internet access. 

Currently, broadband market in the country, regardless of the access to technology used, is far from the 
European average of 27%. The lowest rate among the EU-27 countries is 14%. Parallel to this, in Monte-
negro, the ratio between the mobile sector and broadband use is 17:1, whereas the average in EU-27 
countries is about 4.5:1. This shows that broadband market in Montenegro is not sufficiently devel-
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oped, particularly in relation to other services that are provided in electronic communications market. 
In contrast to this, citizens of Montenegro undoubtedly show great interest in broadband connecting 
and the use of modern and in terms of capacities demanding multimedia applications. 

As shown before, it is of great importance for Montenegro to direct all its strengths towards the devel-
opment of broadband market. In this way, faster development of ICT sector will be enabled, and then 
the socio-economic development. While analyzing the way of using ICT in Montenegro in a recently 
published Study (Research of the Use of ICT in Montenegro, April 2011), the following reasons were 
identified as key reasons for not using the Internet: 

Lack of education and understanding of the necessity and advantages of using the Internet - •	 lack 
of unique digital literacy; 
High cost of access to the Internet and related equipment - lack of effective competition in the •	
broadband market; 
Lack of Internet/broadband technology - •	 lack of broadband infrastructure.

CONCLUSION

ICT are improving the companies businesses because they are making it easier and less risky. They 
qucikly provide correct information, so management can respond timely with good decissions. Ad-
vanced softwares make company more efficient because they ensure cost savings, and the final product 
or service in such a business becomes better and therefore better accepted by consumers or users.

However, for purchasing of adequate ICT solutions there are a numerous factors that complicate the 
issue. Sometimes it is to the business owner who is not familiar enough with all the benefits that may 
derive from installation and development of information systems within the company. Often the prob-
lem is and to employees who are not professional enough to do their work operations in a new and 
modern way, and sometimes the funds that imposed restrictions on the desirable ICT solutions and 
one that you can really afford. From this point of view, ICT in the enterprise require some cost to pur-
chase and maintain and improve, but for all the major benefits brought about by this type of invest-
ment in the Company should not be considered ultimately cost, but an investment in a better future 
for the company.

Ussage of ICT in Montenegro is on a solid level, but should continue to strengthen efforts for the larger 
their application, especially in enterprises and in households. The public sector is the one that the self 
has to take this action in order to spread the use of ICT in enterprises of all economic activity, as end-
users to report and individuals. One of the strategic priorities of Montenegro is the use of ICT in all their 
development strategies because they provide great opportunities and have a broad impact on the 
national economy and global competitiveness.

In order to promote the use of ICT in Montenegro should be more attention directed towards address-
ing the security issues in terms of online payments, and legal regulations to consumers who use the 
service are protected and to gain greater confidence in a functioning system. These include issues 
which hamper the application of ICT and global companies simply because no matter how things were 
arranged but there is room for regulation even better. One thing that would certainly encourage great-
er use of ICT in Montenegro, especially by the people is the introduction of PayPal, which eventually 
benefited the company, and the society would made   a major step towards modernization.
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DIGITALIzATION:

IS THIS A SOLUTION FOR THE SME’S IN SEE

Abstract

The digital economy introduces a new age, the digital age. During this age digital network and com-
munications are the needed infrastructures to provide a global platform, not only for people but also 
for companies, to conduct business. This paper describes and explains the necessity of investing in 
digital economy for small and medium enterprises (SME’s) in the South East Europe (SEE). This paper 
also discusses the nature, the advantages and disadvantages of the digital economy. Moreover several 
programs of the past will be analyzed, which aimed to introduce SME’s to the digital age. In addition 
to all the above, there will be presented future projects, regarding the further transition of the SME’s to 
the digital age and the possible results these may have at the SEE economies. 

Key Words: SME, digital economy

JEL Classification: D83, M38, O16, O52

INTRODUCTION

The Digital Economy can be described as one in which the means of production, distribution and 
exchange have been converted with the use of advanced information and communication tech-
nologies. These technologies extend from the telegraph, to the telephone and the internet. As it is 
showed this “digital” evolution is not sudden. It covers more than 150 years, and it’s still happening 
around the globe. 

Moreover, the digital age has to do with the production of new goods and services and not with the 
rise of productivity. The more appliances a new technology has, the higher the possibility of generating 
new combinations.

In addition, economic infrastructures are used to support electronic business processes and conduct 
electronic commerce. These infrastructures can include:

Computers, routers, and other hardware•	
Satellite, wire, and optical communications and network channels•	
System and applications software•	
Support services, such as web site development and hosting, consulting, electronic payment, and •	
certification services.
Human capital, such as programmers.•	
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ADVANTAGES AND DISADVANTAGES OF DIGITAL ECONOMY FOR SME’S

This chapter deals with both the positive and the negative side of the digital economy, regarding the 
SME’s.

Nicholas Negroponte (1995) explained that digital economy is a “bit business”. That’s because bits are 
just like atoms, but they are weightless, travel at an enormously high speed and when they are col-
lected they don’t take any physical space. This can be difficult to understand, considering how we did 
business or even economic transactions before the “bit business” (we traded in atoms before the “bit 
business”). We always took account of the distance, weight, time or the energy that should be utilized 
in order for example to send a letter in the other side of the world. The digital world is so different from 
the real one, that has changed everything. Not only because computers were used in order to conduct 
business more efficient, but also because people started in invested in that kind of business. Now we 
experience the movement from atoms to bits. 

In the “old” economy we merchandised using physical means, like cash, checks, personal meetings and 
analog telephone calls. In the digital economy the information in all its forms flows via the computer 
networks. The new world of possibilities thereby created is as significant as the invention of language 
itself, the old paradigm on which all the physically based interactions occurred (Tapscott, 1995, p. 6).

Despite the positive side effects that this new age offers, some drawbacks can also be recognized.

Due to the properties mentioned above, it becomes clear that the measurement of the digital economy 
seems unclear due to its high speed, in which economic transactions are conducted. In order for sta-
tistics (considering not only the size of digital economy, but also its impact on the real economy) to be 
precise, there is need of a more open-minded approach or even a nontraditional (compared to present 
standards) if necessary. Furthermore in order, for a company or a person, to acquire digital economy in-
frastructures a substantial initial capital investment is needed. Although these infrastructures become 
cheaper with each new invention or development, they still depend on invested money for R&D and 
of course implementation.  

Naturally, in order for SME’s to enter digital economy, is to go on-line, by creating their own websites. 
Web presence is needed for an SME, but is not enough. Millions of websites on the net compete for 
visibility and for attracting possible costumers. Simultaneously, industrial value chains tend to become 
all the more sophisticated and global. As a result, new business trends are emerging. The antagonism 
of SME’s progressively depends on their potentiality to connect better and do business with larger 
enterprises, to integrate global value chains and thus become international business partners. Possibly 
the clever use of ICT can support SME’s fulfill this. 
                  
But there are also weaknesses in industrial value chains, due to the gap of the regulatory and tech-
nological perspective, especially across borders. The augmentation of different business models and 
standards results in absence of interoperability between different technological solutions and disjoints 
efficient information flows along value chains. SME’s are in particular risk of being “ignored” from global 
value chains, due to the fact that there is lack of applicable, manageable and interoperable ICT solu-
tions to connect them with large business partners. As it can be understood the huge potential of intel-
ligent use of ICT in value chains, notably by SME’s is still largely underexploited.

A digital economy is efficient, cost effective as well as convenient, because technology continues to 
develop rapidly. As a result the tools of digital economy become easier to handle, with faster software, 
at a lower cost. But in order for all these to materialize, the interest of the companies as well as their 
funds are fundamental.
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HARMONIzATION WITH DIGITAL ECONOMY

In this chapter programs and projects, that existed till nowadays, are going to be presented with their 
aims with reference to the introduction of the digital age to the SME’s in SEE region.

SEED (South Eastern Europe Digital Economy) was a European Commission two-year project 
(2000-2002) under the IST (Information Society Technologies) Program, Project Code: IST-1999-
29060(International).

SEED aimed to develop and promote digital business and e-commerce among the SEE countries, that 
showed the acknowledgement that the development of the region as a group was a shared respon-
sibility. The changeover to the digital economy was the most promising development path for SEE 
countries to follow, while progress to this end is highly promoted by joint and collaborative efforts than 
individual ones. 

SEED had as objectives to raise awareness of electronic commerce, supporting the SEE industry and 
co-operation among the SME’s of the region. 

In order for SEED to meet its objectives the participants would use guidelines and methodologies 
to promote awareness. Also a study would be conducted in which all the needed environments 
(such as legal, business or technical) for the digital economy would be analyzed. Along with this 
study, several questionnaires and case studies would be framed. Their results would give a bet-
ter composition of the e-commerce environment not only for individual countries but also for the 
whole region. 

Another program was opened by the European Union (still ongoing) in Greece, “Society of Information”. 
This program has set as major objectives:

The application of actions and projects to augment the administrative capacity of the Greek •	
government as part of the „Administrative Reform“ and support for the application of similar 
actions and projects aimed at empowering the administrative efficiency of public administra-
tion.
The accomplishment of works in fields like computing, communications and new technologies in •	
order to improve public administration in the implementation of the „Information Society“ and 
„Digital Convergence“.
Foundation and / or management of operating systems and communication of public administra-•	
tion.
Taking enforcement actions and deeds technical support, funded by the Operational Program „In-•	
formation Society“, „Administrative Reform“ and „Digital Convergence“.
Systematic records and supervise characteristics, problems and development of administrative ca-•	
pacity of the public administration, in order to evaluate the upshots of the programs and activities 
designed to empower and facilitate the transfer and adaptation of foreign experience and good 
practices in Greek administrative environment.
Implement State Aid Action under the „Digital Convergence“.•	
Support Intermediary Management.•	
Implementing acts regarded to information and communication technologies that appeal to citi-•	
zens or businesses, either as owner or as Intermediate Body.
To identify, highlight and communicate the practical benefits of ICT.•	

Although digital economy is something new, efforts have been made in order to familiarize the SME’s, 
across the EU, with this new kind of transactional economy.
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CURRENT SITUATION - PREDICTIONS ABOUT THE FUTURE

This chapter pictures the ongoing situation of the digital economy in addition to some “prophecies” 
about the future, thus it is divided in subsections, each dealing with a respective matter.

The need for a more effective use of ICT (information and communications technology) to improve the 
efficiency and competitiveness of enterprises and entire sectors has been fully recognized and features 
at the top of the political agenda of the EU:

The EU initiative „•	 Small Business Act“ for Europe, recognized the importance of promoting ICT 
related innovations, through a series of sectoral demonstration actions to help SME’s participate 
in global digital supply chains.
The Commission’s Communication “•	 Adapting e-business policies in a changing environment: 
the lessons of the Digital Agenda so far and the challenges ahead“ recognized the need for 
a better collaboration among Member States and regions on promoting e-business policies for 
SME’s, and encouraged the creation of a eBSN (European E-business Support Network for SME’s) , 
as a platform for open policy coordination and exchange of good practices. eBSN analyses the evo-
lution of eBusiness policies and shapes policy action at the European level: eBusiness policies for 
SME’s have evolved as they tried to adapt to the changing needs of enterprises. Starting from gen-
eral ICT awareness raising and financing basic ICT investments and Internet connectivity, eBusi-
ness policies have matured towards personalized eBusiness coaching, and more recently towards 
a more holistic, sector oriented, policy approach promoting smart use of ICT and the integration 
of SME’s in industrial value chains.
The Commission’s Communication “•	 Reaping the benefits of electronic invoicing for Europe“ 
stresses the need to achieve mass market adoption of eInvoicing by reaching SME’s, through the 
development of interoperable processes and standards along the supply chains, including e-in-
voicing. It recognizes the merits of the large-scale demonstration actions launched to increase 
the participation of SME’s in digital supply chains in different industry and service sectors, and 
announces the continuation and expansion of such initiatives.

 
The EU  took the initiative to promote the smart use of information technologies and the inte-
gration of SME’s in global industrial value chains.  The objective is to modernize industrial value 
chains through the smart use of ICT and help notably SME’s better connect to larger enterprises 
and become fully integrated international business partners.  The focus of these actions is on SME’s, 
notably how to help them get connected and offer them a better position in the globalised world.                 
The initiative will have as result in simplified business processes, common data communication 
standards, better return on ICT investments, and efficiency gains, notably for the smallest enter-
prises. While it is conceived and designed for the smallest enterprises, the ultimate beneficiaries 
will be the entire European economy. This initiative is complementary to the actions included in 
the Digital agenda and a key step towards the implementation of the Digital Single Market.  
This initiative consists of a series of demonstration actions, with the objective to catalyze the creation of 
interoperable eBusiness frameworks that would help link SME’s to larger enterprises in an efficient way.  

The broader tangible and intangible benefits for the different types of stakeholders are expected to be:
For SME’s•	 :
- facilitating the entry into the market of new, dynamic players.
- strengthening business relations between SME’s and big companies.
- helping SME’s become fully integrated international business partners. 
- streamlining business processes.             
- increasing returns on investments in ICT.          
- improving business transactions.
- reducing administrative overheads or errors;



148

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

For the economy and society:           •	  
- promoting a more dynamic and competitive economy.
- facilitating the market entry of new players, on fair terms.

 
First results are exceptional, with significant efficiency gains, speedier and affordable integration of SME’s 
in global value networks, broad participation of SME’s, involvement of reference names in the sectors and 
prospects for mass market adoption through the European standardization organizations and consortia.                         
Altogether some 20.000 small enterprises have been involved in all of these projects. The added value 
is not limited to the number of direct beneficiaries, but lies also in the creation of new models that can 
be adopted to have a major impact in the real market.

The demonstration action for the fashion industry figured significant business benefits and SME’s in-
volvement:

The costs related to order management dropped by 65% in one year.•	
The average response time for an order dropped by 50%.•	
The rate of errors in order processing dropped from a 10% average to zero.•	
Speeded up SME’s integration to large logistics networks from 35 days to 3 days, through offering •	
web-based switch-on-off services, user-friendly and affordable for SME’s.
Facilitated and accelerated co-modal transport organization notably for smaller businesses and •	
reduced transport costs.
Increased effectiveness and speed of billing to customers and eased working capital require-•	
ments.
Active association has been established with the standardization bodies and consortia, with a •	
view to ensure its further maintenance, extension and industry uptake through the standardiza-
tion processes.

More demonstration actions are foreseen in the future to form a strategic framework for smart use of 
ICT and integration of SME’s in industrial value chains in Europe and stimulate mass market adoption. 
 
The objectives are to:

Deploy a critical number of large-scale demonstration actions in different industry and services •	
sectors and demonstrate the concrete business benefits.
Develop and implement strategic framework for smart use of ICT and integration of SME’s in in-•	
dustrial value chains in Europe, triggering pan-European action and including appropriate mecha-
nisms to monitor roll-out and mass market adoption.
Encourage follow-up and appropriate governance, maintenance and extension of the results by •	
industry-led initiatives, through standardization bodies and industrial consortia.
Promote European awareness raising actions and training to sensitize enterprises on the strategic •	
importance of the smart use of ICT.
Further valorize such demonstration actions and give them appropriate visibility as part of the EU •	
industrial policy, as well as in the frame of relevant EU industry-specific policy context.

The digital economy can be described as a global network of economic and social activities that is 
enabled by platforms such as the internet, mobile and sensor networks. A successful digital economy 
is essential for EU’s economic growth and its ability to maintain in its international standing. It offers 
new opportunities for businesses to a larger, potentially global, audience and for individuals to connect 
and collaborate.
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CONCLUSION

It has been sufficiently indicated that digital economy is not only a well established concept in our 
minds and world, but also a phenomenon of the future. In other words, there is still a lot of scope for 
digital technologies to bloom and break their own records. Despite the fact that some parts of the EU 
are heavily ensconced in their digital lives, there are still other countries that struggle to see the light as 
far as digital technologies are concerned. Efforts are being made in order to make digital technologies 
and tools easier to access to the public that is still unaware of this technological revolution. The ascent 
of this digital economy has not been smoothly spread across the countries. Such large dissensions in 
the outreach of a digital economy need to be addressed. 

The digital age is here and shows a fast paced growth and development that can help all kind of busi-
ness, especially a SME. It reveals new horizons and fresh openings, because as we know we tend to see 
a SME as a small company with little chances of success. Now this can change with digital economy. It 
has invaded the world and taken everyone and everything in its stride. The future seems bright and the 
present, cheerful. The age of the digital economy is here to stay. 

There should be more efforts in order to remove obstacles against innovation (like fragments that re-
duce the effectiveness of mass marketing techniques and erode brand loyalty), slow standard-setting 
and skills shortages (these currently prevent ideas getting quickly to market). In general these efforts 
should ensure that innovative ideas can be turned into products, services and business models that 
create growth and jobs.
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CAN A NEW TECHNOLOGY AFFECT THE MARKET?

A CASE STUDY OF NFC TAGS

Abstract 

The recent international financial crisis is intertwined with the impressive spread of financial innova-
tions, and largely attributed to the weaknesses of financial institutions to effectively manage the as-
sessment and evaluation of risks for the modern international financial environment. Andrew W. Lo, 
economist at MIT and chief investment officer for hedge fund AlphaSimplex Group. said „The financial 
technologies are developing, such as information technology, often beyond our ability to use innova-
tion responsibly.“ 

The purpose of this paper is to identify and analyze financial innovation in Greece. Additionally, we will 
try to find out if NFC technology could have a positive impact on financial markets.

Keywords: Financial development, Innovation, Economic growth, M-commerce, Mobile payments 

JEL: O16, O32

1.  INTRODUCTION

Financial innovation is necessary to achieve a high and stable rate of growth. Financial innovation 
is normally defined as the act of creating and then popularizing new financial instruments as well as new 
financial technologies, institutions and markets. Financial innovations occur because market participants 
are constantly searching for new ways to make greater profits. Whenever monetary authorities restrict 
the operations of the market participants (commercial banks, financial companies, co-operatives, thrift 
institutions, pension funds, and others), new financial instruments come into the market. This is called 
financial innovation which assists market participants to minimize risk and to maximize return. For the 
past few decades, there has been a tremendous technological improvement taken place in computer 
chips, hardware and software. All these seem inherently more liable to affect the financial innovation. 

A payment system is a collection of technologies, laws and protocols that make it possible for people 
and companies to pay money to each other. Some examples of widespread payment systems are cash, 
credit card, etc. One of the most important concepts of any payment system is money. 

An interesting development is the introduction of mobile payments. But what is mobile payment? mo-
bile payments is a new-generation SIM (Subscriber Identification Module) based payment services. The 
m-payment service’s clients can enjoy the convenience of performing various financial operations from 
their mobile phone, such as: account balance inquiries, mobile money transfers, payments of monthly 
bills, purchases of goods and services both online and in stores, purchase of electronic tickets, top-up 
of mobile vouchers, creation of electronic pockets, receive and pay microfinance loans.
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Mobile payments are not the same as mobile banking. Mobile banking is the process by which, fi-
nancial institutions deploy technology that allows customers to review accounts and perform banking 
transactions on their handsets.

The development of new technology can stimulate financial innovation by lowering the cost of 
providing new financial services and instruments by using computers and telecommunication. The 
rapid development of technology in the financial sector, the introduction of new communication and 
transmission systems also speeds up information flows. Via wireless technology, the delivery of elec-
tronic commerce capabilities directly into the consumer’s hand anywhere. Mobile, such as NFC tech-
nology, has dramatically changed the dynamic between buyer and seller.

The most revolutionary technology and the one that seems closer to becoming the industry standard 
is the field of Near-Field-Communication (NFC) for proximity payments with cards and mobiles. Near 
Field Communication (NFC) is a new, short range wireless connectivity technology that evolved from 
a combination of existing contactless identification and interconnection technologies. Products with 
built in NFC will dramatically simplify the way consumer devices interact with one another, helping 
people speed connections, receive and share information and even make fast and secure payments.

2.  WHAT IS FINANCIAL INNOVATION? 

Financial innovation can be broadly thought of as the introduction of new financial instruments or ser-
vices, or the discovery of new ways to deliver those services to the community. Innovations can benefit 
users in two ways: first, by increasing competition among providers and second, by broadening 
the range and convenience of financial products. The man has proven that he wants to constantly 
evolve, to try new things and create. So the different payment systems we spent the banknotes, credit 
cards, and electronic payments and now slowly the next stage which is the use of technology Near Field 
Communication (NFC). Innovation in transaction and payment systems has been historically driven by 
the convergence of new technologies, a shift in consumer behavior, and the development of enabling 
infrastructure. The history of payment form factors provides a useful benchmark by which to assess the 
potential impact of new technology on existing transaction channels.

Figure 1: Evolution of Payment Products

Source: Booz & Company NFC Scenario Model, 2011
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As seems in Figure 1, the evolution from magnetic strip payment cards to EMV chip represents one 
phase of payment evolution focused on enabling a common infrastructure for secure transactions. 

Transitioning to mobile, the focus has been on developing new platforms that can enable a new 
range of products and services. Stemming from the transition from real to virtual payments, this 
shift towards mobile is indicative of broader trends. The recent growth in mobile commerce is 
driven by the exponential increase in smart-phone penetration and the growing demand for third 
party applications. Identifying and addressing these needs, private sector players can enable prod-
uct innovation and structure new business models that take advantage of shifting market condi-
tions. These new models oftentimes alter the nature of existing value chains, as well as, the roles 
of prevailing market actors. New payments initiatives, such as those announced by Google and 
Facebook, illustrate the degree to which the role and position of a specific market actor can be 
redefined to encompass a new set of behaviors and systems, thereby challenging the predomi-
nance of existing value chain players.1 Technology innovation in the payments space creates 
the foundation for new systems, services, products and user experiences. One technology 
that has emerged as a potential game changer in the payment and transaction space is Near Field 
Communication (NFC). In markets such as Hong Kong and Japan, NFC has gained increasing prom-
inence in recent years. Combined with increased security and significant growth in the penetra-
tion, as well as, sophistication of smart-phones, NFC is seen as providing a potential alternative to 
current smart card schemes. 

Despite these constraints, the disruptive potential of NFC is significant. Particularly when taken in the 
context of broader shifts in consumer behavior, this potential stands at the center of a mobile-oriented 
ecosystem. Buttressed by an exponential growth in mobile commerce (m-Commerce), NFC represents 
not simply an extension of existing transaction channels but a new and intrinsic ability to connect 
online and offline commerce in a single form-factor: the mobile handset. Additionally, NFC carries the 
potential for unlocking substantial socio-economic benefits and lowering costs across market stake-
holders. The core of the consumer NFC experience is defined by an application-based mobile wallet 
(m-Wallet). The m-Wallet in this context refers not just to payment application, but to a broader array 
of functionalities that are linked to a single wallet-based interface. At the highest level, these function-
alities focus on specific transaction environments – such as transportation, ticketing, and loyalty. At a 
more granular level, the m-Wallet application enables different tokens to be loaded onto the hand-
set. These tokens can represent individual companies or products. Seen as complementary to existing 
smart- and contactless cards, NFC will have to not simply recreate a transaction experience but provide 
additive value to the consumer.

There are not a lot of studies researching the factors affecting the mobile payment. One very impor-
tant, albeit geographically limited to the Finish market is the research by Niina Mallat2. The results 
suggest that the relative advantages of mobile payments include time and place independence, avail-
ability, possibilities for remote purchases, and queue avoidance. There are, however, several barriers 
to the adoption of mobile payments, including premium pricing of the payments, complexity of pay-
ment procedures, a lack of widespread merchant acceptance, and perceived risks. We present the 
results of the study by mapping each contributing factor to on desired characteristic of a successful 
m-payment solution:

1  Booz&co. http://www.booz.com/
2  Exploring Consumer Adoption of Mobile Payments - A Qualitative (2006)
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Table 1: Factors affecting consumer adoption of mobile payments

2.1. Repercussion on the economy from financial innovation

Innovations affect microeconomic behavior and, where their use becomes widespread, may have quite 
wide ranging macroeconomic implications as well. There is some recent evidence, for instance, sug-
gesting that financial innovations have been associated with more stable real growth while also sup-
porting the longer-term growth prospects of the economy. It has been observed in many markets 
that both microeconomic and macroeconomic benefits flow from financial innovation. 

Financial innovation enables us to make real economy more efficient through making financial services 
more available and reducing their prices. Financial products of high quality promote savings, increase 
investment profits and lower the risks related to the usage of financial services.

The benefits that financial innovation can provide are: 
Avoiding regulations and optimizing taxes. 1. 
Reducing transaction costs and increasing liquidity of market based products.2. 
Reducing agency costs between executive management and shareholders and between share-3. 
holders and creditors. 
Reducing informational asymmetry between corporate insiders (Majority shareholders / executive 4. 
management) and outsiders (creditors, Minority share holders). 
Increasing risk sharing opportunities (derivatives, investment funds).5. 

The benefits of financial innovation enable us to make risk-sharing and capital intermediation more 
efficient and cheaper for clients.
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Finally, financial innovation can promote economic growth in two ways:
By improving the efficiency of investment, and1. 
By strengthening the discipline on governments and central banks to pursue sound policies.2. 

3. THE RISK AND ADVANTAGES OF NFC TECHNOLOGY

The use of NFC technology will influence the customer’s buying experience. The wallet is to become 
superfluous, the mobile device is a much more compact and easy to use device. Combined with the 
fact that, the NCF technology is going to allow the storage of personal identification data will make the 
content of the much more immune from stealing and counterfeiting. The NFC technology, similarly 
to other e-commerce technologies, is going to make the relation between customer and store much 
more personal. The store will finally be able to tailor its offers to the customer needs, resulting in higher 
volume of sells and in lower prices for each customer. 

Firstly, we will analyze lapidary how costumers, merchants and banks and financial institutions benefit 
from the new technology. 

3.1. Key benefits for costumers

Greater flexibility to transfer / receive funds, pay bills and make purchases.•	
Dramatic reduction of financial costs and time spent on fund transfers and commerce purchases.•	
Increased accessibility to traditional banking and money transfer services.•	
Simplicity and ease of use – using a common device and intuitive interfaces to perform familiar •	
purchase and money transfer transactions.
A secure method for personal financial management (especially compared to carrying cash around •	
or sending money using other popular unconventional channels).

3.2. Benefits for Merchants :

Merchants have much to gain from joining as they can extend a new access channel to their customers 
for purchasing goods and services, anytime and anywhere. By enabling payment by mobile they can 
include customers that previously could not purchase their goods for lack of means, such as youths 
without credit cards. Merchants gain exposure to a large local and potentially international community, 
and can assume new revenue opportunities with a reliable source of income, for example by selling 
mobile bill payment services. Working with an MNO’s customer base gives the merchant customer 
information and knowledge they otherwise could not obtain, and uniquely positions merchants to 
increase customer loyalty through loyalty point programs.

3.3. Benefits for Banks and Financial Institutions

NFC technology allows partnering banks and financial institutions to tap in to a large segment of new 
customers and money that are typically not in the banking system. Revenues are increased by increas-
ing cash float, transaction revenues and foreign exchange revenues. The new customer base can po-
tentially be offered more services down the line, such as credit accounts and loans. And the existing 
customer based can be stimulated through offerings of advanced mobile banking services. Other ben-
efits include:

Cost-saving from small-value payment transactions.•	
Increase in additional liquidity from small-value payments, currently performed with cash, through •	
electronic pocket – like services.
New corporate clients attracted by modern financial services.•	
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Recent reports have highlighted some major concerns about the security and reliability of near field 
communications, specifically surrounding the technology’s use in mobile phones. The risks become 
particularly worrisome in instances where NFC technology is used in conjunction with an app, or other 
downloadable software, as a means of mobile payment.

With this new technology set to become part of our lives, people have some valid and understandable 
security concerns. When using new technologies, the best way to be protected against potential pit-
falls is to know the risks associated with them. One of the most common concerns with NFC technology 
is that of eavesdropping. Eavesdropping occurs when a third party intercepts the signal sent between 
two devices. They might also pick up other personal information passed between two smart-phones. 
The last of the security comes in the form of viruses. While smart-phone viruses are currently few and 
far between, they are growing. Security companies have pointed out that when smart-phones provide 
little financial gain for hackers, they are targeted less. NFC technology would allow users to store valu-
able bank account and credit card information on their smart-phones, thus making them a target. The 
new technology can transfer sensitive financial data as NFC’s short read range (maximum of 20 cm) 
provides some security against transaction interference, there is still concern that it may be possible to 
steal data from an NFC system from a greater distance, with the use of an antenna.

Also, NFC is an expensive technology and smaller companies may not want to risk investing in NFC 
because it is hard to measure the additional profit with NFC. It might be costly for businesses to change 
the way they run their company, for example hiring NFC technicians. The cost would vary depending 
on the size of company and the size of integration. For example, Starbucks invested $25 million in 2011 
alone. According to Wired Magazine, by 2016 only 1/4 of Americans will have NFC smart-phones. Un-
fortunately this is not enough incentive for most businesses to incorporate NFC. 

Perhaps the biggest risk in NFC technology is a lack of consumer education. “Studies indicate that most 
consumers do not understand current risks and are not diligent about the security of their phones.” cites 
a survey by Ponemon Institute that indicates that less than half of consumers protect their mobile de-
vices with passwords or key locks and less than a third have considered installing anti-virus software.

Finally, regarding Greece appear two concerns about the acceptance of NFC technology. The first one 
shows that the Greek consumer perceives the security of mobile payments as unsatisfactory. The sec-
ond one shows that one in 3 Greek consumers would be interest in paying their bill via mobile.3

4. THE APPLICATION OF THIS INNOVATION IN GREECE

According to penetration of mobile phone technology in Greece is very high. The penetration in terms of 
population is around 90% although connections exceed 11 millions. However, the result because of eco-
nomic crisis for the first semester of 2010 has seen the reduction of the numbers of connections by 2.57 
million. Smart phones are gaining more and more popularity in Greece. The smart-phone sales value 
already accounts for 40% of the total mobiles sales value. Mobile phone owners have overtaken Greeks own-
ing conventional fixed line telephones. A significant proportion of these mobile users correspond to young 
people. Almost 70% of users have at least 1 mobile phone; around 25% own at least 2. Usage of the mobile 
phone is high in almost all age groups, and it reaches almost the 100% in younger age groups. Usage of the 
mobile phone is mostly for personal reasons and the users seem to value more the usefulness, the ease of 
use and the speed in their mobile phones. Digital and hard goods are what most users prefer buying hard via 
their mobile. It is however, worth mentioning, that only a quarter of all participants have used other services. 
This is caused probably by the fact that, mobile service providers have displayed too many new value added 
services over the last few years (games, dating, news etc.) (Vangelis Souitaris (2001), Charis Pontida ( 2009)).
3  The risks and advantages of NFC technology, http://tech.co/risks-advantages-nfc-technology-2012-09 . 
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There’s no data on NFC shipments in Greece. But there’s reason to believe that Greek consumer will 
have access to a fairly low price.

According to findings by Greece is a laggard country in relation to usage of ecommerce services:
1 in 10 Greeks has used the internet to order or buy goods.•	
1 in 20 Greeks uses web-banking service.•	
Just 1 % of Greeks has sold goods online.•	

Figure 2: E-Commerce Penetration

Source: Athens Institute of Technology 

On the other hand, this lag alone cannot explain such a low level of online payment transactions. One very 
important inhibitor is the low level of confidence that Greek consumers have for on-line payment trans-
actions. According to Visa Europe the preferred payment method for the Greeks, especially for low value 
transactions, is cash. In detail, 7 out of 9 Greeks pay cash in supermarkets. The figure reaches 92% when 
paying for entertainment. To make a comparison in UK transactions involving cash make up for the 63% of 
the entire volume (down from 74% 10 years ago). According to a recent report by IEMR mobile payment 
users will increase 5 fold in the next 5 years. Right now the mobile payments market is in its embryonic 
phase although there are some promising developments especially in music selling market and ticketing.

Despite the promise of NFC, commercial adoption is still in very nascent stages. While there have 
been a substantial number of trials globally, full scale market implementation has thus far been limited 
to high density urban environments in a select few countries – most notably Japan and South Korea. 
Challenges to adoption are centered on the difficulty in both implementing and effectively scaling NFC 
infrastructure across different market sectors.

4.1. Challenges for NFC mobile payments to succeed 

Several challenges related to technology, implementation, and consumer adoption must be re-
solved. Few mobile phones are currently enabled for use with either SIM or embedded NFC secure ele-
ment chips, although more handset manufacturers are beginning to embed NFC chips in their mobile 
phones or on SIM cards as a basic component. Globally, forty-five handset manufacturers have announced 
plans to add NFC/SIM cards to their mobile phones 16 available by the end of 2012. More merchants must 
invest in upgrading their POS terminals to enable two-way NFC, a long-standing barrier to adoption. Work 
still needs to be done to develop an agreed upon set of technology standards for mobile phones, chips, 
and secure elements, and standards for provisioning and maintaining mobile payment credentials. Yet 
the number of cross-industry participants engaged in the mobile payment process/value chain continues 
to grow, further complicating business models and customer-ownership. Finally, need to remember that 
many consumers are still unfamiliar with NFC technology and require not only incentives, but also educa-
tion regarding its safety and security when used for mobile payments, particularly with a mobile wallet.
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5. CONCLUSION

Today, we are entering a new period of innovation, driven by the near universal penetration of the 
mobile handset and its ability to become a focal point of daily interaction. NFC, in particular, is at the 
forefront of enabling an environment where the handset can replace plastic cards as a single, secure 
mechanism for transactions and interaction. 

In assessing the potential costs and benefits of NFC, the key question that arises is how different private 
and public sector entities can collaborate to accelerate the societal and economic benefits resulting 
from this innovation. At a fundamental level, broad-based NFC adoption will require cross industry col-
laboration and regulatory engagement in order to enable and incentivize service providers to innovate 
and create new NFC services. Lacking clear commercial incentives, many relevant market players have 
simply foregone the necessary investment required to drive consumer adoption and usage. Despite 
positive indicators on consumer demand, this lack of common market infrastructure is curtailing the 
widespread adoption of NFC across market sectors.

However, NFC is a great technology; parts of Europe, China and U.S are using it for public transport 
transactions and the sharing of content between devices. Compatibility with users’ existing services 
and common standards between different services providers could facilitate adoption and advance 
this technology in emerging market.
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Abstract

Economy in the past was simpler mainly because of the lack of technology and information. People 
could adapt faster to changes because they happened more gradually. These changes were at some 
level predictable. With the rise of competition and the appearance of globalization, emerged the need 
to decrease functional cost and develop new products that would help each company adapt to these 
changes and survive. The past decade has witnessed a renewed interest in the main factors driving 
economic growth. Today in the 21st century with the lightning fast development of technology and the 
evolution of economy and management competition has grown even more. Today every company has 
some level of access to the new technology and can find any information considering their business. 
The effect of location is either diminished, in some economic activities: using appropriate technology 
and methods, virtual marketplaces and virtual organizations that offer benefits of speed, agility, round 
the clock operation and global reach can be created. Communication is increasingly being seen as fun-
damental to knowledge flows. Social structures, cultural context and other factors influencing social 
relations are therefore of fundamental importance to knowledge economies. The economy of the 21st 
century is inseparable with technology and its evolution. It is the so called Digital economy. The ever-
changing global marketplace, fuelled by fast-growth economies and new technology, has accelerated 
the speed of most business activities, from product development to customer response. Real-time 
business intelligence and predictive analysis will be required not only for faster decision-making, but 
to cope with unexpected market risks and opportunities.

Keywords: Economic growth, Digital economy, Research and development, Information Technology

INTRODUCTION: EVOLUTION AND IMPACT OF DIGITAL AND KNOWLEDGE ECONOMY

Alongside technology, digital economy is evolving dramatically as technology never stopped evolv-
ing. Nowadays everyone can access the internet easily. Anybody can find any information throughout 
the world at any time he wants. This makes customers more rational and informed and companies 
more competitive towards each other. Digital economy is able to affect and transform every consumer 
or business activity. These changes of the digital economy can be forcing organizations to grow and 
adopt strategies that help them adapt to their fast changing environment. This is the way competition 
is growing and wealth is created in the economy. It also gives the opportunity to new or developing 
companies that are developing their technology or e-business communities to grow and create wealth 
like never before.

The importance of economic growth is difficult to overstate. The more than tenfold increase in income 
in the United States over the last century is the result of economic growth. So is the fact that incomes 
in the United States and Western Europe are at least thirty times greater than incomes in much of 
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Sub-Saharan Africa. Economic research has clearly identified technological innovation as the engine of 
long-run economic growth.

Recent studies on growth also assume that formal skills and experience embodied in the labour force 
represent a form of (human) capital. On the one hand, it could be argued that human capital is subject 
to some kind of diminishing returns so that a more highly trained and skilled workforce would enjoy 
higher levels of income in the long term, but not necessarily permanently higher growth rates of in-
come. On the other hand, investment in human capital (e.g. expenditures on education and training) 
could have a more permanent impact on the growth process if high skills and training go hand-in-
hand with more intensive research and development and a faster rate of technological progress, or if 
the adoption of new technologies is facilitated by a highly skilled workforce. As in the case of physical 
capital, only empirical evidence can shed some light on social returns to investment in human capital 
and, thus, help in discriminating amongst competing theories.

As the economy moves from initial recovery to more sustained expansion, one of the key policy issues 
is whether more investment in technology will boost the growth rate. The issue takes on increased im-
portance because the expansion has been anemic so far. Looser fiscal and monetary policies success-
fully stimulated a recovery from the 2008–2009 recession, but an increase in the rate of technological 
advance is needed to propel the economy into a more lasting expansionary phase.

INFORMATION AND COMMUNICATION TECHNOLOGY DEVELOPMENT IN OTHER COUNTRIES

The United Nations Commission on Science and Technology for Development concluded that for de-
veloping countries to successfully integrate Information and Communication Technologies (ICT) and 
sustainable development in order to participate in the knowledge economy they need to work col-
lectively and strategically. Such collective work suggested would be in the development of effective 
national ICT policies that support the new regulatory framework, promote the selected knowledge 
production, and use of ICTs and harness their organizational changes to be in line with the Millen-
nium Development Goals. The commission further suggests that developing countries to develop the 
required ICT strategies and policies for institutions and regulations taking into account the need to be 
responsive to the issues of convergence.

ICT for Education is a subset of the ICT thrust. Globalization and technological change are one of the 
main goals of ICT. One of its main sectors that should be changed and modified is education. ICTs 
greatly facilitate the acquisition and absorption of knowledge; offering developing countries unprec-
edented opportunities to enhance educational systems, improve policy formulation and execution, 
and widen the range of opportunities for business and the poor. One of the greatest hardships endured 
by the poor, and by many others, who live in the poorest countries, is their sense of isolation. The new 
communications technologies promise to reduce that sense of isolation, and open access to knowl-
edge in ways unimaginable not long ago.

In the past two decades American businesses have invested heavily in information technology (IT). 
Managers often buy IT hardware to enhance customer value in ways that can’t be fully measured by 
conventional statistics. Furthermore, because of competition, firms may be unable to capture the full 
benefits of the value they create. This undermines researchers’ attempts to determine IT value by es-
timating its contribution to industry productivity or to company profits and revenues. An alternative 
approach estimates the consumers’ surplus from IT investments by integrating the area under the de-
mand curve for IT. This methodology does not directly address the question of whether managers and 
consumers are purchasing the optimal quantity of IT, but rather assumes their revealed willingness-to-
pay for IT accurately reflects their valuations. Using data from the U.S. Bureau of Economic Analysis, we 
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estimate four measures of consumers’ surplus, including Marshallian surplus, exact surplus based on 
compensated (Hicksian) demand curves, a “nonparametric” estimate, and a value based on the theory 
of index numbers. Interestingly, all four estimates indicate that in our base year of 1987, IT spending 
generated approximately $50 billion to $70 billion in net value in the United States and increased eco-
nomic growth by about 0.3% per year. According to our estimates, which are likely to be conservative, 
IT investments generate approximately three times their cost in value for consumers.

ECONOMIC GROWTH IN GREECE

Over the past quarter century the Greek economy has had a very disappointing rate of economic 
growth. After a rapid expansion in the years following the end of the civil war, the growth of real GDP 
slowed to only 1.5 percent annually in the period of 1973-95.Much of the popular discussion has at-
tributed the poor performance to deteriorating economic policy conditions in the period after 1973 
-- particularly during the 1980s. Beginning in the mid-1970s the government ran large and sustained 
budget deficits and monetary policy accommodated a sharp acceleration of inflation. High rates of 
wage inflation led to a squeeze of profit margins and a weakening of investment incentives.[5]

The economic policies in Greece have changed many times in the last years. In the table below we can 
see that inflation has been reduced from double digit rates to a 3 percent rate in the last years. The fis-
cal deficit has dropped too from the 12 percent of the GDP in 1995 to 2 percent in the early 2000 and 
finally to a surplus in 2001. 

These economic gains have translated in an improved growth performance in Greece when com-
pared to the prior century. However, the current rate of economic growth implies little or no con-
vergence with average living standards in the rest of Europe. Unless Greece can begin to do better, 
it will continue to languish at the bottom of the European income distribution. Having stabilized 
the macroeconomic environment, the next stage for Greece is to find the means to significantly ac-
celerate the rate of increase in living standards. And, although in the short run Greece has a pool of 
unemployed labor, the longer-term task is fundamentally one of raising the rate of growth in labor 
productivity. 

Period Growth of 
GDP

Inflation CPI Unemploy-
ment Rate

Budget
Balance

(a)

Current
Account
Balance

(a)

Real
Exchange

Rate

1960-70 8.5 2.1 5.1 0.7 -2.6 na

1970-80 4.6 14.3 2.2 -1.6 -3.9 91.3

1970-80 0.1 20.7 6.7 -8.7 -5.5 102.3

1985-90 1.2 17.3 7.4 -12.1 -3.1 95.7

1990-95 1.2 13.9 9.1 -11.7 -1.4 106.5

1995-98 3.1 6.1 10.2 -6.1 -3.3 113.7

1999e 3.4 2.7 10.3 -1.8 -2.9 114.9

2000e 4.0 3.1 10.2 -0.8 -3.7 113.2

Source: Central Bank of Greece, International Monetary Fund

a: As share of GDP

e indicates estimate
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RESEARCH AND DEVELOPMENT

Data on Research and Development (R&D) are from the OECD Main Science and Technology Indicators 
(MSTI) database. A few missing observations were obtained by interpolation.

Expenditure on research and development (R&D) can be considered as an investment in knowledge 
that translates into new technologies as well as more efficient ways of using existing resources of physi-
cal and human capital. Indeed, in the case of R&D, there seems to be stronger consensus that it may 
have a persis- tent effect on growth, that is, higher R&D expenditure would, ceteris paribus, be associ-
ated with permanently higher growth rates.

The amount of resources that are devoted to R&D can be influenced by government intervention. In 
particular, the potential benefits from new ideas may not be fully appropriated by the innovators them-
selves due to spillover effects, which imply that without policy intervention the private sector would 
likely engage in less R&D than what could be socially optimal. This can justify some government in-
volvement in R&D, both through direct provision and funding, but also through indirect measures such 
as tax incentives and protection of intellectual property rights to encourage private-sector R&D (see 
Nadiri, 1993 and Cameron, 1998, for reviews).

Overall expenditure on R&D as a share of GDP has risen since the 1980s in most countries (Figure 3), 
mainly reflecting increases in R&D activity in the business sector that accounts for the majority of ex-
penditure in this area in most OECD countries. Indeed, the share of publicly financed R&D has declined 
over the past decade in most countries as a result of reductions in military R&D budgets.

Several issues have to be considered in assessing the role of R&D on growth.

First, the relationship between public and private R&D could be one of complementarily or substitu-
tion. Second, public-sector R&D is often directed at making improvements in areas not directly related 
to growth, such as defence and medical research, and any impact on output growth could be diffused 
and slow to come about (see OECD, 1998). These considerations suggest that any quantitative analysis 
of growth must take R&D activity into account as an additional form of investment and differentiate 
between various types of R&D expenditures. Given data availability, we consider total R&D expenditure 
(as a share of GDP) and its components, public and business sector R&D expenditure.

The analysis of the determinants of growth can be further extended to include R&D activities, even 
though the sample is smaller and inference the tentative.

In particular the analysis is restricted to 14-17 countries depending on the specification and to the pe-
riod 1981-98 (and for some countries the period is shorter). The shorter time-series significantly restrict 
the number of variables that could be considered in the regressions. These include, in addition to the 
R&D variables, the basic controls and trade exposure, whenever possible.27.The indicators of R&D activ-
ity used here are expenditures on R&D as collected in national accounts expressed as a percentage of 
GDP and are thus indicators of the “intensity” of R&D within each country. The results (Table 5) support 
previous evidence suggesting a significant effect of R&D activity on the growth process.28 Furthermore, 
regressions including separate variables for business-performed R&D and the R&D performed by other 
institutions (mainly public research institutes) suggest that it is the former that drives the positive asso-
ciation between total R&D reforemore intensity and output growth.29 The results also indicate that the 
coefficient on business-sector R&D is somewhat lower in the regression with the indicator of trade expo-
sure. This suggests possible interactions between R&D and international trade: the estimated impact of 
R&D on growth may be overestimated if no proper account is taken of the degree of market openness of 
a country. Nevertheless, the R&D coefficients remain largely significant in this augmented regression.
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The negative result for public R&D needs some qualification. Taken at face value they suggest publicly 
performed R&D crowds out resources that could be alternatively used by the private sector, including 
private R&D. There is some evidence of this effect in studies that have looked in details at the role of 
different forms of R&D and the interaction between them.30 In particular it is found that defence re-
search performed by the public sector does indeed crowd out private R&D, partly by raising the cost of 
research. However, there are avenues for more complex effects that regression analysis cannot identify. 
For example, while business- performed R&D is likely to be more directly targeted towards innovation 
and implementation of new innovative processes in production (leading to improvement

in productivity), other forms of R&D (e.g. energy, health and university research) may not raise tech-
nology levels significantly in the short run, but they may generate basic knowledge with possible 
“technology spillovers”. The latter are difficult to identify, not least because of the long lags involved 
and the possible interactions with human capital and associated institutions.31 Bearing these caveats 
in mind, the coefficient on business-performed R&D intensity, if interpreted structurally, suggests that 
a persistent 0.1 percentage point increase in R&D intensity (about 10 per cent increase with respect 
to average R&D intensity) would have a long-run effect of about 1.2 per cent higher output per capita 
under the “conservative” view that changes in R&D do not permanently affect output growth. How-
ever, in the case of R&D it is perhaps more appropriate to consider a permanent effect on GDP per 
capita growth (i.e. a fall in R&D intensity is not likely to reduce the steady-state level of GDP per capita 
but rather reduce technical progress). If the R&D coefficient is taken to represent growth effects, a 0.1 
percentage point increase in R&D could boost output per capita growth by some 0.3-0.4 per cent. 
These estimated effects are large, perhaps unreasonably so, but nevertheless point to significant ex-
ternalities in R&D activities.

As the economy moves from initial recovery to more sustained expansion, one of the key policy issues 
is whether more investment in technology will boost the growth rate. The issue takes on increased im-
portance because the expansion has been anemic so far. Looser fiscal and monetary policies success-
fully stimulated a recovery from the 2008–2009 recession, but an increase in the rate of technological 
advance is needed to propel the economy into a more lasting expansionary phase.

Recent estimates indicate that, since the late 1940s, about two-fifths of growth can be attributed to 
technology. The standard, broad measure of technological advance is total factor productivity (TFP), 
which is the residual calculated by subtracting the contributions of labor and physical capital from 
GDP. In the short run, TFP is volatile, but the fluctuations average out over long periods of time. At 
lower frequencies or over longer periods, the trend in TFP measures the rate of technological ad-
vance. Using the Bureau of Labor Statistics estimates, technical advance has contributed to 38% of 
growth since 1948.

Clearly, technological advance was speeding up. The causes had to do with computers and software. 
The reason computers and software had such a powerful influence was that their effect was not limited 
to a single industry. Information technology (IT) could generate substantial spillover effects into other 
sectors. Examples include local area networks, computer-aided design (CAD-CAM), electronic banking, 
Internet retailing, statistical quality control, computerized inventory control, and faster communica-
tion of ideas. Industrial firms could use computers to reduce cycle times, achieve fewer defects, control 
inventory, and do specialized production runs tailoring manufacturing to demand. Computers not only 
made industrial processes more efficient, they made research itself more efficient, since R&D could now 
be performed with advanced software, leading to faster development and better products.

The contribution of technical progress in economic growth is one of key question of modern economic 
growth theory, based on the different development of economy, this question has been studied by 
economists all over the world.
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The latest OECD estimates on Gross Expenditures on R&D (GERD) indicate that the modest recovery 
initiated in 2010 continued into 2011.

For the whole OECD area, total R&D expenditures grew in real terms by 1.3% in 2010, mainly driven by 
the higher education and government sectors, while business R&D only increased by 0.5%.

For 2011, a complete picture is not yet available for the entire OECD area. OECD’s own preliminary 
estimates indicate an overall real growth rate for GERD of 1.8% between 2010 and 2011. It is possible 
to note a sustained growth in research in higher education, a slowdown in government R&D and a 
gradual recovery in R&D performed in the business sector.

Total GERD in the EU27 area grew in 2011 by 2.7%, driven by the business sector (+3.5%), mainly Germa-
ny’s (+4.3%). In contrast, US R&D fell by 0.5% in real terms, with growth in higher education offset by lower 
government and business R&D. After a 2.5% drop in 2010, US business R&D declined by 0.4% in 2011.

 

RESEARCH AND DEVELOPMENT RESULTS

The analysis of the determinants of growth can be further extended to include R&D activities [2], even 
though the sample is smaller and inference therefore more tentative. Because in many cases extreme obser-
vations produce disastrous results on the statistical analysis of a sample, we must first filter them and isolate 
them with MCD (Minimum Covariance determinant)[1] and so we can produce the following table.
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Table: Regressions including R&D intensity

Dependent 
variable:ΔlnY     

With total
R&D

With distinction
between business and 
non-business R&D

With business
R&D only

Long-Run Coefficients
LnSk

0.31***
(0.03)

0.28***
(0.02)

0.34***
(0.02)

LnH 1.13***
(0.16)

1.76***
(0.05)

0.82***
(0.18)

ΔlnP –12.15***
(1.64)

–33.19**2
(13.94)

–16.43***
(2.02)

LnR&Dtot 0.14***
(0.03)

LnBERD 0.26***
(0.01)

0.13***
(0.02)

LnR&Dpub –0.37***
(0.04)

Ln(Trade expadj)–1 0.33***
(0.05)

0.32***
(0.05)

Convergence 
coefficient
LnY–1

–0.22***
(0.05)

–0.23**
(0.11)

–0.18***
(0.04)

No. of countries 16 15 16

No. of observations 252 236 251

Log likelihood 860 831 849

All equations include short-run dynamics and country-specific terms. Variables are defined in Box 1. 
1. Moreover, they control for outliers.
Standard errors are in brackets.
*: significant at 10 % level; ** at 5% level; *** at 1 % level.
The Hausman test rejected the hypothesis of common long-run coefficient and thus the coeffi-2. 
cient was estimated without cross-country restrictions.
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CONCLUSION

From the study that has been conducted in this paper we can conclude that in Greece and in other 
countries the development of Digital and Knowledge economy and the evolution of Research and 
Development are very important for the growth of the economy. This is an area where countries and 
enterprises need to invest heavily for their economic development but also its benefits to grow aided 
by the technological progress.

Special mention must be done to a very important factor of Research and Development and Digital 
economy which is computers and software.
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EDUCATION IN KNOWLEDGE-BASED ECONOMY: CASE OF RUSSIA

Abstract

This paper gives a general overview of the knowledge-based economy - modern step of post-indus-
trialism in economically developed countries. The special attention is given to the methods created by 
OECD and World Bank in order to calculate and estimate the possibility of country to fully participate in 
knowledge-based economy. Specific features of Russian educational system, the role of knowledge in 
modern Russian economy, and current challenges of educational reforms in Russia are provided. 

Keywords: Knowledge-based economy, education, KEI, KE, KAM, Russian system of education, educational 
reforms

1. INTRODUCTION

Knowledge-based economy, even though being treated as modern phenomena, has emerged since 
the birth of human civilization and, due to rising importance of knowledge over the time, evolved to 
what we witness today. 

People have learned how to transform knowledge into goods and services; knowledge has incorporated into 
production functions in the form of human capital; economists begun to realize its importance. New technol-
ogies, including those in electronics, revolution in software applications, and expansion of telecommunica-
tion infrastructure, which emerged in the late 1950s, remade the nature of work and the economy. Different 
scholars argued that in developed countries new economy is driven by technologies, based on knowledge 
and information production. One of the first economist who examined knowledge as an economic resource 
was Fritz Malchup (1962). His work was devoted to the rise of new science based industries and their role 
in social and economic change. Scholars who continued to work on this new economic model were Porat 
(1977), Stanback (1979) and Noyelle (1990), Kochan and Barley (1999), Brynjolfsson and Hitt (2000).

At the end of XX century a lot of economists begun to research knowledge based economy as the last 
stage of development in global economic restructuring1. A jump from post-industrial to knowledge 
economy became possible through the development in the following areas: education, science and 
technology; information and telecommunication technologies; globalization and the new level of eco-
nomic growth. They are the key factors of knowledge economy formation. During the last decades 
knowledge intensive service sectors, such as education, communications and information, are growing 
very fast, today more than 50% of GDP in the major OECD economies is knowledge-based2.

The aim of this article is to determine evolution and distribution of the knowledge-based economy and 
highlight the role of education in this new economic system. Major emphasis is dedicated to the analy-
sis of educational issues in Russia by investigating the history of its development since XX century and 
evaluation of main “educational” indicators, developed for assessment of knowledge-based economy.
1  P. Drucker. The Age of Discontinuity: Guidelines to Our Changing Society
2  The knowledge-based economy, OECD, Paris 1996
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We find that:
Knowledge-based economy is the most advanced stage of global economic development and it 1. 
is an object of investigation and assessment for major international economic organizations and 
associations, including World Bank and OECD.
The main pillars of knowledge-based economy are education, training and research, information 2. 
infrastructure, innovation system, etc. The main concern when defining these pillars are connect-
ed with complexity (and in some cases impossibility) of their assessment.
Countries have different initial level of participation in knowledge-based economy, still available 3. 
statistics show that developed countries have better level of assessed indicators while developing 
countries (including Russia) suffer from poor economic incentives, institutional regime and insuf-
ficient innovation output that lower their rank.
10-century history of Russian education has gone through many severe changes especially during 4. 
the last 100 years and is on the crossroad at the current stage. It suffers from criticism both from 
“consumers” and “providers” which negatively influences its image and is an obstacle for search of 
“development path” consensus. 

2.  MEASURING KNOWLEDGE-BASED ECONOMY

The term “knowledge-based economy” results from a fuller recognition of the role of knowledge and 
technology in economic growth.3 A knowledge-driven economy is the one where the generation and 
exploitation of knowledge play predominant part in the creation of wealth.4 In economies, four impor-
tant features characterize the functions of knowledge:

Knowledge ages rapidly and new knowledge is constantly replacing the old;1. 
Scientific (including social scientific) knowledge is highly valued, and the scale and economic pen-2. 
etration of scientific knowledge increases through subsequent economic development phases;
Knowledge economies are especially characterized by the exploitation of new knowledge in order 3. 
to create more new knowledge;
Knowledge is used in the production of goods and services, and to enhance the social welfare of 4. 
its citizens5.

OECD uses “knowledge based economy” term in order to describe trends in advanced economies to-
wards greater dependence on knowledge, information and high skill levels, and the increasing need 
for ready access to all of these by the business and public sector.6 With this regard OECD has developed 
methods for defining the possibility of country to participate in knowledge economy. Thus, principal 
knowledge indicators include:

Measuring knowledge inputs;•	
Measuring knowledge stocks and flows; •	
Measuring knowledge outputs;•	
Measuring knowledge networks;•	
Measuring knowledge and learning.•	

The World Bank has also contributed to elaboration of estimation methods by picking out 4 required 
pills for fully participation in knowledge economy (fig. 1). Investments to the following pillars will lead 
to the availability of knowledge and its effective use for economic production.
3  The knowledge based economy, OECD, Paris 1996
4  Nicholas S.Vonortas. STI Policy for Knowledge based economy. Center for International Science and Technology policy and De-

partment of Economics. The George Washington Universitiy.http://www.issp.uottawa.ca/eng/pdf/bromley/vonortas/Presenta-
tion.pdf

5  Hanas A. Cader. The Evolution of the Knowledge Economy. South Carolina State University – USA. http://www.jrap-journal.org/
pastvolumes/2000/v38/F%2038%202%203.pdf

6  http://stats.oecd.org/glossary/detail.asp?ID=6864
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Fig.1. Pillars required for full participation in the knowledge based economy7

Source: Derek H. C. Chen and Carl J. Dahlma. The Knowledge Economy, the KAM Methodology and World Bank Operations. The World 

Bank October 19, 2005. Washington DC 20433

To measure a country’s ability to generate, adopt and diffuse knowledge World Bank has developed a 
Knowledge Economy Index (KEI) and Knowledge Index (KI). The KI is an indication of overall potential 
of knowledge development in a given country. The KEI takes into account whether the environment is 
conductive for knowledge to be used efficiently for economic development. It is an aggregate index that 
represents the overall level of development of a country or region towards the Knowledge Economy8.

Fig. 2. Indicators of KEI and KE 

Source: www.worldbank.org

Both OECD and World Bank indexes have sub-indexes, which are based on key variables for the pur-
pose of calculating.

The KEI is constructed as the simple average of the normalized values of those indicators, from 0 to 10. 
A KEI score that is close to 10 implies relatively good development of the four knowledge economy pil-
lars as compared to other countries, while a score close to 0 indicates relatively poor development.

7 http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/ECAEXT/EXTECAREGTOPKNOECO/0,,contentMDK:20422383~menuP
K:921081~pagePK:34004173~piPK:34003707~theSitePK:677607,00.html

8 http://web.worldbank.org/WBSITE/EXTERNAL/WBI/WBIPROGRAMS/KFDLP/EXTUNIKAM/0,,contentMDK:20584278~menuPK:143
3216~pagePK:64168445~piPK:64168309~theSitePK:1414721,00.html
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Chart 1 - Key variables of KEI, KE and OECD indexes

Indicator Key variable Characteristics
OECD index

Knowledge 
inputs

Expenditures on re-
search and develop-
ment (R&D)

Based on data from informal professional exchanges, users ex-
periences and suggestions from the shop floor

Patents Quantity of the patents registered
International balances 
of payments for tech-
nology

Measuring international movements of technical knowledge 
through payments of licensing fees and other direct “purchas-
es” of knowledge

Knowledge 
stocks and 
flows

Stock of knowledge 
capital

Can be based on current science and technology indicators if 
techniques were developed for dealing with obsolescence.

Flows of knowledge Measuring the introduction into production processes of ma-
chinery, equipment and components that incorporate new 
technology; and the transmission of knowledge, technical 
expertise or technology in the form of patents, licenses or 
know-how

Flows of embodied 
knowledge

The proportions of R&D stock which flow to other industries 

Flows of disembodied 
knowledge

Measured through citation analysis

Knowledge 
outputs

R&D intensity Estimating high, medium-high, medium-low, and low tech-
nologies

Social and private rates 
of return

Estimating by computing the benefits vs. the costs of innova-
tion

Knowledge 
networks

Innovation surveys The factors affecting the propensity of firms to innovate and 
how knowledge and innovation are diffused in the economy

Knowledge distribution 
power

Analyzing two main flows: the distribution of knowledge 
among universities, public research institutions and industry; 
and the distribution of knowledge within a market between 
suppliers and users

Institutional capabili-
ties to transfer knowl-
edge

Interactions between the public, private and academic sec-
tors

Capabilities of the pri-
vate sector

Measuring market interactions through: research co-opera-
tion within the enterprise sector; participation of firms in in-
dustry-wide standardization activities and informal research 
networks; rates of mobility of researchers across firms and sec-
tors; methods of access of firms to findings of other firms and 
sectors, degree of internationalization

Knowledge 
and
learning

Social rates of return Measuring the impact of education expenditure and attain-
ment levels in society at large on economic growth

Private rates of return Measuring changes in human skills and competencies at the 
individual or firm level and the impacts on firm performance

Micro-level indicators Assessing firm expenditure on training by type of training 
(general, technical, management), by staff category (worker, 
researcher, manager) and by type of firm (sector, size)
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Indicator Key variable Characteristics
KEI and KE indexes

Economic 
and Insti-
tutional 
Regime 
Index

Tariff and Nontariff Bar-
riers

Based on the Heritage Foundation’s Trade Policy index and 
measures the degree of economic freedom

Regulatory Quality Measures the incidence of market-unfriendly policies such as 
price controls or inadequate bank supervision

Rule and Law Measures the extent to which agents have confidence in and 
abide by the rules of society.

Education 
Index

Average years of 
schooling

Used as an aggregate measure of the educational stock in a 
country

Secondary Enrollment Secondary education completes the provision of basic educa-
tion that began at the primary level and is treated as a founda-
tion for lifelong learning and human development

Tertiary Enrollment Tertiary education as a minimum condition of admission, suc-
cessful completion of education at the secondary level

Innovation 
Index

Royalty Payments and 
Receipts An absolute number of royalty payments and receipts
Patent Count Patents granted by the official bodies
Journal articles Number of scientific and engineering articles

ICT Index Telephones Sum of telephone mainlines and mobile phone; per 1,000 
people

Computers personal computer penetration and use; per 1,000 people
Internet Users per 1,000 people

Source: compiled data from www.worldbank.org, www.oecd.org

Usage of these indexes and indicators helps to estimate the possibility of the region or country to 
move from post-industrial economy to the knowledge-based economy, define existing problems of 
transition and better understand economic performance with regard to indicators of growth in the 
knowledge base.

3.  “MAPPING” KNOWLEDGE-BASED ECONOMY

Comparing the KEI by regions, it is evident that the North America, Europe and Central Asia had and still 
have the biggest KEI, meanwhile South Asia and Africa show the lowest level of indicators (fig. 3).

Fig.3. Distribution of KEI by regions, from 0 to 10

Source: KAM 2012
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Concerning the Knowledge Economy Index (KEI) 2012 rankings for 146 countries Sweden retains its 
first-place position as the world’s most advanced knowledge economy, with a 2012 KEI of 9.43. Sweden 
is followed by: Finland, Denmark, Netherlands, Norway, New Zealand and Canada. At the same time 
within different KEI pillars we can see different leading countries (see chart 2). 

Chart 2 – TOP 5 Economies in each KEI pillar

Rank EIR Innovation Education ICT
1 Singapore Switzerland New Zealand Bahrain
2 Finland Sweden Austria Sweden
3 Denmark Finland Norway Luxemburg
4 Sweden Singapore Korea, Rep United Kingdom
5 Hong Kong, China Denmark Greece Netherlands

Source: KAM 2012

Comparison of KEI pillars among ASECU Youth country-members showed that Slovak Republic, Greece 
and Poland take the leading positions in this rank while former CIS countries suffer poor performance 
(fig. 4). In KEI ranking 2012 the USA occupied the 12 place with the biggest KEI among all AY countries.

Fig 4. Development of KEI and pillars among AY country-members and the USA9

Source: compiled data from www.info.worldbank.org

Thus it can be seen that different countries have different initial level of full participation in knowledge-
based economy, however the most developed countries by KEI and KE are from North America, Europe 
and Central Asia. Thereby, predominantly developed countries show deeper “knowledge-based” ori-
entation of their economy while developing countries of South and Eastern Europe mainly suffer from 
poor economic incentives and institutional regime and insufficient innovation output. 

4.  ROLE OF EDUCATION IN KNOWLEDGE-BASED ECONOMY

The belief that there is a causal relationship between the “excellence” of a school system and the eco-
nomic success of the country in a global competition has revived the interest to the relationship between 
education systems and national productivity. When measuring national productivity we can use stan-
dard economic indicators such as GDP. Traditional indicators have never been completely satisfactory, 
however using them we can identify the level of economic development in the world community. At the 
same time it’s very hard to estimate or measure the knowledge, because it is stored only in individual’s 
minds. Today we have very indirect and partial indicators of growth in the knowledge base itself. 10

9  http://info.worldbank.org/etools/kam2/KAM_page8.asp
10  Knowledge Based Economy. OECD 1996.
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Today education carries out many key functions in the knowledge-based economy, e.g. knowledge 
production, transmission and transfer of knowledge and its “material” results. This especially true when 
talking about higher professional education and research facilities which is more and more closely con-
nected with labor market and industrial sector. 

What might be even more important is that changes in the structure of work in the last decades have 
increased the demand for higher education and high-skilled workers. Majority of population in de-
veloped economies and in the leading developing economies tend to obtain education beyond high 
school, including university education. Education has been a major source of productivity growth 
in the United States during the post-war era, and because education increases productive human 
capital (education is one of the assessment components of Human Development Index (HDI)), it 
contributes to overall increases in economic growth. Thus, during the postwar years from 1948 to 
1973, it is estimated that education and the innovation that arose from it accounted for two-thirds of 
the increase in U.S. economic growth.11

5. SPECIFIC FEATURES OF RUSSIAN EDUCATIONAL SYSTEM AND THE ROLE OF KNOWL-
EDGE IN MODERN RUSSIAN ECONOMY

5.1.  History of Russian Education

Even though development of education system in Russia started later than it did in many countries 
of Western Europe, it plays very important role in Russian society. The first law on education in Russia 
dates back to 988, period of Russia’s Baptism, so for many centuries Christian religion had a great influ-
ence on education. The first professional schools had appeared during the reign of Peter the Great in 
the beginning of the 18-century. He had studied a lot abroad in Germany and Holland and upon his 
return initiated creation of modern education system in Russia. He instituted mass education (not only 
for children of noble men as it was before but also for all talented children); created schools in ship-
building, military science, navigation science and engineering; established the first Russian Academy 
of Science and Academic University in St. Petersburg.

Under Ekaterina’s II system the aim and score of the education were not only education, but also good 
breeding. All punishments were forbidden, philosophical idea of school was “respect for human rights 
and freedoms”. The next ruler, who changed the Russian system of education, was Alexander I. During 
his epoch were created “The Rules of Public Education” that divided all educational institutions into 4 
groups: parish schools, district schools, provincial high schools and universities. According to the law, 
since 1804 every town had to have at least one gymnasium and 2 schools. The first educational au-
thority – the Ministry of Education was established at the same time. Thus, from the end of XVII till the 
beginning of XIX century dominated a tendency of liberalization of education system. 

After the Revolution of 1917 the education became public, free and obligatory which lead to fast 
growth of education level and coverage. Even the Second World War didn’t stop country’s orientation 
on education. From 1950s till the collapse of USSR there were built many schools, universities and insti-
tutes, including research ones, and many of them are still highly prestigious today.

The new socio-economic and political context of the Russian Federation required a radical transforma-
tion of education system, a process that started at the beginning of the 1990s. In 1992 Russia adopted 
a law that proclaimed the following principles of state educational policy: 

11  Edward F. Denison. 1984. Trends in American Economic Growth, 1929-1982. Washington, DC: Brookings Institution Press; Robert 
J. Shapiro. 1998. “The Economic Power of Ideas.” In Jerry J. Jasinwoski, ed., The Rising Tide: The Leading Minds of Business and 
Education Chart a Course Toward Higher Growth and Prosperity. New York: John Wiley & Sons, Inc.
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humanistic nature of education, priority of human values, human life and health, free develop-•	
ment of personality;
accessibility of education and adaptability of education system to the levels and characteristics of •	
development and training of students and pupils;
secular nature of education in the state and municipal educational institutions;•	
freedom and pluralism in education;•	
democratic, public nature of education management, and autonomy of educational institutions. •	

This law set the basic foundations for a radical change of the education system. One of the most im-
portant provisions of this law was the elimination of state monopoly on education. Within 10 years 
the number of private higher educational institutions rose from 0 to 417. The reform of system and 
government’s educational policy was mainly aimed at strengthening and development of democracy, 
consolidation of national identity, facilitation to transition towards a market economy. The most impor-
tant goal of the reform was to create basic conditions for a transition from a unified and standardized 
education system to a versatile and open one. 

However in spite of strong orientation on the best European and U.S. practices in education the results 
of reformation didn’t show great results. Many analytics and, what is more important – consumers (= 
pupils, students) and producers (= school and university teachers, researches, senior managers) noted 
deep problems in the quality and satisfaction with education. 

5.2.  Current Challenges of Educational Reforms in Russia

The new stage of the educational reform started with the adoption of “The National Concept of Educa-
tion in the Russian Federation” in 2000 which stated the objectives and main directions of educational 
development up to 2025.12 A few years later, in 2003, Russia has joined the Bologna process which main 
objectives are to increase the mobility and employability of European higher education graduates thus 
ensuring competitiveness of European higher education in the world. Following its obligation under 
“Bologna declaration” in 2011 Russia has finally switched to two-cycle degree system, namely 4-year 
bachelor’s and 2-year master’s degree, while keeping its traditional “specialist degree” (a minimum of 5 
years study) for a limited number of programs, specified by the government regulations. 

Within these 10 years of reforms Russia has changed the duration of basic and general education, list 
of obligatory subjects, rules of final state exams at secondary schools and rules of enrollment in uni-
versities, grading system at universities, etc. Obviously, all these changes have seriously influenced “the 
face” of modern Russian educational system and its perception by population.  

Chart 3 – The most significant problems in Russian system of education

Governement level Education institution level Pupils’ level
Insufficient budgetary financing;	·
Tendency to imitate foreign sys-	·
tems of education without taking 
into account specific features of 
economiс, political and cultural 
peculiarities of Russia;
Decrease of quality of Russian 	·
educational system;
Brain-drain;	·
Poor connection between edu-	·
cational institutions and labor 
market. 

Difference between market 	·
needs and current educa-
tional program;
Deterioration of the pres-	·
tige of Russian universities;
Corruption;	·
Poor quality of educational 	·
and academic literature; 
Poor level of facilities and 	·
technical basis.

Low level of motivation;	·
 Poor ability of choosing pro-	·
fession;
Tendency to gain the diplo-	·
ma, not knowledge;
Lack of possibility to choose 	·
“right” subjects in high 
school.

12  World Data on Education. IBE/2011/CP/WDE/RU http://unesdoc.unesco.org/images/0021/002145/214565e.pdf
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In 2011 was adopted the “Federal Target Program for the Development of Education in 2011-2020” 
which is to ensure access to quality education that meets the requirements of innovative socially ori-
ented development of the Russian Federation. The main objectives of the Program are: modernization 
of general and preschool education as a support to social development; bringing the content and 
structure of vocational education in line with labor market needs; development of system of education 
quality and relevance of educational services.

It is possible to define specific futures of Russian system of education analyzing the data provided by 
the Global Competitiveness Report. In 2008/09 and 2012/13 Russia took 36 and 86 places respectively. 
It is necessary to mention that in 2008/09 the World Economic Forum created the Report using infor-
mation about 134 countries and in 2012/13 – 144. Despite this fact, according to the Report there are 
clearly seen negative changes in the whole educational field13.

Fig. 5. Development of Russian “educational field”, Global Competitiveness Report 

Source: The Global Competitiveness Report 2008/09, 2012/13. World Economic Forum.

As for the Knowledge Economy Index (KEI) 2012 rankings for 146 countries, Russia took 55 rank. Over 
the last 17 years KEI in Russia has changed significantly: the index plummeted to 2,28 in 2000 and 
increased to 5,78 in 2012. Simultaneously, the KE index didn’t show big changes over the same period 
of time (see Fig. 6).

Fig. 6. Evaluation of KEI and KE indexes in Russia in 1995-2012 

Source: www.worldbank.org

Concerning the 4 pillars of the Knowledge Based Economy in 2000 to 2012, it can be clearly seen that 
grew only ‘education’ indicator, meanwhile the economic incentive and institutional regime, innova-
tion system and ICT decreased slightly over the 12 years.
13  https://members.weforum.org/pdf/gcr08/gcr08.pdf
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Fig. 7. KEI, KE and 4 pillars of knowledge based economy in Russia in 2000 and 2012, from 0 to 10

Presented data reflect deterioration in the economic sphere, however modern government program 
aimed to the modernization and development of current system of education and to rise the relevance 
of educational services. 

Basic directions of development of Russian education system were stated in the “Russian Innovation 
Strategy 2020”14. According to strategy there are 2 scenarios: conservative and reformative. 

Conservative approach assumes that the government will take care about reducing social risks and 
minimize involvement in the current system of higher education. Budget funding of the sector will 
increase to 1.15 % of GDP. This will increase level of salaries and scholarships, meanwhile the dispropor-
tion between labor market and economic development will remain.

Reformative scenario assumes active changes in the education system, relying on families and employ-
ers. The scenario may change the existing disparities between education and the labor market. An 
important condition for the success of this scenario is abandonment of compulsory army practice. This 
will reduce the demand for higher education programs in favor of programs of secondary education 
for at least 20-25 %.

Russian government still didn’t decide which way will be chosen, however on the whole, Russian edu-
cation system will be based on the following principle changes: 

Broad adaptation of modern methods and technologies, aimed to continuous development and •	
further improvement.
Creation of actual educational content for professional, general and further education, according •	
to the modern world-class scientific and technological level of development.
Widening collaboration between high-tech business and education institutions.•	
Intensive training of the new generation of managers in higher education.•	
Additional tax incentives for small innovative companies will be provided in order to enhance in-•	
novation in higher education.
Formation of the modern educational standards in educational field•	 15. 

Overall strategy realization will be coordinated by the Governmental Comission for Hi-Tech and Innova-
tions. Its results are presented on figure 8.

14  Russian Innovation Strategy 2020 http://2020strategy.ru/data/2012/03/14/1214585998/1itog.pdf
15  Russian Innovation Strategy 2020 in Brief http://www.finnode.fi/files/173/Russian_Innovation_Strategy_2020_in_brief.pdf
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Fig 8. Key indicators in the Russian education sphere, targeted according to the
Russian Innovation Strategy 2020.

Source Russian Innovation Strategy 2020 in Brief

6. CONCLUSION

With the spread of modern information and communication technologies, the world economy has 
become more competitive. Based on new technological opportunities developed countries jumped 
from post-industrial to knowledge economy. In a long-term for the new economy the most important 
role plays knowledge – the main engine of economic growth. 

Our attempt to assess development of educational system in Russia as one of the pillars of modern 
knowledge-based economy showed that unfortunately over the last 20 years Russia had witnessed 
deterioration in these field (influenced by deep economic and political changes of these years) that led 
to severe disputes concerning the future of Russian education.

However education is still one of the strongest pillars of Russia when assessing possibilities of country in tran-
sition to the knowledge economy. This confirmed by KAM ranking 2012, where Russia took 6,79 from 10.
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Abstract

The countries all over the world try to achieve the transition of their economy into a knowledge econo-
my since they directly depend on knowledge. Knowledge is power and this power should be allocated 
equally to men and women. Before this transition, the countries have to solve the issues about gender 
equality in the economic development. Even today, women do not have equal access to the productive 
means and they do not participate sufficiently to the economic activities. Gender equality, except for 
a human right, it is also necessary for economic advancement. At this article, we are going to examine 
the notion of the knowledge economy so that we can understand the meaning and its importance 
about the economy, the welfare and the reduction of poverty globally. After this, we are going to pres-
ent the situation of women in the knowledge economy worldwide, so that we can have a general view 
of the role of women in the economic activity, the sectors in which they are underrepresented and the 
reasons why this happens. Continuously, we are going to focus on the specific region of East and South 
East Europe, where the problem of the gender inequality is more intensive in all sectors.

1. KNOWLEDGE ECONOMY
 
Over the last decades, national economies are been developing in knowledge economies. This term 
means that the production and the services are based on knowledge activities and innovations which 
make the physical resources more efficient and lead to economic growth.

Not only the developed countries, but also the developing ones try to gain a comparative advantage 
by access to information and knowledge in order to be considerable. Knowledge is produced by re-
search and development (R&D). The proportion of R&D expenditure in countries GNP has been increas-
ing since 1950 and this is considered an investment of great value. Also, knowledge is managed by 
learning in educational settings and it is acquired through experience. By this way, the workforce of the 
country can be productive and consequently contribute to national economy efficiently. In fact, the 
value of knowledge to an economy comes from sharing with others1. As it happens to firms, knowledge 
is shared internally with the effort to avoid diffusion. Thus, information is a commodity, which can be 
bought or sold and then belonged to any reasonable mind2. 

A question, although, that occurs, except the acquisition of information, is the effective use of it in all 
sectors of economic activity. Knowledge and innovation can be applied from agriculture to biotech-
nology, including industries and enterprises. In the view of the growing contribution of the creative 
industries to national economic output, most countries are seeking to adopt policies to develop their 

1  Ian Brinkley, Defining the knowledge economy, The Work Foundation, 2006.
2 UNESCO world report, towards knowledge societies, UNESCO publishing, 2005, page 19.
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creative industries and strengthen their competitiveness3. So, certain policies have to give incentives to 
invest in innovative products and new processes. Science and high technology (such as ICT) are some 
other important fields where knowledge is applied. Furthermore, knowledge is important for humans 
if they are about to be active in their workplace, in the means of information and in politics.

At this point, we must not forget that knowledge, except for a means to achieve economic develop-
ment; it is also a means to achieve social goals. Knowledge societies are not only concerned with infor-
mation, technology and innovations, but also with sustainable and human development. Knowledge 
societies are parts of the global context of limited resources. So, the issues of limitation and environ-
mental protection should have to deal with sustainable development with the use of technology. 
Moreover, the potential workforce, as human beings, benefits through the acquisition of knowledge 
and its right use for themselves and for the whole society. 

2. THE PARTICIPATION OF WOMEN IN THE KNOWLEDGE ECONOMY WORLDWIDE

A knowledge economy should integrate all the available human capital and provide access to knowl-
edge. An economy benefits from this combination as also the sectors of science and technology are 
well developed.

Women are a group of society and simultaneously a part of the workforce which can contribute to 
economic growth, to technological advancements and to a better quality of life. Due to the dominant 
gendered division of labor, much of the daily work done by women involves scientific and technologi-
cal knowledge that is implied. For instance, women carry out 60-90% of agricultural production activi-
ties in the developing world. Women are mostly responsible for the provision of energy for cooking: 
women often cater for community water and sanitation needs and family healthcare4. 

According to a study conducted in 2012 and assessing gender equality in knowledge societies of the 
EU, South Africa, India and other countries, the knowledge gender divide continues to exist in all coun-
tries5. Even in the developed countries, the proportion of women’s participation in the sectors of tech-
nology and innovation is very low. In some of the countries, women do not represent more than 30% 
in the fields of engineering and computing. Additionally, in the countries where a woman confronts a 
very low social status and constrains to participation in economy, like South Africa or India, these rates 
are much lower6.

In the following table, there are the countries with the higher percentages of female researchers (over 
50%) as a percentage of total researchers.

Female researchers as a percentage of total researchers in 2010

Argentina Romania
Russian 

Federation
Singapore

Chinese 
Taipei

Turkey
Czech 

Republic
Finland Korea

52,2% 44% 41,7% 29,3% 20,9% 35,8% 28,1% 31,9% 16,7%

Source: OECD
3 Robin Mansell and Gaetan Tremblay, Renewing the knowledge societies vision: towards knowledge societies for peace and sus-

tainable development, Report February 2013, page 3.
4 UNESCO Expert Group meeting: Gender, Science and technology, Women’s and girl’s access to and participation in science and 

technology, September 2010, page 2.
5 www.wisat.org
6  www.wisat.org, National assessments on gender equality in the knowledge society.
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Even today, women in various domains that usually refer to research positions and new technologies 
are under-represented, not only in less developed countries but also in the leading economies. The 
knowledge gap between genders continues to exist in developed countries, while women do not have 
access to the production7.

Women’s participation in science, technology and innovation 
                 

Source: Women in Global Science and Technology 

At the level of education, while women get educated in the fields of technology, this is not reflected 
in the workforce of each country. But even the number of female students is very low. It has been ob-
served that:

Women tend not to make studies n the fields of engineering and technology, while they prefer •	
other sciences like medicine.
It is usual female studies at a Bachelor and Master level but not in a higher one.•	

Consequently, the number of female researchers becomes low. Given a sample of 89 countries in 2010, 
it has been concluded that the share of women researchers globally is almost 29%, with regional differ-
ences: in Europe 32%, in Latin America 46% and in Asia 15%8.
 
The tendency of women to be absents from decision making positions affects their participation in knowl-
edge economy. Females take part in the process of economy, using ICTs, but not in a satisfying level. Also, 
sometimes women face lower wages due to the fact that there have not been developed equal policies. 
 
Why do we want women to participate in knowledge economies?

Although the situation of women’s participation is aforementioned, we have to understand why fe-
males need not to be excluded from knowledge economies. Women are active agents in development. 
The participation in knowledge economy will enable them to improve their incomes, health, food pro-
duction and well-being. 

Except the individual benefits, there are also many gains for knowledge economies. An economy can 
take advantage of women’s creativity and abilities and therefore boost its macro-economic elements 

7  www.wisat.org
8 UNESCO Expert Group meeting: Gender, Science and technology, Women’s and girl’s access to and participation in science and 

technology, September 2010, page 4.
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and the sustainable development. Fewer women scientists correspond to fewer intellectual resources 
that can be used for attracting jobs and for the national productivity. Furthermore, it is essential the 
equal access to the education and to the productive use of resources, at the same time that gender 
gaps harm a country’s economic performance. 

It is a fact that women compose almost the half world population and 40% of global workforce, but 
they only possess 1% of global wealth9. On the contrary, increasing women’s representation in SET 
(Science, Engineering and Technology), all the available human capital is used to lead to the nation’s 
competitiveness in the technology sector, in businesses and in national innovations.

 THE GENDER GAP IN SCIENCE

SOURCE: CHARTBIN

 
3. GENDER ECONOMY IN THE AREA OF SOUTHEASTERN EUROPE

3.1 GLOBAL GENDER GAP REPORT

The region of South-eastern Europe was through big economic, political and social changes at the 
decade of 90’. Almost all countries selected their passage in the economy of market, with the fall of 
centralized scheme. This process was very painful for all countries and their citizens, because through 
their transition from a centrally controlled economy, they were found in the uncertainty and the com-
petition of free market without being prepared for these new conditions. For Albania, which was years 
isolated from the rest of the world, this change was more traumatic. The large losses of jobs, the insta-
bility, the hunger, the social unrest, were some of the characteristics of that era. Job losses influenced 
two sexes to a big degree. However, women were more influenced because in the closed economy they 
had an ensured place to work, since in this form of economy the phenomenon of unemployment does 
not exist. After the fall of the socialist regime, women found themselves without work and without 
any opportunity to participate in the new system because they were lack in the necessary skills and 
appropriate education. Two decades afterwards, the role of women in the society and in the economic 
process has been improved considerably. These changes helped women to be independent financially 
9  www.econ.worldbank.org.
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and to better assert their rights. However, although women have made great strides, there is still a 
significant gap between men and women regarding their participation in the production process and 
in decision-making, their access to inputs, their support from political institutions and the equal op-
portunities in professional careers. 

Basically, the new bet of these areas is to go through another transition. These countries must pass 
on the knowledge economy, which would not exclude women and integrate them equally in the pro-
duction process. Women are a productivity factor which has remained unexploited and this fact may 
causes losses in the competitiveness of economy and in the overall production. The whole society will 
gain from the complete integration of women in the economy of knowledge. Several empirical stud-
ies show that women distribute their income differently than men. Women give priority in meeting 
the needs of the household and the education of their children. So this means a better educated next 
generation which will contribute more effectively in the economic growth. The countries that want to 
invest in sustainable development should understand the importance of women in economic devel-
opment. As it stresses the World Bank, investing in women is smart economy since women constitute 
half the world’s workforce and researchers. According to OECD, from 1995 the restriction of the gap 
between men and women is the cause for the half increase of employment in Europe and for the one 
quarter of annual economic growth of particular region.10

Many studies show that women’s participation in economic development will only positively affect 
society and the GDP. According to Booz & co almost one million women will join the labor market in 
the coming years and the full exploitation of this fact will lead to great results. According to the survey 
conducted by Booz & co if the employment rate of women was the same as men, then the total GDP of 
the U.S. would increase 5% while the GDP of Japan would have an increase of 9%.11 The impact on GDP 
is higher in countries where the employment rate of women is low. The last decades, the attendance of 
women in the all sectors of economic activity was increased considerably. According to an article of the 
Economist, women are behind 80% of consumer decisions.12

In most countries of the South-eastern Europe, women make up nearly half the total population as 
shown in the following table.

Countries Percentage of women 
population (2011) %

Countries Percentage of women 
population (2011) %

Albania 49.9 Macedonia FYR 49.9

Croatia 51.9 Montenegro 50.9

Bosnia –Herzegovina 51.9 Poland 51.8

Bulgaria 51.7 Romania 51.5

Georgia 52.9 Russia 53.7

Greece 50.5 Serbia 50.5

Kosovo 48.5 Ukraine 54.0

SOURCE: The World Bank Data 13

However the corresponding governments have not utilised the factor women as much as they could. 
As a result, women are more disadvantaged than men in employment opportunities. The following ta-

10  http://www.oecd.org/social/40881538.pdf
11  http://www.booz.com/media/uploads/BoozCo_Empowering-the-Third-Billion_Briefing-Report.pdf
12  http://www.economist.com/node/6802551
13  http://data.worldbank.org/indicator/SP.POP.TOTL.FE.ZS
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ble shows the places taken by these countries according to the Global Gender Gap Report 2012.14 This 
report shows how the countries share equivalently their inputs without bothering about the quantity 
of those inputs.

overall
economic 

participation
political 

empowerment
educational 
attainment

rank score rank score rank score rank score 
G.G.G data 2012
Albania 91 0,6655 63 0,6663 105 0,0753 76 0,9890         

Bulgaria 52 0,7021 50 0,6960 67 0,1409 64 0,9924

Georgia 85 0,6691 57 0.6766 109 0,0711 89 0,9790

Greece 82 0,6716 80 0,6329 99 0,0858 55 0,9940

Croatia 49 0.7053 61 0.6691 47 0.1779 46 0.9950

 FYROM 61 0,6968 65 0,6650 45 0,1789 22 0,9997

Poland 53 0,7015 72 0,6503 46 0,1786 34 0,9981

Romania 67 0,659 54 0,6815 97 0,0885 52 0,9943

Russia 59 0,6980 39 0,7197 40 0,0951 35 0,9580

Serbia 50 0,7037 50 0,7037 40 0,1921 67 0,6599

Ukraine 64 0,6894 34 0,7251 119 0,0535 22 0,9943

Source: Global Gender Gap Report 2012 15

Serbia entered for the first time in these studies, so we can not make comparisons with past perform-
ance. Ukraine is in the same position as in the last year. However, Ukraine is among the 20 countries that 
have the worst performance in political empowerment. Albania had a great fall, almost 13 places due to 
the reduction of women representatives in the parliament. According to other studies, there is no equal-
ity regarding to wages, apart from some cases where higher education does not exist, wages vary at the 
same rate while there is a mismatch of skills and jobs.16 In the case of Albania, it is observed that gener-
ally women are more educated than men but usually do not have work experience. This fact is an im-
portant disadvantage for the employment and their wages. This absence is related to the fact that they 
are occupied with the raise of their children. Later, they find it difficult to rejoin the labor market. Croatia 
went up a place because there was an improvement in the representation of women in ministerial posi-
tions. Russia lost certain places in the scale because the levels of attendance of women in the economy 
and political empowerment were low. Bulgaria lost only a place. Greece lost enough places mainly due 
to the reduction of feminine representatives in the parliament, from 31% in 2011 fell in the 6% in 2012. 
Macedonia FYR fell 8 places because of the wage gap between man and women. The performance of 
Albania and Macedonia FYROM on health and survival was below average performance.

Undoubtedly, the economic development is important for all countries, particularly the Southeastern 
countries. The European Union is the largest market for these countries’ products; therefore they are di-
rectly affected by economic developments. Southeastern economies have problems with productivity 
and competitiveness, which do not allow long-term economic growth and reduce of unemployment. 
According to Global Competitiveness Index 2012-201317 the performances of the countries under 
study are presented in the following table.

14  Some countries are not included in the index due to lack of data 
15  http://www.weforum.org/issues/global-gender-gap,( health index is excluded from the table because doesn’t directly concern 

the subject of the article).
16  http://www.unifem.sk/uploads/doc/GenderWageGapReport_Albania_EN.PDF
17  http://www3.weforum.org/docs/WEF_GlobalCompetitivenessReport_2012-13.pdf
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Countries rank /144 score (1-7)

Albania 89 3,91

Bulgaria 62 4,27

Croatia 81 4,04

Romania 78 4,07

Bosnia -Herzegovina 88 3,93

Greece 96 3,86

Serbia 95 3,87

Ukraine 73 4,14

FYROM 80 4,04

Russia 67 4,2

The main problems of these countries are access to finance, corruption, bureaucracy, political insta-
bility, government instability, inflation, inefficiency of government bureaucracy and inadequate infra-
structure. Bulgaria had the best performance in the competitiveness index of the Balkan countries 
arriving in position 62 with a score of 4.27. In the worst position is Greece that confronts debt crisis and 
low trust on part of investors. Greece ranks in 96 positions with a score of 3.86 and the valuation for 
corruption and government efficiency is ranked in111 position.

The lack of enough investment in innovation is the main reason for non-competitiveness of these 
countries. According to data from the World Bank 2012, spending on research and technology is under 
1% of GDP for all the countries of the Western Balkans except Montenegro that is 1.1% of GDP. More-
over, the quality of education in these countries is low and affects the quality and value of the products 
they export.

 3.2 GENDER PAY GAP 
  
It is the difference between wages received by men compared to women’s wages. Usually this differ-
ence in wages is explained by differences in education, work experience and skills of workers in the 
labor market. However, it’s observed that women are paid less than their male counterparts doing 
the same job. The women’s presence is most pronounced in specific occupations that historically have 
been identified with women including teachers, nurses, cooks etc. Moreover women work many times 
part-time jobs in order to care their family. This choice has a negative impact on their careers.

The inequality in wages is a very important problem for the countries under study. Several of these dif-
ferences are very noticeable and the states should face these problems if they want their integration in 
the European Union, which strongly supports gender equality.

 FYROM is making efforts to accede into the European Union, and this means various reforms in many 
areas, such as in the economic and political fields and reforms in the sector of justice. One of the Eu-
ropean Union’s requirements is equality in wages for both sexes. Although, gender equality legally is 
protected by law, in practice there are many obstacles that do not allow women to achieve equality 
both in terms of opportunities in labor market and in the elevation of their social status. The employ-
ment rate of women in FYROM in 2010 according to studies was 37.5%, compared to the employment 
rate of man which was 58.40%18 . Moreover, according to the World Labor Organization, there is a 
notice of distinction in specific groups of women, such as new mothers and older women in age.
18  (http://www.crpm.org.mk/wp-content/uploads/2013/03/Gender-equality-in-EU_How-does-Macedonia-compare.pdf )
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The wage inequality essentially reflects the inequalities in various economic sectors. According to a 
study that was realised in 2013 Gender pay gap in the Western Balkan countries19: Evidence from Ser-
bia, Montenegro and Macedonia”) the women in Serbia, in general, have more qualifications than men 
while they are not paid the same .Women in Serbia are paid 11% less than men for the same work while 
Montenegro percentage rises up in the 16.1% and Macedonia FYROM percentage reaches 17.9%. Ac-
cording to the research, this means that the women in Serbia work without payment for 40 days.
 
According to data from UN Women, Serbia’s profile in 2010, 50% of women’s population, who are eli-
gible to participate in the labor market, (15-64) was economically active. The corresponding figure for 
men was 2/3. One third of entrepreneurs and self-employed were women in 2009 and 20% of women 
were in managerial positions.

In the case of Albania, in 2011 women earned 17.4% less than men. According to the survey results 
(Gender Inequalities in Pay - an Albanian Case) 20the difference in wages widened over the years. For 
example, at the ages that are close to retirement, men earn 40% more than women. Also, women 
work less hours than men and choose part-time jobs in order to take care of their children or other 
people who need help at home. This contributes to the widening of the wage gap between the two 
sexes. The periods when women are not in the labor market with the aim to care their children, are 
considered by employers as a sign of non-productivity. Moreover, researches show that the wage 
gap is lower for people with higher education (university degree and higher degrees.).This percent-
age is 15.40%21.

Croatia, from July 1, 2013, will be the new European Union member. After years of efforts Croatia 
managed to reach the requirements for integration into the European Union. For Croatia the wage 
gap, according to the Central Bureau of Statistics to 2009, the average gross wage for men was 11% 
higher than that of women’s. Such differences exist for several reasons: level of education, hours 
worked, position and professional experience. In 2010, the Average Monthly Gross Earnings for men 
was 8 044 kuna, while for women it was 7 223 kuna. This means that Women’s salaries as a percent-
age of man is 89.5%

Finally, for Bulgaria, according to data from Eurostat 2011, the wage gender gap is greater at ages 35-
44 at about 19.2%. The smallest gap occurs at ages under 25. In Romania, the largest gap occurs at the 
ages of 45-54, where the rate reaches 11.2% and the lowest at the ages below 25 years with 1.7%22. 

 The gender differences are observed in the rural sector too. Women do not have equal access to factors 
of production. According to a study by FAO 2011 if women had the same access to inputs as men’s, pro-
ductivity would be increased almost 20-30%. Overall production in developing countries would have a 
2.5-4% increase and that would effect on reducing hunger in the world from 12 to 17%.23

3.3 THE ROLE OF WOMEN IN THE DECISION MAKING SECTOR

The percentage of the participation of women in the political life of the South-eastern European region 
is smaller compared with the levels of other European countries, although most countries have made 
efforts to increase gender equality. In Serbia, for example, a law was passed requiring the parties to in-
clude women in their ballots at a rate of 30%. The Montenegro has its first female Minister of Defence.

19  http://www.fren.org.rs/node/209?lang=en
20 Gender Inequalities in Pay – an Albanian Case, GADC Publication , 2012.
21 iluka Juna, Gender wage gap in Albania, Sources and recommendations, Pegi, 2011
22 http://epp.eurostat.ec.europa.eu/statistics_explained/index.php?title=File:Table1_Unadjusted_gender_pay_gap_by_

age,_2011.png&filetimestamp=20130228140907
23 http://www.fao.org/docrep/013/i2050e/i2050e00.htm
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Even in Macedonia FYROM there is an increasing pressure for greater participation of women in the 
political life24. In Kosovo, after the 2010 elections, women were represented in parliament in the pro-
portion of 30%. In fact, the Prime Minister of Kosovo and 2 deputies prime ministers are women. 
In Serbia, by mid-July 2011, only 5% of mayors were women. In Macedonia FYROM at the elections 
of 2009, no woman was elected as a mayor. In the case of Montenegro and in the Council of Minis-
ters, in the years 2006-2009, women held 6% of jobs and there was one woman of the 21 mayors. 
The positions occupied by women in the parliaments of the Balkan countries are presented in the fol-
lowing table.

Countries Female Total 

Albania 22 140

Montenegro 13 81

Bosnia and Herzegovina 9 42

Bulgaria  50 240

Croatia  36 151

Greece 63 300

Romania  37 330

Russia  61 450

Serbia  81 250

Ukraine  36 450

Macedonia FYR 38 123
Source : http://w3.unece.org/pxweb/dialog/Saveshow.asp?lang=1

As seen from the above table, women are not well represented. In the majority of the countries, women 
do not exceed the rate of 30% of total seats, with the exception of FYROM and Serbia where women are 
represented slightly more than 30%. There is no doubt that there is an improvement compared to the 
past years, but these countries must make more steps to meet the standards of the European Union. In 
a world that changes with a rapid way, Balkan countries can not afford to proceed with baby steps25.

3.4 THE ROLE OF EU POLICIES FOR GENDER EqUALITY

All Balkan countries aimed at the accession to the European Union. Greece, Romania, Bulgaria are al-
ready members of the European Union and from 1 July 2013 the union will add a new member, Croatia. 
In order to obtain the member status, all countries are required to have certain economic, political and 
social standards. Balkans is a region with many problems such as weak political institutions, political 
instability, xenophobia, nationalism and lack of political culture as the countries of Western Europe. The 
new Member States face many economic problems such as corruption. Also, the privatization of enter-
prises still has not finished so there are many inequalities affecting mostly vulnerable social groups. 
One of these groups are women. The European Union supports and promotes gender equality in the 
candidate countries through policies that will improve the position of women in society at all levels. 
For example, in the case of Croatia and Macedonia FYROM, the Union helped voting a law concerning 
the establishment of institutions for racial equality and protection of gender equality. In Croatia was 
founded the Parliamentary Gender Equality Committee (2000), County and municipal commissions 
for gender equality (2003) while in Macedonia FYROM was founded a Women’s Parliamentary Club 
24 http://www.setimes.com/cocoon/setimes/xhtml/en_GB/features/setimes/features/2013/03/11/feature-02
25 All data were found in UN Women, at the country profiles.
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(2003) and Municipal Councils (2000). Moreover in Macedonia FYROM was passed a Law on Equal Op-
portunities between Men and Women (2006), the Labor Relationship Law (2005) and in Croatia the 
government passed a law for Act on maternity and parental benefits (2009), Gender equality Act (2008) 
and Law on Domestic Violence (2003). Although laws exist, they are not sufficient. Especially, there is 
no political will to implement them while corruption complicates the process of implementing the 
laws. Gender equality is not a priority for the governments of these countries after focusing mainly on 
economic and political issues.

3.5 WAYS OF ENCOURAGING WOMEN’S PARTICIPATION IN THE KNOWLEDGE SOCIETIES

There is no single obstacle that leads to women’s less participation in knowledge economy. The actions 
that could be taken are classified in different fields:

Decision-making leaders can adopt policies and programmes that aid women to strengthen their a) 
participation in knowledge –based sectors. Policy measures should address to the full integration 
of the available female labour force, for example through non-formal education and capacity de-
velopment programmes26. Moreover, it is essential that women activate in decision-making posi-
tions so as to promote positive female role models. Via the media, there could exist many ways for 
the promotion of a positive image for women about their further contribution to economy.
It is a real fact that women are usually undereducated compared with male education level. The b) 
latest statistics show that 60% of countries have not reached gender parity in primary and second-
ary education27. At this point, there is the issue for appropriate teaching methods and high-quality 
science and technology programmes. By this way, there could be feasible the creation of an attrac-
tive image for technology. Science and technology literacy are very important for a country that 
seeks to develop a knowledge economy.
While many women enjoy successful and rewarding careers in various areas of science and tech-c) 
nology, much more progress needs to be made28. Women should be encouraged to follow careers 
related to science and technology through career guidance and support from the state. There 
should be more access to information and more opportunities for the women who are interested 
in pursuing a career like this.
At last, in the field of research, there is a lack of female researchers and women scientists in top d) 
managerial positions. This is observed almost in every country. It happens due to a series of fac-
tors; approach to productivity, performance measurement and the work-life balance. Such issues 
have to be examined because the people who have been educated and they have obtained cer-
tain qualifications have a lot to give to a country’s advancement and to the economy. 

Examples 

THE CHALLENGES OF TRANSITION IN BOSNIA-HERzEGOVINA ‘S ECONOMY

For Bosnia and Herzegovina understanding the impact of ICTs upon women and men is far behind oth-
ers in the Central and Eastern Europe. This is because of a series of some factors. 

The country could not follow the development of ICT technologies because it was interrupted by •	
the war in the early 1990s. 
Secondly, Bosnia and Herzegovina is a whole decade behind the time when development of ICTs •	
was at its peak. Since this time, the country has been struggling with post-conflict reconciliation 
and reconstruction for shaping development 

26  UNESCO Expert Group meeting: Gender, Science and technology, Women’s and girl’s access to and participation in science and 
technology, September 2010, page 11.

27  UNESCO Expert Group meeting: Gender, Science and technology, Women’s and girl’s access to and participation in science and 
technology, September 2010, page 5.

28  UNESCO Science, technology and gender: an international report, 2007.
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It seems that technology instructors and educational system operate on the same principle, which 
greatly diminishes the potential and interest of young Bosnian women in technology. If we are to 
change this situation, one of the core tasks is to institute and develop capacity of female technology 
experts within primarily male-dominated Bosnia and Herzegovina ICT-provider organisations. 

Despite the critical issues surrounding ICTs, such as a slow pace in technological development due to 
economic reasons, and lack of women’s groups’ involvement in ICTs networks, the country did achieve 
certain steps that could count as initially productive when it comes to the national ICT policy.  

One world platform for South East Europe, a non-profit foundation based in Sarajevo, is one of those rare 
organisations in BiH that is already actively engaged in the promotion of gender equality and of women’s 
empowerment through gender and ICT advocacy. OWPSEE began to tackle the question of gender and 
ICT in 2004, and just recently, together with their partner, Foundation for creative development, started 
with the project “Network for change”. The project focuses on capacity building of women’s and youth 
associations through training in policy and advocacy using new technologies, and stands as a unique 
opportunity for rising awareness of necessity to include gender dimension in the BiH ICT policy. 

THE PROMOTION OF WOMEN’S PARTICIPATION IN THE FIELD OF INNOVATION AND TECHNOL-
OGY IN THE CzECH REPUBLIC

In the Czech Republic, women are grossly under-represented in the higher ranks of decision-making 
posts and in the fields of IT. In 2007, there was organized a project by the Association of Progressive 
Communications (APC Europe) in order to promote an attractive image of the ICTs. The project aimed 
at secondary-school leavers, women willing to return to workplace after maternity leave and women 
attracted to Innovation and Technology but unconfident about the idea of pursuing such a career. This 
project included training sessions and discussions about the female stereotypes. Some women in high- 
level positions talked about their work and the diversity of professions in this sector29.

EXAMPLES OF WOMEN BUSINESS IN THE CHANGING ECONOMY OF SLOVENIA

Slovenia has changed its legislation in certain fields of economy, for instance in services and compa-
nies. This happened especially after 2004 when the country harmonized the legislation with EU. In ad-
dition with the previous situation when only the big companies functioned to the Slovenian economy, 
small private companies and entrepreneurs appeared. This resulted in the need for fiscally and legal 
counseling and advice. Finera Ltd was one of these new companies that provided this kind of services. 
Finera Ltd is a small family business that is female led and owned. The firm has managed to sustain and 
develop participating in law network. Cooperating with specialized suppliers and associated institu-
tions, this company managed to contribute to the topical economic growth. After the year of 2000, 
due to the increasing competitiveness, Finera Ltd expanded its activities with the introduction of new 
services and the enlargement in other regions. This example, also, shows the risk that a small female 
company can handle and continue to be important actors in economy30.

PURSUING RESEARCH CAREERS IN HUNGARY

The “Harmonizing Child Rearing and Scientific Career “started in 2009 and based to the Hungarian 
Academy of Sciences. The initiative was to improve the work-life balance of researchers by helping 
women with children31. The effort was to promote the reconciliation of research and child care respon-
sibilities by providing extra time for parents. This is important for women who are devoted to the rais-

29  www.apc.org
30  Gill Scott, Women, Innovation and the Knowledge Economy, March 2011.
31  Gill Scott, Women, Innovation and the Knowledge Economy, March 2011.



191

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

ing of children and do not have the time to consider their work. Young researchers with a child, they get 
extra two years to apply for a HAS (Hungarian Academy of Science) fellowship/grant per child. Also, this 
is combined with better conditions of home working by providing outside computer access.

4. CONCLUSION

In a world that is constantly changing everybody need to adapt to the new challenges. Every country 
has to follow these trends if the aim is to be a player at the international economic development. The 
achievement of this goal can be augmented by the further contribution of women in economy. It is 
undeniable that women are important actors in development. Their consuming behavior, their social 
contribution and their participation in some other different aspects (education, politics) help the soci-
ety and the economy to make great leaps of development.

According to the South East Europe Regular Economic Report that was released in December 2012, Al-
bania, Bosnia and Herzegovina, Kosovo, the Former Yugoslav Republic of Macedonia, Montenegro, and 
Serbia are faced with a deep crisis, with a significant increase in unemployment and decline production. 
Unemployment rates reach more than 25% in 4 of 6 countries. These countries need to become more pro-
ductive to activate dynamically in exports and to increase their competitiveness and of course creating 
new jobs. All these prerequisites are easier to achieve with the further participation of the total available 
workforce in the economy and better use of the skills of workers, namely the right people in the right 
positions. Women have much to offer in the economy. Although great improvements have taken place, 
governments should put fully the knowledge economy and the female workforce high on their agenda. 
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Abstract

In the modern business environment, the need for creative and innovative activities is permanent. Inno-
vations significantly affect effectiveness and efficiency of a company, its capacity, as well as the quality 
of goods and services. Actually, innovations are requirement of economic success and development of 
modern enterprise, and therefore they have the key impact on welfare of a whole society. In the condi-
tions of fierce competitions and saturated market, companies that do not innovate are faced with stag-
nation. If we have in mind the fact that a healthy economy is the most important factor of economic de-
velopment of a country, we can see how lack of innovation could negatively affect the whole society. 

This paper analyzes innovativeness of European countries, and correlation that exists between their 
investments in R&D and their income. Precisely, it is explained how innovations effect the economic 
development of European countries. 

Special consideration is given to Montenegro, as a country where, unfortunately, importance of in-
novations is still not completely understood. There is no significant investment in R&D by the govern-
ment, or by the private sector, but situation is expected to improve in the future.

Key words: innovation, economic development, investements in R&D, creativity

1. INNOVATION AND PRODUCTIVITY

There are a lot of definitions of innovation. One of them says that innovation is something new that 
creates value. Peter Drucker, leading management guru, defines innovation as “a change that creates 
a new dimension of performance”. He identifies seven sources of innovation: the unexpected, incon-
gruities, process needs, industry and market structure, demographics, changes in perception and new 
knowledge. Michael Poter defines innovation as “a new way of doing things that is commercialized”. Jo-
seph Schumpeter defines innovation as “the doing of new things or the doing of things that are already 
being done in a new way.“ But, there is something that all definitions contain: the fact that innovation 
is of crucial importance for both economic growth and the growth of a firm. Moreover, modern growth 
theory identifies three key determinants of productivity growth: accumulation of physical capital, accu-
mulation of human capital and a rate of innovation and technological change. The difference between 
„invention“ and „innovation“ is that invention is the creation of a new idea, and innovation is turning 
the new idea into commercial success or widespread use.

Globalization, growing international competition, the information revolution and technological 
changes is something that describes today’s environment. In that situation, innovations became more 
and more important because they offer a chance for firms and countries to be different and better. In-
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novating firms can increase their efficiency and improve the goods and services they offer, and on the 
other side they can reduce the costs of production. Countries that create innovative environment are 
those that are experiencing high growth rates of GDP. A lot of studies prove that those variables are 
positively related.

Evolution in models of innovation can be observed. In the period 1950-1960, the largest number of in-
novations was created as a result of research and development. That model was called science-push. In 
the period 1960-1970, dominant model was demand-pull what means that innovations were created 
as a result of identifying problems in demand. From 1980s the main model was combination of science, 
technology and market. From 1990s dominant model was integration model and after that net-model. 
Net-model means that there is a connection between organizations, development of multifunctional 
teams in organization or between organizations and combination of individual and group creativity. 

Today, innovation is regarded as one of the key factors of competitiveness, both at the level of the 
national economy, and that of the business system. From the standpoint of the national economy, 
the importance of innovation is reflected in the fact that improves the national productivity. Pro-
ductivity is a measure relating a quantity or quality of output to the inputs required to produce 
it. It means an effort to deal with a given quantity of inputs and achieve the maximum amount of 
outputs. Productivity measures the efficiency of production. Measuring productivity depends on the 
available data and the purpose of analysis. There are several aims of productivity measurement: na-
tional assessments and international comparisons, understanding the dynamics of standards of liv-
ing, change of multifactor productivity is an important element in modeling the production capacity 
of a country. The most commonly used measures of productivity are: labor productivity based on 
gross value added, productivity of labor and capital, multifactor productivity (capital-labor-energy-
materials-services). At the level of the total economy, gross domestic product (GDP) is the generator 
for the calculation of productivity.

Labor productivity is the most important factor of economic growth. Economic growth involves exami-
nation of the causes and consequences of the continued growth of gross domestic product. Economic 
development includes the process of development in which GDP per capita of a country increases and 
countries become more industrialized. The values   of these indicators will be high, if countries put em-
phasis on their competitiveness. Countries should try to improve their competiveness which means the 
ability to achieve success in the markets in order to increase the standard of living over time. Countries 
can become more competitive by improving their achievements in a wide range of factors that affect 
productivity growth. This applies to innovation, creating a favorable legislative environment, and trans-
fer or adoption of a new technology, education, entrepreneurship, or new businesses.

The lack of innovation in the use of new technologies and a new product development, high costs, and 
a lack of information about the needs of the market affect the poor productivity and economic growth 
of Montenegro measured by low level of GDP per capita. Accordingly, enhancing the productivity and 
competitiveness of Montenegro can be achieved by strengthening the SMEs (small and medium enter-
prises), with the main focus on the key actors of development - innovation and technological develop-
ment.

2. INNOVATION INDICATORS OF EUROPEAN COUNTRIES

There are a lot of ways of measuring how innovations contribute to the economic growth and develop-
ment. Before we move on to the Global Innovation Index, which is the central section of this paper, we 
will try to display the innovativeness of European countries using some separate indicators, in order to 
get general overview which countries are leaders in this area. 
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Firstly, the most frequently used measure of innovativeness- Gross domestic expenditure on R&D, 
also known as GERD is being discussed. GERD is defined as current and capital expenditures on creative 
work undertaken systematically to increase knowledge, including knowledge of humanity, culture and 
society, and the use of knowledge for new applications.1 Main advantage of this indicator is its universal-
ity, which originates from the fact that GERD is the sum of the R&D expenditures of the four economic 
sectors- business enterprises, government, private non-profit organizations and higher education in-
dustries.2 Figure 1 shows the GERD as a percentage of GDP for 28 European countries in the 2010.

Figure 1: GERD as a percentage of GDP for 28 European countries, 20103

As we can see from the figure above, according to this indicator the leading countries are Scandina-
vian countries- Finland, Sweden and Denmark (above 3%), followed by Germany, Austria and France, 
which belong to the group of most developed European countries. It is interesting to note that Slove-
nia (former Yugoslav republic) is above average of European Union, while the United Kingdom is below 
average. This data, in general confirms the hypothesis that countries with high investments in R&D 
are at the same time the most developed countries, with few exceptions mentioned above. Another 
data marked on the chart 1 is the Europe 2020 target. As it has already been mentioned, Europe 2020 
is the EU’s growth strategy for the coming decade in order for EU to become a smart, sustainable and 
inclusive economy. One of the five objectives of this program is the innovation, which includes objec-
tive mentioned above- EU countries should achieve GERD at the level of 3% of the GDP. This shows the 
importance of investments in R&D for the whole community. 

Another interesting indicator is the number of patent applications submitted by the countries in one 
year. Data refers to the applications filed directly under the European Patent Convention or applica-
tions filed under the Patent Co-operation Treaty and designated to the EPO (Euro-PCT). Figure 2 shows 
the number of patent applications per country submitted in 2010.

1  http://data.worldbank.org/indicator/GB.XPD.RSDV.GD.ZS (accessed on May 16, 2013)
2 http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Glossary:Gross_domestic_expenditure_on_R_%26_D_(GERD) 

(accessed on May 16,2013)
3  http://epp.eurostat.ec.europa.eu/portal/page/portal/science_technology_innovation/introduction (accessed on May 16,2013)
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Figure 2: Number of patent applications per country submitted in 20104

This data also confirms the fact that countries which are investing a lot in R&D are the ones which 
are the leaders in economic development in Europe. Again, at the top of the ladder are Scandinavian 
countries as well as some of the most developed countries from the West and Central Europe. However, 
elusive leader is Lichtenstein, country from the Central Europe.
 
All in all, every indicator that is related to innovations points, more or less, at the same conclusion- the 
more countries invest in R&D, the more they are developed. Finally, the analysis moves on to the Global 
Innovation Index, which is the overall indicator of the country’s innovativeness. 

3. INNOVATION AS DETERMINANT OF ECONOMIC DEVELOPMENT

The Global Innovation Index (GII) is the result of cooperation between one of the world’s leading and 
largest graduate business schools, INSEAD and World Intellectual Property Organization (WIPO), a spe-
cialized agency of the United Nations. Economic growth is determined by a lot of factors, and one of 
them is innovation, which has become very important in the period of globalization and growing in-
ternational competition. Importance of the Global Innovation Index is in the fact that it helps creating 
an environment in which innovation factors are under continual evaluation and provides a key tool for 
refining innovation policies. The report pays attention to what companies and countries are doing and 
what they should be doing in order to stimulate and support innovation. This Index is one of the many 
research studies that build a ranking of countries related to innovation. The top three countries among 
all different indexes are Switzerland, Sweden and Singapore. The last Global Innovation Index Report 
was published for the year 2012 and the analyses are based on this Report. 

The Global Innovation Index is a simple average of two sub-indexes: Innovation Input Sub-Index and Inno-
vation Output Sub-Index. Both of them consist of several pillars. Innovation Input Sub-Index is a simple av-
erage of five pillars which presents enablers of innovative activities in one national economy: Institutions, 
Human capital and research, Infrastructure, Market sophistication and Business sophistication. Innovation 
Output Sub-Index measures results of innovative activities and it is also a simple average of two pillars: 
Knowledge and technology outputs and Creative outputs. Although the Output Sub-Index includes only 
two pillars, it has the same weight in calculating the overall GII scores as the Input Sub-Index.
4 http://epp.eurostat.ec.europa.eu/portal/page/portal/product_details/dataset?p_product_code=TSC00032 (accessed on May 

16,2013)
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The Figure 3 presents the structure of Global Innovation Index:

Figure 3: The structure of Global Innovation Index5

Whereas the aim of this analysis is to indicate the connection between innovation and economic 
growth (measured by GDP/pc) in this chapter will be given the comparative review of the GII level 
in several European countries. Analysis is based primarily on comparison between Montenegro and 
countries of the region (Serbia and Croatia), Estonia (which is often used as a benchmark when we talk 
about economic development of Montenegro)6, Switzerland (as the country with the highest level of 
GII), the most developed countries of the EU (Germany, France and the United Kingdom) and countries 
with lowest GDP/pc in the EU (Bulgaria and Romania).

In table 1 is given the review of GDP/pc in 2012 as the measure of economic development of above 
mentioned countries and the score and rank on the Global Innovative Index list for the 2012:

Table 1: Comparative review of 10 selected countries

GDP per capita (US$)
Global Innovative Index
Rank Score

Montenegro 7,317 45 40.1
Serbia 6,081 46 40.0
Croatia 14,457 42 40.7
Estonia 16,583 19 55.3

Switzerland 81,161 1 68.2
France 44,008 24 51.8

Germany 43,742 15 56.2
United Kingdom 38,592 5 61.2

Bulgaria 7,202 43 40.7
Romania 8,863 52 37.8

5 http://www.globalinnovationindex.org (accessed on May 16, 2013)
6 Montenegro and Estonia are both former socialist, small and open economies. They both have intensive cooperation with coun-

tries in the region. Difference is in the fact that Estonia had revolutionary transformation to the market economy, but Montenegro 
had evolutionary approach to market economy and the result of that process is different.
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Analysis shows a high degree of correlation between GDP/pc (which represents the level of economic 
growth) and the score of Global Innovative Index (which represents the level of innovation in one coun-
try). The correlation coefficient between the GDP/pc and the score of GII is 0.897, which means that 
there is a very strong linear relationship between these two economic indicators, as can be seen from 
the graph below.

Figure 4: Relationship between the GDP/pc and the score of the GII
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It means that those countries which recognize the importance of innovation and invest in it benefit 
from this activity in form of economic growth. But, it is understandable that situation with less devel-
oped countries is different. Those countries are faced with a lot of obstacles and they often do not have 
enough resources to innovate. They can benefit from innovation only after they reach certain level of 
development. So, in those early phases of economic development it is very important for them to be 
able to understand the importance of innovations and to be open for them. For those countries is very 
important the support of government in the field of innovation. 

Switzerland has the highest level of GII in the world which makes it the most innovative country. In 
almost every pillar it has one of the top 10 positions. Its only weakness is the Institutions pillar rank 
(13th), because of poor showing in the ease of starting a business and of resolving insolvency. But, 
the fact that its economy is based on knowledge and that Switzerland has one of the highest GDP/pc 
makes it a friendly environment for innovation and makes easy transformation of innovation input to 
innovation output.

4. THE IMPORTANCE OF INNOVATION FOR MONTENEGRO

According to the same index (GII 2012) Montenegro is the 45th most innovative country in the world. 
Being a country in transition, Montenegro has had various challenges in improving its economy. Unlike 
many other developed countries of the world, there is no significant investment in R&D by the govern-
ment, or by the private sector. But still, Montenegro shows openness to innovations and changes which 
has been recognized by the EU and Montenegro has often been praised for being an open economy and 
for its willingness to make changes. Montenegro is the EU candidate country and has a lot to work on 
prior to becoming a member country. One of the things that are preventing the growth and develop-
ment of Montenegrin economy is the lack of support for R&D activities. Studies show that private sector 
in developed countries is the main generator of innovation. In Montenegro there is no much expendi-
7  Coefficient calculated using the statistical package EViews 5.0
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ture on R&D in the business sector, due to global financial crisis, but also poor economic conditions in 
the country. In 2010 the GERD in Montenegro was 6.5 million EUR, which makes 0.21% of GDP.8

One of the main factors of innovation is expenditure on R&D and on education. In Montenegro most of 
expenditure on R&D goes to basic research, which is theoretical work undertaken primarily to acquire 
new knowledge of the underlying foundations and phenomena and observable facts, without any par-
ticular application or use in view. Montenegro is also limited by the country size, but as it can be seen 
from the previous chapter, Switzerland is the most innovative country in the world, regardless its size.

Innovation outputs are the results of innovative activities within the economy. There are two output 
pillars: Knowledge and technology outputs (this pillar was labelled ‘Scientific outputs’ in the 2011 GII) 
and Creative outputs.

The pillars of GII show that Montenegro is among the top countries in the world when it comes to 
Knowledge Impacts and Creative outputs, which are the most relevant for measuring innovation out-
put. Montenegro has the score of 71.3 in Online Creativity, which makes it the 10th best country by this 
criterion. Montenegro is ranked as the 1st country in sub-pillars Generic top-level domains (TLDs)/th. pop. 
15-69 and Country-code TLDs/th. pop. 15-69. These two sub-pillars focus on creation of internet sites. 
That is really important for generating innovations, since the Internet itself has been a great innovation, 
and it is a place where many innovations take place nowadays. 

Montenegro has a good score in Human Capital & Research pillar, being ranked 29th in the world. It has a 
really good score in Tertiary education, which is mostly because of increased number of college gradu-
ates in recent years. But still, even though education is the most important input for R&D, Montenegro 
does not have a good score in R&D sub-pillar; it is ranked as a 45th country in the world. Problems that 
Montenegro has are visible from the GII’s sub-pillar on Knowledge diffusion, which reveals how good 
country is in diffusing knowledge. On the other hand, the country is ranked as 32nd in the world in 
knowledge absorption. 

It has already been said that investing in education is the input for R&D activities, and therefore the 
input for innovation. Table 2 shows the number of finished scientific papers in Montenegro for the 
period from 2000 to 2010.

Table 2: Number of scientific papers (2000-2010)9

Year Number of Scientific papers
2000 60
2001 70
2002 84
2003 192
2004 216
2005 47
2006 62
2007 44

2008 59

2009 72
2010 87

8  http://www.gov.me/ResourceManager/FileDownload.aspx?rId=112145&rType=2 (accessed on May 17, 2013)
9  http://www.monstat.org/cg/page.php?id=77&pageid=77 (accessed on May 18, 2013)
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The table shows that there are very few scientific papers in Montenegro per year, but in the last 5 years, 
the number of published scientific papers has increased and there is a positive trend.

WIPO ranks Montenegro as the 161st country by Intellectual Property activity for 2011. Data from the 
2012 report shows that there have been 1,179 patent applications in Montenegro since 2008.10 That is 
a small number, but that has been a significant growth in patent applications when compared to the 
period prior to 2008. 

Overall, there is little R&D activity in Montenegro which is due to many factors. But in the coming pe-
riod, period of Montenegro’s integration to the EU, there will be more expenditure on education, R&D 
and support towards creating an innovation friendly environment. In the last few years, even though 
by a small percentage change, there has been an increase in R&D as percentage of GDP. As it has been 
presented before, it is not easy for a less developed country to invest in R&D, and therefore generate in-
novations, so that becomes a circulus vitiosus. But Montenegro should put emphasis on supporting the 
small and medium enterprises (SME) in order to encourage the SMEs to make small innovations since 
that it also really important for one country’s innovativeness, and therefore economic growth.

SUMMARY

Innovation is often defined as “new ideas that add value”, so this automatically means that innovation 
is a driving force behind growth. There are various ways to measure innovation and innovativeness, 
and this paper presented the methodology of the Global Innovation Index, which was used to explain 
Montenegro’s position compared to countries in the Balkans and in the EU. One way to measure how 
innovation affects the economic growth and development is by presenting the Gross Expenditure on 
Research and Development as a percentage of GDP. Studies have shown that the more countries invest 
in R&D, the more innovations there are, and higher the economic growth.
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ANALYSIS OF POTENTIAL OF THE KNOWLEDGE ECONOMY FORMATION 

IN UKRAINE: INTERNATIONAL ExPERIENCE AND NATIONAL PRIORITIES

Statement of the problem

In modern society the ability to generate, use and spread new knowledge is the basis of national com-
petitiveness and the basic precondition for accelerated socio-economic growth. The strategy of the 
development of information-knowledge society is today the priority of socio-economic policy of the 
developed countries, allowing them to take full advantage of opportunities that are opening before 
them through the transition to a new type of post-industrial society – information society. A special 
type of economy – the knowledge based economy – serves as an economic foundation for this society. 
Current problems of economic development are connected with intellectualization of labor, prioritiz-
ing the processes of production of new knowledge that can provide steady development and socio-
economic progress for the Ukrainian society.

One of the key factors in accelerating the pace of technological development is the availability of 
knowledge that is one of the most important conditions for the participation of a state in the global 
competition. In times of crisis, knowledge is the resource that becomes important not only as the level 
of intellectual abilities, but also as an economic resource, which becomes a means of innovation cre-
ation and implementation.

Keywords: knowledge economy, potential, Knowledge Economy Index.

ANALYSIS OF RECENT RESEARCHES AND PUBLICATIONS

In recent years the term „knowledge economy“ can be found in many international and national sci-
entific works; as a rule, it is used to define such type of economy in which knowledge plays crucial 
role, and the production of knowledge is a key factor of economic growth. In the context of economic 
theory, special attention deserve such representatives of neoclassical economics as G. Becker, E. Deni-
son, P. Drucker, L. Edvinsson, F. Machlup, T.Sakaiya, T.Stewart and many others.

Significant contribution to the study of the knowledge economy problems made Russian scientists: O. 
Gaponenko, V. Gluhov, V.Inozemtsev, V.Makarov, B. Milner and others.

The problems connected with the development of the knowledge economy in Ukraine were researched 
in the works of Yu. Bazhal, A. Halchynskyi , V. Heyts, G. Zadorozhnyi, L. Musina, L. Fedulova and others.

Despite a large number of scientific works and substantial achievements in the knowledge economy, 
there still remain questions regarding the use of the experience of other countries that consider them-
selves to be the ones with knowledge economy and identifying by Ukraine the priorities of innovation 
development.
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The goal of the article is to identify the key factors of knowledge economy formation using the ex-
amples of several countries that consider themselves the countries with the economy in which most of 
the gross domestic product is provided by production, processing, storage and spreading of informa-
tion and knowledge.

THE MAIN MATERIAL

The problem of improving the competitiveness of the Ukrainian economy is extremely important, 
taking into account the fact that in its quantitative and qualitative macroeconomic parameters and 
business environment it remains considerably behind not only the developed countries but also 
the former Soviet Union republics. Under globalization, Ukraine remains poorly connected to global 
flows of capital, innovation and information. Not perfect institutional regime and lack of economic 
incentives that give rise to innovation generate weak ability for absorption of new technologies, in-
novative ideas and attributes of civil society. In other words, while the leading countries of the world 
are transiting to the innovative society, Ukraine remains the country of raw materials with extremely 
high inertia not only in generation, but also in spreading knowledge, turning it into innovation and 
using foreign innovative decisions [4]. 

The term „knowledge based economy“ or intellectual economy reflects the recognition of the fact 
that scientific knowledge and unique skills of its carriers are the main source and key factor in the 
development of material and non-material production ensuring in such a way sustainable economic 
development.

The concept of the knowledge economy was formed in the process of analytical generalization of 
economic development patterns of the world community over the last 15-20 years. This period is 
characterized by unprecedented growth of influence of science and new technologies on socio-eco-
nomic development of all countries. The information revolution technologies got the most promi-
nent place in these processes that led to perception of post-industrial society as information one; 
biotechnology, medicine, technologies of creation and spreading of new materials, transportation, 
astronautics, communication, financial intermediation, etc. were no less successful. So, the tendency 
of the formation of modern society is clearly defined: the transition from the raw-materials and in-
dustrial economy to the knowledge economy based on intellectual resources and science intensive 
and information technologies [10]. 

There appears a situation where services play a major role in economic and social life, creating in the 
developed countries up to 70% of workplaces. It becomes possible due to the formed and developed 
national innovation system which includes four components of innovation potential (the potential of 
learning, the potential of knowledge generation, the potential of knowledge spreading and the pro-
spective demand for knowledge). The potential of learning refers to the ability to acquire new knowl-
edge and adapt imported technologies.

The research potential is important not only for generation of new knowledge, but also as a mecha-
nism for knowledge introduction and learning. Spreading of knowledge is the main mechanism by 
which economic benefits from investments into research design-development work and from the in-
creasing potential of knowledge learning is realized. The demand for innovation is the key economic 
mechanism that initiates processes of wealth generation and learning and spreading of knowledge.

The important condition is also the provision of sufficiently high volume of financial resources for in-
novation support from the country’s budget and incomes of entrepreneurs, well-organized domestic 
market and favorable conditions for exporters [9]. 
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Such an approach creates overall positive climate for innovation development and introduction, which 
is also assisted by a wide network of innovation support institutions among small and medium enter-
prises at both national and regional levels.

Industries that produce not goods but services are getting bigger. These were the latter that have be-
come the main object of sale in the post-industrial society, and information and knowledge are becom-
ing main production resource.Radical changes connected with replacement of labor by knowledge lie 
in the fact that in the context of globalization, when knowledge is involved into practical processing of 
resources, it is knowledge, not labor, that is the source of value [8]. 

The essence of the knowledge economy concept is the use of knowledge to produce globally com-
petitive new products and technologies.Development of the knowledge economy serves as the es-
sential condition for the formation of information society. The knowledge economy is the economy 
that creates, spreads and uses knowledge to ensure its growth and competitiveness. In such economy, 
knowledge enriches all branches, all sectors and all participants of the economic process. It not only 
uses knowledge in various forms, but creates it in the form of scientific and high-tech products, highly 
qualified services and education [2]. 

The main factor of economic development in most European countries is the intellectual component 
– human knowledge that eventually causes growth of labor productivity and acts as a determinant of 
economic growth under the current circumstances. If intelligence is becoming the main resource and 
the driving force in the knowledge economy, then the innovation system is the medium that provides 
transformation of the intellectual activity results into profitable production activity and further develop-
ment. From the effective organization of innovation activity depends how efficiently scientific and edu-
cation institutions work in order to improve national competitiveness, economic growth and structure 
[6]. Synthesis of the international organizations approaches, proposed by global and European practice 
of views on the components of the knowledge economy allows to determine the five key elements:

Economic incentives and institutional regime that encourage effective use of national and global •	
knowledge in all sectors of the economy;
Quality and uninterrupted education for the entire population in order to create highly qualified •	
society of mobile and creative individuals;
Effective innovation system that combines business, scientific and other research centers and edu-•	
cational institutions into a single complex;
Dynamic information infrastructure that provides information and communication services to •	
economic agents, government institutions and all segments of the population;
State as the initiator and coordinator of the knowledge economy formation and development.•	

The high competitive status of countries is formed, first of all, by knowledge (educational) and re-
search factors and technological innovations. Education development and personnel training, human 
resources, labor markets and financial system significantly affect the state of the system; the level of 
importance of investment into scientific potential is increasing.

According to the Organization for Economic Cooperation and Development (OECD), at the present 
stage of social development, investment in knowledge increases much faster than investment in fixed 
assets. In order to study the processes that occur in the process of knowledge economy development, 
OECD proposed the following indicators:

Development of high-tech sector of economy, innovation activity;•	
The size of investments in the knowledge sector: the costs of higher education, scientific research, •	
experimental development, as well as software development;
Development and production of information and communication equipment, software and services;•	
Growth of employment in science and high technology fields;•	
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Volume and structure of venture capital;•	
Participation of private capital in financing research and development activities and experimental •	
development;
The structure of costs for research and development work and experimental development accord-•	
ing to the stages of research (basic and applied ones);
International cooperation in science and innovation;•	
Increased cooperation between the business community, research organizations and universities;•	
Interstate exchange of results of inventions;•	
Mobility of researchers, highly qualified experts and students;•	
Increased amount of financial transactions;•	
Distribution of information and communication technologies;•	
The share of high-tech manufacturing and high-tech services and more.•	

In its turn, the World Bank proposed to assess the level of readiness of countries for transition to the 
knowledge economy through Knowledge Economy Index (KEI). The calculation of this index is based 
on the definition of arithmetic mean of four aggregate indices:

economic incentive and institutional regime (EIIR)•	
innovation system (IS)•	
education and human capital (EHC)•	
information and communication technology (ICT).•	

The normalized rate for each country is calculated as the ratio of the number of countries the performance 
of which is worse than that of the given country, to the number of all the countries concerned. The calcu-
lated index ranges from 0 to 10. Information on the Knowledge Economy Index, calculated according to 
the data of 145 countries, is posted and perpetually updated on the official website of the World Bank since 
1995 [1]. Table 1 presents the summary data of these indices for Ukraine compared to other countries.

Table 1 – Raiting of the countries according to the Knowledge Economy Index (2012) [1]

Raiting Country KEI EIIR ІS EHC ICT
1 Sweden 9,43 9,58 9,74 8,92 9,49
2 Finland 9,33 9,65 9,66 8,77 9,22
3 Denmark 9,16 9,63 9,49 8,63 8,88
4 Netherlands 9,11 8,79 9,46 8,75 9,45
5 Norway 9,11 9,47 9,01 9,43 8,53
6 New Zealand 8,97 9,09 8,66 9,81 8,30
7 Canada 8,92 9,52 9,32 8,61 8,23
8 Germany 8,90 9,10 9,11 8,20 9,17
9 Australia 8,88 8,56 8,92 9,71 8,32

10 Switzerland 8,87 9,54 9,86 6,90 9,20

14 Great Britain 8,76 9,20 9,12 7,27 9,45

 22 Japan 8,28 7,55 9,08 8,43 8,07

55 Russia 5,78 2,23 6,93 6,79 7,16
56 Ukraine 5,73 3,95 5,76 8,26 4,96
59 Belarus 5,59 2,50 5,70 7,37 6,79

110 India 3,06 3,57 4,50 2,26 1,90
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Analysis of the data indicates that Ukraine is close to the developed countries only in terms of edu-
cation and human capital. What draws attention is the very low level of institutional regime. This is 
connected, according to the expert opinion, with poor quality of such institutions as protection of 
property rights, including intellectual ones, independence of the judicial system, public confidence in 
politicians, transparency of government decisions, the burden of government regulation, effectiveness 
of corporate governance, organized crime [7].

It should be mentioned that our state inherited from the former Soviet Union powerful production and 
scientific and technical base, significant reserves of natural resources, skilled workforce. This allowed 
Ukraine to remain for a long time the world leader in mechanical engineering, metallurgy, chemical 
industry, production of military equipment, aircraft building and space technology. But over the years, 
factors that provided competitive advantages are gradually running out. There is a need for support of 
strategic sectors of the economy by the state, because it is the state that plays the leading role in the 
innovative development of the national economy.

Unfortunately, the innovation component in the Ukraine’s economy is reduced each year, and today it 
is less than 6%, while in the EU the component makes up more than 60%, and in the U.S. it accounts for 
78%. In the developed countries, over 90% of the GDP increase is provided by the introduction of new 
technologies. Ukraine’s share in the high-tech products market, which is estimated at 2.5-3 trillion US 
dollars, is approximately 0.05-0.1% [5].

According to the State Statistics Committee, the number of organizations that performed scientific 
research and development increased in 2012 compared to 2000 by 23.3%. The number of researchers 
over the same period fell by 32.1%, despite the fact that the number of Doctors of Philosophy in eco-
nomics increased by 44.1% and candidates of science, by 44.6%.

Every year, innovation activity of enterprises is reduced. In 2000, the share of enterprises engaged in 
innovation was 18.0% and in 2012 it made up 17.4%. The share of technological innovation funded by 
the state at the end of 2012 was only 1.9%. The own funds of enterprises are still the main source of 
technological innovation funding. [3]

The main problems that hinder Ukraine’s transition to innovative development model are as follows:
At the national level, priority strategies of science and technology development are not defined. 1. 
As a result, the state budget aimed at scientific research is used inefficiently as the research is per-
formed at the discretion of the customer and the executor.
The national industry is not ready for introduction of modern technology because of the need of 2. 
substantial re-equipping.
Issues of the core funding of basic research are not regulated by law. The priority is to fund current 3. 
needs of the basic research field, rather than introduction of results of scientific and technological 
activities into production and economic circulation. In order to maintain the number of scientists, 
the priority is given to labor expenditures; the expenditures for the purchase of necessary materials, 
raw materials and reagents are almost not planned, making it impossible to conduct research. 
Destroyed system of interaction between science, education and production; insufficient funding 4. 
of academic and industrial science; outdated physical infrastructure.
Imperfect commercialization mechanism of the developments funded by the state. The results of 5. 
research are not brought to the economic entities, are not implemented at the national level, that 
causes loss of economic benefit derived from new scientific knowledge and developments.
State structures, in fact, do not coordinate or monitor the results of research; there are no real 6. 
customers for scientific developments.
The low efficiency of state administration and regulation of the economy, the existence of sub-7. 
stantial administrative barriers prevent the full development of the institutional components of 
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the innovation system.
Fragmentary national innovation infrastructure: operation of several scientific and technological 8. 
parks and business incubators.

Taking into consideration the European integration vector of Ukraine, there have been investigated the 
level of readiness of Ukraine’s transition to the knowledge economy and the directions of economic 
development with the account of the experience of individual countries. The results are presented in 
Table 2.

Table 2 – Key factors of the successful knowledge economy formation in individual countries
Country Japan
Model Industrial - Agricultural
Characteristics Practical application of innovations
Key factors of 
the successful 
knowledge 
economy es-
tablishment

Development of advanced technologies and their implementation in quality and 
affordable goods;
Common standards and compatibility of products;
Toyota production system;
Economical production, production with zero inventory;
The ability for constant changes to meet the needs of the market;
No reject, „right thinking“, lifelong learning

Country India
Model Agricultural - Industrial
Characteristics Industrialization + Building of knowledge economy
Key factors of 
the successful 
knowledge 
economy es-
tablishment

Main product: services
Focusing on internal development
Development of the IT industry due to the absence of language barrier; cheap la-
bor;
Low barrier of entry to the IT market;
Reduction of import tariffs; reduced restrictions for the activities of foreign compa-
nies;
Even development of knowledge and industry;
Implementation of knowledge and production processes;
Creation of relaxed and creative atmosphere;
Distribution of productive forces;
Infrastructure development through investment in industrial sector

Country Finland
Model Industrial - Agricultural
Characteristics Manufacturing + High level of rapid acquiring of new technologies
Key factors of 
the successful 
knowledge 
economy es-
tablishment

Investments in the development of long-term projects;
Deregulation of cash flows; as a result, increase of investment;
Creation of private investment funds;
Clear response to changes of market conditions;
Systems approach; creation of a number of innovative structures;
Forecasting of the needs of the knowledge economy;
Continuous upgrading of technologies as the basis for long-term growth;
Focusing on securing competitiveness in priority areas;
High level of social consciousness; openness to new ideas and technologies;
Promotion of domestic competition;
Motivation as the result of competent social policy (education);
Clear, interconnected work of state institutions;
Monitoring of innovation market;
Orientation of the education system on production needs;
Ability to use complex crisis situations as possible ways for economic growth;
Continuous improvement of technologies 
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Country United Kingdom
Model Mixed
Characteristics Prevalence of the services market. Main productive resources: information, knowl-

edge
Key factors of 
the successful 
knowledge 
economy es-
tablishment

Selling of strategies: provision of consulting, banking, educational, arts and design 
services;
Development of financial centers: commodity and financial exchanges;
Ability to learn and adopt the best from others;
Minimal government intervention, favorable investment climate;
English language and education as strategic goods;
Strong university system;
Unusual approach to problem solving: dealing with distressed companies, not their 
isolation;
State responsibility, transparency of operations and stable clearly regulated legisla-
tion framework;
Simplifying of tax system;
Refusal from inefficient financing (refusal to support disappearing industries) and 
investments in new long-range industries;
Creation of local business enterprises as the result of splitting of inefficient industry 
giants; state support of these enterprises;
Creation of favorable investment environment for foreign companies;
Requirement from businesses of accurate reporting about business income and 
financial state.

Taking into account Ukraine’s gap in components of competitiveness and given the European integra-
tion vector of Ukraine’s development – namely, the transition to the knowledge economy – the main 
areas of reform in the knowledge based economy development must be: creation of economic incen-
tives and institutional environment; preparation of the society of highly qualified, mobile and creative 
individuals; development of dynamic information infrastructure; formation of effective innovation sys-
tem and favorable business environment that stimulate innovation and entrepreneurship; creation of 
new cultural environment that is most appropriate for the economic development policy based on 
knowledge. Expansion and activization of innovative scientific and educational activities, support of 
new ideas, knowledge and technology, readiness for the creation and implementation of multifunc-
tional innovations into scientific and educational practice depend directly on practical realization of 
state innovation policy, as the state is not only able, but obliged to take effective measures to ensure 
the conditions for the development of the national knowledge economy.

In order to create modern national innovation system it is necessary:
To identify legislatively the strategies and to concentrate innovation and investment policy on 1. 
them.
To create the competitive research and development sector; to create conditions for its expanded 2. 
reproduction.
To introduce the system of economic incentives for the integrated modernization of the economy 3. 
based on technological innovation.
To improve normative legal acts that regulate the use of scientific and technical information, in-4. 
cluding copyright protection of unpublished research results (scientific and technical reports, 
documents, etc.).
 To develop legislative conditions of use of intellectual property and scientific research results ob-5. 
tained for the state funds, that accelerates the commercialization of research results.
To provide necessary conditions for the development of venture businesses.6. 
To develop measures of tax incentives, antimonopoly, customs and financial control and technical 7. 
regulations of innovative investment activities.
To improve accounting system of intellectual property objects and statistical reporting in invest-8. 
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ment and innovation.
To develop the assessment system of the innovation and investment effectiveness.9. 
To provide and implement the control functions of the state in legitimacy and effectiveness of 10. 
funds allocated to innovation and investment.

CONCLUSION

The concept of the knowledge economy has become today the main theoretical basis of the economic 
growth policy. It reveals the new role and the new place of human intellect in society. With accelerated 
growth of technology, availability of knowledge becomes essential for the country’s participation in 
global competition.New technologies can have positive impact on the economies of countries, regard-
less of their level of development, as evidenced by the experience of the UK, Finland, Japan and India, 
which with the help of effective education systems have successfully found their information technol-
ogy segments that allow them to be competitive on the global market. From this perspective, Ukraine’s 
success in achieving competitiveness depends on its ability to adapt its potential in creation, use and 
spreading of knowledge to the needs of the global economy as quickly as possible.
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REDEFINING CONCEPTS: KNOWLEDGE ECONOMY IN THE BALKANS

Abstract

Eastern Europe and the Balkan region in particular have long been forgotten in discussions about new 
socioeconomic paradigms. But can these countries surpass the ‘developing countries’ stigma and inte-
grate their economies into worldwide structures?

The first problem taken into consideration is whether these regions have proper resources for this type 
of economy. We’ll take a look into their general development regarding political and economic incen-
tive regime, the level of education, innovation and ICT (KEI variables). A further analysis will attempt to 
provide an explanation on why certain countries fare better than the others, how has history taken its 
toll on their present situation and how can a country exploit its advantages without delaying progress 
in any other area.

Secondly, we’ll tailor the concept on this region in particular. How are the economies structured? What 
measures should be taken when adapting the knowledge economy in the context of efficiency-driven 
economies?

Last but not least, the project will end by putting up to debate the problem of globalization and the 
cultural and socioeconomic phenomena it will produce. Furthermore, we’ll argue that many aspects in 
Southeastern Europe’s economy can be interpreted as different, regional variations of a knowledge-
based economy.

Keywords: KEI, R&D, regional development, globalization

1. A KNOWLEDGE ECONOMY ‘RESOURCE CURSE’ IN THE BALKANS

The formation of knowledge workers in the Balkans shouldn’t be a difficult task to achieve. Each year, 
highly-educated potential workers graduate from their universities. SEE countries are part of the Bolo-
gna process and aim to fulfill the objectives of Europe 2020. Most of the post-secondary educational 
institutions are financed by the state and recent reforms insure their autonomy. In average, tertiary 
enrollment in this region reaches 47% and about 30% of the graduates will pursue doctorate studies1. 
This portion of the population could represent the base for a knowledge economy, but the results are 
scarcely visible on the labor market. Furthermore, a considerable number of the overqualified active 
population chooses to leave their country and settle for basic jobs on the outside, the potential of these 
workers remaining unused by either country2.

Another aspect in which Balkan countries fare well is in the ICT sector. ITU places SEE in its ICT develop-
ment index at a comfortable average of 5 (1.49 less than the EU score), with a registered annual growth in 
the sector for the past five years in Turkey, Romania, Croatia, Bulgaria and Greece of 10%3. Still, the region 
seems to embody the Solow paradox, with productivity statistics pointing towards a different situation.
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2. THE KEI: IDENTIFYING THE MAIN CHALLENGES

World Bank configured the KEI (Knowledge Economic Index) to measure the performance of each 
country in implementing this type of economy. Despite disposing of proper human capital, Balkan 
countries lack an adequate environment to allow its growth. Still, in 2012, Albania, Macedonia, FYR and 
Romania registered a rapid growth, mostly due to improving in the EIR domain (Macedonia, FYR man-
aged to raise 34 spots), but also because of sustained development of the ICT sector. 

Dimensions Indicators

Economic and
institutional regime

Tariff and non-tariff barriers
Regulatory quality

Rule of law

Education
Adult literacy rate

Gross secondary enrollment rate
Gross tertiary enrollment rate

ICT
Telephones per 1000 people
Computers per 1000 people

Internet users per 1000 people

Innovation
Royalty payments and receipts

Technical journal articles
Number of patents

World 
Rank Country KEI

Economic 
Incentive 
Regime

Innovation Education ICT

36 Greece 7.51 6.8 7.83 8.96 6.43

39 Croatia 7.29 7.35 7.66 6.15 8

44 Romania 6.82 7.39 6.14 7.55 6.19

45 Bulgaria 6.8 7.35 6.94 6.25 6.66

49 Serbia 6.02 4.23 6.47 5.98 7.39

57 Macedonia 5.65 5.73 4.99 5.15 6.74

69 Turkey 5.16 6.19 5.83 4.11 4.5

70 BiH 5.12 5.55 4.38 5.77 4.77

82 Albania 4.53 4.69 3.37 4.81 5.26

World 5.12 5.45 7.72 3.72 3.58

Europe / Central Asia 7.47 6.95 8.28 7.13 7.50

Source: World Bank, 2012

2.1. Economic and Institutional Incentive Regime

The main struggle identifiable in the Balkan region is the slow progress in nation-building, which ex-
plains a vast area of differences between their evolution and Western Europe’s. Most of them having 
lived for centuries under foreign regime in a multicultural empire, these countries have had a hard time 
forming their own identity and becoming self-sufficient. Bosnia and Herzegovina’s political system can 
hardly grant any sense of stability; Kosovo’s intern ethnic disputes as well as its independence status 
constantly generate problems for its political and economic system and its institutions’ development; 
Albania, after a half-century isolation, tries to compensate for its slowed-down institutional and eco-
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nomic growth during that period, while at the same time aiming for national unification. Croatia’s at-
tempts to get rid of its statist approach are partially working and the country still has some pending 
ethnic issues to solve. Macedonia’s lack of financial independence and its ongoing dispute with Greece 
represent a challenge for its evolution. Greece enters its fifth year of recession, which does nothing but 
aggravate the political turmoil. Montenegro’s divide from Serbia further complicates the construction 
of an identity. Romania and Bulgaria, despite successfully adhering to EU, constantly face drawbacks 
due to their political restlessness.

The challenges the implementation of a Knowledge Economy represents rely heavily on their histori-
cal and political background. The omnipresence of corruption and lack of transparency discourage 
entrepreneurial activity. Together with an overwhelming and inadequate bureaucracy, the region is in 
severe need for reforms concerning their legal framework and judicial system. The consequences of the 
communist regime were hard to neutralize, leaving most of the countries still dealing with privatization 
and bureaucracy, repercussions that restrain FDI (foreign direct investment). Discussions around these 
persistent problems inhibited debates around some other pressing issues, such as the protection of 
property rights or registration of intellectual rights. Another major shortcoming is the existence of per-
vasive Non-Tariff Barriers (NTB) such as non-transparent import standards or custom corruption, which 
hinders commercial relations with the rest of Europe.

Country Doing Business 
Rank 2013 DB Rank 2012

Macedonia, FYR 23 22

Montenegro 51 57

Bulgaria 66 64

Turkey 71 68

Romania 72 72

Greece 78 64

Croatia 84 80

Albania 85 82

Serbia 86 95

BiH 126 127

Source: Doing Business Report, 2013

However, the current situation of the region represents an improvement from the past. Most of them 
have already given up harsh requirements for opening a business. Macedonia, for example, although 
it kept a rather fastidious system of registration, limited the time to open a business to 2 days (and 2 
procedures) and ranks considerably higher than most of its neighbors4. Besides Macedonia, Serbia and 
Montenegro are registering accelerated improvement into coping with corruption and bureaucracy.

A trend to open one’s market towards EU can be spotted. The region keeps very close relationships in terms 
of commerce in the region; although the Balkan countries still rely heavily on each other, partially due to 
their common history, partially due to similar economic backgrounds, the EU members became valuable 
export destinations. Bosnia and Herzegovina’s main partners are Croatia and Germany; more than half of 
Albania’s exports go to Italy, with Greece standing next-in-line, at considerable distance (8%). Bulgaria’s top 
export partners are Germany, Greece and Italy, its Romanian neighbor following only on no. 4. Romania’s 
top partners are Germany, Italy, France and Turkey. Probably the most indicative of this tendency would 
be Turkey, with Germany, France and the UK as export destinations5. Since the KEI takes into consideration 
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open-market and tariff and non-tariff barriers, this predisposition can be noticed in the countries’ indica-
tors. The EU countries and the highly-probable future EU states (Croatia, Turkey) register a score around the 
European average; former Yugoslav countries though, except for Croatia, fall below its average.

The regional interdependence, coupled with mirroring Western Europe’s economic phenomena (albeit 
with a time lag in between) defines the countries’ economic evolution. In the conditions of the recent 
economic crisis, which destabilized many Western European economies too, the problem lies in wheth-
er the countries will fall back to nationalistic idiosyncrasies or increase their competitiveness and get 
close to launching themselves on the global market through EU. The partnerships could contribute to 
the export and import of human capital, flexible barriers, foreign investment leading to off-shoring and 
the development of the labor market, implicitly improving the region’s KEI. The region needs though to 
deal with the failure of the pre-crisis system, a drop in foreign investment and the reluctance of foreign 
banks to sustain their activity here.

2.2. Education and R&D Development

Less than 3% of the population is illiterate. In average, 90% pursue secondary education, but only 51% 
decide to enroll in tertiary education (UNESCO, 2010), which means about 40% of the population en-
ters secondary education, but doesn’t accede or doesn’t plan to accede to tertiary education. 

Gross 
Secondary
Enrollment 

(%)

Gross 
Tertiary 

Enrollment
(%)

Researchers/
million 
people

Public Expenditure

Of GDP
Of Total 

Government 
Expenditure

Albania 88 39 146.8 3.3 11.1
BiH 90 38 197.2 n/a n/a

Bulgaria 89 57 1458.7 4.6 11.3
Croatia 96 54 1613.3 4.4 10
Greece 98 66 1866.9 4.1 9.2

Macedonia 84 39 471.6 3.5 15.6
Montenegro 88 48 n/a n/a n/a

Romania 97 59 920.6 4.3 10.3
Serbia 91 49 1060.1 4.7 9.5
Turkey 82 55 884.4 2.9 n/a

Regional Average 90.3 50.4 957.73 3.9 11
Source: UNESCO Institute for Statistics, 2010, World Bank
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One of the main factors consists in the dysfunctional labor market in Southeast Europe, defined by low 
wages, corruption and bureaucracy. When employment methods and criteria are not transparent, ter-
tiary education can be translated to a waste of money and time. A good example in this case would be 
BiH, with the biggest gap between secondary and tertiary enrollment. The high rate of unemployment 
(43.3% in 2011, source: CIA, 2012) discourages its youth from pursuing higher education. 

The phenomenon can only lead to brain drain. More than 50% of the students in Montenegro, Macedo-
nia and Albania want to leave their country either for studies or for a workplace, while in BiH, the rate 
reaches 75% (UNDP, 2011). In 2009, 245 000 Turkish students were registered in German higher educa-
tion institutions, making up 3% of the total number of students in the aforementioned country6. The 
Balkans have long been known as the poster child for brain drain, despite the rapid progress registered 
in education (it is estimated that twice as many students have a bachelor’s degree or an equivalent 
than in early 2000s). It is especially more worrying since instead of converting into brain gain, it be-
comes brain waste. About 60% of the highly educated Albanians working abroad in 2006 settled for a 
low-profile job (UNDP, 2006). 

The departure equates the loss of valuable human capital and poses major problems in Research, the 
engine for a Knowledge Economy. In the case of a researcher leaving her/his job, somebody has to fill 
in and cover a very specific part of one’s area of expertise. Furthermore, if gross tertiary enrollment is 
50.4%, fewer will actually finish their studies and one can expect an even lower ratio of students to 
acquire the minimum qualifications for becoming a researcher. 

2.3. Innovation

The Innovation pillar takes into account royalty and license fees payments and receipts (measured 
in million dollars), the number of scientific and technical journal articles and the patent applications 
granted by the US Patent and Trademark Office. Except for Greece, all the Balkan countries are below 
the world average and none of them measures up to European average. However, the indicator doesn’t 
speak necessarily of their low performance; The USPTO doesn’t take into account many Southeast Eu-
ropean countries, while the legislation and payment system for intellectual rights differs from country 
to country, which affects the relevance of the first innovation indicator.

An alternative indicator could be Radosevic’s NIC (National Innovation Capacity), which measures 
the potential performance of a country based on absorptive capacity (% of GDP spent on education; 
science and engineering graduates; tertiary education graduates; participation in life-long learning; 
employment in medium/high-tech industries; employment in high-tech services industries), demand 
for innovation (the availability of finance; domestic credit provided by the banking sector; share of 
FDI in the GDP; competitiveness; macro-economic stability), R&D supply and diffusion of innovation 
(continuous vocational training, ISO 9000 certifications per capita; Internet users and subscribers; ICT 
expenditure)7. The values differ in relation to the KEI since it includes also variables calculated as part of 
the other three pillars. However, the NIC can be deemed more relevant since R&D can hardly be seen as 
separate from the innovation capacity of one country and the development of ICT comes automatically 
into discussion with the contemporary structure of global technological progress.
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Source: Radosevic, 2011

While Balkan countries seem to have the proper resources, their improvement in this area is generated 
by using imported technologies. Right now, their main challenge is to find a way to balance the existing 
policies of international technological import and their internal need for advance in terms of innova-
tion. The NIC values also reflect on their relations to EU. Integration in ERA (European Research Area), 
EHEA (European Higher Education Area) and the agreement to adhere to the Lisbon Strategy improved 
the values of the EU members and probable members (Croatia). The interpretation of NIC provides two 
causes for the situation of these countries: the integration in the European structures and the positive 
effects of FDI, signaling a need for internal measures to boost innovative capacity. SEE countries argu-
ably need better legal protection of intellectual rights, a closer examination of research project submis-
sions and harmonization of national patent offices with the international ones. 

2.4. ICT 

For the ICT pillar, the KEI processes statistics from ITU concerning the individual use of telephones, 
computers and internet per 1000 people. While the countries register higher values than the global 
average, they’re still beneath the European and Central Asian one (but for Croatia). The countries are 
described, from this point of view, as transitional, with a rapid growth in the sector, but still not on par 
with Western Europe. Serbia registered an impressive growth before the crisis: 37% in 2007, 28% in 
2008 and kept a decent growth rate after the crisis too, with 10% in 2010 (SIEPA, 2010). Turkey encoun-
tered an ICT market growth of 14% CAGR between 2002 and 2010 (exponentially), is expected to grow 
at a 16% CAGR between 2012 and 2016 and has exempted R&D institutions in the domain from taxes8. 
Between 1998 and 2008, Romania went through a process of growth in the sector of 25%, faster than 
the development of the economy, resuming its growth in 2010. Still in 2010, the ICT sector made up to 
10% of its GDP (BASSCOM, 2011). 

Due to relatively low costs of the labor force, most of the IT giants chose to use human capital from 
Southeast Europe. In the conditions of globalization and brain drain, the ICT sector amplifies the con-
sequences of the phenomenon. Since a part of the available jobs don’t require moving to the host 
company, but offer the possibility of doing the tasks at home while still earning a higher salary (due 
to currency differences), many will opt for a foreign company rather than a local one. Challenges rise 
also from the absence of clear laws specific to this sector and the unresolved bureaucratic problem. 
This situation has resulted in a preference for small or medium local companies and the prevalence of 
outsourcing. Since 2002, more than 90% of the ICT companies are SME. 
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3. EFFICIENCY-DRIVEN ECONOMIES

With more than half of the GDP ensured by the services sector, Southeast European countries seem 
to have done progress towards adopting a knowledge-based economy by encouraging the trade of 
intangible goods. However, out of the ten countries, Only Turkey and Croatia are gearing towards the 
innovation-driven stage of an economy and only Greece has reached that level9. The other states are 
still in the efficiency-driven stage. World Economic Forum identifies the main issues in the region:

Source: GCI Reports via the World Economic Forum

The chart shows the main problems in the entrepreneurial environment, in an attempt to identify 
why people are discouraged from participating in the economic life of a country. The efficiency-driven 
stage is characterized by a high level of productivity and a tendency towards a balance between the 
number of employers and employees (the marginal cost of being employed rather than an employee 
is lower than in the factor-driven stage)10. The industries in this stage focus either on basic-goods or 
manufacturers and the population is better educated. The shift from an efficiency-driven stage to an 
innovation-driven one relies heavily on the ability of these countries to develop their economic and 
institutional regimes. 

Although knowledge-driven economies shape themselves when a country has reached the third stage, 
there is no reason why countries in the efficiency-driven stage shouldn’t exploit their advantages. The 
term of knowledge worker doesn’t abide strict definitions. The ability to convert raw data firstly to infor-
mation and then to useful knowledge is the only requirement all definitions agree upon. 

The infusion of knowledge workers, as a result of the highly-qualified human capital these countries 
have, could lead to a faster economic growth. The ICT companies’ participation on the stock market 
is nearly absent, which could be improved by the participation of knowledge workers in the area. 
Government expenditure towards education should focus more on developing one’s skills rather 
than mere memorization, thus encouraging life-long learning and laying the basis for R&D. In Al-
bania, knowledge workers could come in hand in the agricultural sector, where nearly 50% of the 
labor force is concentrated, which could diminish the number of small rural households acting as 
independent producers and develop creative solutions for investment in the area. Since the Balkan 
countries owe the development of their tertiary sector to banking, telecommunications and tourism, 
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they already operate with a high number of knowledge workers that are necessary in these fields. 
What they need is a stronger focus and will to adapt the concepts to each one’s economy instead of 
taking patterns from the West.

4. GLOBALIzATION AND THE IMPORTANCE OF INTERNATIONAL RELATIONS

The ongoing liberalization, implementation of democratic regimes and improvement of national eco-
nomic freedom have been goals Southeast Europe plans to achieve. This process has advanced at once 
with opening one’s borders, the intensification of diplomatic activity and involvement in trade agree-
ments. The Balkan countries still rely heavily on their economic relations with the EU, followed by inter-
regional affiliation. The best recent example would be the financial crisis that struck EU in 2008; the 
crisis hit Southeast Europe a year later, since these states depended on the trade with EU and on FDI 
coming from its members. The crisis brought up another regional aspect of the Balkans: the unfinished 
nation-building that can easily degenerate into a nationalistic approach, especially since Spanish and 
Belgian factions were going down the same route. Most of these nations are recently formed, with 
unresolved ethnic conflicts and a dangerously-undefined national sentiment. Despite globalization 
bringing countless advantages (outsourcing, job opportunities, brain gain, the development of ICT), 
the Anglo-Saxon cultural imperialism clashes with their self-preserving instinct and national pride. The 
unstable political and social environment can be ameliorated by the EU accession (though in the case 
of Macedonia, FYR, it could mean reigniting the conflict with Greece), reduction of the poverty level 
and a strong collaboration between the EU members and the Balkans.

The most important resource the Balkan region has to offer in a world where knowledge-driven 
economies are emerging is human capital. Attracting investment in R&D and making good use of 
their work force become a necessity. Easing the transfer from university to labor market, encourag-
ing women and Roma (and other ethnic minorities), both discriminated on the work market, and 
concentrating a country’s efforts on its most profitable fields would be a first step towards economic 
growth. Despite knowledge workers existing already in many of these countries, as the services sec-
tor requires it, the output has been sporadic, companies focusing on productivity rather than inno-
vation and creativity. 

CONCLUSIONS

The Balkan countries have sufficient resources for sustaining a knowledge economy, but its develop-
ment is improbable in the context of political instability, lack of transparency, bureaucracy and corrup-
tion. NTB or fastidious business starting procedures can discourage FDI. Its economic growth, given the 
countries’ history, is nonetheless impressive, and can be geared towards adopting a knowledge-driven 
system. However, investment in R&D needs to have a better focus and the legal system should provide 
protection of property and intellectual rights and labor market regulations. The ICT domain experi-
ences a rapid growth (at a higher rate than the region’s economic growth), but falls under the Solow 
paradox. Southeast Europe could benefit from the insertion of knowledge workers, as long as their 
formation corresponds with the sectors in need. Overall the solution lies in effective economic policies 
of using the human capital. 
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Abstract

Conditions of globalization and internationalization of economic environment have led to the domi-
nance of financial flows. Foreign direct investments (FDI) play a significant role in that process due to 
the fact that complex investment packages include not only financial but also intangible resources, 
such as new knowledge, technologies, organizational solutions and techniques (M. Vidas Bubanja, 
1998). FDI allows the host country to develop industries with high output levels and consistent high 
fixed costs. In this way, FDI became the most reliable channel of the present technology transfer, as 
well as the basis of modern growth and development. For this reason and given the condition of Mon-
tenegrin economy in 21st century, the focus of this paper is suitable for the analysis.

1. INTRODUCTION

In our paper we will try to examine the influence of foreign direct investments (FDI) on competitive-
ness and development of knowledge economy in Montenegro. We will try to link the two concepts by 
analysing the fluctuation of knowledge index and FDI value fluctuation in Montenegro. Following the 
Introduction, the second part will elaborate the motivation and review of the relevant literature on FDI 
and knowledge economy. The third part will provide numeric information on the subject of this paper. 
In the fourth part we will present certain analysis. At the end, in the fifth part we will conclude our pa-
per and offer an adequate solution according to our opinion. 

2.  MOTIVATION AND RELEVANT LITERATURE

The growth of Foreign Direct Investments (FDI) and world trade in the 80’s and 90’s were faster than 
the growth of the world GDP (V. Milićević, 2002). FDI have recorded a big expansion worldwide, before 
2008. Thus FDI increased from 400 billion dollars, what they worth in 2000 to 1,822 billion dollars in 
2007 (Work Study, 2008). The financial crisis influenced these flows and the decrease of FDI flows was 
evident in the third quarter of 2008.

Although a small economy with the small market, Montenegro has attracted a high level of FDI, thanks 
to its geographic location and natural wealth. Namely, up to 2005, Montenegro was not an attractive 
location for foreign investors, but as of 2005 it becomes one of the most attractive European destina-
tions (Work Study, 2008). Up to 2009, Montenegro still records FDI growth. 

A significant part of FDI inflow is invested in real estate, a predominant part of FDI is connected to the 
privatisation process and the biggest part of FDI was directed towards tourism, banking, industry and 
telecommunications (Work Study, 2008). The privatisation was the main attraction for FDI in Central 
and East European countries (Radovic, Shuster, Vulanovic, 2011). 
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In developing countries, the success was based on government assistance, national resources, cheep la-
bour force or some comparative advantages. The time has shown that comparative advantages of certain 
countries are not sufficient for economic growth and development. Just now, the knowledge is bringing 
out. According to J. Palmer and Richards: “The New Economy favours the “intangibles” – ideas, information 
and relationships”. In the modern digital and global economy the source of existence of competitive ad-
vantage becomes the effective use of knowledge (V. Milićevic, 2002). Investments in education, innova-
tions and adaptation of knowledge were incorporated for the first time in economic growth models at the 
end of the ’80 and beginning of the ’90. It is estimated that more than a half of GDP, in some countries of 
developed market economy, is based on production and distribution od knowledge, which is a good in-
dicator of the importance of knowledge for countries competing in the global market (V. Milićevic, 2002). 
This brings out the knowledge-based economy; the economy in which the value of produced and ex-
changed goods and services is based on applied knowledge. Peter Drucer and Paul Romer from Stanford 
University, Charles Goldfinger and other eminent experts, indicated its origin and characteristics a long 
time ago. The basic idea pervading in their papers can be summarised in one sentence: “The knowledge 
is completely different from natural resources” (Alle W. 2007). Knowledge and ideas can be multiplied and 
material resources cannot. Material resources are spendable, while spending increases knowledge. 

In the New Millennium, the intellectual capital becomes the key of competitiveness, as per approach de-
veloped by Karl-Erik Sveiby and Leif Edvinsson. The policy of FDI attraction should be directed towards 
production sectors, providing the stimulation of new economy development which main product is the 
knowledge. Winston Churchill declared: “The empires of the future will be the empires of the mind”.

3. CORE

For satisfactory FDI inflow it is essential that a country meets certain requirements, primarily those con-
cerning geo-position, economic and financial stability, labor force characteristics, institutional and infra-
structural development, GDP and absence of underground economy. To further comment on this mat-
ter, we will make reference to the empirical data related to the annual net inflow of FDI in Montenegro.

Table 1.1; Annual net inflow of FDI in Montenegro

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
76.3 38.7 50.6 399 469.7 567.8 582 1066.5 542.4 389 453.6

Sources: Bulletins CBM: January 2011, January 2012, January 2013; Monstat

It should be noted that amounts given in the table are in millions of euros. Even at first glance it’s obvi-
ous that there were large fluctuations in amount of annual net inflow of FDI in Montenegro during the 
given period. These fluctuations are made clearer in the line diagram.

Figure 1.1 Comparative overview of the annual net inflows of FDI made using data from Table 1.1
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The question that arises is to what factors can the increase of FDI in Montenegro be attributed? Also, 
there is the issue of explaining certain variations, in particular the drop of amount of annual net inflow 
of FDI between 2009 and 2010.

A study conducted by representatives of CBM in the year 2008 (Fabris, Kilibarda Kalezić Radunović 
Rakocevic) proves the existence of correlation of FDI and economic growth in Montenegro, thus rec-
ognizing the importance of foreign investment for Montenegrin economy. This publication recognizes 
legal framework (related to the change of the Law on Foreign Investment in 2000. and 2007. in favor of 
foreign investors) as an important factor contributing to the increase in FDI.

Another important observation presented in this study is related to the structure of FDI - that is, the 
dominance of investments associated with the privatization process in comparison to green-field in-
vestments. Considering the fact that the transition process in Montenegro started relatively late, such 
a structure is not surprising. The study discusses the importance of infrastructural investments as they 
are a prerequisite for other investments. This phenomenon is particularly important in the field of tour-
ism, which was singled out as an area in which Montenegro is extremely competitive. 

To sum it up, the ‘leaps’ of net FDI stock can not be attributed singly to changes in legal frame-
work or to implementation of earlier investments. They are in fact the result of synergistic effects 
of previous two factors, which multiplied in 2009, when the amount of FDI reached its peak for the 
observed period. This statement might seem unusual in the light of global economic crisis, but one 
must consider that Montenegrin economy wasn’t affected by it until next year. In the years after 
2010, Montenegro has a lower net amount of FDI compared to 2009, but with hints of growth (given 
the announced investments in the current year and succeeding years). As noted above, there is a 
close link between FDI and economic development, especially when it comes to countries which are 
in process of transition. Not an easy task that is put in front of Montenegro is to rapidly integrate into 
modern economic processes and to achieve competitiveness, which is a prerequisite for develop-
ment of knowledge economy, which is again a key prerequisite for economic development in 21st 
century (Lojpur, 2012).

A study published by the Journal of Economics and Business which dealing with the link between FDI 
and competitiveness, indicates that such correlation is a positive one, that is, greater inflow of FDI has 
a direct positive effect on the development of competitiveness of a country. As the author said, „the 
accumulation of FDI is one of the most effective ways for economies to become integrated and com-
petitive on the global markets“. On the basis of empirical data collected from member countries of the 
European Union, the author has devised an econometric model that reflects this positive correlation. 
In this paper, we will not be using the established econometric equation. However, we will utilize the 
study’s conclusions in our paper.

World Economic Forum (WEF) issues a yearly Global Competitiveness report, which ranks world’s econ-
omies by measuring their competitiveness, expressed through a number of factors. Currently, Monte-
negro is 72nd on the list of 144 countries, marking a decline compared to estimates from years 2010 to 
2011, when it was ranked the 60th. (WEF Global Competitiveness Report 2012-2013). By comparison, 
the next line diagram will show fluctuations of Montenegro’s rank in this category, noting that report 
ranks countries from most competitive (position 1) to the least competitive.
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Figure 1.2: Trends in the competitiveness ranking of Montenegro
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Source: Global Competitiveness Report, World Economic Forum, 2012-2013; 2011-2012; 2010-2011; 2009-2010: 2008-2009; 2007-2008.

We would like to highlight that Montenegro was ranked in year 2008 for the first time which is related 
to the fact that Montenegro became an independent state in 2006. Since then, it is obvious that Mon-
tenegro had the best position in year 2011, in spite of the fact that net inflow of FDI wasn’t impressive 
in that year. In addition, the largest amount of FDI was recorded in 2009, when Montenegro’s competi-
tiveness rank was merely 65.

Consequently, we reached the conclusion that the amount of FDI is not the only factor contributing to 
increase of competitiveness. Therefore, what is the key to achieving greater competitiveness, and also 
faster economic growth in Montenegro? The answer is to improve parameters related to the develop-
ment of knowledge economy: innovation, infrastructure, institutional quality, human resources and 
technical equipment. FDI, in spite of their great importance, are not the only driving force of develop-
ment of Montenegrin economy. However, the impact of FDI on economic development may be impor-
tant in terms of improving the competitiveness of Montenegro. Even in everyday life, we are witnesses 
of success of certain foreign investors. In a certain way their activities have already put Montenegro ‘on 
the map’ of Europe.

With the right strategy aimed towards attracting investors, a good selection of projects and the ap-
plication of principles of knowledge economy, we can expect further increase in competitiveness of 
Montenegrin economy, but only under the condition that these FDI have a green-field character. 

4. EMPIRICAL ANALYSIS

The mechanisms for measuring the influence of foreign direct investment in development of human cap-
ital, with an emphasis on Montenegro, are not in use, considering qualitative characteristic of ̀ `economy 
of knowledge``. The World Bank ranged countries by The Knowledge Economy Index, a matter of measure 
in which the environment affects in a stimulative way the use of knowledge (The World Bank Report, KEI 
Ranking). This Index considers 4 variables: economic encouragement and institutional framework, edu-
cation and human resources, innovation system and information and communication technology (ICT) 
(A. Lojpur,2012). For the last few years, Nordic countries are at the very top, considering their high level of 
social standard and constant investments in knowledge. Closely related to this phenomenon is the per-
centage of GDP to science in reference to other countries, which is in Nordic countries higher (around 6%) . 
However, for developing countries such as Montenegro, significant parameter is the dynamism of the 
overflow of investments effect on `` economy of knowledge``. The analysis of the influence of change 
at the level of FDI on changes regarding the human capital of people in Montenegro, shows us clearer 
correlation between these two elements. In period 2004- 2009, the level of FDI in Montenegro, grew 
from 50, 6 to 1066,5 million €, which is followed by generation and application of new knowledge, 
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skills and creating intellectual capital that, in its basis, represents the `` sum of knowledge of every 
individual, as practical transition of that knowledge into more concrete processes, brand of a product 
and trade mark`` (V. Milićević; 7;67).

THE CONCLUSION
 
It seems logical that the influence of foreign direct investments has multiple positive effects on de-
velopment of human capital at certain region. First mechanism is such that FDI affects the growth 
of total level of economic activities in country, therefore also the growth of resources directed 
to science, researches and development. The second way is that companies with capital trans-
fer bring also their own ``know- how``, initiating new business standards, innovations in informa-
tion technologies etc. The role of FDI in process of transformation and association is especially vis-
ible in countries of Central and Eastern Europe, and as a consequence there has been noticed the 
difference in the structure of knowledge, that has become the main link in the chain of sustain-
ability and development. These investments have strongly contributed to reinforcement of mar-
ket economy and private sector, but the main change referred to enforcement of ``intellectual 
capital`` as well as the transfer of new technologies and innovations in general (B. Pavlovic,2012). 
It is important to mention that the structure of foreign direct investments play a role in generating the 
results at the field of ``economy of knowledge`` considering the fact that green- field investments have 
far more reaching consequences, especially the ones that contribute to progress of new solutions in in-
formatics, in reference to the investments in the field of real estates or investments on financial markets. 
Investments in education, innovations and development are inseparable component in mod-
els of economic growth in the last 30, 40 years, so the authors as Drucker, Hamel and others, 
pointed out at the distance between traditional perception of company business and `` economy 
of knowledge`` in which the main factors of success are: knowledge, information, intelligence. 
Furthermore, the economy of knowledge differs from traditional not by representing the economy 
of rareness, but abundance, because knowledge and information multiply their value by sharing. 
We can conclude that foreign direct investments are the key component that affects sustainable devel-
opment and continued investment in competences that can sustain rhythm of small, but open econo-
my, such as Montenegrin, in competition on global level.
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Abstract

INDUCTION

The economic growth is the summary characteristic of the development of country’s economy, which 
is not only conditioned by productive resources and policy, but also by a lot of psychological and so-
cial factors. In any economic system the economic growth is the form of expression of the extended 
reproduction of public outcome. By each state economic growth is seen as an important political and 
economic aim, the material base for well – being of society. Economic growth is closely connected with 
the employment problem. If the latter puts the problem, what is necessary to make full use of existing 
production capacity, then the main problem of the theory of economic growth is how to increase the 
production capacity and the volume of the public outcome in full employment conditions. One of the 
economic policy objectives of each country is ensuring of sustainable economic growth. In many cases 
the economic growth is necessary for the aim of creating new workplaces in order to reduce unemploy-
ment. The problem of world economic growth is the identification of the causes of differences between 
world economic development and increasing income. These theories discuss such issues as the retar-
dation of the rate of economic development, increase of unemployment and prices, environmental 
pollution. A significant part of the economic growth theories aimed at simulation of economic growth, 
in a number of assumptions. These theories seek to identify the factors that provide the long – term 
and sustainable growth of national economy. The analysis of the theories of economic growth, though 
partially, makes it possible to answer some difficult questions:

What condition is necessary for economic growth?1. 
What kind of economic policy should maintain the country to stimulate economic growth?2. 
How public policies can affect the living standards of the population?3. 

Though it is impossible to localize any theory of economic growth and model in the absolute sense, but 
they allow identifying common trends and develop practical measures. 

Economic growth is a complex and multifaceted economic phenomenon not only for economic theory; 
it is also one of the important economic issues in economic policy. By saying economic growth it is ac-
cepted to understand the expansion of production scale, increase of national product, national income 
and other quantitative indicators of social reproduction. On the one hand it describes the whole costs 
of all the sections of society, on the other hand shows the whole income which has been formed in the 
country in the process of production. In addition to being an important economic indicator, economic 
growth also pursues an economic goal. Parameters of economic growth are used for describing and 
evaluating not only the development of national economy, but also the effectiveness of economic 
state religion. Economic growth is the feature and pattern of expanded reproduction. Extensive and 
intensive forms of reproduction are specific for economic growth as a reproduction category. Extensive 
economic growth is supported by the quantitative and volume increase of production factors, such as 
labor, capital and land. As a rule, it takes place on the base of former techniques. Intensive economic 
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growth requires use of more advanced production factors and effective use. So are bought modern 
appliances, raised the qualitative level of workers, and improved the ways of organizing production. In 
real life these two types of economic growth did not come out independently of each other, but on the 
contrary is expressed in the form of mutual communication. Economic growth is measured by real GDP 
changes. It is accepted to perform in 2 ways:

Increase of real amount of GDP in a certain time1. 
Growth of real amount of GDP per capita.2. 

In practice, the rate of economic growth is estimated at annual increase rate, and for determining it we 
divide GDP growth into the volume of baseline period, expressed by percentage. The rate of economic 
growth is not only a positive value, it may be zero: if in the current year the volume of GDP is the same 
as in baseline year. In certain cases, when GDP is reproduced with less keen compared with previous 
period, in this case there is a negative growth. The latter is typical of the decadent era. Currently the 
assessment of economic growth is applied by per capita of GDP size. This method makes it possible to 
estimate the economic growth in terms of raising living standards. However, this method is not also 
perfect. Because economic growth will be recorded in case of a negative natural population growth, 
even in the zero level of GDP. In the most extreme cases, even in the case of negative GDP growth will 
be recorded the economic growth, if there is a higher rate of negative natural growth, than the rate 
of decrease of real GDP. In this case, the actual state of the economy is distorted. Ensuring sustainable 
rates of economic growth is the premise of providing the country’s economic growth. High rates of 
economic growth, in condition of the other factor to stay invariably, suspect the growth of economic 
potential and increase of material well – being of population. Decrease of the pace of economic growth, 
in case of annual 3% of lowering, according to some economists, the population’s real income growth 
will decrease and will not have significant effect on improving quality of life. Moreover, in case of 2.7% 
of economic growth, the employment rate will not be reduced. For description of economic growth 
are used its quantitative and qualitative aspects. The quantitative aspect is reflected by the annual rate 
of economic growth, as by the “weight” of its each percent and by quantitative content. The latter is 
particularly highlighted in the countries with highly developed economies, for example, in USA, the 
annual rate of increase is about 2%, but every percent of increase weighs more than 140 billion dollars, 
which is several times larger than the volume of GNP in many countries, despite the high rates of in-
crease in these countries. The qualitative side of economic growth is characterized by double meaning: 
on the one hand it is connected to a social reinforcement; on the other hand what kind of intensive 
factors are used to achieve GNP growth and what is the latter’s structure and functional significance. 

The speed of economic growth can be counted by the following formula:

M = ( GNPn-DNPn-1 ) / GNPn-1*100 %

It is interesting to know what kind of speed is advantageous. From the first sight the question is simple: 
it is better to have high speed of growth. In that case the society will get more products and will have 
greater opportunities to satisfy his needs. But the economic growth can also bring negative effects. For 
example, when the needs of the society are on highly satisfied, in this case high speeds of economic 
growth can lead to completely unjustified intensive use of natural resources and to the pollution of the 
environment.

Economic growth is the main but not the only feature of economic development. High or low rates 
of economic growth don’t mean the same rates of economic development. Economic development 
is a multi – factor, which expresses the quantitative and qualitative changes in the economic system. 
Economic development is controversial and difficult to measure, as it occur not rectilinearly, but un-
equal, including the rise and fall of the stages, the positive and negative changes in economy. In order 
to determine the country’s level of economic development and its dynamics, it is necessary to apply 
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certain criteria, by which the verity of factors affecting the development process is characterized. The 
evaluation of economic development is performed by the conjunction of the following standards:

Per capita gross national product, which is a base for classification of groups of developed and de-1. 
veloping countries in the World Economy. Usually the countries which provide annually per capita 
6 thousand dollars and more income are classified in the group of developed countries.
Branch structure of national economy, which polarizes the share of the leading branches of indus-2. 
try in GDP, particularly engineering.
The production of main products per capita, which describes the production level of certain 3. 
branches, as well as its own manufacturing capabilities, which have the country for satisfying so-
cial needs. These indicators are calculated by the line of such key products, such as electricity, steel, 
cars, major types of products and durable products.
Economic efficiency indicators, which describe the level of economic development with great ex-4. 
tent, as they reflect the quality of production resources and degree of utilization.
Living standards of population, as a summary result and consequence of economic development, 5. 
is characterized by a final construction structure, by indicators of consumer “basket”, “living mini-
mum rage” of gross domestic products.

ECONOMIC GROWTH FACTORS

Economists separated three factors of the economy growth and different economists emphasized the 
priority of any of these factors in their theories about economic growth. Those factors are:

a) the factors of supply that characterize the opportunities of economic growth and depend on a) 
quantitative and qualitative characteristics of manufacturing resources. They are displayed in the 
quantity and quality of natural resources, by the scale and structure of main capital.
b) the factors of demand which make the economic growth necessary to such extent that the b) 
increase of demand would lead to the increase of the supply and growth of product. 
c) the factors of distribution which characterize such kind of distribution of manufacturing re-c) 
sources among branches, enterprises and economic cooperation of the country, which will pro-
vide their effective use and the ultimate receipt of the final result. Among the factors of distri-
bution can be mentioned the mechanisms through which the government provides a relatively 
equal distribution of income.

THE THEORIES OF NEW KEYNESIANISM OF ECONOMIC GROWTH.

The theories of Norkanes are formed in the middle of 50s in the past century. Like the theories of Kanes, 
the theories of Norkanes study economic factors and quantitative functional dependencies during re-
production.   The representatives of these theories: Harrord, Domar, paid attention to on quantitative 
dependencies of increased reliance or the problems of dynamics of economic growth.

The study of methodological reproduction of problems in Norkanes theory is characterized by mac-
roeconomic approaches, by using the so-called aggregate categories, aggregate supply, aggregate 
demand, national income, gross investments, production etc.

During technical revolution the representatives of Norkanes theory were forced to abandon the tradi-
tional views of the theory of Kanes and to insert indicators of technical development in their analysis 
For example, Harrord developed the concept of ‘capital rate’, which he explained as correlation be-
tween the entire capital and national income at certain period of time.

Complementing Kanse’s reproduction theory the supporters of Norkanes theory put forward the idea of 
accelerator, which characterizes the additional conditions provoked in the result of the investments.
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THE MODEL OF HARRORD

Harrord considered the rate of the income growth one of the most important questions, which are nec-
essary for the full use of the increasing volume of capital. Harrord introduced two variants of the issue 
of determining the amount of capital:

1. in the conditions of steadiness of techniques of production and the growth of population by 1. 
Geometric progress. In these conditions the demand for capital and the population will grow pro-
portionately. The demand will be closed if the population save the same part of its income.
This necessary part of the income is equal to the division of population growth and number of 
population and multiplied by the coefficient of capital.
The second variant is observed in the condition of stable population and permanent progress of 2. 
the techniques of production. In this variant Harrord suggests the use of the concept ‘neutral’ tech-
nical progress. Together with it he introduces the following idea: technical progress leads to the 
economy of labor and capital. The ‘neutral’ technical progress is when the trend of labor savings 
is balanced by the tendency of capital savings, and as a result the quantitative relation between 
labor and capital is not changed. 

The equalities of dynamics are the integral part of the Harrod’s theory of economic dynamics. The first 
equality is the following:

G*C=S, in which:
G – the rate of economic growth 
C – the relation between capital and product 
S – the share of savings in national income.

Harrod’s second equality reflects the conditions of equality during the rate of natural. The demand of 
capital investments during the the stable growth of the rate of production is expressed by Gn*Cr, in 
which Cr is the coefficient of the demanded capital, which introduces the increase in main and working 
capital which is necessary for getting products. Harrod’s third equality is:

Gn*Cr= S 

Harrod discusses the issue in terms of economic growth from two sides: at first, the decrease salary 
will increase the marginal usefulness of capital and this in its turn will boost business. In fact, Harrod 
discusses the conditions of static /G*C=S/ and dynamic /Gn*Cr=S/ equalities.

NEW CLASSICAL DIRECTIONS OF ECONOMIC GROWTH

The origin and spread of new classical theories of economic growth was due to the negative effects 
of state regulation, also due to relatively favorable trends, as a result the unemployment was reduced 
and the rate of economic development became stronger. In this condition the following problem ap-
peared: to enlarge the production as much as possible, not only at the expense of used capacities, but 
also at the expense of new technical investments and at the expense of increasing the productivity of 
labor. R. Solok, Z. Mid and others are representatives of new classical theory. They are supporters of 
free competition. The supporters of new classical theory of economic growth think that the main fac-
tors of production are fully utilized, which provides free competition having influence on the prices of 
production factors. For example, if capital investment rates are large, the prices of production factors 
will grow. One of the features of modern theory is that the growth is characterized not as contravention 
of balance, but as natural state. It is a balanced growth in which demand and supply become equal. 
Besides the free competition, stable monetary system is also one of the conditions of balanced growth. 
That’s why the supporters of new classical theories are against the increase of state expenses, thinking 
that such state intervention is a violation of the stability factor.
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ARITHMETICAL CONCEPT OF ECONOMIC GROWTH

The so-called ‘arithmetical concept’ of economic growth is also known in economy, which attempts to 
identify the differences in the dynamics of economic growth. According to this theory, in developed 
countries with strong economy protraction in the rate of economic growth is naturally due to the fact 
that the increase of economic scale leads to the fact that even absolute volumes of the growth of public 
effects in terms of percentage are expressed by low rates of economic growth.

ECONOMIC CONCEPTION OF NATURAL SELECTION

 ‘Economic conception of natural selection’ is also known in economy the essence of which is that in 
the conditions of the market economy the strengthening of the most competitive businesses predeter-
mines the changes of the macroeconomic indicators, including the rates of economic growt.

Let us discuss the structure of economic growth in Armenia

Measures aimed at ensuring economic growth may be considered effective and justified, if the current 
economic growth will be a base for the economic development.

Year 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Economic growth 13,2 14 10,5 13,9 13,2 13,7 6,9 -14,1 2,2 4,7 7.2

We can conclude from the table above that by the year 2007 was recorded a double – digit economic 
growth in Armenia. However, from the economic crisis in 2008 has not missed out also the Republic 
of Armenia and was recorded 6.9% economic growth instead of 13.7% in 2007. However, taking into 
account the fact, that in Armenia the main share of economic growth belongs to the sector of construc-
tion and services, it wouldn’t be difficult to predict 14.1% economic downturn in 2009.

GDP production structure by sectors, expressed as a percentage:

It is clearly seen from the chart, compared with 2008 and 2002, in GDP structure the density of agricul-
ture, mining, manufacturing and energy had been reduced. Instead the share of construction and ser-



227

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

vices had been increased. That is, until 2008, the double – digit economic growth of Armenian economy 
had been provided at the account of non – production sector. However, from 2009 up to 2011 in GDP the 
reduction of the share of construction in favor of agriculture and industry gives an optimistic hope.

Economic recovery rates in Armenia slightly speeded up in 2011. 2.2% economic growth recorded in 
2010 was followed by 4.7%-growth in 2011. Nevertheless, recovery rates of the Armenian economy 
are not that high: 2011 GDP has only reached 92% of the pre-crisis GDP. Recovery is accompanied by 
structural adjustments of the economy and is highly affected by the impact of several sectors. In 2010, 
economic growth was constrained by the agricultural sector by shrinking by 16%. Already in 2011, 
growth was resumed (by 13.7%) as a result of which the agricultural output in 2011 was equivalent to 
101.3% of agricultural production in 2008. In 2011, decline was recorded in the construction sector (by 
12.5%) as a result of which construction is still about the half (53%) of its level in 2008.

Construction sector experienced certain growth in April-June 2010 after the deep decline in 2009. 
Thus, the annual growth rate is positive. However, the decline in this sector started again since August 
2010 and even deepened in the second half of 2011. Unlike agriculture and construction, industry was 
quite stable: some slowdown in the growth rate was recorded in early 2011; however, annual indices 
are quite high. Mining and quarrying, being a relatively small sector in terms of output volumes, grew 
very fast during 2010-2011. Manufacturing also grew by two-digit rates, while Electricity, gas and water 
supply, following a 6.3% decline in 2010, experienced growth with the same magnitude.

The highest growth rate in 2011 was registered in fishery (25.9%) which has been steadily growing 
despite being one of the smallest sectors. During the past two years, growth is very high in financial 
and mining sectors. 

From the perspective of contribution to economic growth, agriculture, industry and services had al-
most similar shares. In 2011, construction restrained economic growth by 2.2 percentage points.In par-
ticular, construction sector, which was the largest in 2008 and provided for about a quarter of the GDP, 
became the third in 2011 after agriculture and trade. Agriculture is the largest sector in the economy 
(19.9%), followed by trade and repair of personal items (13.4%).

Industry, including mining and power sectors, constitutes 16.2% of the GDP; however manufacturing 
alone is 10% of the GDP (almost twice as small as agriculture).

In terms of expenditure components of the GDP, the picture is as follows: private consumption grew 
by 2.7% in 2011 providing for 2.2 percentage points of the GDP growth. Public consumption grew by 
7.7%, thus, contributing to 1 percentage point of the economic growth.

Gross Capital Formation decreased by 4.7% which also reflects the decline in the construction sector. 
In 2011, significant contribution to growth was improvement in the external trade balance, namely – 
growth in net export volumes of goods and services by 17.0% which has lead to 4.2 percentage points 
of the economic growth. According to projections, stabilization of economic growth and further accel-
eration is expected in Armenia during 2012-2014. Recovery of growth in major counterpart countries 
(namely, Russia) allows projecting recovery of remittances, labor income and investments. At the same 
time, expected decline in metal prices internationally are estimated to have a negative impact.

According to the recent (April 2012) IMF projections, the Armenian economy is expected to grow on aver-
age by 3.9% during 2012-2014. In particular, 3.8% growth is expected in 2012 which will accelerate in 2013 
and reach 4% in 2014. As a result, per capita GDP will total to USD 3,351 which is equivalent to international 
USD 6,122 after adjustment for the purchasing power parity (international USD 5,605 – in 2012). As a result 
of such developments, the Armenian economy will exceed its pre-crisis output levels in 2014 by 3%. 
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According to the Asian Development Bank (ADB), economic perspectives of Armenia are more opti-
mistic. 

According to projections published in April 2012, the ADB shares IMF’s views on Armenia’s economic 
growth projections for 2012 estimating it at 3.8%. ADB’s projections for 2013 are slightly higher - 4.2% 
growth.

According to the 2012 Budget and 2012-2014 MTEF of the Government of Armenia, a more optimistic 
scenario is projected: 4.2% growth in 2012, 4.5% - in 2013 and 4.8% - in 2014. Under this scenario, pre-
crisis output levels will be recovered in 2013. Price pressures are expected to decrease gradually. In 
2012, average inflation is projected to reach between 4% (IMF) to 4.1% (ADB, Government of Armenia). 
In 2013, price pressures will increase, namely ADB expects consumer prices to grow by 4.5%. Thereafter, 
stabilization of inflation rate is expected around 4%, as a result of which average annual inflation rates 
will equal to 4.1% during 2012-2014 (IMF, Government of Armenia).

Exports growth rate is expected to be higher than that of imports: according to the IMF projections, it 
is possible to achieve on average annual 7.8% exports growth and 4% imports growth during 2012-
2014. Projections of the Government of Armenia are more optimistic, according to which exports are 
projected to grow by 11% and imports – by 5.4% annually during 2012-2014. Current account of the 
Balance of payments will continue improvement trends. According to the IMF estimates, the Current 
account deficit as share of GDP will improve from 11% in 2012 to 8.4% in 2014. Projections of the 
Government of Armenia expect that Current account deficit in GDP will equal to 9.8% in 2012 and 
further improve to 7.5% in 2014. Thus, the main estimates of the perspectives of Armenia’s economic 
development in the future are very close. It is expected that economic growth will accelerate and 
recovery of pre-crisis levels, stabilization of prices, as well as fast export growth rates over import 
growth rates. The Government of Armenia projects higher growth rates in Industry in 2012-2014 
– on average annual 7%. Agriculture is expected to grow by 4% in 2012 and on average by 3.4% an-
nually during 2012-2014. Services are projected to grow by 3.8% in 2012, thereafter accelerating to 
reach 4.6%. Construction is also projected to grow and recover gradually. In 2012-2014, the sector is 
expected to grow on average annual rate of 3.7% which will, however, provide for only 70% of the 
pre-crisis level of this sector. Budget revenues-to-GDP ratio is expected at the level of 21.6% during 
2012-2014. In particular, Taxes-to-GDP (including duties and other obligatory payments) will total 
to 20.9% in 2012, and 21.3% - in 2014. The Budget deficit as share of GDP will continue to improve 
reaching from 3.1% in 2012 to 2.4% in 2014. External Debt-to-GDP ratio will continue to remain high 
and will reach 40.2% in 2012. In 2013, external public debt stock will start to gradually decrease to 
38.2% of GDP and further to 36.3% - in 2014. As a result of developments in 2012-2014, it will stay at 
the level of 2011 eventually. Eurasian Development Bank have come to think that in case of keeping 
the high speeds of growth of the industry and export of Armenia in the first half of 2013,it will be 
possible to speak about the structural improvement of the economy of the country. It is mentioned 
in the “CIS macro monitor” published by Analysis Department that the economy of Armenia has 
grown by 7.2% in 2012. The growth of industry was 8.8%, the growth of agriculture was 9.5 %, the 
growth of trade was 3.6%, the growth of service was 10.8%. High economic growth was due to the 
restoration of inner consumer demand, due to metal export demand and due to favorable weather 
conditions for agriculture. It is mentioned in the report that according to the results of 2012 the main 
feature of the economic development in the CIS region was the reduction of investment demand 
and the retardation of production in the spheres of industry. Moreover, the consumer demand was 
the engine of growth in all economies of CIS. The sharp decrease of oil prices affected the figures of 
GDP in these countries in 2012. As a result, the total GDP of CIS countries increased by 3.4% in 2012, 
which is considerably less than 4.7% in 2011. Moreover, acceleration in the rate of growth was ob-
served in Azerbaijan, Armenia and Tadzhikistan, and significant weakening in economic dynamics in 
.larger economies of the region.
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DECISIONS 

In ensuring economic growth, the great share of service sector is one of the characteristic lines of eco-
nomic policies of current developed countries. However, one should take into account the fact, that the 
developed countries reached to that reality already after having developed agriculture and industry, 
for without developing economic industrial sector, it will be impossible to maintain long – term growth 
in economy. Maximum, in what we can reach in this case, that we will have temporary illusory growth. 
The pillars of economic growth of RA are not selected well Armenia needs a new mode of economic 
growth, the base of which must be the development of industrial sector. However, we have a question 
which has no answer: what to produce. Armenian domestic market is very limited, therefore the econo-
my can not have long – term development. Instead external demand of for Armenia is almost unlimited 
and may become force for further development of economy. Therefore, the export of finished products 
may become the key of future development of Armenia.

It is apparent that nowadays integration processes between countries are very active. Small countries, 
especially those that, in addition to socio-economic development problems, also have geo-political 
and various other limitations to development are not likely to avoid integration processes. Armenia 
initiated mutual trade liberalization negotiation with the EU which, in essence, implies a new phase 
of regulatory reforms in the country. Expected Deep and Comprehensive Free Trade Agreement with 
EU belongs to the new generation of FTAs emerged in recent years and covers a wide range of reg-
ulatory areas. Armenian economy is small, production and exports are concentrated in few sectors. 
Modernization of economy, exports expansion and diversification are imperatives of development. 
The Government has developed a new industrial policy concept which is a new approach in the his-
tory of independent Armenia. By simplifying the growth and development formula, it can be simply 
defined as follows: produce and sell in sufficient quantities by ensuring its continuity, sustainability 
and acceptable distribution. In these circumstances, opportunity or possibility to sell becomes crucial; 
i. e. the market becomes crucial. As a small country that, therefore, represents small interests, foreign 
markets for Armenia can be considered as infinitely large. This statement implies accessibility of those 
markets; therefore, the main problem is production capacity. Economic development and growth in Ar-
menia can be considered as the same with industrial development. Economic growth cannot be stable 
and long term without a sky-rocketing development of manufacturing industry. Development path of 
manufacturing industry is a self-invention process which should result in the development of techno-
logically mature and dynamic productions with developed international relations. Such productions 
will need to be capable of gaining small, yet stable shares in international markets due to capabilities 
of producing competitive goods or participating in that process. There are a number of obstacles to 
that in Armenia; however, the most important ones are technological issues both in narrow and wide 
senses. Technological advancement and modernization goes through two stages: technology imports 
and transfer and innovation and development. For the first stage, diversity and freedom of activities is 
a crucial factor, while the second phase depends on the development of science and research. Thus, 
trade policy is important, since it can support the economic advancement. However, economic de-
velopment and growth are conditioned by the efficiency of industrial policy which should be seen 
as the main direction of economic policy. Industrial policy should support the abovementioned self-
invention process and result in technological modernization and development.
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Abstract

The financial crisis of 2008 led to one of the longest and most persistent Post War recessions of global 
economic activity. Neoclassical economists consider this crisis as the stochastic downturn of a common 
business cycle due to overoptimistic, risk-lover financial investors, which led to credit over-expansion. 
On the other hand, long wave theorists assert that deep recessions, such as the present one, are the 
result of the amplified long-lasting downturn, reoccurring every 40-60 years over the history of capital-
ism’s development. According to these estimations, the last downturn of the fourth long wave started 
in early 70s. However, a debate exists on whether we are still facing the same downturn extended and 
re-enhanced due to neoliberal practices and any accompanying exogenous effects, or we are dealing 
with another long recession that followed the upward movement of a shortened fifth long wave that 
begun during the 80’s. We provide a theoretical discussion and empirical evidence in order to answer 
two subsequent questions: Should this crisis be considered as a business cycle recession or a systemic 
downturn? If the second argument is true, are we facing the downturn of a fifth long wave after a rela-
tive shorter period of economic “prosperity”, or on the contrary, we deal with the prolonged downturn 
of the fourth long wave? Our empirical comparisons check the significance of various structural speci-
ficities of different regions. In order to conclude on the importance of regional specific characteristics, 
we examine whether significant cross-country differences exist with respect to the evolution of this 
downturn in Eastern and South-Eastern Europe. 

Key words: business cycles, systemic crisis, long waves, Eastern and South-Eastern Europe. 

JEL: C22, E32

1. INTRODUCTION

The financial crisis of 2008 led to one of the longest and most persistent Post War recessions of global 
economic activity. Similarly to similar periods in economic history, it generated already vigorous de-
bates. Neoclassical growth theory considers this crisis as the stochastic downturn of a common busi-
ness cycle. On the other hand, the persistent current phase of negative growth triggers the awakening 
of theories that belong to a different section of economic literature. Traditionally, the theories of long 
waves come in the foreground with the occurrence of persistent long-lasting economic recessions. 
The long wave tradition asserts that deep recessions, such as the present one or similarly the ones that 
occurred in 1930’s and 1970’s, are the result of an amplified long-lasting downturn, reoccurring every 
40-60 years over the history of capitalism’s development.

The initial empirical evidences for long-lasting cyclical economic development lead us back to the first 
contributions at the end of 19th century by Jevons (1884), Parvus (1901){, 1901 #41@93}, Van Gelderen 
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(1913), De Wolff (1924) and the following, statistically more advanced, analysis of Kondratieff (1928). 

1 Aside to the familiar business cycles, they emphasized the continuing long waves lasting approxi-
mately half a century. Since that time, interesting questions have been raised such as: 

Are these long lasting cycles a true economic phenomenon? •	
How can these long lasting cyclical movements of economic activity be explained? •	

Literature on theoretical justification of long waves is quite extensive. Contributions can be divided in three 
different schools: Marxists (E Mandel 1981; E Mandel 1975 ; E Mandel 1980) interpret long waves by the fall-
ing course of the rate of profit, which is indisputably a driving force of the system. At the same time, they 
incorporate various exogenous factors – wars, geographical / sectoral market expansion and technological 
progress – which avert the systemic downward and move the economy back to a new phase of expansion. 

Closely to the Marxian approach, the Social Structure of Accumulation (SSA) School provides an ad-
ditional argument, offering a framework of continual cyclical movements: social institutional arrange-
ments such as labour relations, banking system, the political environment etc, when they are propi-
tious for the continuity of capital accumulation, reassure the transition to the next upswing. (Gordon 
1980, 1991; Gordon et al. 1994; Gordon et al. 1983)  
 
Different than the above, the Schumpeterian/Innovation School focuses on a similar cyclical movement 
of technological progress. Based on appropriate micro-oriented arguments like entrepreneurial moti-
vations for adapting new ideas, theorists consider the fluctuations of economic activity as the result of 
innovation-clusters (A Kleinknecht 1987; A. Kleinknecht 1986; Mensch 1975; Schumpeter 1939)2. 

Despite the different significance given to the parameter of technological progress, its influence on 
economy’s long term evolution is undoubtedly accepted. Long fluctuations of economic activity were 
empirically and timely closely related to the occurrence of great technological revolutions. More spe-
cifically, the first long wave appears at the end of the 18th century with the beginning of the Industrial 
Revolution. The second started in the mid of the 19th century and was related to the mechanically pro-
duced steam engines that became the driving mechanism of production process in many industries 
and transportation (mechanization, first technological revolution). Direct outcome was the geographi-
cal expansion of capitalism. The opening of new markets for the mass produced industrial products 
occurred within the expanding period of the next, third long wave, which lasted until the end of the 
Second World War. Nevertheless, also this cycle was related to another (third) technological revolution: 
electrification that was accompanied by the expanded use of iron and heavy engineering. The fourth 
long wave starts after 1940 (in 1945 for Europe) relates to the revolution in natural sciences and known 
as the era of atomic energy, oil, automobiles and steel technologies connected with highly structured 
technology research (E. Mandel 1994; E Mandel 1975 ; Zarotiadis 2012). 

The end of the fourth long wave divides scholars’ opinions. Some say that since the 1970 a fifth long wave 
began, associated with the revolution in electronics, telecommunications and informatics (Freeman and 
Lou 2001; Korotayev and Tsirel 2010; Perez 2010). Some believe that we are still in the longer-lasting down-
swing of the fourth long wave (Zarotiadis 2012; Wallerstein 1984), while others assume that now begins 
the sixth wave, associated with new developments in nano-bio technologies (Lynch 2004). Part of this dis-
parity results not only from using different empirical techniques but also different theoretical arguments. 
1 Although, the literature uses the term “Kondratieff cycles”, there are many authors who believe that the credits should be given to 

earlier works: “It would, in fact be more appropriate to speak about van Gelderen – De Wolff long waves “ (Kleinknecht, A, 1992, p1).
2 In the course of time, various theoretical contributions combined the arguments of the mentioned schools, in order to avoid a 

mono-causal interpretation of long waves. Kleincknecht (1992) encourages this mixture; neo-Schumpeterians include also SSA-
arguments in their discussion (Clark et al. 1981; Freeman 1982; Perez 1985, 1983, 2010, 2002, 2004; Tylecote 1992), while other 
theorist combine the scarcity of natural resources with the emergence of new technologies (Rostow 1975; Volland 1987). Also Van 
DuijnVan Duijn, J 1977, ‘The long wave in economic life’, De Economist, vol. 125, no. 4, pp. 544-576, ibid, Van Duijn, J (ed.) 1983, The 
Long Wave in Economic Life, George Allen & Unwin Ltd, Shaftesbury, Dorset, ibid. (1977, 1983) incorporates Schumpeter’s theory 
of innovation and the dynamic system of Forrester (1976) and Sterman (1985, 1986) in his product life cycle approach.
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Truly, the existence of long waves and thus the answer to the first question (in as how much they are a 
true phenomenon) is primarily an empirical exercise. There are both: a number of empirical confirma-
tions (A. Kleinknecht 1986; A. Kleinknecht and Bieshaar 1983; Korotayev and Tsirel 2010; Reijnders 1992, 
2009; Van Duijn 1977, 1983; Metz 1992), as well as many contributions that question the existence of 
long waves (Garvy 1943; Van der Zwan 1980; Van Ewijk 1981, 1982; Solomou 1998, 1990). As Van Duijn 
(1983) pointed out “the longer a cycle, the harder it is to prove its existence”. Yet, the confirmation of a 
long-wave, as well as the exact periodization, depends both on theoretical fixations and / or to the use 
of different empirical methodologies and data. This is what the present paper tries to do. Motivated by 
the current persistent crisis, it combines alternative methodologies in different countries in order to 
contribute in answering the following questions: should this crisis be considered as a business cycle 
recession or a systemic downturn? If the second is true, are we facing the downturn of a fifth long wave 
after a relative shorter period of economic “prosperity”, or on the contrary, we deal with the prolonged 
downturn of the fourth long wave? How different could be the periodicity of economic development 
due to region-specific socioeconomic characteristics – for instance the socio-political specificities of 
Eastern and South-Eastern European economies.

2. METHODOLOGY & DATA

Spectral analysis is the most recent methodology in identifying the periodicities of time series. It esti-
mates the level and also the significance of a period’s importance in forming the cross-time develop-
ment of a variable. There are two ways of presenting the derived estimations: first in the form of a table, 
where one shows the estimated importance (and the asymptotic standard errors) of periods of differ-
ent duration, starting from the longest3. (Note that the estimations can vary depending to the window-
methodology used, namely Bartlett, Tukey or Parzen.) Second, in the form of a diagram that depicts the 
estimated importance of different periods, again, starting from those lasting longer. 

Implementation of spectral analysis requires the transformation of time series to stationary processes. 
At this point, a debate exists with respect to the best trend elimination method. Difference stationar-
ity method, which means to take 1st-differences and then apply spectral analysis, have been heavily 
criticized because there over- (under-) estimate the importance of shorter (longer) living periods. The 
opposite is being argued for trend stationarity method, where we apply spectral analysis on the residu-
als from the estimated linear trend: it is supposed to be biased towards longer lasting cycles. Middle 
ground could be created by the use of linear filters (Metz 2011). In the present paper we proceed with 
two alternative de-trending techniques: trend elimination after OLS estimation and Hodrick Prescott 
(1997) filtering4 (HP) following the proposal of Metz. 

We use the most recent Maddison Project datasets5. We start with an analysis of GDP per capita annual 
series. In this case we apply the methodology first for a longer period, 1913-2010, for four countries (UK, 
Germany, Italy and Greece). Second, we use a shorter period, 1950-2010, in order to include in our com-
parison three additional Eastern European countries (Hungary, Poland and Bulgaria). Next, we proceed 
with an analysis of growth rates of the same variable, yet only for the shorter period, 1950-2010 and 
for the seven countries. In this manner, our empirical work contributes to relevant empirical literature, 
which due to availability of data, focused primarily on countries that early jointed capitalism and were 
traditionally related with long term cyclical economic performance.  

3 Due to space constraints in the appendix we present only the diagrams, however the relevant tables are available upon request. 
4 Parameter λ is chosen to be 100, as we use annual data and we wish to a filter that is relatively less sensitive to periodical changes. 
5 Bolt, J. and J. L. van Zanden (2013). The First Update of the Maddison Project; Re-Estimating Growth Before 1820. Maddison Project 

Working Paper 4. http://www.ggdc.net/maddison/maddison-project/data.htm
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3. EMPIRICAL ESTIMATIONS

In the following we discuss the main observances from the estimations, obtained from the above in-
troduced methodology. Due to space constraints in the appendix you may find only the diagrams, 
however the relevant tables are available upon request. 

Starting with the discussion of the results, there is an obvious difference in the importance of period-
icities results according to the de-trending technique we use: as expected, linear trend elimination 
favours the presence of longer economic cycles, while, on the contrary, de-trending by the use of HP 
technique does the opposite.6 This gives us a great opportunity to repeat something that has been 
widely notified in the relevant literature: to confirm the existence and the duration of a long-wave 
depends to a great extent on the pre-existing theoretical fixations. Truly, if we take the residuals that 
remain after estimating a more sensitive, flexible trend – for instance by the use of HP – waves of more 
than 40 years disappear. Does this mean that they do not exist, or that the sensitive trend itself repro-
duces actually the deeper regularity of longer lasting periodicity?

In total, even if the spectral analysis based on HP-filter does reveal the importance of shorter-lasting pe-
riods, in our understanding, the existence of long-waves lasting around 40 years is an unquestionable 
conclusion. As we can see in the appendix, the standardized spectral density function of all countries’ 
GDP per capita trend eliminated (stationary) series takes high values in low frequencies, which corre-
sponds to longer cycle periods. 

Altogether, besides confirming the existing of longer lasting waves, another rough observation is that 
during the 20th century their average duration declined at no more than 40 years. This speaks for the 
existence of more than two long cycles within the century. In other words, it seems to favour the hy-
potheses that we experience already the downtrend of the 5th wave. 

The same procedure for the shorter sample with data after 1950, leads to more interesting information. 
The estimations are almost similar for Hungary, Poland, Bulgaria and Greece, where apart from long 
cycles of 32 years period, their GDP’s per capita cyclical behaviour is also explained by cycles of 16 years 
period, especially for Greece. Interesting is also to notify that Greece and Italy, although they have simi-
lar historical and geopolitical characteristics, they follow quite different standards of periodicity: the 
first seems to be more alike to the selected Eastern European countries, while the second is comparable 
to Germany and the United Kingdom. 

Still, Italy provides also some interesting specificities. For instance, as we proceed with the estimation 
after using the HP filter, we find that the remaining shorter fluctuations are lasting more than 10 years 
in the UK, in Germany and even in Greece. This speaks for the appearance of relatively longer lasting 
business cycles, or in other words, our results support the presence of Juglars, Kuznets and Kitzin cycles 
in most of the countries. Oppositely, in case of Italy, significant periodicity appears also for 5-years 
cycles. In the analysis of the period of 1950-2010, using the same procedure, we found almost similar 
and more evident results, as we are able to compare also the estimations for the three south-eastern 
countries. Longer cycles seems to be present in United Kingdoms’, Greece’s and Bulgarian series, where 
the spectral density function reaches its maximum at 16 years duration. Again, Italy‘s graph is different 
from the others since three peaks occur on frequencies that correspond to cycles of 10, 5 and 4 years 
of duration. Partly similar is the picture we get for Germany, Poland and Hungary, where we see the 
existence of Juglar cycles of 10 years duration.

Finally, we estimate the spectral density functions for annual growth rates, using again the two alter-
native de-trending procedures. With the first method (linear trend elimination) we find long waves of 
6  This is mostly the case in the analysis of level data (GDP per capita) then in the one of growth rates.
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32 years duration in all series except from Italy. Interesting results are also presented in the series of 
Hungary and Bulgaria where we can see an important presence of very small cycles (2 years duration), 
probably because of the difficulties that they faced after the collapse of Stalinistic regimes (especially 
in case of Bulgaria). Greece’s GDP per capita growth also depicts a long cyclical movement of 32 years, 
in this period. Again, as expected, with the second method (HO de-trending), business cycles are more 
evident in most of our series. However, long cyclical movements still appear to be significant, especially 
in the selected Eastern European countries, Poland, Hungary, and Bulgaria.

4. CONCLUSIONS AND PROPOSALS FOR FURTHER RESEARCH 

Our empirical estimations confirm long wave’s significant contribution in GDP’s cyclical evolution in 
both levels and growth GDP per capita series. The most interesting result of our research is that these 
long term cycles were also present to countries of Eastern Europe as Hungary, Bulgaria, Poland, despite 
the very different socioeconomic and political environment. Moreover, Greece seems to be very much 
alike with respect to cyclical patterns, although it has a quite different political development in the 
post-war period. 

Another interesting result is that the estimated duration of long-waves during the 20th century de-
clined at no more than 40 years. This seems to favour the hypotheses that we experience already the 
downtrend of the 5th wave. Nevertheless, it has to be further studied in order to come to more secure 
empirical conclusions for the different countries. 

Finally, we find that for the selected European countries Juglars, Kuznets and Kitzin cycles of medium du-
ration are by far more typical than the short business cycles, although with some exceptions. This is also 
an interesting finding that needs to be examined more carefully. In case it can be securely confirmed, it 
reveals a less volatile and/or less flexible character of European economies, signifying special character-
istics that explain the additional difficulties faced in a period of systemic crisis like the present one. 
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Appendix

A.1 Linear Trend Elimination (Levels), period 1913-2010
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A.2 Linear Trend Elimination (Levels), period 1950-2010
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A.3: Hodrick Prescott Trend Estimation (Levels), period 1913-2010
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A.4: Hodrick Prescott Trend Estimation (Levels), period 1950-2010
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A.5: Linear Trend Elimination (growth rate), period 1950-2010
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A.6: Hodrick Prescott Trend Estimation (growth rate), period 1950-2010
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Recent economic developments and the results of the systemic crisis of capitalism have transposed the 
scientific interest into issues related to labour economics. Furthermore, the necessity of occupying with 
the spatial aspects of a number of socioeconomic phenomena places the term of local labour markets 
in the heart of scientific reasoning. The main purpose of this paper is the application of an empirical 
methodology, based on gravity models tradition, that supports the effective determination of socio-
economic locality. This contribution is thought to provide an instrument that helps the scheduling of 
efficient spatial socioeconomic policies. Through this application is shown the existence of significant 
discontinuities regarding the administrative and the socioeconomic spatial segregation of the Periph-
ery of Central Macedonia. Specifically, the socioeconomic demarcation of the specific geographical 
area that is constituted by the cities Alexandreia, Aridaia, Veroia, Naousa, Edessa,Giannitsa, Thessaloniki 
and Kilkis is not consistent with the administrative one. In the rest geographical area that belongs to 
the administrative Periphery of Central Macedonia the administrative spatial demarcation is consistent 
with the socioeconomic one.

Keywords: Spatial Socioeconomic Policy; Local Labour Market; Gravity Model.

JEL classification: R58, R23, F16

1. INTRODUCTION

Recent economic developments and the results of the systemic crisis of capitalism have transposed 
the scientific interest into issues related to labour economics. Furthermore, the necessity of occupying 
with the spatial aspects of a number of socioeconomic phenomena places the term of local labour 
markets in the heart of scientific reasoning. Ballas D. and Clarke P. (2000) have pointed out that the use 
of specialized geographic tools is able to provide scientific community with extended capabilities of 
foreseeing the results of a specific socioeconomic policy even before its application.

The extensive application of gravity models in the whole range of spatial occurrences in economics 
for over fifty years, especially, for trade flows and mobility of production factors, implies its remarkably 
consistent presence in relative scientific areas (Rose A.,2000). The gravity models is much like Newton’s 
law of universal gravitation (1687) which states that every particle in the universe attracts every other 
particle with a force that is directly proportional to the product of their masses and inversely propor-
tional to the square of the distance between them (A. Cieslik,2007). 

“These models are simple in structure, fit the data well, and are in principle consistent with a wide 
range of theoretical underpinnings”(Deardorff A.,1998). Consequently, gravity models are regarded to 
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have provided “some of the clearest and most robust findings in empirical economics.”(Leamer E. & 
Levinsohn J.,1995). E.D.Ravenstein (1889) first used gravity models for analyzing the migration patterns 
in the 19th century UK. W. J. Reily (1931), Professor of Texas University, was the first in tackling with the 
delimination market problem and pioneered the use of gravity models in spatial business analysis (W. 
Crhristaller (1935); P. D. Converse (1949); W. Applebaum (1961); D. L Huff (1964); A.S. Fotheringham and 
M. E. O’ Kelly (1989); R.T. Rust and N. Donthu (1995) etc).

Source: www.rri.wvu.edu

 2. SOCIOECONOMIC FRAMEWORK FOR EMPLOYMENT POLICIES

The establishment of a microeconomic administrative model of the local economic function during 
the last decades promoted the need of analyzing and understanding the role of local labour markets 
when scheduling regional socioeconomic policy plans. Moreover, the specific type of economic func-
tion seems to be further applied in the future: “In my mind, direct links between the European Union 
and regional and local authorities is more needed than ever” (Martin Schulz - President of the European 
Parliament, www. 11/03/2013 - Reuters.com). Under these circumstances, the development of strate-
gies according to regional specific needs and the systematic use of active labour markets policy instru-
ments are going to provide an extremely significant employment policy assistance.

The main purpose of this paper is the application of an empirical methodology, based on gravity 
models tradition, that supports the effective determination of socioeconomic locality. This explicit 
identification of labour market segmentation is going to be achieved through a multicriteria mod-
el application which determines the spatial dimension of each local labour market. This analysis is 
based on the term “breaking point”, which is the place between two local agglomerations where 
“customers” are indifferent of where to go, as it was introduced by P.D. Converse (1949). This contri-
bution is thought to provide an instrument that helps the formulation of efficient spatial socioeco-
nomic policies. The present work is focused on the internal spatial socioeconomic structure of the 
Periphery of Central Macedonia. A particular emphasis is given to the investigation of significant 
discontinuities regarding the socioeconomic spatial demarcation of the specific Periphery and the 
administrative one. 
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3. MODEL FOR EMPIRICAL REGIONALIzATION

The embodiment of the various affects of space in the theoretical and empirical framework of social 
sciences during the last decades is, undoubtedly, a significant progress. Deepening in the multidimen-
sional relation of space with labour economics promotes ways of producing spatial models of analyz-
ing socioeconomic reality. Consequently, the contribution of space to a fuller understanding of labor 
market function is obvious.

The main objective of the present work is proposing a normative model of empirical regionalization 
which aims to support the spatial demarcation of regional labour markets. This model is notably suit-
able for developing spatial socioeconomic policy programs as long as it proposes the optimal segrega-
tion of local labour markets.

The model of empirical regionalization proceeds through the following steps:

Use as an appropriate starting point an elementary or augmented formulation of gravity models: 1. 

Mob
i,j
= b (p

i
)a

1 
(p

j
)a

2 
(distance

i,j
)a

3

where p
i 
and p

j 
is the significance of two local agglomerations, distance

i,j 
shows the distance between 

them, and b, a
1
, a

2
 and a

3
 are coefficients to be estimated. Log linear transformation of the theoretical 

gravity model into an empirical model that can be estimated, based on local available data:
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Note that F is a vector of various dummies variables (taking values 0,1), representing the different 
physical, technical and administrative boundaries existing between i and j, while a

4 
is the vector of 

relevant coefficients to be estimated.

Estimation of b, a
1
, a

2
, a

3 
and a

4.

Calculation of Mob2. 
i,j
 for each pair of socioeconomic agglomeration in the wider region of interest, 

based on the estimated parameters from the previous step and construct the matrix A.

Construction of the matrix B which is constituted by the relative freqencies of the elements of the 3. 
matrix A. In the following step takes place the construction of matrix C by taking into account the 
total relative repulsion of each departure city and the total relative attraction of each arrival city of 
Matrix B. More specifically, we treat the two variables (city of departure, city of arrival) as they are 
independent. The elements of matrix C are determined according to that assumption.

Construction of Matrix D that comes out of matrix C deducted from matrix B. Whether the element 4. 
Mob

i,j 
of matrix D is positive, the interaction which regards the departure of city i and the arrival in 

the city j is gravitational, otherwise it is not. The higher than zero the price of element Mob
i,j 

is, the 
more gravitational the relation is. 

Clustering analysis is applied in the following step of the model of empirical regionalization. Firstly, 5. 
pairs of cities are created. Each pair is constituted by those cities whose mutual attraction is the 
most intense. Whether, two cities have the same mutual gravitational interaction with a third one, 
the one that represents the greater number of citizens is promoted. The biggest city of the specific 
Periphery (in terms of population) is not participating at the particular point of the clustering pro-
cedure. Thereafter, pairs are combined into groups that are characterized by the mightiest mutual 
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gravitational interaction. In that case again, whether two groups have the same mutual gravita-
tional interaction with a third one, the one that represents the greater population is promoted.

In the next step, groups that are characterized by the higher number of mutual gravitational inter-6. 
actions are joint together. At least half of the existing mutual relations have to be gravitational in 
order to be allowed the combination of two groups. The specific restriction is applied in order to 
be provided an ensuring for the internal consistency of formulating groups. Furthermore, whether 
two groups have the same number of mutual gravitational interactions with a third one, the one 
that represents the greater number of citizens is promoted.

Finally, the group whose members are characterized by the mightiest gravitational interactions 7. 
with the biggest city of the specific Periphery (in terms of population) embodies this city. In that 
case again, whether two groups have the same mutual gravitational interaction with the biggest 
city, the one that represents the greater population is promoted.

A pilot application of the model of empirical regionalization on the Periphery of Central Macedonia is 
going to allow the spatial determination of local labour markets of the specific Periphery. The neces-
sary for the empirical procedure data has been taken from the Greek Social Data Bank (GSDB) which 
is administered by the National Centre of Social Research (EKKE). The cities whose population is over 
20000 took place in the empirical procedure. These cities are: Serres, Naousa, Kilkis, Katerini, Thessalo-
niki, Edessa, Giannitsa, Aridaia, Veroia and Alexandreia Imathias. Moreover, it was accepted that Irakleia 
Serron, Litohoro, Poligiros and Nea Moudania to be included due to a more effective representation of 
the whole geographical area of the specific Periphery. At this point, it was tested the introduction of 
one dummy variable (Neighb) in the empirical model. This variable has been taken the value 1 whether 
the two cities were in neighboring administrative areas and the value 0 if not. The verification that the 
specific dummy variables was serially correlated with the rest variables did not allow the augmented 
formulation of the model. 

The application has been tested for heteroskedasticity, serial correlation, multicollinearity and speci-
fication errors. In accordance to the steps of the methodology were formulated the following pairs of 
cities: Alexandreia – Giannitsa, Aridaia – Edessa, Veroia – Naousa, Serres – Iraklia Serron, Katerini- Lito-
horo and Poligiros – Nea Moudania. In the following step, the only group of four cities that was created 
constituted by the cities Aridaia, Edessa, Veroia and Naousa. This situation did not change during the 
next steps. At the final step of the methodology, Thessaloniki formulated a united socioeconomic area 
with Kilkis. 

Through this pilot application is shown the existence of significant discontinuities regarding the admin-
istrative and the socioeconomic spatial segregation of the Periphery of Central Macedonia. Specifically, 
the spatial socioeconomic demarcation of the specific geographical area that is constituted by the cit-
ies Alexandreia, Aridaia, Veroia, Naousa, Edessa,Giannitsa, Thessaloniki and Kilkis is not consistent with 
the administrative one. In the rest geographical area that belongs to the administrative Periphery of 
Central Macedonia the administrative spatial demarcation is consistent with the socioeconomic one.
Consequently, this pilot application proves the existence of significant discontinuities regarding the 
socioeconomic and administrative segregation of the Periphery of Central Macedonia. This result can 
be pictured on the following way:
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4. CONCLUSIONS

The main purpose of this paper was to provide an empirical methodology, based on gravity model tradi-
tion, that supports the spatial demarcation of labour markets, along with the regional specialization of 
applied policy. The main focus was on the use of this methodology in setting up a regionally segmented, 
efficiently structured, active labour market policy. Significant discontinuities between spatial socioeco-
nomic and administrative demarcation are causing important difficulties in applying the policy that 
meets the socioeconomic needs of the local societies. That causes spectacular problems in evaluating 
and adopting efficient labour market policies and leads to the perpetuation of relative existing malfunc-
tions. As a result, the optimal space determination of the socioeconomic locality is a prerequisite for the 
effective administration of economic function. Consequently, this contribution is expected to provide a 
spatial instrument for the enhancement of socioeconomic policy plans in the future.
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Abstract  

The aim of this paper is to investigate the export behaviour of Greece and to identify its comparative 
advantage. Moreover, through the conclusions of the analysis, is investigated whether the export ac-
tivity of the country coincides with its comparative advantage especially in the present circumstances, 
those of recession. Initially, we define the comparative advantage based on the approaches of Adam 
Smith, David Ricardo’s and Heckscher-Ohlin. Furthermore we analyze the current situation of the coun-
try, Greece’s economic structure and its trade performance, mainly the exports. In addition we identify 
the elements of the Greek competitiveness and the results of the fiscal consolidation that Greece is 
undergoing. Having analyzed the definition of the comparative advantage and the data concerning 
Greece’s reforms we proceed in identifying Greece’s comparative advantage mainly in four different 
sectors. Firstly we identify the key factors making the touristic sector extremely profitable for the Greek 
economy; secondly we analyze the commercial shipping sector then the strategically position of the 
country and finally the competitive rates in which Greece seems to gain ground. 

Keywords: comparative advantage, competitiveness, internationalisation, entrepreneurship, financial crisis.  

1. HISTORICAL AND LITERATURE REVIEW.

International trade theory provides explanations for the pattern of international trade and the distribu-
tion of the gains from trade. The study of trade emerged in the era of mercantilism (approximately in 
16th century) as a crude set of arguments about how a nation should trade. The theory of International 
Trade examines the reasons why different countries exchange their products, but in addition the after-
math that this process has, in the internal economy of a country involved in international trade.

Adam Smith, in The Wealth of Nations in 1776, postulated that under free trade, each nation should 
specialize in producing those goods that it could produce most efficiently. Some of these would be 
exported to pay for the imports of goods that could be produced more efficiently elsewhere. Smith 
ridiculed the fear of trade by comparing nations to households. Since every household finds it worth-
while to produce only some of its needs and to buy others with products it can sell, the same should 
apply to nations. 

The theory of absolute advantage is based on the assumption that the nation is absolutely better (i.e., 
more efficient) at production of certain goods than are its trading partners. Smith showed by his ex-
ample of absolute advantage that both nations would gain from trade.

David Ricardo, in 1817, enunciated his refinement of Smith’s concept by postulating the principle of 
comparative advantage (as opposed to Smith’s concept of absolute advantage). The theory of com-
parative advantage states that even if a country is able to produce all its good at lower costs than 
another country can, trade still benefits both countries, based on comparative costs. His writings 
demonstrated what has become known as: “…the principle of comparative advantage: a nation, 
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like a person, gains from the trade by exporting the goods or services in which it has its greatest 
comparative advantage in productivity and importing those in which has the least comparative 
advantage…”. 

The key word is comparative, meaning relative and not necessarily absolute. There are gains from trade 
whenever the relative price ratios for two goods differ under international exchange for what would 
be under conditions of no trade. In addition, the theory of comparative advantage demonstrates that 
countries jointly benefit from trade (under the assumption of both goods).

With the theory of absolute advantage , Ricardo’s theory of comparative advantage does not answer 
why production cost differ within each country and also no consideration is given to the possibility of 
producing the same goods with different combinations of factors. 

The leading theory of what determines nation’s patterns was presented by Eli Heckscher in 1919 and 
a clear overall explanation was developed and publicized in the 1930s by Heckscher’s student Bertil 
Ohlin.

The Heckscher-Ohlin theory states that international and interregional differences in production costs 
occur because of differences in the supply of production factors: Commodities requiring for their pro-
duction much of (abundant factors of production) and little of (scarce factors) are exported in exchange 
for goods that call for factors in the opposite proportions. Thus indirectly, factors in abundant supply 
are exported and factors in scanty supply are imported (Ohlin, 1933). 

These simple statements lead to an important conclusion: under free trade, countries export the prod-
ucts that use their scarce factors intensively and import the products using their scarce factors inten-
sively. A country is labour-abundant if it has a higher ration of labour to other factors than does the rest 
of the world. A product is labour-intensity if labour costs are a greater share of its value than they are of 
the value of other products. Those goods that require a large amount of the abundant and less costly 
–factor will have lower production costs, enabling them to be sold for less in international markets. 
(Ryszard Barnad, 1996). 

“Some other new models also relaxing the several assumptions have emerged. The appearances of 
such new models have not reduced the popularity of comparative advantage concept, which recently 
becomes dynamic one. Some economists argue that a country’s comparative advantage is dynamic, 
instead of static. So far, the dynamic theory of comparative advantage has put greater attention on the 
changes in supply (production) side. 

This is related to how specific determinants affect the output (economic) growth and, in turn, compara-
tive advantage. Redding (2004) finds that comparative advantage is endogenously determined by the 
past technological changes and innovation. The dynamics of comparative advantage might be also 
caused by the role of input trade (Jones, 2000), the friction in international trade and investment flows 
due to geography, institutions, transport, and information cost (Venables, 2001), the transmission of 
knowledge across borders (Grossman and Helpman, 1991), the technological differences across border 
(Trefler, 1995), and the monopolistic competition in differentiated products with increasing return to 
scale (Krugman, 1979). 

Indeed, many applied economists, e.g. Liesner (1958), Kanamori (1964), Balassa (1965), Donges and 
Riedel (1977), Bowen (1983), Vollrath (1991), Dalum et al. (1998) and Laursen (1998), among others, 
have tried to make various empirical measures to “reveal” countries’ comparative advantage.” (Tri 
WIDODO).
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2. GREECE – COUNTRY ANALYSIS: REFORMS AND FISCAL CONSOLIDATION

2.1: Economic Structure and Performance of Greece:

Greece is a developed economy of 11.3 million people, located on the Southeastern edge of the Euro-
pean Union (EU). At $30,000, Greek GDP per capita is at 95% of the EU average, 1 and the 29th highest 
in the world (IMF 2009). Greece also has a high level of social development – it ranks 25th in the human 
development index of the UNDP (UNDP 2009).

Services constitute a large portion of the economy (76%), followed by industry (15%) and agriculture 
(4%) (CIA 2010). EU accession and the adoption of the euro have been the engines of Greek economic 
growth in the last two decades. 
 

 Chart provided by: CEIC 

Greek C/A gap accounted for 9.2% of the GDP in the pre-crisis period 2000-2008 on average. This was 
more than twice the 4.2% gap in an emerging economy like Poland that was witnessing capital inflows 
attached to the EU accession over the period. 

 
Chart provided by: CEIC 

More than having accumulated large external debt during the C/A gap period, Greece has a limited 
capacity to pay it back. The export per GDP ratio is very small for the country, only 7.5% for the pre-
crisis period and indeed better (9.4%) in 2011. The share rises to 21.6% for the reference period (22.7% 
for 2011) if services are included in total exports. But even under this calculation, the export to GDP is 
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visibly lower than in the case of most EU countries. Furthermore, a very large share of the exports (some 
one quarter of the exports of goods) is made up by petroleum products – very risky for a country that 
is not producing crude oil. Oil refining margins have shrunk significantly recently and this is likely to 
remain on long term.

Running C/A gaps for limited period of time, or small deficits over longer periods, is not necessar-
ily unsustainable. But the inflows balancing the C/A gap in these periods, be them loans, capital or 
portfolio investments, should enhance the country’s export capacity. But Greece’s exports of goods 
were only 2.1% up in 2011 vs. 2008, while its exports of services were 16% down. Germany’s exports 
of goods increased by 9.1% over the period, but this might not be a good comparison. (Iulian Ernst, 
2012). Greek exports concentrate around transportation/logistics (mainly shipping) and tourism. 
These two “star” clusters account for 40% of the value of total exports and have recently had the 
highest growth rate (Exhibit 2). Other clusters, mainly concentrated in agricultural products, oil & 
gas, metal mining and manufacturing, constitute a considerably smaller part of exports, and have 
been shrinking over the 1997-2007 period.
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2.2: Elements of Greek Competitiveness.

The Greek economy suffers from serious competitiveness problems. It ranks 61st out of 128 countries 
in the Global Competitiveness Index. However, the picture is even bleaker when Greece’s income levels 
are considered. In Exhibit 3, GCI rakings are plotted against income level rankings. Given its income 
level, Greece stands out as the least competitive economy in the EU, and has similar level of income-ad-
justed competitiveness with Argentina, the Dominican Republic and Kuwait. One of the most striking 
features of our analysis of Greek competitiveness is that it suffers in areas where government involve-
ment is highest. Fiscal policy and administrative infrastructure stand out as the least competitive areas, 
which are directly related to government intervention.
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2.3: Fiscal Consolidation and its results.

2.3.1: GDP growth rate & Consumer Price Index 

 
2.3.2: Strong austerity measures and their results. 

2.3.3: Driving down the deficit – Rebounding Greece
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3. GREECE’S COMPARATIVE/COMPETITIVE ADVANTAGE. 

3.1:  Tourism: Great features of developing relying on independent entrepreneurship.
 
The Greek economy is often criticised for failing to develop strong industrial sector and to establish suit-
able distribution channels for exporting agriculture. Tourism is a major contributor to the balance of pay-
ments, while it is one of the few activities which would enable Greece to achieve competitive advantages 
through the redistribution of labour within Europe (Economist, 1993: 5-6). Thus it is a vital motivator of 
the Greek economy reducing the deficit of the balance of payments, boosting employment, generating 
income and contributing to regional development (Zacharatos, 1989:274; Truett $ Truett, 1987:178).

Greece is one of the world’s leading tourism destinations and draws investor interest in a variety of sub-
sectors. Tourism accounts for 15.7% of national GDP and 18.4% of employment in Greece. The sector 
has grown significantly over the years and remains a strong area for investing. Greece is 17th in tourist 
arrivals globally and tourism is 24th in total contribution to GDP globally. (Source: invest in Greece 
agency). Natural and historical legacies favour tourism in Greece, a country with a unique past, a wealth 
of archaeological treasures and world class monuments and museums. A few years ago, Greece hosted 
the highly lauded 2004 Olympic Games, which proved to be a catalyst for an improved tourism infra-
structure. It is anticipated that tourism arrivals will reach 20mil by 2015. With a population of around 10 
million people, this means that by 2015, there will be 2 tourists for each Greek citizen.

Tourism receipts reached 10.5 billion Euros in 2011, a 10$ increase over 2010. Supporting Greece’s tour-
ism industry is a well developed infrastructure: - More than 9.500 hotels and 1.3 million beds. – 4.500 
travel agencies. –A fleet of 160,000 cars for rent. –More than 7.500 tourist coaches. -500 yacht agencies 
with 3.500 yachts to explore Greece’s seas. -29 international airports and 45 airports in total, all ready to 
host domestic flights. –A comprehensive ferry system connecting the mainland with Greece’s islands. 
–A rail and intercity coach system that covers most of the country. (Source: invest in Greece agency).  

Greece is ranked 29th in the world, among 139 countries, in terms of tourism competitiveness: -5th in 
tourism infrastructure. -1st in environmental treaty ratification. -15th in airport density and in operat-
ing airlines. –Significant hotel infrastructure. Despite all these 5 star hotels represent only 3.5% in the 
distribution of Units and 4 star Hotels represent 12.8%. In spite of progress, Greece has fairly low aver-
age per capita tourism expenditure at 640 Euro. (Source: invest in Greece agency).
  
 Tourism can be the main motor of development for the Greek economy under the following condi-
tions: 1. Rehearsal of the policy leading to the continuous deterioration of the international compe-
tiveness of Greece. The domestic fiscal policy should be adapted to the reality of the strong euro. 2. 
The various fiscal measures aiding tourism, should aim primarily to provide incentives for organization 
and concentration of tourist services against organized demand and generally empower the touristic 
entrepreneurship. Finally, there is a need to strengthen the promotion of the tourism product of Greece 
abroad, both from the units operating in the touristic industry and by the state and the Ministry of Tour-
ism, which occasionally increased advertising expenditure for the year 2009 by 50 %.

3.2: Greece’s commercial shipping sector. 

The leading role of the Greek-owned shipping companies in the world market and the extroverted 
character recommend one of the main comparative advantages of Greece that can and should ac-
quire leading role in the new development patterns of the country. That is included in special studies 
prepared by “Foundation for Economic and Industrial Research”- (IOBE 2013). According to data of the 
studies, the maritime transports especially the ocean shipping, contribute to the value almost for 4% of 
the total GDP. In terms of employment offered by the maritime sector exceeds 192millions.
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The Greek-owned shipping companies is a sector with a strong presence in the global economy, that Greek ship-
owners operate in a highly competitive global market in which shipping businesses from all around the world 
aim at taking part and being successful. However the tradition and the deep knowledge of the difficulties and 
the dangers that define this specific market, consist a powerful comparative advantage for the Greek-owned 
shipping companies, which throughout decades are managing to be in the first positions and to hold the share 
of the Greek-owned shipping companies, high in the global market. This share was t the end of 2008 over 16.8% 
of the global transportation capacity, although in 2004-2008 there was a gradual share decrease of approxi-
mately 20.3% than it was back in 2003 and17.4% back in 1997 ( UNCTAD, “Review of Maritime Transport”).

Based on the amount of new orders assigned by the Greek shipping companies in 2008 and based on the 
looming effect on the structure of the world fleet after the recent global financial crisis, it is estimated that its 
share of the Greek-owned shipping companies are reaching levels over 17% after 2011. The greatest thing 
is that in the decade of 2000 the bonds of the Greek shipping with the Greek economy have been boosted, 
because of the 1200 shipping companies which are located in Greece, in result the impressive increase of 
the levy from the shipping abroad that comes in balance with the country’s current account in 4.06% of the 
GDP in 2008, 2.2% of the GDP in 2002 and 3.1% of the GDP in 2000 ,by the construction and entry of a large 
number of new businesses and ships in the market in 2004-2008, which has led to extremely high overcapac-
ity in the shipping industry from the second half of 2008, consequently , in plummeting rates and revenue by 
shipping companies. The global financial crisis of 2008-09 had an extremely negative impact on the progress 
and the international trade, in combination with the increase of the supply of transportation capacity.

As far as the Greek economy, the crisis in the shipping industry implies the decreased levy to 33.6% within 
January and July 2009, in comparison to the increased levy to 20.7% within the same months in 2008. The 
Greek fleet was one of the biggest in the world with a high rate of qualitative improvements within the last 
five years. In February of 2009, the Greek fleet was in the fist place of the international ranking, owning 4161 
ships over 1000 dwt (Deadweight tonnage) , with total capacity of 263.6 million dwt and was the 15.2% of 
the global capacity (Lloyds Register – Fairplay). In these ships, 1072 under construction ships are included 
of total capacity 53.4 dwt. The Greek fleet is consisted by 50% of ships that transfer dry cargo and by 35% 
of ships that transfer crude oil. The latter consist the 21.7% of the global fleet in tankers. Another important 
element of the recent years - the main developments during 2008, according to the Association of Greek 
Ship-owners - constitutes a steady reduction in the average age of ships of the Greek-owned fleets. 

3.3: Greece’s strategically position as the gateway to the EU and SEE.
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Greece can be the regional hub for strategic growth in SE Europe 

3.4: Top talent at competitive rates.

 

3.5: The disadvantages of Greece in the era of internationalization of economies 

On the other hand, Greek economy deals with competitiveness problems when the products of the 
leading firms in Greece are faced with those of Western Europe or North America, which are currently 
the most demanding markets in the world. In areas such as services, industrial products, the applica-
tion of high technologies and consumer products, Greek companies have never been able to penetrate 
forcefully in none of the mentioned markets, mainly due to comparatively lower quality of their prod-
ucts and maybe the not so competitive pricing policies.

In levels of innovation, which is perhaps the most critical factor for economic progress and especial-
ly competitiveness, Greek economy is located in 22nd position among 25 members of the European 
Union. Greece, for many years, lagged dramatically the production of new technological ideas, but for 
some time now, this tendency became positive.
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The limited competitive advantage of the Greek economy in adopting new technological practices is 
also illustrated by the fact that domestic businesses is not as networked as those in foreign businesses. 
For instance, according to a recent research, within 2004 and 2005, only 7% of the Greek companies re-
ceived orders through ‘’e-business’’, in comparison with European businesses which received in average 
12%. Furthermore, in Greece only 14% of the domestic businesses gave orders through ‘’e-business’’, in 
comparison with Europe in which the levels hit 24%. In conclusion we could summarize to the follow-
ing: Unproductive public sector, Structural problems (public debt, trade balances deficit), lack of reli-
ability of financial data, poor reforms to labor legislation, low competitiveness and productivity, high 
unemployment, incomplete Education System, comparatively smaller penetration of IT and internet, 
corruption and shadow economy, poor reforms. 

4. CONCLUSIONS

Initially, we defined the comparative advantage based on the approaches of Adam Smith, David Ri-
cardo and Heckscher-Ohlin. Our goal was to present the results, positive and negative, of an economy 
that would be in a state of self sufficiency in case of development of trade relations.

As comparative advantage of a country we can define the relevant productive superiority (opportunity 
costs) in some goods in comparison with another country, regardless of the rationale for this superi-
ority (for ex. Technological differences, scale economies, relative abundance of a productive factor). 
Based, then, on the neoclassical theory of international trade, each country should be fully specialized 
in goods that have a comparative advantage. 

The paper described some aspects of the debt accumulation in Greece and showed that apart from 
fiscal deterioration, lack of growth and the long delays in deciding the appropriate action resulted in 
exacerbating the initial problem. It is, therefore, important for restoring sustainability to ensure that 
policies capable of assisting growth are preferred over those that solely aim to achieve unrealistically 
high primary surpluses by raising taxes and further contracting the economy. Under a combination of 
fast-track privatisations and a modest return to growth, the debt to output ratio can be stabilized im-
mediately and decline substantially in the next few years.

Having analyzed the definition of the comparative advantage and the present aspects of the Greek 
economy in the era of recession, we proceeded in Greece’s special comparative advantages, mainly 
in two sectors: Tourism and Commercial Shipping. To start with Greece has a remarkable advantage 
in tourism, with significant natural, cultural and historical sources of wealth whose values is being in-
creased over time and helps to maintain the potential rate of development of the Greek tourism at a 
high level. For this reason, the awakening of tourism entrepreneurship in Greece after the financial and 
economic crisis of 2008-2009, can be a catalyst for the dynamic recovery of the Greek economy in the 
years coming, coupled with the recovery of the other European economies and the global economy.

 The output of the global and Greek shipping from the crisis facing the past 3 years, will depend, both 
on the course of the regression of the global economy and the international trade and on the other 
hand from the path of the embodiments of large orders for new buildings assigned to major shipyards 
worldwide. Already, according to published information, many orders for new vessels have been can-
celled by shipping companies around the world. At the same time, the gradual restoration of the nor-
mal function of the global banking system should restore the possibilities, from the one side financing 
the shipping industry itself and from the other side the possibilities smoothly financing the economic 
development of the countries and international trade. Greece’s very special geographical position can 
be a catalyst for the country’s economic restoration as Greece could be the regional hub for strategic 
growth in SE Europe, Africa and Middle East.       
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 The Greek tradable sector is very small and there is little local demand to support the industry. Greek 
shipping has thrived thanks to the rapid growth in global trade, and especially due to the increased de-
mand for commodities from emerging market countries. Competing clusters have however been able 
to leverage the significant demand for shipping services that originates from their tradable sectors. 
Empirical evidence points to a significant positive relationship between a country’s fleet and its foreign 
trade, suggesting that Greece is at a substantial competitive disadvantage compared to the competing 
clusters (UNCTAD 2008).
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Abstract

This article is about intellectual property, types of intellectual property. The article shows us the im-
portance of intellectual property. Federal customs service in Russia is the main customs authority; it 
has different methods of protection of intellectual property. Also this article tells us about Sochi-2014: 
infringement of copyrights on various kinds of goods.

Keywords: Intellectual property, protection of intellectual property, copyright, Federal customs service, in-
dustrial property, Sochi-2014.

INTELLECTUAL PROPERTY: CONCEPT, HISTORY

One of the main indicators of a civilized society at all times was and continues to remain is the amount 
of attention paid to the development of science, culture and technology. The point is that they can only 
develop dynamically in the presence of the corresponding conditions, including proper legal protec-
tion which includes an assessment of intellectual property and copyright.

 Intellectual property (IP) is a legal concept which refers to creations of the mind for which exclusive 
rights are recognized. Under intellectual property law, owners are granted certain exclusive rights to 
a variety of intangible assets, such as musical, literary, and artistic works; discoveries and inventions; 
and words, phrases, symbols, and designs.1 Objects of intellectual property are copyright and industrial 
property.

A distinctive feature of intellectual property is that only the owner of the right to the object of intellec-
tual property has exclusive rights to its (object’s) use and no other person can use that object without 
the permission of the owner.

It is possible to consider quite authentically that the first legal act which recognized the existence of 
intellectual property was the Declaration of the Venetian republic of 1474. According to it, any citizen 
who made a machine, which had not been used on the state territory, received the privilege forbidding 
others to make such devices during ten years.

Issuing of privileges (in the modern sense - the patent) on inventions in Russia began in the middle of 
the 18th century, and the first of it was granted in 1748. The final and exact prototype of the patent 
in the 19th century was the privilege on production of various types of glass, and other haberdashery 
things given to Professor Mikhail Lomonosov in 1752. Some basic principles of patent law were speci-
fied in this privilege. Firstly – the monopoly of the producer, secondly, - the right to use the patent and 
receive the corresponding reward, and thirdly, - validity of the patent.
1 http://en.wikipedia.org/wiki/Intellectual_property,
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The list of objects of intellectual property is given in the Convention on establishment of the World 
intellectual property organization (WIPO) accepted in Stockholm on July 14, 1967. Now the members 
of VOIS are 184 states or more than 90% of the countries of the world. The Russian Federation ratified 
this convention on September 19, 1968.

Objects of intellectual property are subdivided into the following types: literary, works of art and scien-
tific works; performing activity of actors, soundtracks and broadcasts; inventions in all human activities; 
discoveries; industrial samples; trademarks, service marks, commercial names and symbols; suppres-
sion of unfair competition.

Thus, the intellectual property consists of two main spheres of the right:
industrial property: rights to inventions, trademarks, names of places of goods origin and indus-•	
trial samples;
copyright: the rights to musical, photographic, literary, audiovisual works and works of art.•	

The reasons for the states to adopt national laws, ratify regional or international governing intellectual 
property rights agreements, are usually justified by the desire:

by providing protection to create the incentive for developing various creative efforts of thinking; •	
to give official recognition to such founders;•	
to reward creative activity;•	
to promote growth of both the domestic industry or culture, and international trade, through con-•	
tracts providing multilateral protection.

Industrial property

The industrial property as an object of intellectual property includes patents on the inventions, useful 
models, industrial samples, trademarks and service marks, trade names and names of places of goods 
origin. Besides, the concept of industrial property includes suppression of unfair competition.

Industrial property registration is required as it is the intellectual property which is connected with the 
creation, protection and use of the objects which essence is defined by the content of the received result.

The industrial property must be recorded in the state patent department in accordance with the es-
tablished procedure and requires the presence of a patent or certificate, only under these conditions 
intellectual property acquires the status of industrial property (other than know-how).

Examples of know-how are the secrets of management. These include, for example, marketing ap-
proaches to the promotion of goods or services to the market, the knowledge and skills of employees, 
customer lists, the sequence at each workplace, the optimum location of indoor workplaces.

Copyright

 Copyright as an object of intellectual property includes works of science, literature and art, computer 
programs, databases, performances, soundtracks, TV or radio broadcasts.

Such objects of intellectual property don't require additional registration. The author gets right to 
them at the time of their creation.

Thus, the main objects of intellectual property are: inventions, utility models, industrial designs, trade-
marks, trade names and appellations of origin, integrated circuits, copyright, computer programs and 
databases. 
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PROTECTION OF INTELLECTUAL PROPERTY RIGHTS AT THE INTERNATIONAL LEVEL 

The World Intellectual Property Organization (WIPO) is one of the 17 specialized agencies of the United 
Nations. WIPO was created in 1967 to encourage creative activity, to promote the protection of intel-
lectual property throughout the world.

WIPO assists signing new international agreements and modernization of national legislation to facili-
tate the administrative cooperation between the countries, providing technical assistance to develop-
ing countries and holds services which facilitate the international protection of inventions, trademarks 
and industrial designs. WIPO administers 21 agreements which cover the main aspects of intellectual 
property. Key agreements are the Paris Convention for the Protection of Industrial Property (1883), the 
Berne Convention for the Protection of Literary and Artistic Works (1886), the Lisbon Agreement for the 
Protection of Appellations of Origin and their International Registration (1958), the Hague Agreement 
Concerning the International Deposit of Industrial Designs (1934).

Most attention is paid to the protection of intellectual property in the U.S.. The least attention is paid 
in China, Poland and Turkey.
 
PROTECTION OF INTELLECTUAL PROPERTY RIGHTS IN RUSSIA 

Legislation on the protection of intellectual property rights in Russia appeared only in the last decades. 
It was promoted by the fact that market formation increases the value of the legislation regulating the 
relations connected with the protection of intellectual property rights for the people whose interests 
lie in the sphere of intellectual and spiritual work.

The formed new Russian legal system and steady integration of Russia into the world economic space make 
especially important the set of issues relating to the conservation and protection of intellectual property.

Today legal persons can patent (register) and thus provide reliable protection for industrial proper-
ty rights (industrial designs, patents, trademarks, utility models) and objects of copyright (video and 
sound recordings, oral or written, three-dimensional works, works of fine art, computer programs). 

Individuals have opportunity to patent the same objects of intellectual property, except trademarks. 
The copyright in Russia is valid during the life of the author and seventy years, counting from January 
1 of the year following the year of his death (except for some special cases). After this term the work 
becomes public property.

Protection of objects of intellectual property is carried out by the Court of Arbitration, and also by the 
Chamber of Patent Disputes - a non-profit organization and a public institution. The main objective of 
the Chamber is to ensure the rights and legally protected interests of applicants and holders of titles of 
industrial property, as well as the legitimate interests of other individuals and entities.

Protection is carried out depending on the type of intellectual property:
Trademarks can be registered with the Federal Service for Intellectual Property (Rospatent) with •	
issuing a corresponding certificate the action of which should be prolonged every ten years.
International registration of trademarks is carried out in two ways: when applying to WIPO or by •	
direct reference to the Patent Office of the state. 

Useful models, industrial designs, inventions, computer software are registered in Rospatent.

The Russian Authors' Society can register copyright.
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CUSTOMS REGISTER OF INTELLECTUAL PROPERTY

Adding trademark information to the Customs Register of Intellectual Property, management of which 
is controlled by the Customs on the claims of owners of the exclusive rights to intellectual property, is 
an additional guarantee for protection the holders of rights to the trademark.

The Customs Register of Intellectual Property is the register containing objects of copyright, related 
rights, trademarks, service marks and appellations of origin of goods concerning which the federal 
executive body authorized in the field of customs administration, decided to take action related to 
suspension of the release of goods.

Duties on maintaining the customs register of objects of intellectual property are assigned to the Fed-
eral Customs Service (FCS). The main objects of intellectual property which should be included into 
the customs register, are considered to be information on trademarks, copyright and related rights, 
appellations of origin. 

The customs register contains the following information: 
the name (description, image) of the trademark;•	
the information on the document confirming protectability of the trademark (the name, the num-•	
ber, the priority date); 
the names of goods in respect to which the action is being taken;•	
the class of goods on the International classification of goods and services;•	
Information about the legal owner;•	
authorized representatives of the owner;•	
deadline for submitting information to the registry.•	

The purpose of creation of the customs register was the need to protect the products getting to the 
territory of Russia from abroad. The system of such protection works as follows. Officials of customs 
authorities as a result of customs registration and control, must verify the claimed product information 
with the data in the customs register. In the case of the offense – placing a trademark on imported 
goods without consent of the owner, the customs authorities initiate administrative paperwork.

Customs officials submit the application to the Court of Arbitration about drawing the offender to ad-
ministrative responsibility. According to the decision of the court the person who violates the rights of 
the trademark owner is fined in the amount of 1500 rubles (300 USD), and the products, which illegally 
reproduce this symbol, are confiscated. 

WAYS OF PROTECTING INTELLECTUAL PROPERTY 

There are jurisdictional and non-jurisdictional ways to protect intellectual property. According to the 
first form of protection it is possible to use services of the structures which are engaged in criminal 
judicial and civil court proceedings. This way of protecting intellectual property is the most effective.

In its turn, the non-jurisdictional form of protection involves non-interference of public services and in-
dependent work of the relevant patent organizations. It is the cheapest way, but also less productive. 

The court, according to the Civil Code of the Russian Federation, can use the following ways of protec-
tion of the intellectual property: 

suspension of the admission of goods through the customs border, export or import of which •	
violates the rights to intellectual property;
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withdrawal of the materials, which were mainly used in the manufacture of goods with violation •	
of the rights of civil law;
use of immediate measures concerning the prevention of violations of intellectual property •	
rights;
withdrawal of goods which are introduced into civil circulation or were made with violation of •	
rules of law;
reporting violations of intellectual property rights with the contents of the court decision in mass •	
media; 
application of a monetary penalty instead of compensation of the received losses the size of which •	
is defined by the law taking into account the fault and other circumstances which will be essential 
in this regard.

The FCS of Russia is actively working to establish an effective system of protection of intellectual prop-
erty rights. The system is reflected in the Strategy of Development of the Customs Service of the Rus-
sian Federation until 2020 approved by the Russian Government.

Among the priorities of the Strategy, regarding protection of intellectual property rights the FCS un-
dertakes the following measures. The system of registration of intellectual property in the customs reg-
ister has been tested and now functions successfully. As of February 2013, in the customs register there 
are about 2600 registered objects of intellectual property belonging to Russian and foreign companies, 
while Rospatent contains data on more than 300,000 trade marks.

To enhance cooperation with the owners the joint group with the Rusbrend non-profit partnership 
uniting the largest producers of consumer goods in the Russian market is created, and there is also 
cooperation with the Chamber of Commerce of the Russian Federation, the European Business Asso-
ciation, the American Chamber of Commerce, the Committee of producers of alcoholic beverages.

The priorities of the FCS are the revitalization of the customs authorities in the direction of protection 
of intellectual property rights within the initiatives developed by the Russian Federation to counteract 
the international trade in counterfeit goods, as well as the formation of common standards for legal 
practice of customs authorities in the field of intellectual property rights throughout the territory of 
the Customs Union. 

Problems of protection of intellectual property rights are closely linked with safety and quality of im-
ported goods, and directly relate to matters of national security. First of all, it comes to protecting 
the domestic consumer market against penetration of counterfeit production that, eventually affects 
ensuring vital activity and population health. What is important is that the use of intellectual property 
for commercial purposes without the consent of the respective owners causes significant damage to 
the economy of the state, affects business activities of respectable businessmen, causing more unfair 
competition and affects the reputation of a number of brands, including Russian, and also violates the 
rights of consumers of these products.

SOCHI-2014

The Olympic and Paralympic symbolics is a protected object of intellectual property. The exclusive 
rights to use it belong to the lawful owner – the International Olympic Committee (IOC). Since January 
1, 2009 the interests of the IOC on the territory of Russia are represented by the Organizing commit-
tee „Sochi-2014“. Only those companies which have an agreement of partnership with the organizing 
committee of „Sochi-2014“ can use the Olympic symbolics. Its absence makes any mention or use of 
the Olympic symbols illegal.
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What are the Olympic symbols? They are the names „Olympic“, „The Olympic Games“, „Sochi-2014“, 
„Olympic“, „Olympian“, „Olympiad“, „Olympic Winter Games“, „Olympic Games“, „Sochi-2014“ (and the 
words and phrases formed on their basis), the Olympic symbol, Olympic flame, the Olympic torch, the 
Olympic flag, the Olympic anthem, the Olympic motto, emblems and symbols of the previous Olympic 
Games. To protect the Olympic symbols, FCS of Russia and the Organizing Committee „Sochi-2014“ 
signed an agreement on the basis of interaction when organizing and holding XXII Olympic Winter 
Games and XI Paralympic Winter Games in Sochi in 2014.

According to FCS of Russia, from January, 2008 to October, 2009 officials of customs service detained 
about two million units of counterfeit production with the Olympic symbolics. With the Olympic Games 
approach the stream of fakes and number of violations grow in Sochi. In 2012 the Russian customs offi-
cers detained more than three million units of counterfeit production with the symbolics of Sochi-2014.

The range of fakes is various. Counterfeit production arrives generally from China and Turkey via sea 
container traffic through the ports of Russia. And the most successful detention of goods with Olympic 
symbols containing signs of counterfeit, is recorded in the area of   the Southern Customs. In the zone 
of   responsibility of Novorossiysk and Rostov customs more than 90 percent of the total counterfeit is 
that with the Olympic symbolics. 

On what goods do individual entrepreneurs most often illegally use the Olympic symbolics? In this 
negative rating the first place is surely held by casual clothes. And not only sports, but also usual ones 
– caps, shorts, t-shirts. They are followed by the Olympic souvenirs – all sorts of trinkets, mugs, mag-
nets, items depicting the Olympic rings, the torch logo, the mascots of the games and much more. The 
third of the „leaders“ is printed products – notebooks, calendars and albums with the Olympic rings 
and an inscription of „Sochi-2014“. Among the fakes there were two especially surprising things – the 
„Olympic“ laminate and... tomatoes packed in boxes with the image of the five Olympic rings and other 
attributes of sports competitions.

In February 2012 the Arbitration court confirmed the decision of the Federal Antimonopoly Service to 
invalidate the use of the Olympic symbols by the JSC General Motors Daewoo Auto and Technology CIS 
company. The company began selling «Chevrolet» cars with the body colour “Olympic White”. However, 
as it was stated above, this name is a protected verbal element. More importantly, the company had 
no relevant agreements on the use of this name, it was not even a partner of the Olympic Games. As a 
result, FAS of Russia initiated administrative proceedings against the company violator. Eventually the 
company was fined more than 23 million rubles2.

THE COST OF THE BRAND

The organizing committee „Sochi 2014“ does not report the sum spent on the designing of the logo of 
the Sochi Olympic Games. However, its president Dmitry Chernyshenko mentioned to journalists that 
it had cost a smaller amount of money than the logo of the London Olympic Games (that is less than £ 
400,000). The international appraisal company Swiss Appraisal evaluated the brand „Sochi 2014“ at the 
beginning of 2009 at 179 million dollars. According to a number of experts, by 2012-2013 the trade-
mark of the Sochi Olympic Games will increase in the price by 2-3 times.

A PARALLEL IMPORT

A parallel import is a non-counterfeit  product imported from another country without the permission 
of the intellectual property owner. Parallel imports are often referred to as grey product, and are impli-
cated in issues of international trade, and intellectual property. 
2 Magazine “Customs” №21(308), November 2012
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The use of the trademark on the original production is closely connected with the concept of „exhaus-
tion of the rights“ to the trademark. Exhaustion of the rights to the trademark means restriction of the 
owner’s rights to prohibit the introduction of goods into circulation by third parties in case if this prod-
uct has already been put into circulation by the rightholder or with his consent. In other words, with the 
introduction of the goods into circulation the holder loses the right to control resale of goods and other 
forms of its commercial use. The question of whether the importation of products by an unauthorized 
exporter violates the right to the trademark or not depends on the concept of exhaustion of rights the 
legislation of the importing country is based on - international, national or regional. 

In Russia, the national principle of exhaustion of rights is currently in effect, but suggestions are pe-
riodically made to replace the principle by the international one. This position is particularly actively 
supported by the antimonopoly authority. Some attempts to mitigate this mode are seen in the draft 
amendments to the Civil Code, which are currently being considered by the Duma.

The problem of parallel import is still not resolved in Russia, and the Russian courts are filled up with 
claims of foreign producers to invalidate the import of their original goods by third parties.

Although the Russian legislation does not contain a direct ban on parallel imports, the unlimited list 
of ways to use the exclusive trademark rights is fixed in the Civil code of the Russian Federation and it 
allows the right holder to protect its exclusive right by submitting claims to invalidate such imports.

It is curious that not every right holder - a foreign manufacturer, whose products are imported without his 
consent and distributed on the Russian territory, resorts to such ways of protection. The owners of such 
companies as Mercedes, Coca-Cola and Danone have not made any   obstacles to parallel imports so far. 
Any consumer will support a parallel importer. Indeed, thanks to his actions the last consumer has the 
right to choose. The consumer can buy a product at a high price offered by the manufacturer (in case of 
goods being imported by the authorized official representative), or at a price that is usually lower (some-
times twice), offered by a person who imported the original goods without the rightholder’s consent. 

CONCLUSION

Protection of intellectual property rights is a priority of the Russian government, because every year 
the import / export of the country is growing, so various objects of intellectual property are being im-
ported. It is very difficult to check all the goods. It is necessary to create the general register of objects 
of intellectual property, to coordinate it with Rospatent, if necessary to come up with a request for help 
to create such a register on the international level.

Due to the Olympic Games in Sochi in 2014, the stream of counterfeit goods has increased. A lot of ef-
fort is thrown on control of the goods connected with the forthcoming Olympic Games. In the future 
it is necessary to continue working hard in this area because counterfeit goods can be the goods not 
properly made, of poor quality, with the use of dangerous materials that, in their turn, can damage 
people’s health and directly affect the economy, policy and other spheres of life.
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INTELLECTUAL PROPERTY

1. WHAT IS INTELLECTUAL PROPERTY?

Intellectual property, sometimes abbreviated IP, is a legal definition of ideas, inventions (like those gen-
erated in laboratory research), artistic works and other commercially viable products created out of one’s 
own mental processes. In the same sense that real estate titles and bills of sale establish ownership 
of tangible items, intellectual property is protected by such legal means as patents, copyrights, and 
trademark registrations. Intellectual property is generally handled in the same way as any other tangible 
product or piece of real estate. Not every idea inside a person’s mind can be considered intellectual 
property, which can only be a good thing in some instances. There is usually a commercial viability angle 
which needs proper protection to prevent theft of the idea or outright copyright infringement.

IP is divided into two categories: Industrial Property, which includes inventions (patents), trademarks, 
industrial designs, and geographic indications of source; and Copyright, which includes literary and 
artistic works such as novels, poems and plays, films, musical works, artistic works such as drawings, 
paintings, photographs and sculptures, and architectural designs.

The Spanish law terms this aforementioned concept of ownership of innovative ideas as “Ley de Propie-
dad Intelectual e Industrial”, and defines it as “a set of exclusive rights protecting the innovative activity 
behind new products, new procedures or new designs, and the commercial activity that exclusively 
identifies products and services supplied in the market”.

The term intellectual property encompasses various types of creations of mind, like inventions. An intellec-
tual property could be anything like a music composition, a movie, book, painting or even a brand name. 
According to the concept of intellectual property, such creations of mind are intangible or non-monetary 
assets with commercial value. The owners of such non-monetary assets (creations of mind) are assigned 
some exclusive rights over their creation, so that they benefit financially. However, it is not possible to re-
cover or replace an intellectual property that is stolen. If stolen, the interests of the owner, over his/her cre-
ation will get affected. So, there must be laws to protect the moral as well as material interests of the owner 
over his/her intellectual property. IP law deals with the rights assigned to owners of intellectual property.

Intellectual property rights are the rights given to persons over the creations of their minds. They usu-
ally give the creator an exclusive right over the use of his/her creation for a certain period of time.

Intellectual property rights are customarily divided into two main areas1: 

Copyright and rights related to copyright. 1. 

The rights of authors of literary and artistic works (such as books and other writings, musical com-
positions, paintings, sculpture, computer programs and films) are protected by copyright, for a 
minimum period of 50 years after the death of the author.

1 http://www.wto.org/english/tratop_e/trips_e/intel1_e.htm
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Also protected through copyright and related (sometimes referred to as “neighbouring”) rights 
are the rights of performers (e.g. actors, singers and musicians), producers of phonograms (sound 
recordings) and broadcasting organizations. The main social purpose of protection of copyright 
and related rights is to encourage and reward creative work. 

 Industrial property.  Industrial property can usefully be divided into two main areas: 2. 

One area can be characterized as the protection of distinctive signs, in particular trademarks •	
(which distinguish the goods or services of one undertaking from those of other undertakings) 
and geographical indications (which identify a good as originating in a place where a given 
characteristic of the good is essentially attributable to its geographical origin).
 
The protection of such distinctive signs aims to stimulate and ensure fair competition and to pro-
tect consumers, by enabling them to make informed choices between various goods and services. 
The protection may last indefinitely, provided the sign in question continues to be distinctive.

Other types of industrial property are protected primarily to stimulate innovation, design and •	
the creation of technology. In this category fall inventions (protected by patents), industrial de-
signs and trade secrets.

The social purpose is to provide protection for the results of investment in the development of new 
technology, thus giving the incentive and means to finance research and development activities.

A functioning intellectual property regime should also facilitate the transfer of technology in the 
form of foreign direct investment, joint ventures and licensing.
 
The protection is usually given for a finite term (typically 20 years in the case of patents). 

While the basic social objectives of intellectual property protection are as outlined above, it should also 
be noted that the exclusive rights given are generally subject to a number of limitations and excep-
tions, aimed at fine-tuning the balance that has to be found between the legitimate interests of right 
holders and of users.

2. TYPES OF INTELLECTUAL PROPERTY RIGHTS

Intellectual Property Rights (IPR) are specific legal rights which protect the owners of IP. Adequate and 
effective protection of industrial property rights is essential for ensuring the technological, industrial 
and commercial development of a country. No nation can achieve an adequate level of economic and 
technological growth without a strong patents system, without effective protection of its commer-
cial trademarks and trade names and without promoting creativity by protecting designs and other 
elements. The establishment of a rigorous industrial property system is a powerful tool for economic 
growth. This system should be set in a legislative framework for acquiring and maintaining these indus-
trial property rights which is modern and efficient.

Nevertheless, registering industrial property rights is worthless if their protection and respect is not 
effectively ensured. The credibility of an industrial property system lies precisely in the application and 
effective respect for the rights granted under the system.

Legislative measures are essential in order to achieve the abovementioned objectives, not only from 
the point of view of sector regulations but also from all legislative spheres, through which proper pro-
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tection for these types of rights can be obtained. Similarly, the involvement of public institutions and 
private organizations is vital for achieving these objectives.

According to the Spanish IP law, when granted, an intellectual property right (IPR) will give you the 
right to prevent others from using your property without your consent. This can give you a monopoly 
in the market, lasting different periods of time, depending of the type of IPR issued. This protection 
gives value to your invention, and will increase the technology transfer opportunities available to you.
The state grants such protection in order to provide incentives to investors to develop technologies, 
products and ideas in order to bring them to market. This ultimately benefits the consumer.

In the extreme case of pharmaceuticals and agrochemicals, where regulatory bodies require a substan-
tial testing and development regime and investors may spend many millions before a product reaches 
the market, it is important that this protection exists otherwise very few companies would go to the 
efforts required.
 
As mentioned earlier, the creators or owners are granted certain exclusive rights over their creations 
or works. Such exclusive rights are called intellectual property rights. These rights help them benefit 
from their creations and also enable them to protect their work. In that way, intellectual property is like 
any other real property which is financially beneficial for the owner. The monetary benefits are said to 
encourage people to come up with new inventions and creations. 
 
Intellectual property rights also enable the owners or creators to protect their work. These rights can be 
related to Article 27 of the Universal Declaration of Human Rights. According to this statute, „everyone 
has the right to the protection of the moral and material interests resulting from any scientific, literary 
or artistic production of which he is the author“. So, owners of intellectual property can benefit through 
protection of the moral and material interests of their creations. 

An intellectual property can be defined as a creation of mind, that has a commercial value. Here is a 
brief overview about the different types of intellectual property rights.

It is believed that the concept of intellectual property (IP) has its roots in the early Jewish law. Later, 
it emerged after the French Revolution, with the French liberal theorist, Benjamin Constant, oppos-
ing the idea (‘of property which has been called intellectual’), which was introduced during that time. 
This concept was also mentioned in the famous 1845 Massachusetts Circuit Court ruling in the patent 
case Davoll et al. v. Brown. Subsequently, the World Intellectual Property Organization (WIPO) was es-
tablished in 1967. The term ‘intellectual property’ increased in popularity after the enactment of the 
Bayh-Dole Act in 1980.
 
An intellectual property can be either artistic or commercial. The artistic works come under the catego-
ry of copyright laws, while the commercial ones (also known as industrial properties), include patents, 
trademarks, industrial design rights, and trade secrets. Copyright laws deal with the intellectual property 
of creative works like books, music, software and painting. Industrial properties cover those created and 
used for industrial or commercial purposes. As stated earlier, intellectual property is categorized into 
various types as per the nature of work. The most common types are copyrights, trademarks, patents, 
industrial design rights and trade secrets. So, these rights safeguard the interests of the owners of IP. If 
you are an author, who has written a new book, you can apply for a copyright for your work. Likewise, pat-
ents can be obtained for inventions. Once you establish your IP right, you can protect your work legally.  
 
Intellectual property rights have encouraged people to come up with indigenous creations, as the law 
protects their rights over their works. Thus, it is very important to respect these rights and refrain from 
infringing them.
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IPR can be subdivided into the following major categories2:

Patent - A legal monopoly lasting 20 years granted in exchange for describing an invention 1. 
and paying fees to the Patent Office. A patent position is destroyed by public disclosure of the 
idea before a patent application is filed (except for a short grace period in the US and Japan). 
Patents are rights related to new inventions. Such rights are conferred on persons who invent 
any new machine, process, article of manufacture or composition of matter and biological dis-
coveries. In order to be patented, the invention should fit into specific criteria, which may differ 
from country to country. In general, the invention must be new and should be useful or can be 
applied in industries. The person who receives a patent for his invention has an exclusive right 
to prevent others from making, using, selling or distributing the patented invention without 
permission. Generally, the time limit of a patent is 20 years from the date of filing the applica-
tion (for the patent).
Copyright - Applies to literary and dramatic works, artistic and musical works, audio and video 2. 
recordings, broadcasts and cable transmissions. Copyright is also the usual way of protecting soft-
ware, although some software may be patented if it is a functional part of an invention. Copyright 
arises automatically; it does not need to be applied for (but can be for register purposes); and lasts 
70 years after the death of the author. A copyright is a right conferred on the owner of a literary 
or artistic work. It is an exclusive right to control the publication, distribution and adaptation of 
creative works. The right lies with the owner-cum-copyright holder for a certain period. As the 
time lapses, the work can be republished or reproduced by others. Usually, in most countries the 
timespan of a copyright extends through the entire life of the owner and lasts up to a period of 
about 50 to100 (70 years in the U.S.) years after his/her death. In case of anonymous works, the 
right lasts for 95 years from the date of first publication or 120 years from the date of creation.
Database right - Applies to databases which are not protected by copyright (an EU right only).3. 
Design right - Applies to aspects of the shape or configuration of an article. Unregistered design 4. 
right (which covers computer chips, for example) can protect internal or external features. In the 
case of registered designs, the features must appeal to and be judged by the eye. These rights pro-
tect the visual design of objects that are not purely utilitarian, but have an aesthetic or ornamental 
value. It may refer to the creation of a shape, color, pattern or a combination of all these things. It 
can be an industrial commodity or a handicraft. The design can be either two-dimensional (based 
on pattern, colors and lines) or three-dimensional (as per shape and surface). An industrial design 
right is conferred after considering factors like novelty, originality and visual appeal. The person 
who has an industrial design right has the exclusive right to make or sell any objects in which the 
design is applicable. The right is conferred for a period of 10 to 25 years. 
Trade mark - A mark (logo) or other distinctive sign applied to or associated with products or ser-5. 
vices, which does not describe the products or services. A trademark is a symbol generally used 
to identify a particular product, which indicates its source. A trademark can be a combination of 
words, phrases, symbols, logos, designs, images, or devices, used by an individual, legal entity or 
business organization to distinguish their products from others. For example, you can identify the 
products of Nike Inc., from the logo, which is embossed on their products. Once registered, trade-
marks are protected legally and the owners can sue persons for unauthorized use of their trade-
marks. Trade Secrets: Trade secrets are the designs, practices, formulas, instruments, processes, 
recipes, patterns, or ideas which are used by a company to gain an economic advantage over its 
competitors. The owner of a trade secret does not possess any right over anyone who gains ac-
cess to that secret independently, but he can prevent the use of the trade secret by anyone who 
has learned it through the owner. For example, an employer can protect trade secrets through 
contracts with his employees. Trade secrets differ from other types of intellectual property rights, 
because it is the responsibility of the owner to keep the secret and it is not protected through gov-
ernment policies. Once the trade secret is leaked, it can be used by any person.

2 http://pasteur.crg.es/portal/page/portal/Internet/HIDE-Technolgy_Transfer/Tech%20Transfer%20Info/ip
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Confidential know how - Information that you possess, but is not generally known in your industry, 6. 
is termed “know-how” “confidential information” or “trade secrets”. It is the information that distin-
guishes your expertise from those of your competitors or colleagues. Examples can include:

particular testing methodologies•	
recipes•	
manufacturing techniques•	
chemical formulations•	
experimental conditions•	
production methods•	

Know-how and trade secrets are protected by keeping this information confidential. This means that 
the information is not made public and prior to any disclosure, confidentiality or non-disclosure agree-
ment must be signed by the person who is to receive the information from you.

Types of Intellectual Property3

Copyright Patent Trademark Trade Secrecy Other
What is 
protected

“original 
works of 
authorship”(*)

products, 
processes

business 
identities

business 
secrets

Design 
patents, 
chip masks, 
databases

Symbols © (p) Patented... ™, SM, ® . (m)
Registration Library of 

Congress
Patent Office Patent Office --- .

Tests originality 
(implicit)

unique, novel, 
non-obvious

does not 
duplicate 
existing mark

. .

How obtained Publication 
(registration)

Examination 
by PTO

Registration 
with PTO, 
common law

create secret .

Duration Life + 70 yrs., 
95 yrs. (1998 
changes)

17 yrs., 
renewable

while in use while secret .

Law of federal, mostly 
civil

federal, civil federal, civil state, civil & 
criminal

.

In the U.S. copyright covers the following categories or works (Section 102):
literary works1. 
musical works 2. 
dramatic works 3. 
pantomimes and choreographic works 4. 
pictorial, graphic, and sculptural works 5. 
motion pictures and other audiovisual works 6. 
sound recordings. 7. 

There are five specific, separable rights (Section 106): 
to reproduce the work in copies or phonorecords 1. 
to prepare derivative works 2. 
to distribute copies 3. 
to perform the work publicly 4. 
to display the work publicly. 5. 

3 http://courses.ischool.berkeley.edu/i231/s09/IPR-intro.html
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3. WHAT IS A PATENT?

A patent protects new inventions and covers how things work, what they do, how they do it, what 
they are made of and how they are made. If a patent application is granted, it gives the owner the abil-
ity to take a legal action under civil law to try to stop others from making, using, importing or selling 
the invention without permission. This may involve suing the alleged infringer through the courts, 
which is costly and time consuming because it involves expert legal advice. The patent owner needs 
to be able to pay for this civil legal action and advice themselves, although they may get some costs 
back if they win their case.4

Your invention must:
be new•	
have an inventive step that is not obvious to someone with knowledge and experience in the •	
subject
be capable of being made or used in some kind of industry•	
not be: a scientific or mathematical discovery, theory or method; a literary, dramatic, musical or •	
artistic work; a way of performing a mental act, playing a game or doing business the presentation 
of information, or some computer programs; an animal or plant variety; a method of medical treat-
ment or diagnosis against public policy or morality.

If your invention meets these requirements, you may want to consider applying for a patent. If you 
have a granted patent, you must pay a renewal fee to renew it every year after the 5th year for up to 20 
years protection.

3.1 History of patents

The origins of patents for invention are obscure and no one country can claim to have been the first in 
the field with a patent system. However, Britain does have the longest continuous patent tradition in 
the world. Its origins came from the 15th century, when the Crown started making specific grants of 
privilege to manufacturers and traders.

Open letters marked with the King’s Great Seal called Letters Patent, signified such grants. Henry VI 
granted the earliest known English patent for invention to Flemish-born John of Utynam in 1449. The 
patent gave John a 20-year monopoly for a method of making stained glass, required for the windows 
of Eton College that had not been previously known in England.

Tudors and Stuarts

In the time of the Tudors, it became common practice for the Crown to grant monopolies for trades and 
manufacturers, including patents for invention. From 1561 to 1590, Elizabeth I granted about 50 patents 
whereby the recipients were enabled to exercise monopolies in the manufacture and sale of commodi-
ties such as soap, saltpetre, alum, leather, salt, glass, knives, sailcloth, sulphur, starch, iron and paper. 

Under Elizabeth I and her successor James I, the granting of monopolies for particular commodities 
became increasingly subject to abuse. It was common for grants to be made for inventions and trades 
that were not new. In some instances, grants were made to royal favourites for the purpose of replen-
ishing royal coffers. 

In 1610, James I was forced by mounting judicial criticism and public outcry to revoke all previous 
patents and declare in his „Book of Bounty“ that ‘monopolies are things contrary to our laws’ and „we 
4 http://www.ipo.gov.uk/types.htm
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expressly command that no suitor presume to move us“. He stated an exception to this ban for „projects 
of new invention so they be not contrary to the law, nor mischievous to the State“. 

The doctrine of the public interest was introduced into the patent system and the words were incorpo-
rated into the Statute of Monopolies of 1624. Section 6 of the Statute rendered illegal all monopolies 
except those „for the term of 14 years or under hereafter to be made of the sole working or making of 
any manner of new manufactures within this Realm to the true and first inventor“.

The 18th century

In the 200 years after the Statute of Monopolies, the patent system developed through the work of 
lawyers and judges in the courts without government regulation. 

In the reign of Queen Anne, the law officers of the Crown established as a condition of grant that „the 
patentee must by an instrument in writing describe and ascertain the nature of the invention and the 
manner in which it is to be performed“. 

James Puckle’s 1718 patent for a machine gun was one of the 1st to be required to provide a „specifica-
tion“. The famous patent of Arkwright for spinning machines became void for the lack of an adequate 
specification in 1785, after it had been in existence for 10 years. 

Extensive litigation on Watt’s 1796 patent for steam engines set out the important principle that valid pat-
ents could be granted for improvements in a known machine. It also established that a patent was pos-
sible for an idea or principle, even though the specification might be limited to bare statements of such 
improvements or principles, provided they come into effect, or were „clothed in practical application“. 

The 19th century

Britain’s patent system served the country well during the dramatic technological changes of the in-
dustrial revolution. However, by the mid-19th century it had become extremely inefficient. The Great 
Exhibition of 1851 accelerated demands for patent reform.

Up to that time, any prospective patentee had to present a petition to no less than seven offices and 
at each stage to pay certain fees. Charles Dickens described the procedure in exaggerated form, some-
what derisively, in his spoof, „A Poor Man’s Tale of a Patent“, published in the 19th-century popular jour-
nal „Household Words“; Dickens’ inventor visits 34 offices (including some abolished years before). 

The Patent Office came about to meet public concerns over this state of affairs, and was established 
by the Patent Law Amendment Act of 1852. This completely overhauled the British patent system and 
laid down a simplified procedure for obtaining patents of invention. Legal fees were reduced and the 
publication of a single United Kingdom patent replaced the issuing of separate patents for each nation 
of the Union. 

A subsequent Act in 1883 brought into being the office of Comptroller General of Patents and a staff 
of patent examiners to carry out a limited form of examination; mainly to ensure that the specification 
described the invention properly, but without any investigation into novelty. 

The 20th century

An important milestone in the development of the British patent system was the Act of 1902, which 
introduced a limited investigation into the novelty of the invention before granting a patent. This re-
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quired patent examiners to perform a search through United Kingdom specifications published within 
50 years of the date of the application. Even with this restricted search, a vast amount of preparatory 
work was involved and an additional 190 examiners assisted the existing staff of 70 examiners. 

By 1905, to enable searching, patent specifications from 1855 to 1900 had been abridged and classi-
fied in 1,022 volumes arranged in 146 classes according to subject. By 1907, the abridgement volumes 
extended back to the first patent to have a number: 

Patent No. 1 of 1617 granted to Rathburn & Burges for „Engraving and Printing Maps, Plans &c“. •	

The legislation in force at present is the 1977 Patents Act. This was the most radical piece of patents leg-
islation for nearly 100 years. The Act sets out to ensure that the patent system is well suited to the needs 
of modern industry, sufficiently flexible to accommodate future changes in technology and adapted to 
operate in an international context

3.2 Benefits of patent protection

A patent gives you the ability to take legal action to try to stop others from copying, manufacturing, 
selling, and importing your invention without your permission. The existence of your patent may be 
enough on its own to stop others from trying to exploit your invention. If it does not, the patent gives 
you the right to take a legal action under civil law to try to stop them exploiting your invention. This 
may involve suing the alleged infringer through the courts, which is costly and time consuming be-
cause it involves expert legal advice. The patent owner needs to be able to pay for this civil legal action 
and advice themselves, although they may get some costs back if they win their case.

The patent also allows you to:
sell the invention and all the intellectual property (IP) rights•	
license the invention to someone else but retain all the IP rights•	
discuss the invention with others in order to set up a business based around the invention.•	

The public also benefit from your patent because we publish it after 18 months. Others can then gain 
advance knowledge of technological developments which they will eventually be able to use freely 
once the patent ceases.

What if I do not patent my invention?

If you do not patent your invention, anyone can use, make or sell your invention and you cannot try to 
stop them. You can attempt to keep your invention secret, but this may not be possible for a product 
where the technology is on display.

4. WHAT IS A BRAND?

A trade mark is a sign which can distinguish your goods and services from those of your competitors 
(you may refer to your trade mark as your „brand“). It can be for example words, logos or a combination 
of both. The only way to register your trade mark is to apply to us - The Intellectual Property Office.5

You can use your trade mark as a marketing tool so that customers can recognise your products or 
services.

5 http://www.ipo.gov.uk/types.htm
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Trade marks are acceptable if they are:

distinctive for the goods and services you provide. In other words they can be recognised as signs •	
that differentiates your goods or service as different from someone else’s.

You may be familiar with the trade marks below. They don’t describe the goods or services, which is 
why they are good examples of registrable trade marks.

Trade marks are not registrable if they:

describe your goods or services or any characteristics of them, for example, marks which show the •	
quality, quantity, purpose, value or geographical origin of your goods or services;
have become customary in your line of trade;•	
are not distinctive;•	
are three dimensional shapes, if the shape is typical of the goods you are interested in (or part of •	
them), has a function or adds value to the goods;
are specially •	 protected emblems;
are offensive;•	
are against the law, for example, promoting illegal drugs; or;•	
are deceptive. There should be nothing in the mark which would lead the public to think that your •	
goods and services have a quality which they do not.

A registered trade mark must be renewed every 10 years to keep it in force.

A brand is a ‘promise of an experience’ and conveys to consumers a certain assurance as to the nature 
of the product or service they will receive. Intellectual property rights provide legal protection for some 
of the most important aspects of a brand.

A brand can be a trade name, a sign, symbol, slogan or anything that is used to identify and distin-
guish a specific product, service or business. But a brand is much more than this; it can also be a ‘prom-
ise of an experience’ and conveys to consumers a certain assurance as to the nature of the product or 
service they will receive and also the standards the supplier or manufacturer seeks to maintain. For 
example, a ‘brand’ might focus on exclusivity of design; or perhaps excellence of customer service or 
maybe high moral standards in its dealings with suppliers; or perhaps a combination of these and 
other values. This guaranteeing function is not created overnight; it is usually hard won in the market-
place and develops over time.

Brands are therefore reputational assets based on powerfully held beliefs; they drive the understand-
ing of value in a product or company, and, perhaps most importantly, customer loyalty. It can, there-
fore, be important that as a company develops and expands it considers how its new products and 
services fit in with its branding, and how the value that they represent may be protected under intel-
lectual property rights.

4.1 Intellectual Property Protection for Brands

Intellectual property rights provide legal protection for some of the most important aspects of a brand 
e.g. the name, logo, design, domain name and sometimes the product itself.

Systems for the registering and granting the excusive use of brand-related intellectual property rights to 
their owners have been developed in order to allow companies to prove their ownership of brands, and 
then enable them to legally prevent others from copying or ‘free riding’ on their brand investments.
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Registered Trade Mar•	 k - a sign which can distinguish your goods and services from those of your 
competitors. It can be, for example, words, logos or a combination of both.
Registered Desig•	 n - a legal right which protects the overall visual appearance of a product.
Unregistered Design Righ•	 t - automatic protection for the internal or external shape or configura-
tion of an original design.
Copyrigh•	 t - automatic protection for original literary, artistic and musical creations, along with 
other categories of creative endeavour. Logos, jingles, labels and packaging etc. may be afforded 
copyright protection.
Paten•	 t - protects new inventions and covers how things work, what they do, how they do it etc. In 
essence a brand may be the product itself.
Domain Name•	 s – unique addresses that identify, and permit access to specific web sites. Domain 
names are registered with licensed registry operators, such as Nominet that administer the .uk 
domain, who are overseen by ICANN 

4.2 Different types of trade marks

The vast majority of goods and services are covered by ‘ordinary’ trade marks. These marks function to 
indicate the trade origin, in other words they link the owner of the mark to the goods or services, and 
the goods or services to the owner.

However, there are certain marks that do not have the same function as a ordinary trade mark. We call 
these Certification marks or Collective marks.

4.2.1 Certification marks

A certification mark is a specific type of mark. They provide a guarantee that the goods or services bear-
ing the mark meet a certain defined standard or possess a particular characteristic. The owner of the 
mark will define those standards or characteristics. Such marks are usually registered in the name of 
trade associations, government departments, technical institutes or similar bodies.

4.2.2 Collective marks

A collective mark is a specific type of trade mark which indicates that the goods or services bearing the 
mark originate from members of a trade association, rather than just one trader.

4.3 Internet Domain Names

A domain name is a name by which a company or organization is known on the Internet. It usually 
incorporates the company name, or other identifier.

Being the owner of a registered trade mark, does not automatically entitle you to use that mark 
as a domain name. The main reason being, that the same trade mark can be registered for dif-
ferent goods or services and by different proprietors. Also, someone may have already, and quite 
legitimately, registered the domain name, perhaps with its use being connected with unregistered 
goods or services.

The opposite also applies, if your domain name has been properly registered, it does not automatically 
follow that a similar trade mark will satisfy the requirements for trade mark registration, and/or it may 
be confusingly similar to someone else’s earlier trade mark.
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4.4 History of trade marks

The marking of goods for various purposes, including identifying them from those of other traders, 
dates back to ancient times. In the same way, the existence of rules governing the use of such marks 
goes back to the medieval craft guilds. 

It was only in the 19th century that people began to think of marks, which had become distinctive of a 
trader’s goods, and so attracted valuable goodwill, as a type of property. In the middle of that century, 
the right to take action in the courts against infringement of a trade mark came about, even when there 
was no intention to deceive on the part of the infringer. 

The usefulness of such an action was, however, limited by the need for a trader to prove that the mark 
concerned was in fact capable of distinguishing his goods, and that it belonged to him. 

4.5 First legal framework and further legislation

The first trade mark registry was established in 1875. Trade mark law was consolidated in 1883, and 
the trade marks act of 1905 gave the first statutory definition of a ‘trade mark’. 1938 saw further legal 
changes, which had major effect on trade mark registration.

Amendments to the 1938 Act by the Trade Marks (Amendment) Act 1984 introduced the registration 
of service marks in respect of services such as laundries and banking. The Patents, Designs and Trade 
Marks Act 1986, and the Copyright, Designs and Patents Act 1988 made further amendments, which 
made the forgery of a trade mark a criminal offence.

4.6 Benefits of registration

Registering your trade mark gives you the exclusive right to use your mark for the goods and/or ser-
vices that it covers in the United Kingdom (UK).

If you have a registered trade mark you can put the ® symbol next to it to warn others against using it. 
However, using this symbol for a trade mark that is not registered is an offence.

A registered trade mark:
may put people off using your trade mark without your permission•	
makes it much easier for you to take legal action against anyone who uses your trade mark without •	
your permission
allows Trading Standards Officers or Police to bring criminal charges against counterfeiters if they •	
use your trade mark
is your property, which means you can sell it, franchise it or let other people have a licence that •	
allows them to use it.

4.7 Protecting unregistered trade marks

If you don’t register your trade mark, you may still be able to take action if someone uses your mark 
without your permission, using the common law action of passing off.

To be successful in a passing off action, you must prove that:
the mark is yours•	
you have built up a reputation in the mark•	
you have been harmed in some way by the other person’s use of the mark.•	
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It can be very difficult and expensive to prove a passing off action.

If you register your trade mark, it is easier to take legal action against infringement of your mark, rather 
than having to rely on passing off.

4.8 How do I protect my unregistered trade mark?

Section 5(4)(a) of the Trade Marks Act 1994 prevents the registration of a mark by virtue of passing off.
You or your company must prove, through factual evidence, that:

you have an established trade mark that has acquired a reputation and/or goodwill in the mind of •	
the relevant public;
the offending trade mark has been, or is likely to be, confused with your established trade mark; and•	
your business under your established trade mark has been, or is likely to be, „damaged” by use of •	
the offending trade mark.

Damage must be in the form of lost business or revenue.

5. WHAT IS A REGISTERED DESIGN?

5.1 Legal definition of „design“

A Registered Design is a legal right which protects the overall visual appearance of a product or a part 
of a product in the country or countries you register it.6

For the purposes of registration, a design is legally defined as being „the appearance of the whole or 
part of a product resulting from the features of, in particular, the lines, contours, colours, shape, texture 
or materials of the product or ornamentation.“

This means that protection is given to the way a product looks. The appearance of your product may 
result from a combination of elements such as shapes, colours and materials.

References to texture and materials does not mean that protection may be granted for the feel of a tex-
ture, or what the product is actually made from; only that these features may influence what the overall 
product looks like. Equally, design registration cannot protect non-stylised wording (ie. basic text), the 
way something works, or the idea or concept behind a product.

5.2 What is a „product“?

You can register a three-dimensional product such as an industrial or handicraft item (other than a 
computer program), or two-dimensional ornamentation alone, eg. a pattern intended for display upon 
a product, or a stylised logo. In all cases, the term „product“ can mean things like packaging, get-up, 
graphic symbols, typographic typefaces, and parts of products intended to be assembled into a more 
complex product.

In respect of ‘get-up’, protection may be granted to the overall presentation of those products which 
comprise multiple components but which are sold as one single item, eg. a board game complete 
with playing pieces, or a product in its packaging. ‘Get-up’ does not include sets of items which may be 
bought individually, such as cutlery or suites of furniture.

6 http://www.ipo.gov.uk/types.htm
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5.3 What does a Registered Design do?

A Registered Design can be a valuable intellectual property right. It can form the basis of an infringe-
ment action against other parties, and will help you in stopping others from creating designs which are 
too similar to your own (within the same geographical area you have protected your design).

5.4 Does my design have to be brand new?

For its registration to be valid, a design must:
be new•	
have individual character.•	

A design is considered to be ‘new’ if no identical (or very similar) design has been published or publicly 
disclosed in the UK or the European Economic Area (EEA). For example, a design would not be consid-
ered new if it had been ‘published’ on an Internet website viewable in the EEA before the date it was 
filed. However, you can apply to register a design in the UK up to 12 months after the designer first 
discloses it.

Individual character means that the appearance of the design (known as the overall impression) is dif-
ferent from the appearance of other already known designs.

5.5 Are there any exclusions?

You may not be able to register your design if:
It is not a design by •	 legal definition as described above
It is •	 offensive
It consists of, or includes, certain •	 protected flags and international emblems
It is •	 solely dictated by the product’s technical function

5.6 Design law

Design legislation in the UK consists of Acts, Rules and Directives that set out the legal rights, duties 
and procedures relating to the protection of designs in the UK. The main piece of legislation is the 
Registered Designs Act 1949 (as amended). This is based on the EU Designs Directive which provides 
guidelines to all Member States of the EU.

Case law from previous court decisions helps us to interpret that legislation, whilst previous tribunal 
decisions handled by the IPO help us to develop our practice. Practice notices announce changes to 
our practice, such as how we interpret a provision of the law, or how we handle applications.

5.7 History of designs

The law of designs has a long history dating back to the latter part of the 18th century. Originally intro-
duced to protect the designing and printing of linens and cottons, design law has been extended over 
the years to cover functional as well as decorative articles. 

5.8 Textiles and the start of industrial design protection

The first Act dealing with copyright in industrial designs was the Designing & Printing of Linen Act in 
1787. This gave a very limited copyright protection to those who engaged in the „arts of designing and 
printing linens, cottons, calicos and muslin“. It gave proprietors the sole right of printing and reprinting 
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for 2 months from the date of first publication, provided the name of the proprietor was marked on 
each piece. In 1794 the period of protection was extended to 3 months.

5.9 The introduction of registration

From 1839 a series of laws were passed, gradually extending the boundaries of design protection. The 
Copyright and Design Act 1839 considerably increased the protection given to fabrics by extending 
the law to fabrics composed of wool, silk or hair and to mixed fabrics.

The same Act extended protection far beyond the textile trade and gave us the foundations of modern 
design law. It gave protection to every new or original design including textiles. It also allowed protec-
tion for the ornamentation and for the shape and configuration of any article of manufacture.

This Act introduced a system of registration. A Registrar was appointed by the Board of Trade and 
unless a design was registered before it had been published, the benefits of the Act could not be 
obtained.

The Design Act 1842 consolidated all earlier Acts and further increased the remedies for infringe-
ment. It also divided the possible articles of manufacture and substances into classes. In 1843 this 
was amended to extend protection of the Act to designs composed of functional features. This 
meant that designs such as springs for a bicycle, an oil can and gas pilot light were then capable of 
registration.

5.10 The Designs Registry joins the Patent Office

In 1875 the powers and duties of the Board of Trade under the various Designs Acts were transferred 
to the Patent Office. 

In 1883 a single consolidating and amending Act was passed embracing Designs, Patents and Trade 
Marks (which had also joined the Patent Office).

From 1911-49 design registration was governed by the designs portion of the Patents & Designs Acts 
1907-1946. In 1949 registered designs were once more separated entirely from patents and the law 
relating to registered designs was governed by the Registered Design Act 1949. The most important 
alterations in the law was the amendment of the definition of design and the abolition of classification, 
both of which materially affected the validity as well as the scope of many registered designs. 

The Registered Designs Act 1949 is still in force today but as amended by the Copyright, Designs and 
Patents Act of 1988. The act was amended further on 9 December 2001 to incorporate the Europe-
an Designs Directive. Future amendments and changes will be necessary to reflect the growing and 
changing needs of design protection.

5.11 Design right

The term „Design Right“ refers to the specific legal protection available to unregistered designs in the 
UK. There are specific differences between Design Right and Registered Designs.

Registered Designs give you exclusive rights in a design, in the UK, for up to 25 years. You can stop 
people making, offering, putting on the market, importing, exporting, using or stocking for those pur-
poses, a product to which your design is applied. You can protect two-dimensional designs or surface 
patterns as well as shape and configuration with a Registered Design.
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By comparison, Design Right gives you automatic protection for the internal or external shape or 
configuration of an original design, i.e. its three-dimensional shape. Design Right allows you to stop 
anyone from copying the shape or configuration of the article, but does not give you protection for 
any of the 2-dimensional aspects, for example surface patterns. Protection is limited to the United 
Kingdom (UK), and lasts either 10 years after the first marketing of articles that use the design, or 15 
years after creation of the design - whichever is earlier. For the last 5 years of that period the design is 
subject to a Licence of Right. This means that anyone is entitled to a licence to make and sell products 
copying the design.

If you are the owner of a design right subsisting in a design, you have the exclusive right to reproduce 
the design for commercial reasons by making articles to the design or by making a design document 
recording the design for the purpose of enabling articles to be made. If anyone else carries out these 
activities without your permission, they may infringe the design right.

5.12 Does design right give protection abroad?

No, Design Right is effective only in the United Kingdom. Designs may however be protected in all 
countries in the European Union through the Unregistered Community Design.

5.13 How do I get design right protection?

Design Right is like copyright in that the protection arises automatically when the design is created.

You do not have to apply to register Design Right, but it may be wise to keep a note of when the design 
was first recorded in material form, and when articles made to the design were first made available for 
sale or hire or otherwise disclosed to the public. This information may be useful if someone challenges 
your rights in the design or if you believe someone is infringing your rights and you wish to take the 
alleged infringer to court.

You can take certain steps to provide evidence that you are the first owner of the Design Right. You 
could, for example, deposit a sample or a copy of your design drawings with a bank or solicitor. Alterna-
tively, a designer could send himself or herself a copy by special delivery post (which gives a clear date 
stamp on the envelope), leaving the envelope unopened on its return. However, there is no guarantee 
that this will prove establishment of Design Right before the Courts. A number of private companies 
operate unofficial registers, but it would be sensible to check carefully what you will be paying for 
before choosing this route.

5.14 Do all designs qualify for unregistered Design Right?

No. The design must be any aspect of the shape or configuration of the whole or part of an article, that 
is, its three-dimensional shape and arrangement. Design Right does not protect the article itself.

Two-dimensional designs such as graphics and textile or wallpaper designs will not qualify, but they 
may be covered by copyright. Protection for two-dimensional designs may, however, also be sought by 
applying for a Registered Design.

Designs that are commonplace, everyday or ordinary are unlikely to be protected by Design Right. To 
assess whether a design is commonplace, everyday or ordinary, the Court will look at similarities with 
the types of products already available in the relevant design field, and the readiness of availability of 
the type of product.
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Designs that are commonplace, everyday or ordinary are unlikely to be protected by Design Right. To 
assess whether a design is commonplace, everyday or ordinary, the Court will look at similarities with 
the types of products already available in the relevant design field, and the readiness of availability of 
the type of product.

5.15 Are there any exceptions to Design Right?

Yes. Design features enabling one product to be functionally fitted or aesthetically matched to another 
are excluded from protection. These so-called ‘must-fit’ and ‘must-match’ exceptions are influenced by 
the need to ensure that third party providers of spare parts should not be unfairly prevented from 
competing within the spare parts market.

Competitors cannot be stopped from copying any features of a protected design that enables their 
own design to be connected to or matched with existing equipment designed by someone else. How-
ever, competitors will infringe design right if they copy features of a protected design where there is 
no need to do so.

5.16 Licences of Right for unregistered designs

Unregistered Design Right expires 15 years from the end of the calendar year in which the design was first 
recorded or incorporated into an article or 10 years from the end of the calendar year in which articles 
made to the design were first made available for sale or hire anywhere in the world, whichever is earlier.

Licences are available as of right during the last five years of the subsistence of the design right. This 
means that if anybody asks for a licence in relation to the design right during those 5 years, they are en-
titled to it. If you are unable to agree the terms of the licence, the dispute can be referred to us but no ap-
plication can be made earlier than one year before the earliest date that the licence of right is available.

5.17 Registered design protection

5.17.1 Why should I register my design?

There are a number of benefits of registering your design. Some of these are listed below.
Exclusive rights in your design - A Registered Design grants exclusive rights in the look and ap-•	
pearance of your product. You can stop people making, offering, putting on the market, importing, 
exporting, using or stocking for those purposes, a product to which your design is applied.
Protect all aspects of your design - Design Registration protects the overall look of the whole or a •	
part of your design. You can claim protection for the shape of a product, a two-dimensional sur-
face pattern or graphic design, or a combination of the two.
Long period of protection - Registered Designs can be renewed every 5 years up to a total of 25 •	
years.
Easier to enforce - The existence of your registration may be enough to stop anyone infringing •	
your design irrespective of whether they copied or came up with the design independently.
Make money from your design - A registered design allows you to sell your design and the intellectual •	
property (IP) rights to it; or licence somebody else to use your design whilst you retain the IP rights.
Deferred publication - You can choose to defer •	 registration and publication of your design for up 
to 12 months. This allows you to establish a filing date, but gives you more time to develop the 
product or apply for a patent before publicly disclosing the design on our Register.
Public benefit - Intellectual Property registration aims to protect the creator but also to benefit the •	
public as publication of registrations showcases developments in design and stimulates further 
innovation.
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5.17.2 What happens if I do not register?

If you do not apply for a registered design, your creations may still receive limited protection through un-
registered Design Right or copyright: However, there are some limitations to what may be protected:

You can only stop people using your design if you can prove it was intentionally copied so Design •	
Right is difficult to enforce.
You can only protect the three-dimensional shape.•	
Two dimensional designs may be protected by copyright but this is more difficult to enforce than •	
a Registered Design.
Protection only lasts for a maximum of 15 years and is subject to a Licence of Right for the last 5 •	
years.

Other kinds of protection

This table compares registered and unregistered design rights as well as other kinds of protection 
which may apply to designs.

5.18 Design forms 

Our designs forms are available in both PDF and Microsoft® Word versions.

If you wish to complete the form by word processor, we recommend that you use the locked Word 
version as this version has full functionality but prevents accidental editing of the text of the form. 
The unlocked Word version allows the text of the form to be altered but does not have full tick box 
functionality.

5.19 About copyright
Copyright can protect:

literary works, including novels, instruction manuals, computer programs, song lyrics, newspaper •	
articles and some types of database
dramatic works, including dance or mime•	
musical works•	
artistic works, including paintings, engravings, photographs, sculptures, collages, architecture, •	
technical drawings, diagrams, maps and logos
layouts or typographical arrangements used to publish a work, for a book for instance•	
recordings of a work, including sound and film•	
broadcasts of a work•	

You should only copy or use a work protected by copyright with the copyright owner’s permission.

Copyright applies to any medium. This means that you must not reproduce copyright protected work 
in another medium without permission. This includes, publishing photographs on the internet, making 
a sound recording of a book, a painting of a photograph and so on.

Copyright does not protect ideas for a work.  It is only when the work itself is fixed, for example in writ-
ing, that copyright automatically protects it. This means that you do not have to apply for copyright.

A copyright protected work can have more than one copyright, or another intellectual property (IP) 
right, connected to it.  For example, an album of music can have separate copyrights for individual 
songs, sound recordings, artwork, and so on.  Whilst copyright can protect the artwork of your logo, 
you could also register the logo as a trade mark.
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5.20 Automatic right

There is no official registration system for copyright in the United Kingdom (UK) and most other parts 
of the world. There are no forms to fill in and no fees to pay to get copyright protection.

So long as you have created and fixed, for example in writing, an original work that qualifies for copy-
right protection, that is it falls into one of the categories of material protected by copyright, you will 
have copyright protection without having to do anything to establish this. It is a requirement of various 
international conventions on copyright that copyright should be automatic with no need to register.

To help protect your copyright work, it is advisable to mark it with the © symbol, the name of the 
copyright owner and the year in which the work was created.  Although this is not essential, it will let 
others know when the term of protection started and it should then be possible to calculate whether 
it has ended or not.  It will also indicate who the owner was at that time in case it is then necessary to 
approach them should you need to ask permission to use the work.

Additionally, a creator could send himself or herself a copy by special delivery post (which gives a clear 
date stamp on the envelope), leaving the envelope unopened on its return (ensuring you also know 
what is inside each envelope in case you do this more than once). Alternatively you could lodge your 
work with a bank or solicitor.  It is important to note, that this does not prove that a work is original or 
created by you. But it may be useful to be able to show the court that the work was in your possession 
at a particular date.

5.21 Copyright registers

There is no official copyright register because copyright is automatic. There are certain steps you can 
take to protect your rights, but you do not have to register anywhere.

There are, however, a number of companies that offer unofficial copyright registers. You should think 
very carefully whether this is a useful service for you before choosing this route. Some of the things to 
think about are:

How much does it cost and is it a one-off or regular payment?•	
Are you paying just for a registration, or does the cost cover more than this, for example help with •	
a legal action should your copyright be infringed?
Is the registration likely to be better than the evidence you can create for yourself by sending •	
a copy of the work to yourself by Special Delivery post and not opening the envelope upon its 
return?
Are you still likely to have a problem proving that you had the copyright material at a certain time •	
which is all that registration can help to prove?

Note that neither registration nor sending a copy of the work to yourself show that you were the cre-
ator of the work. Keeping copies of all your drafts and any other material that shows your connection 
with the particular copyright material as you develop it could, however, be useful evidence if you ever 
have to prove that you are the author.

5.22 Benefits of copyright protection

Copyright allows you to protect your original material and stops others from using your work without 
your permission. The existence of copyright may be enough on its own to stop others from trying to 
exploit your material. If it does not, it gives you the right to take legal action to stop them exploiting 
your copyright, and to claim damages.
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By understanding and using your copyright and related rights protection, you can:
sell the copyright but retain the moral rights.•	
license your copyright for use by others but retain the ownership.•	
object if your work is distorted or mutilated.•	

Copyright gives the right owner numerous exclusive economic rights

5.23 Economic rights

Economic rights give the copyright owner the opportunity to make commercial gain from the exploi-
tation of his/her work.  Copyright owners generally have the right to authorise or prohibit any of the 
following things in relation to their works:

copying the work in any way. For example, photocopying, reproducing a printed page by hand-•	
writing, typing or scanning into a computer, and taping live or recorded music are all forms of 
copying
issuing copies of the work to the public•	
renting or lending copies of the work to the public. However, some lending of copyright works falls •	
within the Public Lending Right Scheme , and this lending does not infringe copyright
performing, showing or playing the work in public. Obvious examples are performing plays and •	
music, playing sound recordings and showing films or videos in public.  Letting a broadcast be 
seen or heard in public also involves performance of music and other copyright material contained 
in the broadcast
broadcasting the work or other communication to the public by electronic transmission.  This in-•	
cludes putting copyright material on the internet or using it in an on demand service where mem-
bers of the public choose the time that the work is sent to them
making an adaptation of the work, such as by translating a literary or dramatic work, transcribing a •	
musical work and converting a computer program into a different computer language or code.

Copyright is infringed when any of the above acts are done without permission, whether directly or 
indirectly and whether the whole or a substantial part of a work is used, unless what is done falls within 
the scope of exceptions to copyright permitting certain minor uses.

5.24 History of copyright

It was not until the 1709 Statute of Anne , which passed into law on 10 April 1710 that copyright in 
books and other writings, gained protection of an Act of Parliament. Prior to this, disputes over the 
rights to the publishing of books could be enforced by common law.

The scholars of Ancient Greece and the Roman Empire were the first to be concerned about being rec-
ognised as the authors of their works, but they did not have any economic rights.

It was not until the invention of printing in the 15th century that a form of copyright protection came 
about. Until then, the copying of a manuscript was a painstakingly slow process done mainly by monks 
and was limited to copying religious works for orders and the royal courts of Europe. The majority of 
people were illiterate and only privileged members of society had access to these manuscripts.
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6. CONCLUSION

Intellectual property encourages human creativity by shifting the boundaries of science and technol-
ogy and enriching the world of literature and art. Lack of knowledge of the intellectual property rights 
importance is understandable because in the past this was an esoteric area of   law and is left to the 
technical experts and lawyers in corporations. However, times have changed: the revolution of infor-
mation technology and a rapid growth in the number of inventions, influence and importance of in-
vention in conjunction with the rapid globalization of intellectual property brought into the spotlight. 
Sometimes a secondary and uninteresting subject, today is a key factor in the design of public policies, 
as well as in corporate strategic planning.
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THE ROLE OF ACADEMIA IN CREATION OF KNOWLEDGE ECONOMY - FULL PAPER

We are living in a society dominated by change. The technical, economical and social evolution has 
shaped people’s way of living and thinking. The globalized markets, the technical and technological 
revolutions are transforming the modern economy into a “knowledge based society” in which new 
ways of organizing the work are governing the world, demanding a perpetual build up of competenc-
es, a rapid spread of high performance technologies, solid knowledge and increasing responsibilities. 
In the society of the future, education will play the key part in the way of life specific to this education 
and knowledge-based society. Introducing in the educational system of new learning and teaching 
techniques is a prerequisite of national cultural success, as much as it is also a prerequisite of economic 
competitiveness.

Nowadays, there is a wide and common understanding that industrial countries are undergoing eco-
nomic and social transformation in which people‘s knowledge and skills are visibly becoming the es-
sential agent of effective organization and development of societies. The emergence of the knowledge 
based society is both, a prerequisite and a result of the rapid introduction of information and commu-
nication technologies as well as of the growth of global competition. At the same time the social and 
economic restructuring experienced in knowledge based society gives an impetus to the adoption of a 
new social contract creating higher level of welfare state, equity and equality among its citizens.

It is undeniable that we are witnessing the rise of knowledge society, i.e., a society which privileges 
knowledge, leads to the integration of the 2 economies of the world, and makes the nations of the 
world interdependent and interconnected. 

The 21st century knowledge based society tends to expand to a global proportion. Acknowledging 
the rapid moral depreciation of knowledge and abilities, the modern society prepares to adopt a new 
approach to education in order for it to function as a life-long institution of learning. In the knowl-
edge based economy, people need to learn before entering the labor market, while in school, passing 
through several levels of education, as well as afterwards, adapting through various sub-systems spe-
cific to the permanent education to the increasingly complex demands of the world’s dynamics.

Knowledge will be the key to this age, and fundamental sources of wealth may well be knowledge 
and information rather than raw materials and labour. Efficient utilisation of existing knowledge can 
create comprehensive wealth for the nation in the form of better health, education, infrastructure etc. 
for improving the quality of life. Ability to create and maintain the knowledge infrastructure, develop 
knowledge workers and enhance their productivity through creation, growth and use of new knowl-
edge will be the key factors in deciding the prosperity of this knowledge Society. 

Education and especially higher education is the primary agent of transformation towards sustainable 
development and increasing people’s capacities to transform their visions for society into reality. Educa-
tion provide the skills for “learning to know, learning to live together, learning to do and learning to be”.

To function effectively and to manage or even work in any economic activity, knowledge becomes es-
sential; hence the need for involvement and education of all people. In this perspective, looking to the 
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role of higher education, one needs to go beyond the role of the traditional universities and degrees 
and the teaching- learning process.

Universities have emerged as central actors in the knowledge-based economy. No longer confined to 
their traditional roles of teaching and conducting primary research, the famously successful examples 
of Stanford University and the growth of Silicon Valley, and MIT and the development of the ICT cor-
ridor of Route 128 indicate that they are increasingly viewed as key drivers of innovation and “major 
agents of economic growth”.

Universities are not just trainers of highly qualified scientists and researchers, they are also attractors 
of talent from elsewhere to the local community. Universities do not only generate new knowledge 
through primary research, they also provide technical support and specialized expertise and facilities 
for on-going firm-based R&D activities. University activity is not confined to the process of knowledge 
transfer on a local basis, but also acts as a conduit of new knowledge through the “global pipelines” of 
international academic research networks. Finally, rather than acting as “ivory towers” insulated from 
their community, they act as “good community players” that facilitate local linkages and networks and 
create “anchors of creativity” that underpin the virtuous cycle of talent attraction and retention.

In recent years, however, universities have come under increasing pressure to expand their traditionally 
dominant role in the conduct of basic research and supplement it with more applied research activi-
ties. Three major trends characterize the changes that have affected the university system: the linking 
of government funding for academic research with economic policy; the development of more long-
term relationships between firms and academic researchers; and the direct participation of universities 
in commercializing research. As a result, while universities continue to fulfill their traditional roles of 
performing primary research and training highly qualified people, they have come under increasing 
pressure in recent years to expand their basic research activities to include more applied research of 
greater relevance to industry, and to diffuse technical knowledge and provide technical support to in-
dustry. This shift reflects changing government expectations that public investments in basic research 
should produce a measurable economic return.

It has been said very often that higher and technical education in our country is facing a crisis. However, 
every crisis carries within it the seeds of opportunity, of new possibilities for change and reform. Today’s 
knowledge-based economics are shaped by movements of talent, ideas and innovation, which flow 
seamlessly across geographical and jurisdictional boundaries.

Higher and technical Education has been a key part of every one’s agenda. We all recognize that there 
is going to be a huge skill shortage in almost all areas in the near future. We have already started seeing 
the strains on the industry. If we are to continue with the growth of 9 – 10% we have no options but to 
focus clearly on higher and technical Education.

Increased mobility of students and teachers, international research projects, interactive networking, 
greater emphasis on professional education, exploring new areas such as information sciences etc are 
some of the key factors responsible of internationalization of higher education institutions & universi-
ties in all over the world. Through these various initiatives we can draw lessons from the knowledge 
sharing, which is one of the main aspects of knowledge based economy.

Innovation is also a social process, where users and producers actively learn from each other by regular 
‘learning-through-interacting’ In this context, learning refers primarily to the building of new compe-
tencies and the acquisition of new skills rather than simply accessing information of codified scientific 
knowledge. However, successful learning through interaction involves a capacity for localized learning 
within firms, and between firms and supporting institutions in a region. 
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In this sense, the capacity for learning of firms in a region – the ability to develop and assess both 
person-embodied, tacit knowledge, and easily accessible and reproducible codified knowledge - is a 
critical variable in successful innovation. This form of learning often occurs at the regional level because 
firms within a region often share common networks that facilitate learning among them, and are sup-
ported by a common set of regional institutions, including universities.

As central players in the innovation system universities provide inventions (which they should patent, 
as a means of improving technology transfer from university to industry), instrumentation, which is 
necessary for doing further, and probably more applied, research, and they are providers of skilled 
labour, which industry can employ in its own innovation activities. All of these are relatively direct con-
tributions to the economy in general, and to innovation in particular. The justification of the university 
here is as a creator of wealth, if indirectly.

Knowledge transfers between universities and other economic actors are highly personalized, and as 
a result, often highly localized, which underscores the significance of geographical proximity for the 
process of knowledge transfer. Proximity to the source of the research is important in influencing the 
success with which knowledge generated in the research laboratory is transferred to firms for com-
mercial exploitation, or process innovations are adopted and diffused across researchers and users. The 
proximity effect of knowledge transfer provides a strong clue as to why universities are increasingly 
seen as an essential element in the process of local and regional economic development, especially in 
knowledgeintensive industries, such as information and communications technology or biotechnol-
ogy. However, what is not yet clear is the actual process by which, and degree to which, the proximity 
effect of university research on innovativeness contributes to the process of regional economic growth 
and industrial cluster formation.

The role of universities in local economic development goes far beyond the linear transfer of basic re-
search into commercializable products. Instead, universities emerge as multi-faceted economic actors 
that are embedded in regions, and not only produce codified and commodified knowledge and hu-
man capital, but also actively participate as important institutional actors in both building and sustain-
ing local networks and flows of knowledge, and in linking them with global ones.
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In this context, the role of universities in regional economic development appears to be less direct or 
instrumental than is often presumed. However, universities do retain a measure of policy autonomy. 
Active participation in the local community and economy is, in many ways, a matter of individual in-
stitutional policy, and “the involvement of the university in the region depends on the role that the 
university chooses for itself”

So, by coming to some conclusions, we can say that High education institutes provide academic pro-
grams due to which we have a highly developed young generation, who is the future of the country he/
she lives in and the whole World he/she belongs to.

University is not only the center of such academic programs, but also the key of knowledge economy, 
society, outreach and curriculum, without which we just can’t imagine the modern and technically 
enriched, developed world we live in, create and study.

So when we say „University“ we imagine components which are closely connected with each other and 
which are the results of good knowledge-based economy including technical innovation, economic 
productivity, growing markets, foreign industrial investment, competitive use of.

University has a „Curriculum“ which includes such key notes as life long learning, employability, in-
novative programs, training, life skills and soft skills, flexibility in adaptation to new needs, graduate 
competency, life span of knowledge which are chosen to make it to work more flexible and to meet 
modern requirements.

The next important component is „Outreach“, which is impossible without  capacity building and tech-
nology transfer, expanding capacity of tertiary education, science technology and innovation, reduc-
ing inequality of access, relevance of education and research, coupling education and research, mod-
ern communication.

Let’s pass to the last but one of the most important components „Society“ with its subcomponents: 
health and social well-being, urban and rural development, high tech industries, globalization, regional 
competitiveness, optimum use of resources.
Concluding the above mention information we realize that we’ll succeed and satisfy the modern de-
mands of education if we are able to follow innovations.
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ENHANCING SOCIAL CAPITAL FOR SUSTAINABLE DEVELOPMENT

Abstract

Social capital refers to the stock of social relations, based on norms and networks of cooperation and 
trust, that spillover to the market and state to enhance collective action between formal actors and 
achieve improved social efficiency and growth. Not with standing the paucity of available data and refer-
ences, we shall attempt to evaluate the content and context of social capital and its capacity to enhance 
economic growth. The first step towards developing a consistent and integrated framework concerning 
the nature of social capital and its relationship to socioeconomic performance is to examine the factors 
that determine the development of social capital and its role in sustainable development of economy.

Key Words: Social capital, economic growth, development,, trust and reciprocity.

The economic direction contradies to real life – rules, the principles and norms limit the actions of peo-
ple as much as it affects the economy at whole. Accepting such a contradiction, researchers not once 
tried to introduce elements of one direction into another. Yoram Ben-Porat (economist) introduced 
concept of F-communications (family, friends, firm), influencing on economic exchange. Oliver Wiliam-
son examined conditions of organization of economic activity in various institutional forms. Appeared 
a whole scientific direction – institutional economy. Social capital has an important role in all this. The 
social capital is a new category caused to life by historical changes, connected with reconsideration of 
the role of the person in the organization and management of economic development.

Specificity of the social capital is reflection of the communications between the interacting individuals. 
The social capital examines changes in the relations between people who promote economic actions. 
Social capital such as physical and human capital promotes the growth of the productivity of the work. 
Group of workers with relations of understanding and trust works more harmoniously and effectively 
than in the group where there are no such relations.

The idea of social capital can be found in the works of many economists as Alexis de Tocqueville, Emile 
Durkheim, Max Weber, JAcobs, Coleman. Nevertheless there is no unified definition of social capital. 
One approach connects the concept of the social capital with institutional issues . It is called „social op-
portunities“ by some economists. Others prefer another definition with more narrow meaning which 
is reduced to social communications and norms of mutual responsibility or trust. The trust can be con-
sidered as consequence of the social capital or as a component of the shared values and norms which 
compose the social capital. 

And so the social capital consists of communications, also recognized norms, values and understand-
ing that promote interaction inside or between groups. Recognized norms and

values allow people to communicate and benefit by joint experience as well as deviations from some 
norms and values. If therе is a dominating situation of tolerance various systems of values can coexist 
together with recognized without interfering cooperation. Thus dialogue and mutual understanding 
based on mutual patience of various culturesor beliefs are necessary attributes of social unity and pro-
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mote development of the social capital. The social capital allows individuals groups and communities 
to solve collective problems in more simple ways. The social capital can be a by-product for different 
types of activity. For example participants of factory choral studio visit it because they like to sing but 
not for strengthening their social communications. Due to the social capital many people win from 
investments of a certain individual or group into the social capital. From here a risk of underinvestment 
begins as the participants of action don’t receive and don’t realize their benefits wholly. 

However access to information and influence through social communications can bring private benefit 
to individuals and in certain cases can be used by individuals or groups for excepting the strangers and 
strengthening own domination and privileges.

Thus the concept of „social capital“ is based on the idea about expected return from investments in 
the social relations. Individuals enter the social relations and join certain networks for receiving profit. 
Basis of profit can become, at least, four major resources which arise or amplify exactly due to social 
communications and allow to increase efficiency of economic activity.

First, access to information. Social communications in a certain environment and at certain hierar-1. 
chical levels give an individual a useful data not available from other sources of opportunities and 
variants about the most favorable behavior in the market.
Secondly, social communications can have an impact on managers of the personnel or heads of 2. 
the firm, that is the persons accepting the important personnel decisions of hiring, dismissal and 
advancing of the worker.
Thirdly, social communications of the individual can be perceived by the organization as certain 3. 
certificates or social guarantees providing access to certain social resources.
And at last fourthly, social communications strengthen and accelerate the process of recognition 4. 
and adaptation of the new worker.

Three main forms of the social capital are distinguished: communications - „fetters“, communications - 
„bridges“ and communications - „links“. 

Communications - „fetters“ belong usually to the relations in a family and in ethnic groups, communi-
cation - „bridges“ characterize relations with not so close friends, acquaintances and colleagues, com-
munications - „links“ define the relations between various social groups in hierarchies where the power, 
social status and wellbeing are available only to certain groups. To the last form refer, for example, 
ability of the individuals or groups to use resources, ideas or information of the formal institutes which 
aren’t directly an element of a group.

Under certain circumstances concrete forms of communications of social capital can impede the social 
unity. So the social capital doesn’t differ from other forms of the capital. Their use can pursue differ-
ent aims that are welcomed by community as a whole. The value of the concept of social capital is 
expressed that it identifies certain aspects of social structures through their functions, in particular, 
through the importance of these aspects for actors as resources that they can use for achieving their 
interests. At that can be reached purposes both at individual level, and at the level of transition from 
micro to macro level . The concept of the social capital presents as a signal that any value is created for 
those actors who possess this resource, and this value depends on the social organization. The second 
stage of the analysis consists in developing the concept. We have to open which components of the 
social organization influence on the created cost. The following aspects of the social relations can act as 
capital resources for the individual : obligations, expectations and confidence in structures. 

When Investigating the social capital, we have to consider the difficulties of its measurement. In es-
sence, activities of the social capital have to be:
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as much as possible comprehensive in reflection of key concepts (communication, value and norm); 1) 
and 2) balanced from the point of view of subjective and evaluative elements (for example,the 
level of trust to people) and behavioural aspects (for example, participation in associations and 
branching of social communications). The World Bank supports researches of the social capital in 
the form of special developed inspections or specialized modules in already existing inspections. 
The trust assessment is especially important.

In some countries (France, Italy, Spain) where trust level to unfamiliar is below, than in other countries 
of OECD, higher level of trust is noted is noted higher level of trust in a close family circle. Though the 
trust and civil activity are interconnected, there are considerable distinctions howthe individuals be-
longing to different social groups build their communications and relations. High level of trust in one 
sphere can coexist with the limited radius of interaction and trust in another. But data of inspections 
should be used in the analysis with care. 

It is also known the experiment when a large number of purses with $50 were „lost“ in a number of the 
large cities. The share of the returned „lost“ purses to owners in each country closely (0,67) correlated 
with a trust indicator. That is in the countries, where the level of mutual trust it is high, people really 
deserve more trust.

And so if there are not large and complete indicators as a conditional measuring instrument of the 
social capital it is possible to use a trust indicator.

SOURCES OF THE SOCIAL CAPITAL

The social capital is created on the level of a family, community, firm, national or sub-national admin-
istrative units. The social capital is created on the level of a family, community, firm, national or sub-
national administrative units.

The social capital is embodied in norms and the institutes including the state and legal bases. For 
studying of the formation of the social capital the following sources of information are necessary: 1) 
family; 2) school; 3) territorial community; 4) firms; 5) civil society; 6) public or state sector; 7) floor; 8) 
ethnic origin.

Scientific discussions of the last years pay much attention to voluntary and civil associations, unfortu-
nately, practically ignoring the importance of family, school and firm.

 Each of them has its place and value in the general system of the social relations. Changes in the levels 
of the social capital reflect more long-term changes in norms, values and models of social interactions. 
In recent years in the USA there is a tendency of reduction of social and civil activity while in Great 
Britain and Sweden participation in various types of public organizations increased both in absolute 
expression and on a share in the cumulative population.

In some countries, for example, in Australia, the model of civil participation changes and becomes 
more individualistic and superficial. In many countries there are distinctions between level of trust and 
civil activity on age cohorts.

While in many countries of OECD the role of traditional local forms of social communications decreases, 
there is open a question, whether these new social communications will be able to replace the old. 
The analysis of intercountry comparisons also showed decrease in level of trust to different types of 
institutes, including political and religious hierarchies. In many countries during 1981-1990 decreased 
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registered level of trust to the state, public organizations, polices, churches, and also to an education 
system and mass media. At the same time level of interpersonal trust during the same period changed 
a little or even increased. These tendencies can be connected with increasing level of coverage by edu-
cation and shift of values to a bigger personal autonomy and smaller obedience of government.

 In the majority of the countries of OECD there take place important changes in values, norms and models 
of social behavior. The new values focused on autonomy and independence, can have undesirable side 
effects, for example weakening of call of duty and lack of participation in the enterprise. For example 
strong communication is revealed between increasing of time at watching television . People who watch 
TV much have less time on visiting friends and acquaintances, recepting guests, for a voluntary in local 
community, correspondence and telephone conversations. It seems the same problem is with the Inter-
net. But computer communications help exchanging of information, collecting opinions and the organiz-
ing of discussions between widely spaced people. Thus, however, trust establishment in virtual space is 
more difficult, than in the real world.

As a whole internet communication is an addition but not replacement for real social interrelations. As 
factors of reduction of the social capital also are called increase of working hours, growth of quantity 
of families with two workers, development of urbanization and also the prospering state. Value of the 
social capital in the labor sphere is shown practically at all stages of the labor relations: from hiring to 
dismissal, including development, training, permission of labor conflicts.

The social capital can be considered as a valuable resource while searching job and workers, espe-
cially in the open and flexible labor markets. The social capital not only expands information space for 
subjects of a labor market, but what is most important allows to overcome or minimize asymmetry of 
information on a labor market. The worker uses his social communications for searching the most at-
tractive workplace. Successful job search doesn’t depend on number of communications and the con-
tacts available to the individual but on the status of the person with which the individual is connected 
and whom he trusts in the solution of the question of work. While searching job more important is a 
social capital in shape of „communications bridges“ instead of „communications fetters“. The most strik-
ing example of influence of the social capital on the labor relations is using of recommendation letters 
in the process of hiring workers. The second type of recommendations which we conditionally called 
supporting isn’t less important. Just such type of recommendation letters allows the employer to save 
transactional costs for personnel search and selection, and this economy can be so considerable for 
the employer that he installs a system of material encouragement for the employees of the enterprise 
recommending for work of new employees from among the acquaintances and relatives.

The theory of the social capital finds in this situation probably the brightest confirmation because, from 
the point of view of the employer takes place an investment of means in the social capital in the form of 
a payment to workers for recommendations and receiving return from these investments in the form of 
economy of funds for selection and hiring most suitable workers. From the point of view of the worker 
he earns reward for useing his own saved-up social capital.

But together with unconditional advantages the method of useing the social capital in the form of 
recommendation letters bears in itself a number of potential dangers if it is the only and basic method 
for selecting workers. But never the less the econometric analysis of influence of the social capital on 
welfare of the worker showed that importance of contacts for obtaining a certain income honor is as 
great, as importance of education or experience in branch and on this workplace. Most the evidence 
of positive impact of the social capital is found in the sphere of personal health. It was noticed that the 
number of suicides sharply increased during the periods of social changes (Figure 1) . The effect was 
charged to destruction of structure of society and weakening of social communications. Researches of 
influence of the social capital on health show that social isolation usually precedes diseases, that is it is 
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the reason, but not the result of illness . As for value of the social capital in life of children, it concedes 
only in size to the value of poverty. But if poverty is connected with high level of teenage birth rate and 
an unemployment in study or work, an involvement into life of communities possesses opposite effect. 
Social communications are the major factor, along with level of the health, providing an appreciation 
of level of wellbeing and happiness. There are data that social communications are more important 
for happiness, than education and income (at least for people with income at the level of averages or 
above averages). Though education is considered as an important factor of happiness, it takes the third 
place after social communications and health. The income is important, but it takes only the fourth 
place, and in process of growth of level of the income value of this factor decreases. The sharp forms of 
social exclusion (by social, ethnic, gender or religious signs) are closely interconnected with low indica-
tors of trust and civil activity, that is weakest „communications bridges“. Changes in the social capital 
can reflect changes in models of the economic inequality in the countries and between the countries. 
For example, decrease of the social capital in the USA is connected with a growing inequality of the 
income and welfare. The countries where the population is divided by class, language or ethnic signs, 
with bigger degree of probability will face social splitting of society.

INFLUENCE OF THE SOCIAL CAPITAL ON ECONOMIC GROWTH

Productivity in firms and organizations

Any transaction independently whether it is private, social, economic or political by nature, isbased on 
trust. The crucial in definition of the social capital is the concept of the communications based on trust. 
The trust win established connection, becomes a source of profit of firm as promotes coordinating of 
inter firm and intracompany interactions, decrease in transactional costs for negotiations, perfecting 
of information and disposal from excessive bureaucratic links. In this context the trust gets diverse 
manifestations, including belief in good intentions, competence and reliability of other participants of 
the transaction. 

According to experts the confidential relations between economic agents is possible to exaine as im-
portant competitive advantage of the industrial enterprises of Germany, Japan and Italy. Buyers and 
sellers establish long-term relations of cooperation and mutual obligations through repeatedly repeat-
ing transactions based on trust and communications.

The business connections covering marketing, training, research development, bring benefit in the 
long-term period due to decrease in cumulative expenses, exchange of information and establishment 
of sanctions for opportunistic behavior. In some branches (for example, production of commodities – 
clothes, footwear, etc.) enormous advantages in saving of time can be received due to exchange of in-
formation and timely fine tuning to changes of requirements of consumers. In some researches distinc-
tion between the general and specific trust is studied. It is shown that the share in ВВП of production 
of 20 most major companies is positively connected with trust of people and negatively connected 
with trust in a family. The hypothesis is offered that the large enterprises dominate in societies where 
level of trust is higher , and punishments for opportunistic behavior aren’t so necessary(Table 1). Table 
1 presents empirical results of the impact of social capital on economic growth rate that rises from 0.04 
to 0.07 per cent for per additional unit of trust. This suggests that for each extra year of schooling may 
provide additional growth rate for an economy from 0.13 to 0.22 per cent through creating trust. These 
social capitals have also definite impact on income level as well as on economic growth. Thus, these 
empirical results support that social capital is a factor of production. 

And to the contrary according to the same hypothesis, it is harder to create large enterprises in close-
ly weaved societies based on family or ethnic relations. In this model the trust is considered as the 
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exogenous factor created under the influence of historical and cultural conditions and operating in 
support of collaboration, including civil activity and efficiency of the government. Similarly, intra firm 
communications and norms of interactions can promote team work, increase efficiency and quality, 
improve exchange of information and knowledge. Cooperation between workers and by the direction 
is considered as the major factor which has historically caused high competitiveness of the Japanese 
automobile companies. In the American companies each worker seeks to become better than others, 
to achieve individual success and therefore hides his knowledge from colleagues.

In Japan everyone seeks to share with everything he knows and is able i with colleagues because 
considers that the success can be reached only by team. Various types of social and organizational 
capital can correspond more or less to various phases of economic development (we will take into ac-
count the fact that in the 1990th years competitiveness of Japanese automotive industry decreased). 
The regional production systems which are based on local educational networks, potentially may 
be more flexible and dynamic, than the systems where the training process is concentrated at the 
separate enterprises. Striking example of influence of the social capital on labor productivity growth 
in the region is the Silicon Valley where on the basis of cooperation of businessmen and scientists the 
world famous center of advanced technologies was created. The success of this center was reached 
first of all due to formal and informal cooperation of all the companies, both production and re-
search, working in the region.

MACROECONOMIC BENEFITS

Unfortunately, the conducted researches aren’t enough to reveal and confirm unambiguously depen-
dence of intercountry distinctions in economic growth from scales of the social capital. The complexity 
is the accounting of the social capital for its heterogeneity, not readiness of uniform adequate indica-
tors at intercountry level.

To evaluate the effectiveness of investments inhuman capital is used Dzh.Mintsera’s standard equation 
of wage represented as follows: LnW = (0 + (1Univ + (2Tech + (3Sec + (4Exp + (5Exp2 + (6Ten + (7Ten2 
+ (, where the variables Univ, Tech, Sec mean years of schooling for different levels of education: higher, 
secondary and general secondary (In the case of the Soviet Union and the Russian Federation. Other 
countries used local counterparts). Variable EXP describes the experience of the worker in the labor 
market, as an answer to the question about the years of service. TEN – characteristics of return from the 
specific human capital or professional experience gained in the enterprise. Mincer’s equation makes it 
possible to formalize the calculation the value of returns from education, perceived by most of young 
people or their parents at the level of common sense. Like all other theories, the concept of human 
capital has a number of defects. First while counting, in most cases, are not considered all types of 
income received in non-traditional form. They simply can’t be technologically calculated and included 
in the comparison. From this follows and second defect - considering only quantitative but not qualita-
tive parameters of incomes. The third defect - limited information base makes impossible researches, 
that examine changes of income throughout the whole life cycle. (Table 2) Table 2 presents empirical 
results of the impact of social trust (capital) on income level. Social trust and human capital have posi-
tive impact on a country’s income level (Table 2). Empirical results suggest that for each extra one year 
of education the trust (index) improves 3.2 points (Table 3) and for each additional increment of social 
trust the level of income (real GDP) increases from $137 to $302 (International dollars at 1996 constant 
price). This suggests that for one year extra schooling might directly provide extra income $1848 and 
indirectly (through social capital, viz., trust) extra income from $438 to $966 and in aggregate extra 
income increase from $2286 to $2814. Economic growth rate increases with improvement of social 
capital (specifically social trust). Figure 2 shows, that in advanced countries the role of social capital in 
GDP is smaller than in developing countries like Armenia. 
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Because of the limited available statistical and analytical material, retrospective assessment of 
what happened in the interested us sphere of typical planning economy in the USSR and other so-
cialist countries, it is possible either on base of expert analysis, or by using this kind of economet-
ric calculations. While evaluating the study researches we have to remember about the specifics of 
the formation of income in planned economy: natural income and benefits, depending on status 
economic abilities had comparable, if not greater, importance than money income. Under the exist-
ing tariff schedules wage differences were not significant, far more important was the access to the 
benefits: free housing, being free for everybody it is different by quality and time of waiting 
to get it. The same is about health care, food distributors, rest homes, camps for children, etc. 
If a planned economy is characterized by low rates of impact (in terms of an additional year of educa-
tion: 3.1% in the USSR, 2.7% in Czechoslovakia), in the transition economies they are notably increased 
(6 - 8% in Russia), confirming the hypothesis that the liberalization of the economy and decentraliza-
tion of wage regulation contribute to the growth of private rates of return on investments in education. 
But with the development of a market economy a new experience is build, that is acquired in new con-
ditions environment and are often more valuable for an employer than vigor of youth. This is evidenced 
by comparison of the analysis RLMS: in 1995-96. income reached a peak for men aged 30-35 years, in 
1998, as we have said, he moved into a more senior age group 35-39(Table 4). Table 4 shows that in the 
countries of EU the group membership is not so high only 35%, and half of it is deviated. The highest 
level of education is in secondary school , working status is high among the employed. The highest 
levels in age groups are 26-35 and 36-45. 

CONCLUSION

So social capital is a broad term containing the social norms and networks that generate shared under-
standings, trust and reciprocity, which underpin co-operation and collective action for mutual benefits, 
and creates the base for economic prosperity. Social capital is accumulated when people interact in 
a purposeful manner with each other in formal and informal meeting places. These social activities 
increase with development of human capital that is generated in the schooling system. Educated in-
dividuals are interested in dialogue and conversation that enables people to build communities, to 
commit themselves to each other, and thereby to knit the social fabric. Thus social capital greases the 
wheels that allow nations to advance smoothly.

This paper tries to develop mechanism through which social capital forms and contributes to eco-
nomic growth in the endogenous growth framework. This study deals with development of social 
capital through human capital formation that is created from productive consumption. The predic-
tions of the model are examined empirically for a cross-section of countries. The empirical findings 
support our hypothesis that social capital has significant impact on the income level and economic 
growth rate. 
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Appendix

Table 1: Estimated Impact of Social Capital on Economic Growth rate.

Variables Growth rate per capita 

(1) (2) (3)

Intercept

Trust

Schooling (mean years)

Per capita GDP at 1990

2R
2R

Log likelihood function

No. of Observations

0.454
(0.9)

0.043***

(2.88)

0.1198

0.1054

-126.441

63

1.029
(1.58)

0.056***

(3.2)
0.145

(1.4)

0.1474

0.1190

-125.44

63

0.439
(0.61)

0.068***

(3.69)
0.028

(0.2)
-0.094*
(-1.78)

0.1910

0.1498

-123.787

63

Note: The figures in parentheses are t-values. ‘***’, ‘**’ and ‘*’ indicate the level of significance at 1%, 5% 
and 10%, respectively. 

Table 2: Estimated impact of Social Capital on Income level

Variables Income level (Per Capita GDP (‘000 PPP )at 1990)

(1) (2)

Intercept

Trust

Schooling

2R

2R

Log likelihood function

No. of Observations

1.0346
(0.62)

0.3023***
(6.25)

0.3902

0.3802

-201.136

63

6.2943***
(4.01)

0.1366***
(3.26)
1.8478***

(7.36)

0.6794

0.6687

-180.887

63

Note: The figures in parentheses are t-values. ‘***’, ‘**’ and ‘*’ indicate the level of significance at 1%, 5% 
and 10%, respectively.
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Table 3: Estimated Impacts of Schooling on Trust, Income and Economic growth rate

Variable Dependent Variables

Trust GDP Growth rate

Constant

t-value

Mean years of Schooling 

t-value

2R

2R

Loglikelihood function

No. of Observations (Countries)

8.918*

(1.92)

3.217***

(4.97)

0.2885

0.2768

-251.72

63

-5.076***

(-3.1)

2.287***

(10.03)

0.6227

0.6165

-186.015

63

1.525**

(2.25)

0.034

(0.36)

0.0021

0.0143

-130.395

63

Note: The figures in parentheses are t-values. ‘***’, ‘**’ and ‘*’ indicate the level of significance at 1%, 5% 
and 10%, respectively.
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Table 4: Social capital variables in the countries of EU
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Figure 1: Relative effect on black mortality

Figure 2: Social capitall effect in GDP
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RECOVERY AND GROWTH PROSPECTS OF THE GREEK ECONOMY

IN A PERIOD OF A GENERAL EUROPEAN CRISIS

Abstract

Since the unfolding of the financial and economic crisis in the United States, it was quite clear that this 
economic collapse had a severe impact on real economies and livelihoods, and soon begun to take on 
serious global dimensions . The financial crisis spread rapidly in developed countries and then around 
the world, with dramatic effects on the banking system and business. According to the International 
Monetary Fund, the crisis moved forcefully into the real economy, leading to recession and decline in 
employment.

Greece and most of European countries face severe and persistent problems in significantly and rapidly 
reducing large existing margins of slack, and in restoring their economies to growth paths similar to 
those that prevailed on average for the quarter century before the Great Recession.

Focusing on the case of Greece , the economic policies of the last three decades have brought country 
to the brink of bankruptcy. The reforms that implemented in other countries many years earlier, were 
postponed continuously in Greece. As a result, the country lagged far behind, with a non-productive 
public sector, an unfair and inefficient tax collection system, an unsustainable pension system, and a 
restrictive and inefficient regulatory economic framework, with a low and a continuously decreasing 
competitiveness. 

Nevertheless, this difficult time will enforce the whole ‘system’ to work efficiently, making sure to turn 
the threats arising from the global recession forces into opportunities, solve problems and eventually 
achieve excessive growth and quality product restructuring. In order to improve the performance of 
the real economy so as to ensure that real convergence or “catch-up” occurs quickly, it is necessary to 
implement a wide spectrum of reforms founded on the principles of competitiveness, productivity, ex-
troversion, investment stimulation and employment opportunities , which can contribute to increasing 
competitiveness and allow the country to regain lost ground.

The exit strategy from this economic recession in the years to come should primarily focus on ensuring 
the significant improvement of the economic climate in the country for the early recovery and develop-
ment of Greece.

This paper analyzes the recovery and growth prospects of the greek economy as well as the related 
policies that will be able to fuel country’s economic growth in the coming years.

Key words: growth prospects, tourism, shipping, agriculture, renewable energy.
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INTRODUCTION

Lately, the global community is facing a high-intensity economic crisis, which, although manifested 
initially in the United States with a focus on banking delinquencies and especially the inability to serve 
mortgage loans, soon took epidemic proportions. This economic collapse had a severe impact on the 
global economic and financial environment by introducing a massive amount of uncertainty about 
economic prospects and future fiscal and monetary policy, since most countries experienced a sudden 
downturn and a drying up of liquidity. According to the International Monetary Fund, the crisis moved 
forcefully into the real economy, leading to recession and decline in employment : public finances of 
most countries in the Economic and Monetary Union, are in a worse state today than at any time since 
the industrial revolution, except for wartime episodes and their immediate aftermaths. And the prob-
lems are not confined even to the Euro Area (EA), but extend to EU member states not in the EA, like the 
UK and Hungary, and to Japan and the USA. 

While the origins of this widespread loss of fiscal control are shared by most countries and can be traced 
to pro-cyclical fiscal policy during the boom periodpreceding the financial crisis that started in August 
2007, the fiscal cost of the financial rescue operations, the revenue losses caused by the recession and 
the discretionary fiscal measures taken to stimulate economic activity, the uniquely serious situation in 
Greece owes much to unique features of its economy, its political institutions and its policies.

BACKGROUND 

Greece joined the European Economic Monetary Union (EMU) and adopted the euro in 2001. The 
agreements that institutionalize the Union, in particular the Maastricht Treaty, set as guidelines that 
each member country limit its fiscal deficit to 3% and its public debt to 60% of GDP. The adoption of 
the Maastricht Treaty put pressure on greek goverments to follow difficult and often painful adjust-
ment policies so as to improve the convergence situation of the country.In turn, the implementation 
of prudent macroeconomic policies and a number of structural reforms paid off in rapid growth and 
high macroeconomic stability. GDP growth was particularly pronounced during the ten-year period 
1996-2005 when Greece achieved an average annual increase in GDP of 3.78%. As for public finances, 
the improvement was less remarkable. Nevertheless, the overall economic progress and the economy’s 
favourable prospects at the dawn of the new millennium facilitated the complete transition of the 
Greek economy to the fiscal phase of European Economic and monetary Union.

On the other hand, having achieved high rates of growth by the year 2008, Greece showed signs of 
recession in 2009 as a result of the global financial crisis, while the year 2010 and after the recession 
intensified considerably due to budgetary imbalances : In October 2009, following the Greek general 
election and change of government, Greece’s general government budget deficit was revealed by the 
new government to be 12.7 % of GDP rather than the 6.0 % reported by the old government, and the 
3.7 % promised to the European Commission at the beginning of 2009. In November 2009, Greece 
reported revised fiscal data that showed a fiscal deficit for that year of 13% of GDP, well above the 
previously reported figure of 8%, and a projected public debt level of 115% of GDP. And, while the 
finances of many sovereigns deteriorated strongly as a result of the recent crisis, Greece entered the 
downturn with a large underlying public deficit already. Greece’s budgetary problems owe much to 
high entitlement and agerelated spending, poor tax administration and a bloated public sector. These 
weaknesses are compounded by the growing uncompetitiveness of much of its industry, as measured 
for instance by relative normalized unit labor costs, by any other of a range of real exchange rate indi-
ces or by Greece’s poor showing in such surveys as the World Bank’s Doing Business 2010 or the World 
Economic Forum’s Global Competitiveness Report 2009-2010. This sharp deterioration in Greece’s fiscal 
picture raised concerns about the country’s ability to service its debt, worries that intensified as the 
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cost of financing government debt rose. Yields on Greece’s 10-year bonds more than doubled between 
January and May 2010. 

In response, Greece reached agreement with the International Monetary Fund, the European Com-
mission, and the European Central Bank on a focused program to stabilize its economy, become more 
competitive, and restore market confidence with the support of a €110 billion rescue package, includ-
ing €30 billion from the IMF and €80 billion from other euro zone countries. This assistance was condi-
tioned on implementation of austerity measures, with the goal of reducing the fiscal deficit-GDP ratio 
to 7.6% in 2011, 6.5% in 2012, and below 3% by 2014. Nonetheless, yields on Greek 10-year sovereign 
bonds stabilized around 10%, only two percentage points below their May 7 peak.

On 14 March 2012, euro area finance ministers approved financing of the Second Economic Adjust-
ment Programme for Greece. The euro area Member States and the IMF committed the undisbursed 
amounts of the first programme (Greek Loan Facility) plus an additional €130 billion for the years 2012-
14. Whereas the financing of the first programme was based on bilateral loans, it was agreed that - on 
the side of euro area Member States - the second programme would be financed by the European 
Financial Stability Facility, which had been fully operational since August 2010.

The saga of the Greek public finances continues. But this time, Greece is not the only country that suf-
fers from doubts about the sustainability of its fiscal position. Quite the contrary, crisis that started in 
Greece culminated into a crisis of the Eurozone as a whole. The international community is facing its 
greatest economic crisis since the post war period. Inflation rate of Eurozone has doubled, high prices 
turned into a major social problem for all countries, unemployment is threatening seriously most so-
cieties. Growth rates of the EU dropped in half, crisis has reached the heart of Europe and financial 
institutions are decaying. 

THE ROOTS OF THE FISCAL UNSUSTAINABILITY PROBLEMS IN EMU AND GREECE 

The fiscal unsustainability problems in most advanced economies share common root,s since crises 
initiated by the simultaneous presence of the following factors: 

First, the deep economic recession that began in the U.S. as a financial crisis in 2007, and led to a •	
global recession that now threatens many heavily indebted European countries. 
Strongly pro-cyclical behaviour by the fiscal authorities during the boom period between the •	
bursting of the tech bubble at the end of 2000 and the onset of the financial crisis of the North 
Atlantic region in August 2007. 
The bubble in real estate prices in many parts of the U.S., which facilitated the over-consumption, •	
resulting in overheating of the economy and raising a current account deficit, as often happens in 
similar crises.
The direct fiscal costs of the financial crisis, that is, the bailouts and other budgetary rescue mea-•	
sures directed at propping up the financial system, starting with the collapse of Northern Rock in 
September 2007, and expanding massively with the rescue of Fannie and Freddie by the Federal 
government on September 7, 2008, the Lehman Brothers insolvency on September 15, 2008, and 
the last minute rescue by the Federal government and the Fed of AIG and its counterparties in a 
number of interventions that started on September 16, 2008. 
The transfer of risk from banks’ balance sheets to public and investors through securitisations, •	
many of whom were unaware of the level of risk and susceptible to high yields. Such a transfer of 
risk allowed banks to lend fearlessly to non creditworthy borrowers and then obtain liquidity for 
additional lending without the need to find new depositors.
The rapid spread of high risk domestic loans , from 9% of total housing in 2003 to 24% in 2007, that •	
is to say a wild credit extension in household types that under normal circumstances should not 
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have been loaned. Banks provided loans with only guarantee the expected increase in the price 
of housing, while accommodated households with attractive and low interest rates in the early 
years, which afterwards were about to be adjusted. Many times banks were willing to pay loans of 
trouble repaying households by another bank.

Together, these developments caused an unprecedented peacetime deterioration in the public financ-
es of most advanced countries.

While the finances of many sovereigns deteriorated strongly as a result of the recent crisis, Greece en-
tered the downturn with a large underlying public deficit already. That is to say, that the causes of the 
Greek crisis must be identified in additional country-specific factors of fiscal troubles: 

Drastic reduction policies of tax revenues adopted by the Greek government before crisis for over •	
a decade.
The neoliberal strategy of the European Union, which not only excluded the direct lending from •	
the European Central Bank so as to support the euro zone public finances, but also obliged the 
governments to raise loans only from commercial banks and large financial markets, resulting in 
soaring interest rates in times of crisis. 
Thus the persistence of Greek government to neoliberal strategy•	

When financial markets withdrew their confidence in the Greek economy, the interest rates of public 
lending soared to unsustainable heights. In February 2010 the European Commission decided to offer 
a loan package support to the Greek government with the involvement of the International Monetary 
Fund (IMF), provided that the country would follow a rigorous program of reduction of the public ex-
penditure. The government focused on reducing public spending salaries, as well as the welfare state, 
while increasing income mainly from indirect taxes. The conditions regarding other sources of income 
or expenditure remained the same. On 23 April 2010, the Greek government requested the activation 
of credit support from the EU and IMF, while launching “shrink the state” policies regarding the insur-
ance system, pensions and local government.

The very existence of the euro, which before the crisis, facilitated resources transfers to countries •	
that grow faster. Those capital inflows preserved the balance of payments in a stable condition, 
that is to say they allowed Greece and other European countries to keep a significant deficit in the 
balance of payments on current account before economical recession. With the outbreak of the 
crisis this possibility disappeared since capital inflows experienced a great reduction.
Finally, during 1996-2008, Greece achieved a high growth of real GDP in the order of 61.0%, Spain •	
of 56.0% and Ireland of 124.1%, by contrast with the most developed European countries. The cor-
responding percentage for Germany was 19.5%, for Italy 17.8% and for France 30.8%. Countries 
which exhibited higher growth rates, basically ended with significant current account deficits.Ac-
cording to NSS, the first quarter of 2009 70,000 jobs were lost, and despite the 28 billion given to 
the banks, liquidity is not spent on business. Sealed checks have exceeded in 1.7 billion.

It has become quite obvious that the flawed economic and growth model of the past, needs to be 
replaced by a drastical pattern of development and a sense of purpose.A top-to-bottom examination 
of the Greek economy shows that the effective management of the current crisis and the best oppor-
tunities for growth , would most likely occur in sectors where output can be enhanced by measures 
to maximize competitiveness, productivity and extroversion, and as a result to confront successfully 
the increasing trend of inequality and the squalid conditions of social protection and health.Greece 
possesses major sectors, which though they are not yet sizeable, nonetheless offer the possibility of 
significant future growth.
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MAjOR SECTORS 

Tourism

Tourism sector is one of the most important pillars of development of greek economy because of its 
geographical position, its climate superiority and its worldwide enormous historical and cultural in-
heritage .The great contribution of tourism sector in state revenues is a fact, since its direct and indirect 
contribution in country’s GDP stands at 16.5%. In addition, employees involved directly and indirectly 
in Greece’s tourism, are amounted to 18.4% of the total workforce.

In the aftermath of the global financial crisis in 2008, Greece is passing through an economic and social 
crisis without precedent, in the vortex of which, tourism sector is severely affected. The problem is de-
tected in reducing number of foreign tourists, as well as the fact that the march of events has affected 
the sustainability of many businesses connected to tourism sector. The national coiling around the 
most important economic pillar needs to be strengthed.

Trade policy should seek to qualitative improvement of ‘sun and sea’ product so as to increase levels of 
tourism competitiveness. Accorrding to the announcement of the European Comission in 18.04.2012 
regarding the growth for Greece, it is important to draw an immediate development strategy so as to 
improve country’s position as a profitable destination of high quality, since tourist season focuses only 
on summer months, while tourists visiting Greece spend less money than those who visit competing 
destinations. Desertification of tourist products , improvement of service quality in order to attract 
tourists from higher income families as well as the extension of tourist season, should be one of the 
main growth engines in tourism sector, which can be developed by the following ways: 

Increase in tourism demand: undertaken goals focus on an extension of the tourist season, provid-•	
ing potentialities to make holidays, while increasing the number of tourists in social tourism initia-
tive ‘Calypso’ and ’50.000’ tourists, introducing multi-channel platforms for a distinctive pre-visit 
experience (e.g ‘Visit Greece’ portal), creating a portal to attract tourists outside the EU as well.
Awareness-raising and promotion of destinations. Key actions including the Eden initiative for •	
sustainable tourism development of small emerging destinations, thematic cultural travelling (eg 
olive roads ) and motivation campaign for bicycle tourism.
Creation of an exchanging platform of best practices, such as the Advisory Committee on Tourism •	
(is a forum for representatives of EU Member States, which could benefit Greece
Easy access and transportation : Greece needs to promote actively better connectivity with emerg-•	
ing and long-haul markets by attracting more direct flights from these source markets, as well as 
lowering entry barriers (facilitating Visa processes) and airport charges.
Revamp tourism zoning and planning legislation , and lift excessive restrictions: facilitate the de-•	
velopment of quality accommodation, such as vacation homes, and enable the productive utiliza-
tion of existing dormant tourists assets.

According to the Development Strategy of Greek tourism, growth parameters should relate to protection 
and promotion of values, lifestyle and heritage of the Greek civilisation, as well as respect and exploitation 
of country’s natural resources, while providing an authentic experience of high quality to foreign visitors.

CROSS SECTORAL APPROACH- CO-OPERATION-ALTERNATIVE TOURISM

Growth model is defined by the role of tourism in country’s general economic policy, and is strongly 
affected by the type and degree of co-operation with the remaining sectors. The current portfolio of 
Greek tourism includes the following products : “sun and sea”, nautical / trekking / cultural / conference 
tourism, ecotourism, wellness tourism and city break. The final product is equal to the sum of the pri-
mary product plus added value.
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The primary product in Greece is excellent (sun, sea, beaches, natural beauty, climate, cultural heri-
tage). Although, added value is sometimes negative ( inadequate infrastructure, bad service, down-
grading environment) and results in average final product which is often overpriced and therefore 
uncompetitive.

Firstly, it is important that the product ‘sun and sea’ will be preserved by upgrading its quality and by 
continuous improvement between price and quality. The traditional approach to this matter involves 
diversification of existing product with other kinds of tourism. On the other hand, the new philosophy 
suggests that new products should arise as a result of intersectoral cooperations.This approach intends 
to create demand through products/services of other sectors/industries.

According to the study of SETE-2020 Greek Tourism <<Proposal for the new development model>> 
the sectors with which synergy and co-operation could yield new tourism products are athletics, gas-
tronomy, culture and medical services.

1. Athletics

The approach to athletics as a branch/product of tourism including athletic events (for travelers with 
basic motive to attend them), recreation sports ( for travelers whose main motive is to exercise in orga-
nized sport facilities or in the field), and training programs (for groups or individual athletes who travel 
in a place in order to practice).

Since a destination invests in a broad range of sports products, it enjoys the benefits that arise from 
the demand for tourism services, (such as money spent on travel, accommodation, food, shopping and 
tour expenses) and the significant growth of revenues as well. In addition, major events well reported 
in the international media result in regional reputation with long term benefits.

Greek tourism fulfils all requirements for a successful integration to sport portfolio since it has a long 
athletic tradition (Olympics, running marathon, ancient stadiums).Thus, Greece possesses all the com-
ponents required for the connection between tourism and sports ,such as infrastructure, know-how 
and manpower, while the climate and the particular morphology of Greece make it a suitable environ-
ment for practicing numerous sports. Specifically, three categories of products are proposed:

Products for which Greece has an historical tradition such as wrestling and marathon.•	
 Products for which country has a strong brand name such as basketball and water polo.•	
Products for which Greece owns powerful natural and artificial resources such as water sports •	
(swimming, sailing, diving), air sports (paragliding), mountain bike, climbing etc.

Finally, it should be mentioned that some sports attract tourists of high income classes, who choose 
high standard accommodation, spend enough money, and are considered as a particularly profitable 
target.

2. Gastronomy 

Gastronomy as a tourist product includes a mix of products, services and activities that highlight the 
traditional products, dishes, the uniqueness and the tradition of a place, so as to offer visitors a com-
plete travel-gastronomic experience. The benefits of gastronomy spread to a wider range of economic 
activities. Great food represents an important source of satisfaction for each tourist, while motivat-
ing a higher tourist spending. Lately, the increasing number of tourists who are more involved with 
food and drink has the potential to exploit this trend. Recent SETE research showed that Greek cuisine 
has gained ground abroad, thanks to its special character. Examples coming from Santorini and Crete, 
proved that involvement with gastronomy yields, should be followed by other regions as well.
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3. Culture

Culture as a tourist product including activities related to cultural heritage, modern arts, lifestyle items 
and creative industries. Unfortunately, nowadays, Greece is not demonstrating its modern civilization. 
The challenge-proposal arising from this matter is to maximize the intensity of the cultural experience 
of visitors, since it will enrich and diversify significantly the tourist offer in the country.

Actions proposed to this direction are : the proper notifying of operating hours of archaeological sites 
that are open to public, the possession of historical knowledge by employees, the existence of informa-
tion material and web support of equivalent quality to the monuments importance. Despite the fact 
that the market of cultural tourism is particularly attractive and constitutes the second largest market 
in European level after the ‘sun and sea’ market, Greek culture has a low market share. However, this 
can be emerged into a competitive advantage. Greece is famous for its art, philosophers, history and 
vast cultural heritage around the world (ancient theaters, stadiums, temples, organizing festivals and 
performances at the ancient theatre of Epidaurus or Herod Atticus theatre) and with the appropriate 
actions Greek tourism can spread its uniqueness to the whole world.

4. Education

Education -as a field of interest for the tourist economy- includes training-educational activities by 
institutions and private sector. Given the specific procedure required for the education system, it is 
proposed that the connection between tourism and education will start with a series of courses-spe-
cific seminars, addressed to tourists, concerning sectors in which Greece has an excellent performance, 
such as shipping, philosophy, theatre ( eg theatre seminars in Epidaurus and philosophy in Athens).

5. Medical services

Medical services can be a major source of demand for tourist services. People who travel with the sole 
motive of health reasons without being interested in making use of wellness services, are considered 
as tourists-patients. Investments in healthcare industry can prove beneficial for tourism, since both 
patients and their attendants create demand for tourism services. In addition, patients won’t hesitate 
to spend much money for their health. Trends show that there is a dynamic in demand for health ser-
vices, while it is estimated that 10% of European patients seek for treatment outside their country. It is 
also noted that neighboring countries such as Turkey, Egypt, Croatia and Cyprus are strongly activated 
in attracting travelers’ health. Nowadays, such medical services are provided in Athens, Thessaloniki, 
Rhodes, Crete and Corfu. It is proposed, in particular to hoteliers– given the oversupply/abundance of 
beds- either to shape a part of their hotels so as to accept tourists-patients, or create a specialized unit 
providing medical services and accommodation.

6. Wintering- Residence

Wintering as a tourist product regards that part of visitors who are interested in living for a great 
deal of time in a destination other than their place of residence and which by inference has better 
climatic conditions. Specifically it refers to those who want to buy houses and live in Greece either 
throughout a year, or a period of it. In order to cover this need, it is proposed to create tourist resi-
dences as an integral part of larger tourist complexes, so as to make effective use of tourist demand. 
This development should be gentle, controlled, of high standards and adding value, and be directed 
towards attracting tourists of a wealthy income class. It is estimated that more than 1 million Europe-
ans regard Greece as a candidate destination of second house, so it is quite obvious that wintering 
is a very attractive market.
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7. Transport Networks

McKinsey’s report ‘ Designing the new Greek growth model and strategy’ mentions that the con-
nectivity to emerging and distant markets is limited ,while the specific entry points –and especially 
Athens – are very expensive for the air carriers. For that reason, it is proposed to facilitate the pos-
sibility of visits and transport through the active promotion of a better connectivity with emerging 
and distant markets of the US ,Russia and China, so as to attract more direct flights from these market 
sources by the reduction of entry barriers (eg by facilitating procedures of Schengen Visa ) and air-
port charges. Moreover, it is proposed that capacity, connectivity and quality/cost offering for island 
transportation should be upgraded, development of 2-3 local hubs (eg Cyclades, Dodecanese, Ionian 
islands) should be promoted , as well as is recommended the review of prices concerning access 
points such as ports and airports. The suggestion that Greece should create additional connection 
points with emerging and more distant markets through direct flights, and the lifting or review of 
procedures so as to provide an entry permission (facility under Schengen) presented at the confer-
ence “Tourism & Development ‘ as well.

Tourism investments along with consumption of tourism products, create job opportunities in a variety 
of activities which supply tourism businesses and visitors with products and services (eg construction 
of hotel units, agricultural production, telecommunications, wholesale/retail trade). 

The challenge for economic policy is reflected in recognition of tourism opportunities in order to raise 
and exploit employment rates. The state has to obtain the terms, conditions and circumstances for the 
proper function of the labor market of tourist economy, which must include quantitative and qualita-
tive adequacy of human resources in connection with demand for employment.

The need for flexibility in labor market should be a matter of priority since demand is characterized 
by seasonality and periodicity. However we must admit that any flexibility of the greek market is also 
a result of black economy and illegal employment of economic immigrants as well. Their acceptance 
and embodiment as well as their education and training should be a primary obligation of the state. 
Moreover, employment policy should broaden the measure of employment subsidy. In an effort to 
create demand, cost factor is of high importance, since the reduction of the operation costs of tourism 
enterprises support the creation of demand and employment. In the same framework, the reduction of 
non-wage labor cost should be confronted by rationalization of the labor cost while reducing employ-
ers contributions. It is noted that the cost of social security in Greece is 22.4% of total labor costs, versus 
20.9% of the overall EU average.

POLICY PROPOSALS FOR THE GROWTH OF MARITIME SECTOR

Shipping is an industry with unlimited potential and enormous national extensions, that contributes to 
the development of the global economy, in which Greece plays an international key role. Preservation 
and strengthening of Greek shipping and its vested key role worldwide, should be an absolute priority. 
In current critical circumstances of extreme crisis which affected the shipping industry, Greece has to 
develop its maritime sector and extend its impact on national economy, in terms of employment, in-
vestment and competitiveness through joint policy proposals, that have been presented to the public 
by all stakeholders.

Ports promote a more sustainable approach to development, since their favor sea over saturated and 
polluting land transport, ensure combined transport of passengers and goods, contribute to the in-
crease of employment and business activity ,serve the needs of local communities which host them 
and the needs of wider regions as well, and in general they constitute o pole of life and development. 
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Moreover, Greek maritime transports, which over the years serve the needs for nutrition, energy and 
raw materials, continue to have a strategic role in the transport chain of continuous increasing trade 
demands.

Nowadays, Greek merchant shipping is facing serious internal problems , such as lack of funding sourc-
es due to financial crunch, massive decline in the value of ships, significant fluctuations in fuel prices, 
and a sharp drop in freight rates. Moreover, the daily operation of Greek ships is facing a variety of 
problems such as piracy, geopolitical conflicts – which lead to trade sanctions against countries having 
a great importance in global trade - , as well as the need to comply with regional laws of environmental 
or commercial nature which are not compatible with the international maritime character. In this harsh 
economic environment , Greek maritime is challenged to face a number of barriers with the following 
policy proposals: 

Port policy: quality and efficiency of port infrastructure, maritime services and connections, rede-•	
sign of ferry network and actions for development of the Greek islands.
Trade maritime policy: enhancing national strategy and reconstitution of YEN , preservation and •	
development of maritime clusters, emphasis on human resources, maritime education and train-
ing through upgrading of AEN .
Marine tourism: highlighting tourist activities regarding cruise and yachting as main products of •	
the marine tourism with regulated market features.

The above policy recommendations require an effective public administration and a removal of bu-
reaucratic barriers regarding investments and businesses, so as to be successfully implemented and 
make a great leap of development. This observation concerns in particular the cruise industry, which 
can offer multiple benefits in Greek ports, making them the centre of rambles and sightseeing through 
appropriate investments on behalf of cruise line companies.

PROSPECTS FOR AGRICULTURAL PRODUCTIVITY AND GROWTH

 Agriculture has been historically important to Greece, accounting for approximately13% of em-
ployment (approximately 500.000 individuals) while being one of the largest contributors to the 
country’s economic output. The sector’s importance becomes more evident when considering its 
additional effects on sustainable rural and environmental development, and its impact on other sec-
tors such as food manufacturing. The overall sector which concludes crops, livestock and fishing, is 
characterized by low productivity. Based on Eurostat pre-crisis GVA per person was 44& below EU-15 
(€ 17.200 versus € 30.900 for the EU average). Between 200-2008, labor costs have almost doubled, 
suggesting a further relative loss of competitiveness: in the same period, the increase in Germany 
,Italy and France was 3%, 23% and 38% -respectively. Greece’s penetration of core European markets 
is very low, ( 2% share versus Italy and Spain at approximately 10% and 13 % respectively) and the 
country lacks a holistic and focused product and export strategy. Labor input and land productivity 
lags behind most south European peers, besides its fragmented production in sub-scale for interna-
tional competitiveness. In Greece Agricultural units are on average almost 5 times smaller compared 
to EU-15 levels. Greek government should set agricultural development at the forefront of policies 
which may contribute to a decisive national effort to exit the crisis. Therefore, not only there is the 
need to introduce measures of restoration of the agricultural sector, but also to provide for a long 
term national strategy, which will negotiate the reforms of the Common Agricultural Policy and will 
apply the future regulatory framework as well. The negotiated CAP reform constitutes a first class 
opportunity for Greece to abandon the logic of cyclical micro-management of the EU funds, in favor 
of the use of the European regulatory and financial framework, so as to serve the national strategy 
targets in the field of agriculture. In particular, to address these issues and further develop the agri-
culture sector it is proposed: 
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Better targeting and support of effectiveness for ‘active’ ,young farmers, strategic agricultural sec-•	
tors, agricultural activities in disadvantaged areas.
Strengthening of producer organizations , with recognition extending possibilities of producer •	
organizations, associations of producer organizations and interprofessional organizations across 
most sectors of the single CAP, as well as the negotiating position of producers in the food supply 
chain through the regulation of contractual relations , as currently attempted in the dairy sector.
Training of farmers, and their support through advisory services.•	
Promotion of horizontal and vertical cooperation between supply chain factors and local mar-•	
kets.
Strengthening markets of organic products and quality systems of agricultural and food prod-•	
ucts.
Supporting research and innovation, and interfacing with the practice application in agriculture •	
(„European Innovation Partnership“)
Economically and environmentally sustainable agricultural activities (beneficial agricultural prac-•	
tices for climate and environment, agricultural activities in the areas of Natura 2000 Network, and 
in areas of high natural value, etc.)
Effective use of tools of markets regulation and risks management , security of production and sta-•	
bilization of agricultural income (innovative tool to provide compensation in a case of a reduction 
of income above a certain percentage).
Differentiating and focusing Greece’s product and market strategy and tailoring their production •	
and commercial strategies to their fundamentals. In addition Greece should focus on developing 
a dedicated in ‘niche’ categories such as mastiha, safran, asparagus etc
Improving competitiveness through scale productivity and quality. This involves revisiting arable •	
land allocation to products, potentially utilizing publicly-owned land (e.g with long term leasing) 
to increase scale and introducing modern methods to boost land productivity, while providing 
relevant incentives that are output and result based (e.g proven capacity and production, invest-
ments in modern methods).The launch of a new standardization and certification mechanism for 
agricultural products and methods (including biological farming) would also be critical.
Securing international market access and presence. This involves establishing the ‘Greek foods •	
company’ to coordinate, establish and manage distribution networks abroad, while launching an 
aggressive Greek agricultural products campaign.
Revamping capabilities. This involves establishing an Agriculture University degree focusing on •	
both business and practical agricultural aspects, as well as creating an ‘Agricultural Development 
Institute’ to disseminate and promote know-how and innovation to agricultural units and coop-
eratives. Finally, introducing incentives for new farmers focused on scale and exports oriented 
farming, so as to rejuvenate the labor force and create additional employment opportunities.

By 2021, the annual incremental GVA could be € 4.5 billion (direct and indirect), employment could in-
crease by approximately 140.000 jobs and trade balance could improve by approximately €2.7 billion.

GREEN DEVELOPMENT AND RENEWABLE ENERGY SOURCES.

Green development constitutes a choice of high added value which can contribute to Greece’s exit 
from the crisis, as well as to create the opening of a new long-term cycle of growth and prosperity. In 
order to achieve this goal it is necessary to create a specific framework which will favor the green en-
trepreneurship and also include strict rules for the protection of the environment. Renewable Energy 
sources can be a key factor for the country’s economic recovery. Unfortunately, bureaucratic obstacles 
and lack of interest on behalf of the state have created huge obstacles in this direction.
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Government should create a support and funding framework so as to urge the development of renew-
able energy. Moreover, licensing system should be more flexible, in order to promote strengthening of 
an entire industry, which will become more competitive by boosting the economy and creating new 
jobs. At the same time, it is necessary to create synergies with other sectors such as infrastructure and 
agriculture. There are specific recommendations relating to both environmental protection and the use 
of it to boost the economy and growth, which are summarized below:

Direct promotion of the exploitation of Greek mineral resources, including also underwater min-•	
eral resources, through international competitions which will assure the licence agreements for 
exploration and exploitation of potential mineral deposits. In addition, accomplishment of proce-
dures concerning the determination of the Exclusive Economic Zones of the country and modern-
ization of legislation on mineral wealth.
Direct promotion of energy investments as a part of a fully liberalized and competitive energy •	
market –focusing on those that are cost effective- after taking into consideration the compliance 
with the European legislation on emissions.
Facilitate investments based on indigenous sources such as wind, solar energy, lignite, geothermal •	
and biomass, and their promotion according to their economic performance and the latest inter-
national financial and technological developments.
Emphasis on electronic interface between islands and mainland, and creation of factories produc-•	
ing photovoltaic panels and windmills.
New land and urban planning, combining environmental protection with development, and the •	
facilitation of urban planning ( urban and industrial-industrial areas etc) with organised structure.
Mapping of land , in order to introduce a forest policy so as to identify double space of the future •	
forest, with programs of growing trees, with biomass exploitation and release of soils which are not 
susceptible of reforestation. Forests are a source of life, 200.000 acres of reforestation annually.

A policy of open horizons can help the Greek economy to exit the economic crisis ,since it can contrib-
ute to the creation of jobs and new business activities.

CONCLUSION 

To conclude, the sectors related to Greece’s natural resources are definitely an effective tool in achiev-
ing the economic recovery and the goals of financial growth and development . Nevertheless, the pol-
icy proposals mentioned above, require an effective public administration along with the elimination 
of bureaucratic barriers upon investments and businesses, as well as structural reforms to increase 
productivity and improve public finances’ quality, in order to be successfully implemented. Economy 
is not an isolated case. It is connected with politics, with human nature and with what is considered 
proper behaviour.

The only good thing about the current economic situation in Greece is that there is much room for 
improvement. In the coming years, the main priorities of Greek economic policy should be directed 
towards enhancing productivity and achieving a sustainable path of economic development.

Finally, there are clearly growth opportunities in other sectors and sub-sectors of the Greek economy 
that haven’t been covered by the scope of this study. However, these opportunities along with the 
proposals mentioned above, should share common starting points, such as the need for radical so-
cial and political reforms, and the transparency in decision-making processes, that would allow the 
country to regain lost ground. Achieving growth constitutes a difficult endeavor and not an a obvi-
ous one. 
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BANK INNOVATIONS IN RUSSIA: TRENDS OF DEVELOPMENT AND

POSSIBILITIES OF FOREIGN PRACTICE ADAPTATION INTRODUCTION

FINANCIAL MARKET INNOVATIONS

Topicality of the essay is determined by the need to create conditions to develop the domestic banking 
sector and a range of services, as well as methods for their provision on the basis of analysis and adap-
tation of international experience with the existing economic and social characteristics of the banking 
sector and the needs of clients.

In Russia, as of January 1, 2013 there are 956 registered credit institutions, 42% of which are small and me-
dium banks. This fact increases the competition between them. That is why it is necessary for the credit 
institutions to develop and improve their operations constantly. In addition the range of services banks 
can not fully meet the needs of the client. All these facts make the introduction of new services and, con-
sequently, the development of the methods of their introduction necessary. Thus, the domestic credit in-
stitutions and the banking system as a whole are motivated to intensify the use of banking innovation.

Among the vast range of innovations there are innovations introduced both by the government and 
by the banks themselves. Improving the quality and range of banking services to individuals and busi-
nesses is one of the priorities of the „Banking Sector Development Strategy of the Russian Federation 
for the period up to 2015.“

One of the tasks of the state currently developing the domestic financial market is to create the condi-
tions for the majority of the population to have access to bank products. Within the frame of this task it 
is advisable to create a Post Bank in Russia.

Due to the homogeneity of the target customer segment, and therefore the stability and predictability 
of consumption, this type of bank will be better able to duplicate services and manage their sales and in-
crease liquidity. It should be mentioned that the postal and banking facilities are generally characterized 
by the greatest stability, a high degree of sedimentation (saving accounts) balances and low turnover.

It must noted, that the postal and banking facilities are generally characterized by the greatest stability, 
a high degree of preservation of account balances and low turnover. This is due to the homogeneity of 
the expressed target customer segment, and therefore the stability and predictability of consumption, 
which allows to replicate services more efficiently, manage their sales and increase liquidity.

While creating the Post Bank the extent of the costs of operating the integration of bank and mail should be 
assessed. It requires complete retooling most of post offices, training and recruitment of new staff, the costs 
for security, etc. Therefore each branch must be provided with workstations, communication channels, office 
equipment and specialized banking equipment. However, one should consider the fact that in addition to 
the money to be obtained from Postal Bank’s future shareholders, The Russian Post receives the Federal Pro-
gram Funds for modernization (50 billion rubles up to 20131). Recruiting of new employees will contribute to 
the reduction of unemployment in the country, which is also important and will have an economic effect.
1 Gladunov O. Russian Post came up with a way to gain. Internet Resource: http://svpressa.ru/economy/article/25084



322

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

The next step is to lift the ban on issuing shares of The Post of Russia. In this way the company will be 
able to attract investors, and, in addition, being a joint stock company the Post of Russia will enter into 
the share capital of the Postal Bank. In our view the stalling this process prevents potential partner 
banks form participation in this project. However, the „Post of Russia“ will lose subsidies from the fed-
eral budget for the reimbursement of loss-making activities.

Transformation of Postal Bank in the exclusive deliverer of pensions and empowerment to grant micro-
credits to the poor strata of the population those not having direct access to them in the region will 
create the initial customer base. 

The advantage that Post Bank will receive from the mail is payments for of utility bills. Payment through 
the commercial banks has not become popular in some regions. For example, it is possible to register 
an email address. This is a service for which, as for an ordinary letter, the sender pays, for example, pay-
ments centre of the housing and communal services.

Organization of the process of providing postal and banking services is as follows: the Bank is a service 
provider; the Post of Russia is a seller. The Post of Russia performs the functions of the front-office - the 
work with the client; and the bank performs the functions of back-office - keeping operations account-
ing. The Post of Russia receives their commission stipulated solid fare for each received and sent request. 
Consequently it does not mean that if the Russian Post gets its own bank it will become a monopolist. In 
prove the controversy of this position, the experience of Deutsche Postbank (Germany) is indicative. 

Thus, the priority of the strategic development of the postal banking business should be:
active territorial expansion;•	
massive sales;•	
retain competitive advantages in the long term.•	

Another important innovation is the decision to introduce a Universal Smart Card. The chip of the card should 
carry all the information about the owner and it will be possible to pay in stores with it as with a regular 
credit card. Since the 1st of September 2010 a pilot project for introduction of universal electronic cards has 
initiated in three Russian regions. The introduction of universal electronic card will improve the accessibility 
for products and services as well as the level of financial literacy in the use of banking services. However, the 
existing ATM network of Savings Bank, Bank Uralsib and Ak Bars Bank is not sufficient for the project.

While implementing this project, the international experience with a focus on Russian peculiarities 
should be considered. 

The following suggestions are to be entered:
Universal cards should be accepted by all ATMs located in Russia, it does not only require mass pro-1. 
duction of the cards, but it should be ensured that the majority of Russian banks to be connected to 
the system. Being created on the basis of Communication-bank the Postbank is the best suited for 
the organization of such a big project: the availability of a wide network of offices, a recognizable 
brand, and the ability to create and establish the processing structure and operator functions.
The presence of only three elements of a Universal card will narrow the choices available for po-2. 
tential cardholders; therefore the regional banks which meet capital adequacy requirements and 
have a positive history in the interbank market are to be involved in the project. 
It is necessary that in Russia for all transactions committed in the framework of the National Pay-3. 
ment System, there was no commission. This measure should encourage the development of 
settlements in the frame of the National Payment System.
The structure of the card should be easy to grow and should be capable of accepting new features. 4. 
Starting from the most in-demand services with the possibility to add other services
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The combination of the introduction of the postal and banking servicing and a universal electronic 
card on a national scale will increase the synergy of these innovations.

In addition to the innovations supported by state on the level, there have been innovations imposed by 
the banks themselves. A bracelet instead of a wallet, a plastic card with a display and PC functions, the 
retina of the eye instead of a PIN code remind a set of spy. But these are the technologies that are used 
by foreign banks. It is quite possible that most of them will win the Russian consumers in the foreseeable 
future and. Further we will consider the innovations that are believed to be implemented in Russia.

The first innovation to be considered is a bracelet wallet. Lion share of the western segment of the in-
novation accounts for credit cards and internet banking. One of the most innovative American banks 
US Bank offered consumers an electronic wallet (e-wallet). Unconventional wallet is a bracelet, e-filling 
of which, on the one hand, is an access to medical information of the owner, on the other – it is pos-
sible pay with it for goods and services. Bracelet is created together with the MasterCard and allows 
you to make payments using technology Radio Frequency Identification (RFID). Chip mounted in it, is 
attached to a special card account to which the user can deposit some money through online banking. 
The chip also provides access to cloud storage with medical information about the user, the access 
to which, if necessary, emergency services can obtained using the code printed on the bracelet. The 
bracelet costs about $ 40, the price includes one year contract for the use of cloud services to store 
contact information and medical information.

This wallet can be a major help for universal electronic card. First, the electronic chip does not contain 
complete information about its owner, eliminating the collection, processing and accounting of all 
personal data and privacy of sensitive information. Second, it is convenient to carry and what is more 
important, bracelet wallet is harder to lose than the universal electronic card.

The second innovation is a super smart card. Currently it is mostly used in an advanced Asian market, 
but it may well soon come to Russia. The super smart card Toshiba used in the Visa system combines 
credit, debit and prepaid cards, as well as a number of additional functions: a clock, a calculator, a calen-
dar, a currency conversion, a notebook. The super smart card has a small screen to use these functions, 
and a keypad to entry data. If banks are trying to reduce all customer services to the so-called „one 
window” scheme, the technical tools tend to “all in one device” scheme, and the Russian consumers 
may like the idea of super smart card.

The experts admit that foreign bankers on a number of well-known reasons for us to have a more fertile 
ground for innovative solutions than their Russian counterparts. In Russia, most banking innovations are 
imposed by the authorities to a consumer who is not always ready for them. For example, nowadays the 
system of contactless payments is considered the most promising technology in the world short-range 
radio communication NFC as a platform for payments is developing in Russia with humble pace. All run-
ning projects, mainly related to the cost of travel in public transport, have not become widespread.

To introduce the new technologies to the Russian market more active a lot has to be changed. First of 
all it concerns the level of financial literacy of the population, as even the distribution of classical bank-
ing services in the regions leaves much to be desired. Cash payments are still dominating in the Russian 
market. And given the fact that the cards have become widespread only recently, and most of them are 
used mainly to withdraw salary, it is too early to talk about the technology of contactless payments and 
other more complex solutions. 

To develop these technologies in Russia first it should be solved issues about the infrastructure of their 
use. But the banking community also raises questions about the feasibility of introducing these tech-
nologies in the Russian market right now.
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PORTFOLIO INSURANCE STRATEGIES: OBPI VERSUS CPPI

Abstract

The aim of this paper is to provide an ample framework for making a comparison between the differ-
ent alternative portfolio insurance methods in realistic contexts: the Option Based Portfolio Insurance 
(OBPI) and the Constant Proportion Portfolio Insurance (CPPI). Thus, our results add generality to former 
findings which compare option based and constant proportionality portfolio insurance strategies. 

In the first part we study fundamental characteristics of these two procedures and make a comparison 
between them using different criteria. We confirm that the OBPI strategy can be examined as a sort of 
CPPI where the multiple is allowed to be modified. In a second section, we examine more deeply both 
strategy’s dynamic properties. We focus on the dynamics management involved by these two strate-
gies. Our results prove the superiority of CPPI over OBPI in all cases.

Keywords: Portfolio Insurance, OBPI, CPPI, financial crisis

1. INTRODUCTION AND PROBLEM STATEMENT

Portfolio insurance is designed to give the investor the ability to limit downside risk while allowing to 
participate in rising markets. These methods allow investors to recover, at maturity, a given percentage 
of their initial capital, especially in bear markets.

The risk-averse investors require higher security for their investments given the recent turbulence in the 
financial markets. The portfolio insurance strategies (static and dynamic) offer investors the certainty of a 
guaranteed amount at maturity. For the issuer, the dynamic strategies introduce the risk that the value of the 
portfolio will be less than the amount guaranteed at maturity. This is known as the gap risk. In general condi-
tions, when the investor is assumed to be a risk-averse and requires a proportion (usually 100%) of its initial 
capital to be repaid at maturity, there are a number of strategies that can be considered. Simple Strategies 
„buy-and-hold“, which invest only the difference between the initial capital and the present value of collateral 
in the risky asset, have no gap risk, neither from the uncertainty of the price action, nor from the interest rate 
risk. Of course, a risk-free pure investment has no risk by definition, but does not participate in the market 
either. Constant Proportion Portfolio Insurance (CPPI), on the other hand (see Perold (1986), Black and Jones 
(1987) and Perold and Sharpe (1988)) is a dynamic strategy that has the potential to produce greater profits, 
but with an expense of introducing a gap risk. Although far from being a recent phenomenon, the popularity 
of CPPI on the current market for structured funds is important, as noted Bread and Rand (2008).

Option Based Portfolio Insurance (OBPI) is another popular strategy that exposes the seller to no gap 
risk. Introduced by Leland and Rubinstein (1976), the OBPI works by investing enough capital in a bond 
so it increases in order to equal the guaranteed maturity amount with the remaining capital invested in 
options. The performance of the OBPI strategy can also be reproduced using only the underlying risky 
asset and bonds in a strategy known as a synthetic put option. However, unlike the CPPI which gives 
the investor control over the risk exposure with multiplier value, the composition of the synthetic put 
is entirely defined by the delta hedging in the Black-Scholes.
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The original CPPI model assumes that the risky asset follows a geometric Brownian motion (GBM), but 
the stylized facts indicate the existence of thick tails distribution, breaks and combinations of volatility. 
The implications of these effects have been studied in the literature. Bertrand and Prigent (2002) apply 
the theory of extreme values   to determine an appropriate multiplier. Cont and Tankov (2007) found 
that, although jumps in asset prices significantly contribute to the gap risk, the risk is low using the 
parameters estimated from stock prices. CPPI applications using empirical data can be found in Herold 
et al. (2007) and Do and Faff (2004).

Therefore, the research problem is to compare the two basic methods of portfolio insurance: OBPI and 
CPPI. The objective of the article is to make a description of the problem, to compare the profit at ma-
turity, the portfolio’s sensitivity to stock prices variations, and the portfolio’s sensitivity to the implied 
volatility of both portfolio insurance strategies.

2. LITERATURE REVIEW

The OBPI method, introduced by Leland and Rubinstein (1976), is a portfolio invested in a risky as-
set S (usually a financial index such as the S & P500) covered by a put option listed on the risky asset. 
Whatever the value of S at maturity T, the portfolio value will always be greater than the exercise price 
K. At first glance, the objective of the OBPI method is to guarantee a fixed amount only at maturity. In 
fact, as it is recalled and analyzed in the article, the method provides a portfolio insurance at any time. 
Nevertheless, the European put option exercise price at the appropriate maturity may not be available 
on the market. Therefore, it must be synthesized by a dynamic replicating portfolio invested in risk-free 
assets (i.e., Treasury bills) and in the risky asset.

The CPPI method was introduced by Perold (1986) (see also Perold and Sharpe (1988)) for fixed in-
come instruments and by Black and Jones (1987) for equity instruments. This method uses a sim-
plified strategy to dynamically allocate assets over time. The investor starts by setting a floor level 
equal to the lowest accepted value of the portfolio. Then, it calculates the cushion as the excess of 
the value of the portfolio over the floor level and determines the amount allocated to the risky asset 
by multiplying the cushion by a predetermined multiple. The floor and the multiple are functions 
of risk tolerance of the investor and are exogenous to the model. The total amount allocated to the 
risky asset is known as exposure. The remaining funds are invested in the reserve asset, usually in 
Treasury bills.

The greater the multiple, the more the investor will participate in a sustained increase in stock prices. 
Nevertheless, the greater the multiple, the quicker the portfolio will reach the floor when there is a 
steady decline in stock prices. As far as the cushion approaches to zero, the exposure approaches to 
zero as well. In continuous time, this allows the value of the portfolio to not fall below the floor. The 
portfolio value will fall below the floor value only when there is a sharp decline in the market before the 
investor has the opportunity to trade.

Bookstaber and Langsam (2000) analyze the properties of these two portfolio insurance models. They 
focus on the dependency path, showing that only the optional replication strategies provide an inde-
pendent way. They also deal with the problem of time horizon and in particular with the strategies of 
invariable time or perpetual strategies (discussed further by Black and Perold (1992)).

Black and Rouhani (1989) compare the CPPI with the OBPI method when the option must be synthe-
sized. They compare the two profits and examine the role of volatilities, both actual and expected. They 
show that „OBPI works best if the market is growing moderately. The CPPI is better if the market falls or 
rises with small or large quantities. „
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3. MODELING AND COMPARISON OF OBPI AND CPPI

The investor shares his wealth between two assets: 𝐵 represents the risk-free asset and S is the risky 
asset. The portfolio is self-financing and it is set on the interval [0,T].

The value of the risk-free asset 𝐵 moves by: 𝑑𝐵𝑡=𝐵𝑡𝑟𝑑𝑡, where r is the risk-free rate

The dynamic asset 𝑆 is given by a classical diffusion process: 𝑑𝑆𝑡=𝑆𝑡 [𝜇𝑑𝑡+𝜎𝑑𝑊𝑡], where W is a standard 
Brownian motion.

The OBPI approach

This approach is to buy 𝑞 units of assets 𝑆 and 𝑞 European puts of assets S with the exercise price K and 
maturity 𝑇. The portfolio value at maturity is always greater than 𝐾:

         

If 𝐾≥S𝑇, 𝑉𝑇
𝑂𝐵𝑃𝐼= 

If 𝑆𝑇≥𝐾, 𝑉𝑇
𝑂𝐵𝑃𝐼= 

For every 𝑡<𝑇, the portfolio value is always greater than : 𝑉𝑡
𝑂𝐵𝑃𝐼 = 𝑆𝑡+𝑃 (𝑡,𝑆𝑡,𝐾) =  

+𝐶 (𝑡,𝑆𝑡,𝐾) where (𝑡,𝑆𝑡,𝐾) and 𝐶 (𝑡,𝑆𝑡,𝐾) are the Black-Scholes price of the European put and call of ex-
ercise price 𝐾 and maturity 𝑇−𝑡.

Note that these findings are the result of the Put-Call Parity formula: 𝐶 𝑡−𝑃𝑡=𝑆𝑡−

We recall also that: (𝑡,𝑆𝑡,𝐾) = 𝑆𝑡𝑁(𝑑1)−𝑁(𝑑2)

With 𝑑1 
=  and 𝑑2 

= 𝑑1 - 

The value of the put is demonstrated with the Put-Call Parity formula: 𝑃(𝑡,𝑆𝑡,𝐾) = 𝐶 (𝑡,𝑆𝑡,𝐾) + −𝑆𝑡 and 𝑁(.) 
is the distribution function of the standard normal-centered law.

The CPPI approach

The approach of the cushion holds a dynamic that keeps the value of the portfolio over the floor 𝑃𝑡 
evolving by: 𝑑𝑃𝑡=𝑃𝑡𝑟𝑑𝑡

The value of the cushion is determined at each reporting date as the difference between the portfolio 
value and the floor value: 𝐶 𝑡=𝑉𝑡−𝑃𝑡

The exposure, which is the amount actually invested in asset 𝑆, is usually chosen as a multiple of the 
cushion: 𝐸𝑡 

= 𝑚*𝐶 𝑡 where 𝑚 is a constant value called „multiple“ which measures the convexity of the 
payment due.

For 𝑡 < 𝑇, the portfolio value is given by:
 

The first part of the equation is the profit of the risk-free asset, which evolves according to its dynam-
ics, and the second part of the equation is the profit of the risky asset, which evolves according to the 
dynamics of 𝑆.
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Therefore, the cushion becomes: 𝑑𝐶 𝑡 = 𝑑 (𝑉𝑡−𝑃𝑡)

 = 

 = 

 = 

 = 

 = 

Thus: 

But the risky asset 𝑆 can be written as a standard geometric Brownian motion: 

We can deduce :
 

We can substitute the value  from the expression of cushion and we thus obtain:

With
  

And 

The portfolio value at each date t, is: 𝑉𝑡
C𝑃𝑃𝐼 

The comparison of the payment function at maturity

To properly compare these two types of methods, the initial amounts must be equal (𝑉0
𝑂𝐵𝑃𝐼=𝑉0

𝐶 𝑃𝑃𝐼) for 
the same level of assurance 𝐾 at maturity.

We have: 

And:  

We will take 𝑃𝑇 
= 𝐾 where 𝑃0 

=  and the initial value of cushion is equal with the call value in 𝑡=0: 
𝐶 0 

=  .

The assurance level is fixed with 𝐾 for the initial amount of: 

The proportion of capital guarantee at maturity is given by:
  

The CPPI approach is parameterized by 𝑃0 and 𝑚 (this is what we will demonstrate with examples of 
exposure) while the OBPI method is parameterized exclusively by the exercise price of the put, 𝐾.

Here is a numerical example for standard values   of the CAC40 stock index:
𝑆0 = 100, μ = 0.1, σ = 0.2, 𝑇 = 1, 𝐾 = 100, 𝑟 = 0.05.
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Graphic 1: The Payoff of an OBPI and a CPPI with different values of m

The price of CAC40

We can observe that high multiple “convexifies” more the payoff for large values   of S, but it decreases 
the performance in cases of decrease.

The curves of the two methods intersect at several levels of 𝑆 when 𝑚 changes. In other words, no 
method dominates the other, the payoff of a method may not be all the time higher from the payoff 
on the other method, for all 𝑆 values (this thing makes sense for obvious arbitration justifications). This 
derives from the fact that both initial investment values   are equal. The data for the above graphic can 
be seen in Appendix A.

The Delta 𝚫

The „Delta“ of a portfolio represents the quantity that determines the portfolio’s sensitivity to alterna-
tions of prices at time 𝑡. It expresses the number of shares of the underlying asset 𝑆 in the hedging 
portfolio. Practically, the Delta is the first derivative of the net asset value (NAV) of the portfolio com-
pared with 𝑆𝑡.

The Delta is the standard Delta of an OBPI call, so Δ𝑂𝐵𝑃𝐼 = N (𝑑1).

For the CPPI approach we have:

Δ𝐶 𝑃𝑃𝐼 
=  =  = 

Note that  and
 

.

Here is a numerical example for standard values   of the CAC40 stock index:

𝑆0 = 100, μ = 0.1, σ = 0.2, 𝑇 = 1, 𝐾 = 100, 𝑟 = 0.05.
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Graphic 2: The Delta of an OBPI and of a CPPI for different values of m

Prix de CAC40

The Véga 𝝂

The Vega determines the sensitivity to implied volatility. The Vega is an increasing function of maturity. 
Thus, a parallel increase in volatility will have more impact on portfolios with a maturity date higher 
than for those portfolios with a maturity which is smaller.

So, for the OBPI method we have:

Recall that , 

We can easily notice that the result is the Vega of a European standard call: 

And for the CPPI method:  
 

 

Here is a numerical example for standard values of the CAC40 stock index:

𝑆0 = 100, μ = 0.1, σ = 0.2, 𝑇 = 1, 𝐾 = 100, 𝑟 = 0.05.

Data of the above graphic can be seen in Appendix C.
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Graphic 3: The Véga of an OBPI and of a CPPI for different values of m

The price of CAC40

The sensitivity of the CPPI against σ is negative for 𝑚 > 1.

4. CONCLUSION

The portfolio insurance strategies have emerged in the financial industry in the late 70s. They have 
grown considerably in the past three decades, with ups and downs for the financial industry, according 
to market fluctuations and also with the beginning of the crisis.

Our article allows us to observe that a high multiple convexifies more the payoff for large values   of S, 
but it decreases the performance during a drop. Regarding the portfolio’s sensitivity to alternations of 
the price at time 𝑡 for the CPPI method, the higher the multiple, the more convex the Delta becomes. 
The Delta of the OBPI method is reduced to 1, though it is larger than the Delta of the CPPI for S values 
that are near the exercise price K.

There is still room for new strategies that can meet the different utility functions for the agents. How-
ever, we believe that simplicity is a prerequisite for the development of these strategies. Further ex-
tensions can be used to better take into account potential losses when the price of financial assets 
declines. For example, a criterion such as the expected deficit can be established. Other state variables 
can also be considered as exogenous macroeconomic factors. Finally, the impact of transaction costs 
may also be considered.
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Appendix A

Table 1: The payoff of an OBPI and of a CPPI with different values of m

S0 100 d1 0,35

mu 0,1 d2 0,15

sigma 0,2 N(d1) 0,636830651

T 1 N(d2) 0,559617692

K 100 C0 10,45058357

r 0,05 Underlying asset CAC40

Payoff

ST VT CPPI (m=2) VT CPPI (m=4) VT CPPI (m=6) VT CPPI (m=8) VT OBPI

0 100 100 100 100 100

1 100,0009551 100,0000001 100 100 100

2 100,0038204 100,0000011 100 100 100

3 100,008596 100,0000057 100 100 100

4 100,0152818 100,0000181 100 100 100

5 100,0238778 100,0000442 100,0000001 100 100

6 100,034384 100,0000917 100,0000002 100 100

7 100,0468005 100,0001699 100,0000005 100 100

8 100,0611271 100,0002898 100,0000012 100 100

9 100,077364 100,0004642 100,0000024 100 100

10 100,0955111 100,0007076 100,0000045 100 100

… … … … … …

190 134,4795224 192,2104409 310,1415052 508,0904783 190

191 134,8434198 194,167093 316,8654843 525,5931136 191

192 135,2092275 196,1547204 323,7678068 543,7490986 192

193 135,5769454 198,1736484 330,8522369 562,5792272 193

194 135,9465735 200,2242037 338,1225982 582,1048424 194

195 136,3181119 202,306715 345,5827743 602,3478468 195

196 136,6915604 204,4215126 353,2367091 623,3307153 196

197 137,0669192 206,5689285 361,0884079 645,0765062 197

198 137,4441882 208,7492964 369,1419375 667,6088736 198

199 137,8233675 210,9629516 377,4014274 690,9520799 199

200 138,2044569 213,2102312 385,8710698 715,1310076 200
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Appendix B

Table 2: The Delta of an OBPI and of a CPPI for different values of m

S0 100 d1 0,35

mu 0,1 d2 0,15

sigma 0,2 N(d1) 0,636830651

T 1 N(d2) 0,559617692

K 100 C0 10,45058357

r 0,05 Underlying 
asset CAC40

Delta

N(d1) ST VT CPPI (m=2) VT CPPI (m=4) VT CPPI (m=6) VT CPPI (m=8) VT OBPI

- 0 0 0 0 0 -

0 1 0,001962501 3,18E-07 3,46E-11 2,99E-15 0

1,21E-276 2 0,003925003 2,55E-06 1,11E-09 3,82E-13 1,21E-276

1,79E-222 3 0,005887504 8,59E-06 8,40E-09 6,53E-12 1,79E-222

1,21E-187 4 0,007850006 2,04E-05 3,54E-08 4,90E-11 1,21E-187

1,09E-162 5 0,009812507 3,98E-05 1,08E-07 2,33E-10 1,09E-162

1,24E-143 6 0,011775009 6,87E-05 2,69E-07 8,36E-10 1,24E-143

1,84E-128 7 0,01373751 0,000109127 5,81E-07 2,46E-09 1,84E-128

5,19E-116 8 0,015700012 0,000162895 1,13E-06 6,27E-09 5,19E-116

1,45E-105 9 0,017662513 0,000231935 2,04E-06 1,43E-08 1,45E-105

1,21E-96 10 0,019625014 0,000318155 3,46E-06 2,99E-08 1,21E-96

… … … … … … …

0,999999999 190 0,372875275 2,182222068 8,563564655 26,70648394 0,999999999

0,999999999 191 0,374837777 2,216859872 8,791306317 27,70607965 0,999999999

1 192 0,376800278 2,251862281 9,023867707 28,7375744 1

1 193 0,37876278 2,287231204 9,261324925 29,801812 1

1 194 0,380725281 2,322968551 9,503754867 30,89965406 1

1 195 0,382687782 2,359076229 9,75123523 32,03198019 1

1 196 0,384650284 2,395556148 10,00384451 33,19968837 1

1 197 0,386612785 2,432410217 10,26166203 34,40369516 1

1 198 0,388575287 2,469640344 10,52476791 35,64493602 1

1 199 0,390537788 2,507248439 10,79324308 36,92436562 1

1 200 0,39250029 2,545236411 11,06716932 38,24295807 1
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Appendix C

Table 3: The Véga of an OBPI and of a CPPI for different values of m

S0 100 d1 0,35

miu 0,1 d2 0,15

sigma 0,2 N(d1) 0,636830651

T 1 N(d2) 0,559617692

K 100 C0 10,45058357

r 0,05 Underlying 
asset CAC40

Véga

N’(d1) ST VT CPPI (m=2) VT CPPI (m=4) VT CPPI (m=6) VT CPPI (m=8) VT OBPI

- 0 0 0 0 0 -

0 1 -0,00027475 -1,34E-07 -2,42E-11 -2,93E-15 0

4,29E-275 2 -0,001099001 -2,14E-06 -1,55E-09 -7,50E-13 4,70E-275

5,69E-221 3 -0,002472752 -1,08E-05 -1,76E-08 -1,92E-11 9,36E-221

3,53E-186 4 -0,004396003 -3,42E-05 -9,92E-08 -1,92E-10 7,74E-186

2,97E-161 5 -0,006868755 -8,35E-05 -3,78E-07 -1,14E-09 8,13E-161

3,16E-142 6 -0,009891007 -1,73E-04 -1,13E-06 -4,92E-09 1,04E-141

4,45E-127 7 -0,01346276 -0,000320833 -2,85E-06 -1,69E-08 1,70E-126

1,19E-114 8 -0,017584013 -0,000547328 -6,35E-06 -4,91E-08 5,21E-114

3,17E-104 9 -0,022254766 -0,000876713 -1,29E-05 -1,26E-07 1,56E-103

2,52E-95 10 -0,02747502 -0,001336249 -2,42E-05 -2,93E-07 1,38E-94

… … … … … … …

4,47E-09 190 -9,91848232 -174,141321 -1138,954099 -4972,747309 4,65E-07

3,34E-09 191 -10,02316215 -177,8364989 -1175,397655 -5186,02399 3,49E-07

2,49E-09 192 -10,12839147 -181,5901743 -1212,80782 -5407,261999 2,62E-07

1,86E-09 193 -10,2341703 -185,4029614 -1251,204997 -5636,714723 1,97E-07

1,39E-09 194 -10,34049863 -189,2754775 -1290,609911 -5874,642229 1,48E-07

1,03E-09 195 -10,44737646 -193,2083431 -1331,043609 -6121,311415 1,11E-07

7,71E-10 196 -10,55480379 -197,2021821 -1372,527467 -6376,996142 8,27E-08

5,73E-10 197 -10,66278062 -201,2576213 -1415,083194 -6641,977387 6,19E-08

4,27E-10 198 -10,77130695 -205,375291 -1458,732832 -6916,543386 4,63E-08

3,17E-10 199 -10,88038278 -209,5558245 -1503,498762 -7200,989782 3,46E-08

2,36E-10 200 -10,99000811 -213,7998585 -1549,403705 -7495,619783 2,58E-08
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GLOBAL SYSTEMICALLY IMPORTANT BANKS.

A RISK-BASED APPROACH

Abstract

In recent years, the financial institutions’ output has been correlated with risk-taking approach mani-
fested before the financial crisis. However, the big banks have benefited of special treatment consid-
ering the influence on the global market and the massive potential damages in case of failure. The 
links and dependence associated to global systemically financial institutions (G-SIFIs) derived from 
unchecked consolidation of corporate power indirectly represent a threat for the whole society. In the 
first line we find medium and small banks, respectively in the second line, the negative consequences 
have been transferred to the clients.

During the crisis, the global systemically important banks have faced a different set of integrated policy 
measures (higher capital requirements, supervisory expectations for risk management functions, risk 
governance, and internal controls). The aim of this paper is to quantify the impact of risks on the ac-
tivity of global systemically important banks (GSIBs). We explain the characteristics of these entities 
considering their importance on the global banking market. Structured in three parts, we point out 
the assessment criteria of GSIBs in terms of specific features, we analyze the new requirements applied 
within the risk management process and we determine the risk impact (credit risk and liquidity risk) on 
bank performance using an econometric approach. 

To conclude, we highlight the need for change in the structure of the banking industry, more respon-
sibility and orientation to general welfare in a globalized world. The effects of a financial crisis charac-
terized by multiple failures transpose into massive losses in terms of money, time and confidence. The 
global systemically important banks have the power to disrupt the financial environment or to speed 
up the progress? 

Keywords: risks, global systemically important banks, financial crisis 

INTRODUCTION

The financial crisis has determined a reconfiguration of the banking approach in terms of regulation, 
business models and activity. In order to prevent risk manifestation, the Banking Committee on Bank-
ing Supervision proposed and implemented a series of reforms designed to improve the resilience 
of the global banking system. Additional capital requirements, leverage ratio, countercyclical buffers 
and liquidity standards serve as instruments for limiting different types of individual risk. The rationale 
for having a new category called global systemically important banks is related to the potential of 
cross-border negative externalities, spillover effects in case of failure and the massive impact over the 
economies (Basel Committee, 2011).
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CRITERIA VS. INDICATORS

 A G-SIB is defined as a financial institution whose distress or disorderly failure would cause significant 
disruption to the wider financial system and economic activity. In November 2010, the G20 leaders 
brought into the light the problem of moral hazard induced by systemically important financial institu-
tions, providing the original mandate to create a methodology framework.

The Financial Stability Board (FSB) uses five criteria to identify the GSIBs, as follows: the degree of global 
(cross-jurisdictional) activity, interconnectedness (which shows the potential affected area), size (inter-
related to the financial power on a specific market), substitutability (the capacity of other component 
of the system to provide the same services in case of failure) and complexity (as seen in Table 1). Also, 
the FSB asks for extended internal supervisory measures applied by each bank (risk management con-
trol functions, risk data aggregation capabilities, risk governance, and internal controls). The major goal 
is to reduce the systemic risk. According to European Central Bank (2010), the systemic risk is defined in 
terms of financial stability- the capacity of reducing and eliminating shocks, imbalances and disruption 
in order to allocate money to profitable investment opportunities. 

The banks have been divided into five different groups, reflecting their required “additional loss ab-
sorption capacity”, rising from 1% to 2.5% of risk-weighted assets (with an empty bucket of 3.5% to 
discourage further systemic events). In 2011, the list included 29 banks. According to the European 
Banking Authority, by 30 June 2012, some banks from the European Union have to meet the 9% capital 
requirements (additional capital of 106 billion euros).

Table 1 GSIBs Methodology: Indicator-Based Measurement Approach

Category Indicator Individual 
Weight

Cross-jurisdictional 
activity (20%)

Cross-jurisdictional claims 10%

Cross-jurisdictional liabilities 10%

Size (20%) Total exposures as defined for use in the Basel III leverage ratio 20%

Interconnectedness 
(20%)

Intra-financial system assets 6.67%

Intra-financial system liabilities 6.67%

Wholesale funding ratio 6.67%

Substitutability 
(20%)

Assets under custody 6.67%

Payments cleared and settled through payment systems 6.67%

Values of underwritten transactions in debt and equity markets 6.67%

Complexity
(20%)

OTC derivatives notional value 6.67%

Level 3 assets 6.67%

Trading book value and Available for Sale value 6.67%

Source: *** Basel Committee on Banking Supervision (2011): Global systemically important banks: Assessment methodology and 

the additional loss absorbency requirement, http://www.bis.org/publ/bcbs201.pdf, p.11
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Considering the presence and focus on G-SIBs, the objective of cross-jurisdictional activity is to 
capture the global action area of banks. The indicators included in this category measure the im-
portance of the bank’s activities outside its home (headquarter) jurisdiction relative to overall ac-
tivity of other banks. The international impact from a bank’s distress or failure should vary in line 
with its share of cross-jurisdictional assets and liabilities. The greater the global reach of a bank, 
the more difficult it is to coordinate its resolution and the more widespread the spillover effects 
from its failure.

A bank’s distress or failure is more likely to damage the global economy or financial markets if its activi-
ties comprise a large share of global activity. The larger the bank the more difficult it is for its activities 
to be quickly replaced by other banks and there is a greater chance that its distress or failure would 
cause disruption to the financial markets in which it operates. In this regard, lack of confidence is the 
first negative consequence. Size is a key measure of systemic importance.

Financial distress at one institution can materially raise the probability of distress at other institutions 
given the interconnectedness (contractual obligations) between entities. A bank’s systemic impact is 
considered to be positively related to its financial linkages vis-à-vis other financial institutions.

The systemic impact of a bank’s distress or failure is expected to be negatively related to its degree of 
substitutability as both a market participant and client service provider.

The systemic impact of a bank’s distress or failure is expected to be positively related to its overall com-
plexity – that is, its business, structural and operational complexity. The relationship between complex-
ity, cost and time needed to resolve the bank is direct.

The critics regarding G-SIBs criteria are related to the lack of transparency in determining the systemic 
importance of banks. The size is seen as the most problematic criteria (BNP Paribas), the possibility 
of double counting given by similarities between substitutability and complexity criteria represents a 
concern, the absence of risk-weighted assets indicator (used for quantifying the risk of distress/failure 
of a bank) is questionable. 

In November 2012, the Financial Stability Board updated the list of G-SIBs (28 institutions) from 
which eight U.S. banks, sixteen European banks, along with three Japanese institutions and one 
from China. 

Graph no. 1     Graph no. 2
Short-Term Funding    Short-Term Funding % Total Assets
(US$ bn, 2010) – all buckets    all buckets  

  

One of the main experiences of the recent crisis was that a market runs on an institution whose 
illiquid assets were financed by short-term liquid liabilities. We observe the large gap between the 
minimum and maximum value of short-term funding and short-term funding as percentage of 
total assets.



338

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

Graph no. 3     Graph no. 4
Intra-Financial Assets    Intra-Financial Liabilities
(US$ bn, 2010) – all buckets    (US$ bn, 2010) – all buckets  

  

In 2010, the relationship between intra-financial liabilities (IFL) and intra-financial assets (IFA) has the 
following features: for the maximum value, the IFL is 4.5 times higher than IFA and for the average 
value; the IFL is almost 6 times higher than IFA.

Graph no.5     Graph no. 6
Total Level 3 Assets     Level 3 Assets % of Total Assets
(US$ bn, 2010) – all buckets    all buckets

  

Graph no.7     Graph no. 8
Assets held for trading purpose   Debt securities holdings (FIs) 
(US$ bn, 2010) – all buckets    (US$ bn, 2010) – all buckets

  
Source: http://www.regulatorychange.com/uploads/1/2/2/3/12239908/ga2012_benchmark_study1_pdf.pdf

The average level 3 assets as a percentage of total assets were 4.8%, a good level considering that a 
high proportion of illiquid assets will create severe problems in market valuation in case of distress, 
with negative effects on confidence. Assets held for trading purpose could generate spillovers through 
mark to market loss and subsequent fire sale in case an institution experiences severe stress. In 2010, 
on average, banks had 275 US$ billion assets held for trading purpose.
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Graph no. 9 Tier 1 capital Ratio1 (%) of the 28 G-SIBs –Q4 2012

Source: http://www.fdic.gov/about/learn/board/hoenig/capitalizationratios.pdf

The G-SIBs will have to raise their Tier 1 capital ratios above Basel III mandates (7%). The banks which do 
not meet the criteria will face restrictions regarding dividends and bonuses payments. 

The critics said that capital increases would force banks to cut back on their lending, and they argued 
that large banks provide unique benefits to the economy.

1 Calculated and reported under Basel I standards for U.S. Banks, under the China Banking Regulation Commission regulations for 
the Bank of China, under Basel II for Banco Santander, BBVA, ING Bank, Mitsubishi UFJ FG, Mizuho FG, Nordea Bank, Royal Bank 
of Scotland, Standard Chartered, Sumitomo Mitsui FG, and Unicredit, and under Basel 2.5 for Barclays, BNP Paribas, BPCE Group, 
Credit Agricole, Credit Suisse, Deutsche Bank, HSBC, Societe Generale and UBS.
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METHODOLOGY 

We included in our analysis only 16 global systemically important banks (European banks) considering 
the homogeneity of data. We collected the data from BankScope Database, during 2007-2012.

We use panel data analysis, in order to capture the dynamics of the selected indicators. Baltagi and 
Kao (2000) sustain the superiority of this method due to the possibility to obtain results in time and 
cross-sectional (within banks). The major advantages consist of accurate results, using more degree 
of freedom, a reduced level of multicollinearity, improving the efficiency of econometric estimations. 
Also, the double dynamics (temporal and individual) allows controlling the effects of other variables 
which do not appear in the model (Hsioa, 2006).

The model developed for the analysis of the determinants of systemic risk within the 16 G-SIBs has the 
form of a multiple regression with panel data. 

Using the specific methodology, we test the type of model based on the combination between fixed 
and random effects, through OLS technique. As reference we used two papers: one of Matthias Kohler 
(2012) called Which banks are more risky? The impact of loan growth and business model on bank risk-
taking, Discussion Paper No.33/2012, Deutsche Bundesbank and the other one called Measuring Bank 
Insolvency Risk in CEE Countries, 2008, presented at The National Bank of Croatia.

According to the existing literature (Boyd and de Nicolo, 2005; Laeven and Levine, 2009; Altunbas et 
al., 2009; Demirguc- Kunt and Huizinga, 2010) we consider Z-score (dependent variable) a measure of 
systemic banking risk, proxy for financial stability which includes the influence of credit risk, liquidity 
risk and market risk. A higher value shows low levels of risks. As independent variable we choose prox-
ies for individual risks (non-performing loans to total loans – NPL- and loan loss reserves to total loans 
– LOAN_LOSS_RES_GROSS_LOAN- for credit risk, liquid assets to total deposits and short-term funding 
- LIQ_AS - for liquidity risk), performance indicator (return on average assets - ROA) and capital indica-
tors (capital ratio - CAR, tier 1 ratio TIER1 and equity to total assets - EQUITY_TOT_AS).

THE ANALYSIS

Looking at the evolution of the selected indicators between 2007 and 2012, we observe major fluc-
tuation in the context of the financial crisis. The 16 banking groups are from UK (4), Switzerland (2), 
Spain (2), France (4), Italy (1), Denmark (1), The Netherlands (1) and Germany (1). These evolutions are 
explained considering the exposure of the country to the crisis and the situation of the national bank-
ing system.
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Graph no. 10. Evolution of the Selected Indicators
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Source: Own Processing using E-Views 7.0

Table 2 Descriptive Statistics

z_SCORE ROA LOAN_LOSS_RES_GROSS_LOAN EQUITY_TOT_ASSETS
Mean 23.68368 0.318938 2.116333 4.615896
Median 19.47366  0.322000 2.023500 4.404000
Maximum 111.3898  1.404000 6.833000 7.524000
Minimum 1.961783 -1.606000 0.204000 1.449000
 Std. Dev. 22.09038  0.466119 1.441158 1.436067

LIQ_AS CAR NPL TIER1
Mean 53.08515  13.92063 3.447708 10.98771
Median 46.26300  13.40000 2.830500 10.55000
Maximum 125.5130  25.20000 11.85200 21.30000
Minimum 20.07400  8.870000 0.486000 6.550000
Std. Dev. 28.12367  3.289770 2.365084 2.937917

Source: Own Processing using E-Views 7.0
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According to the null hypothesis (H0), the series has a common unit root (in non-stationary). Otherwise, 
the series is stationary. If probability < 0.05, we reject the null hypothesis and we accept H1. The results of 
stationarity can be seen in Table 3. We have used PP - Fisher Chi-square and all 8 variables are stationary. 

Table 3 Stationarity Tests

z_SCORE ROA LOAN_LOSS_RES_GROSS_LOAN EQUITY_TOT_ASSETS
PP - Fisher 
Chi-square

85.8931
(0.0000)*

79.6536
(0.0000)*

57.4939
(0.0037)*

69.1983
(0.0001)*

LIQ_AS CAR NPL TIER1
PP - Fisher 
Chi-square

97.7196
(0.0000)*

49.5738
(0.0245)*

61.5649
(0.0013)*

29.0242
(0.0179)

P-values are in parentheses, * show significance at 1%,5%, 10%
Source: Own Processing using E-Views 7.0

For panel data, the homoscedasticity test is not defined, but, in this case the only option is to choose 
from the Weights section the category of Cross Section weights for an automatic adjustment. We as-
sume that model parameters are efficient and the errors are uncorrelated. 

RESULTS

Dependent Variable: Z_SCORE
Method: Panel EGLS (Cross-section weights)
Sample: 2007 2012
Periods included: 6
Cross-sections included: 16
Total panel (balanced) observations: 96
Linear estimation after one-step weighting matrix

Variable Coefficient Std. Error t-Statistic Prob.  
NPL -0.282460 0.222296 -1.270645 0.0079

TIER1 0.201445 0.237660 -0.847621 0.0494
ROA 1.684998 0.574111 2.934969 0.0045

LIQ_AS 0.024273 0.015929 -1.523809 0.0319
EQUITY_TOT_ASSETS 4.732024 0.288594 16.39680 0.0000

CAR 0.042088 0.259466 -0.162209 0.0716
LOAN_LOSS_RES_GROSS_LOAN 0.489148 0.413725 1.182304 0.2409

C 5.330238 1.950698 2.732477 0.0079
Effects Specification

Cross-section fixed (dummy variables)
Weighted Statistics

R-squared 0.986780     Mean dependent var 33.57320
Adjusted R-squared 0.982796     S.D. dependent var 22.41549
S.E. of regression 2.065699     Sum squared resid 311.4991
F-statistic 247.6739     Durbin-Watson stat 2.013215
Prob(F-statistic) 0.000000

Unweighted Statistics
R-squared 0.989782     Mean dependent var 23.68368
Sum squared resid 473.6888     Durbin-Watson stat 1.697943

Source: Own Processing using E-Views 7.0
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The results show that 6 variables are statistically significant (Prob<0.05). There is a positive relationship 
between Z-score and return on average assets, equity to total assets, capital ratio, tier1 capital and 
liquid assets to total deposits and short term funding.

According to the fundamentals of banking if the ROAA grows, the bank will be more stable and the 
level of systemic risk reduces. Similarly, when bank have higher capital ratio, Z-score will follow an 
increasing trend (the risks decrease). There is a negative relationship between Z-score and nonperform-
ing loans to total loans. Credit risk has a major contribution to the manifestation of systemic risk.

R-squared has a value of 0.98; the selected independent variables explain the evolution of the depen-
dent variable in proportion of 98%.

Graph no. 11 Histogram
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Series: Standardized Residuals
Sample 2007 2012
Observations 96

Mean       2.17e-16
Median  -0.018222
Maximum  5.541102
Minimum -4.742417
Std. Dev.   1.810784
Skewness  -0.022639
Kurtosis   3.358548

Jarque-Bera  0.522426
Probability  0.770117

Source: Own Processing using E-Views 7.0

Testing for error autocorrelation we obtain a probability higher than 0.05. Errors’ histogram shows 
that the mean represents 2.17 X 10 -16, which means that errors are normally distributed, normality is 
checked up, so that the errors’ mean is approximately zero.

CONCLUSIONS

Ex-post the financial crisis the banking industry faced a dramatic change in the risk management para-
digm. New requirements, new classifications and new regulation appeared. 

The results of our analysis show that credit risk has a systemic character, being an integrated result of 
the effects manifested in the selected banks. The mixture of capital levels, performance and individual 
risk can lead to a disruption in the banking activity. Z-score seen as a proxy for the supreme risk is influ-
enced by most of the selected indicators. 

Strict monitoring of global systemically important banks is real due to the potential of direct and indi-
rect consequences in case of failure. 

One of the consequences of systemic risk manifestation is higher cost associated to individual risks. In 
this regard, efficiency has an active role in the investment process.  
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BANK PERFORMANCE AND EFFICIENCY DURING

THE GLOBAL FINANCIAL CRISIS: A COMPARATIVE CASE STUDY

Abstract

The economic world is currently under the sign of profound changes, determined, in a significant extent, 
by the mutations in financial markets, the regulatory and institutional changes, illustrating its powerful 
impact on the financial system actors. The paper’s main purpose is to provide a comparative analysis 
of the performance and efficiency of commercial banks in seven European Union countries (Bulgaria, 
Czech Republic, Hungary, Latvia, Lithuania, Poland and Romania) and an empirical analysis regarding 
the soundness of the Romanian banking system. The new global order stands to be trapped in a spiral 
of change, which became increasingly complex and fast, so the analysis undertaken in the paper high-
lights the need for banks to apply essential adjustments in their activity, such as the orientation to a new 
banking model, or the gearing to the latest regulations and tighter conditions of supervision on the 
financial sector. In the study there were pointed out a series of issues which captured the overwhelming 
implications of the global financial crisis on the “health” of the financial system in European Union and 
also a chain of challenges that banking environment was facing in this context, noticing the need for 
further measures from the governmental authority and also the monetary one, measures that have as a 
main goal the avoidance of a financial system collapse. The methodological approach used to develop 
this work begins with a literature review, which sets out the role and place of this research. 

Keywords: Basel III, sub-prime crisis, efficiency, performance, financial stability. 

1. INTRODUCTION

The current financial crisis manifested primarily on financial markets, so the spread was relatively fast 
on national economies, through the transmission channels, amplifying risk manifestation. 

The paper aims to address the crisis repercussions, providing an overview on the performance of the 
banking system in terms of non-euro EU countries, but also a more detailed casuistic on Romanian 
banking system. In this regard there were also outlined some of the key lessons that revolve around 
policies and measures pursued by central banks.

The paper is structured in five sections: the first part of the paper include some introductory remarks 
on the importance of the theme; the second part is dedicated to the literature review; the third high-
lights the consequences arising from the subprime crisis regarding the banking system robustness and 
performance in the countries analyzed and main measures embraced by the authorities to support 
financial system stability, and in the fourth part is reflected the empirical analysis results, regarding the 
Romanian banking system. 

The paper ends with a summary conclusion. 
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2. LITERATURE REVIEW

During the global financial crisis, the literature has shown a keen interest in financial stability issues, 
suggesting that this provision has always been a natural concern of the monetary authorities, the pri-
mary motivation being to counter the financial crisis. [Stein, 2011]

It is considered that the current crisis has affected the banking system of so high intensity that it can-
not be compared with previous turbulences, suggesting the indispensable role of central bank in the 
financial system, so it can be said that the crisis „has shaken the comfortable world of central banks“. 
[Borio, 2011] 

In order to avoid a collapse of the financial system, aiming an improvement in transparency and liquid-
ity, it was adopted in 2011 a new Basel Agreement, which is regarded as the main response of monetary 
authorities to the deficiencies caused by the international financial crisis. This agreement has two ad-
ditional security systems, capital conservation buffer and the countercyclical buffer, being activated in 
case of excessive lending, so banks are protected from an increasing level of non-performing loans or 
a suddenly change of the business cycle. [BIS, 2011]

Changes in financial or institutional field (liberalization of capital flows, enhancing the level of competi-
tion, the increasing volume of speculative transactions etc.), led to an increase in the financial instabil-
ity degree, thus facilitating risk diversification, mainly credit risk.

 The impact of risk on performance and soundness of the banking system was indeed a theme intense-
ly addressed, especially during the international financial crisis, aiming an econometric estimation of 
risk implications, desiring to identify some appropriate tools to monitor them and to highlight more 
clearly the related correlations1.

The concept of performance has been approached over the years in numerous studies and analyzes, 
being explained in terms of effectiveness, adaptability etc. [Wagner, 2009], but in the banking environ-
ment is seen related to the concept of creating value adage, the purpose being to generate a cost-
benefit optimality. The analysis of this indicator is vital to identify the pulse of banking activity, so the 
approach should be made at micro and macro level. 

From the literature review it can be extracted the statement that there is a strong relationship between 
the regulations of the financial system, financial supervision and performance of the banking system. 
[Chortareas and others, 2010] There are also opinions that excessive regulation could lead to constraints 
on banking activity, which would conduct to a downward trend in financial performance. [Herring, 2003] 
Numerous studies have revealed the relationship between the business cycle and bank performance 
[Albertazzi, Gambacorta, 2009], [Bolt et al, 2010], but the implications on factors related to the man-
agement of an institution or funding policy on the level of bank performance, are in a lower presence. 
[Brunnermeier, 2009] [Erkens et al, 2012]

For consistency of performance and efficiency in addressing banking systems, to increase the level of 
comparability between countries, namely to increase transparency in the banking market, IMF defined 
a set of financial soundness indicators that are segmented into two categories: core set and encouraged 
set (financial firms, non-financial corporations, households and real estate market). On the other hand, 
the ECB has promoted also a set of macro-prudential indicators which has the same mission as those 
developed by the IMF, respectively benchmarks for ensuring the soundness of the financial system.

1 It can be observed: Hughes and Mester (1997), Berger (1997), Altunbas et all (2000), Banerjee (2009), Pasiouras and Fethi (2010), 
Epure and Lafuente (2012), Berger and Bouwman (2012).
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In the literature there were identified studies that focuses on an in-depth analysis of financial sound-
ness indicators for shaping the overall picture of the banking sector, such as the study of return on 
assets, indicator, which was either decomposed in more than two terms (Du Pont model) or in only two 
indicators, namely the return on investment funds (ROIF) and return on financial leverage (ROFL) in 
order to differentiate the performance of assets and liabilities. [Lindblom, Willesson, 2011] 

Despite the fact that there were other large crises of which there weren’t drawn the appropriate les-
sons, maybe the unprecedented size of the current turmoil is a warning to both policy makers and ac-
tors of the financial systems in order to prevent imbalances, with reference to the banking system main 
principle, namely prudence. [Grant, 2012] 

In order to keep under control vulnerabilities and risks in the financial system, there has been adopted 
a range of measures of fiscal consolidation, economic and regulatory, which were seen at first as a 
panacea, and after it was considered that served as a drainage element, to a new model banking busi-
ness, promoting an increase in the level of financial education.

3. DEVELOPMENTS OF CEE BANKING SYSTEM AND IMPLICATIONS
 OF INTERNATIONAL FINANCIAL CRISIS

For the analysis performed there were chosen seven non-euro EU countries, namely Bulgaria, Czech Re-
public, Latvia, Lithuania, Poland, Romania and Hungary. The reason for choosing these countries is based 
on their similar features, namely economic and financial structures that are not crystallized, the potential 
for expansion, judiciary and public administration sensitivity, fiscal domination of the macroeconomic 
policy mix etc. [Dinga, 2009] The background of the analysis was based on official statistics of the IMF, World 
Bank and the central banks.The period under study is the manifestation of the crisis, namely 2008-2012. 
The countries listed have made two remarkable transitions over the past two decades, namely the 
transition from plan to market economy and in the next step the join to European Union, which led to 
a wave of trade and integration in global financial markets.

In the current analysis we addressed both qualitative and quantitative performance recorded by the 
banking sectors in Central and Eastern Europe, so we chose to analyze the financial soundness indica-
tors promoted by the IMF, which is divided into two categories in accordance with the standards IMF, 
namely: basic analysis and the recommended one.

Regarding the analysis of the adequacy of capital, i.e. regulatory tier 1 capital, there is a downward trend 
in the growth ratio during 2008-2011, the present situation being stabilized, although it is considered 
to be more robust (see Fig. 1). In 2011, the risks addressing financial stability, increased considerably 
in the light of worsening sovereign debt crisis and intensification of negative effects on the banking 
sector. Due to the recession, to the currency depreciation, income cuts etc., there was an inability to 
honor properly the debt service, which led to an increase in the level of nonperforming bank loans. 
From the countries analyzed, in the third quarter of 2012, in the top there were Lithuania, Hungary and 
Latvia. The mean of this indicator assessed by reference to the region studied is 25.88% for 2009-2012, 
the deviations from the mean being notably in the mentioned countries, so the maximum value of this 
indicator is 77.11% (Lithuania) and the lowest was observed in Poland (12.96%).
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Fig. 1 Evolution of capital adequacy growth rate, in CEE, during 2009-2012

 1- Regulatory Tier 1 Capital to risk weighted assets; 2-NPL/Provisions

Source: own proccessing after official statistics of IMF and central banks

Credit risk, a significant pillar in the management of a credit institution, can be estimated by asset qual-
ity, so the most important indicators in this regard are: the evolution of non-performing bank loans 
and sectorial distribution of loans to total loans weights. In the countries surveyed it stand out that the 
biggest share of loans is granted to non-financial corporations, averaging 91.66%.

For a realistic assessment of the situation of an institution is required the operational results analysis, 
due to the fact that these indicators are the most suitable in terms of time for determining bank per-
formance. In this respect, the most expressive indicators calculated are: return on assets (ROA), return 
on equity (ROE), net interest margin and non-interest expenses, the last two being reported to total 
revenue recorded.

According to the table no. 1 (see Annexes), after the spread of international financial crisis, the bank-
ing system of the countries surveyed showed a downward trend in the indicators of profitability and 
efficiency, going into a negative territory for some countries and registering low performances in all 
operations involved, regardless of their importance. The largest decline in the performance took place 
in 2009, for Latvia and Lithuania, the situation trickling in 2010 but at a slower pace. Currently this 
indicator remains on average constant values, but in the case of Romania, return on equity touched a 
negative point in the third quarter of 2012. The best results were found in the case of Latvia, the Czech 
Republic and Poland, the growth of ROE for Latvia in the third quarter of 2012, being 154.01%. The main 
causes of these results are the bigger level of risk provisions as a result of more stringent requirements 
of the monetary authorities. The leverage suggests that additional resources have been committed in 
an advantageous manner. 

The following indicators studied are those regarding bank liquidity, i.e. liquidity ratio and the share of 
liquid assets to total short-term liabilities. In 2012, the fastest liquidity growth rate was identified for 
Latvia, while the share of liquid assets in short-term liabilities recorded a contrary trend.
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Fig. 2 Evolution of liquidity growth rate, in CEE, during 2009-2012(%)

Sourcee: own proccessng after official statistics of IMF and central banks

The average liquidity growth rate recorded in the countries studied was 27.94%, in the third quarter 
of 2012, down with 4.55% over the same period last year. The liquidity position of commercial banks is 
at a corresponding level, the parent banks dependence adjusting is realized in a gradual and orderly 
manner, the main implication of this trend being reflected in the future development of financial inter-
mediation and credit risk. Reviving liquidity position can be justified in the light of external financing 
agreements the EU, IMF and IFIs, the provision of liquidity by central banks and credit institutions’ ef-
forts to increase the internal resources or portfolio of securities.

A particular importance in the present context it has banking system sensitivity analysis in this respect 
analyzing the net open position in foreign exchange to capital. An important step to counter risks in the 
international financial environment, is represented by the adoption of an integrated set of measures 
aimed for systemically important financial institutions (the 29 institutions), taken by G20. ECB supports 
new international standards designed primarily to prevent moral hazard and the negative externalities 
associated with these types of institutions. These measures are a necessary step to reduce the likelihood 
and severity of financial instability, thus reducing the level of sensitivity of credit institutions in interna-
tional corrections. In this respect, it is worth mentioning the mechanism promoted by the ESRB, which 
wants a banking environmental monitoring, which has in its epicenter the regime act or explain.

To identify the general level of risk in banking systems currently under study, we chose to calculate 
the Z index which shows the failure probability of an institution, being calculated after the following 
formula: 
       (1)

Where ROA - return on assets, C/A - the share of capital in total assets and σ
ROA

 - volatility of ROA.

When the values of this indicator   are high, the entity is less vulnerable, and such high values   can come 
from either higher revenues or additional capital, which indicates a high level of financial stability (An-
nexes, table no. 1). With reference to the countries under study, it is observed that the highest value of 
the indicator was recorded in Czech Republic for 2007-2012, the average being 185.28, while the low-
est value, even alarming, is recorded for Latvia where the average for the same period is 6.65.

The second pillar of the study is based on the encouraged analysis, aiming a set of indicators such as 
the share capital assets, major exposures on capital assets related to the weight of FD, i.e. liabilities 
capital, commercial revenues, staff costs weighted non-interest expenditure, the share of deposits in 
total loans, the share of foreign currency loans in total loans and foreign currency liabilities in total 
liabilities, etc.
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During the international economic crisis there has been adopted a set of measures aiming to support 
the financial system, which can be seen both from the state and the banks point of view. Thus, the gov-
ernment was involved in the help given to the recovery of the financial system, namely: government 
guarantees on bank deposits, recapitalization, dissociation of so-called „bad banks“ and nationalization 
of credit institutions. For example, with regard to the deposit guarantee system, we can see that before 
the economic crisis, the law stipulated a minimum guarantee of 20,000 EUR, today this level reaching 
the value of EUR 100,000. 

Central banks also played an important role in managing the risks that arise from the economic crisis, 
their primary role being reflected in the provision of liquidity support to banks in a period that was 
characterized by lack of confidence in the banking system. Thus, central banks cut interest rates to 
monetary policy, since financial market deterioration has changed the outlook in terms of price stabil-
ity, but also to encourage bank lending (see fig. 3).

Fig. 3 Evolution of monetary policy interest rate in CEE, during 2007-2013(%)

 Source: own proccessing after official statistics of central banks

The measures initiated to support financial system were used in combination, observing ad-hoc mea-
sures implemented in the individual financial institutions, and complex schemes applied when the 
global financial crisis intensified. Ad-hoc measures (conventional) were initially applied at an individual 
level due to the fact that the implementation process is fast and flexible and complex schemes (con-
ventional), which were used because it provides a more transparent perspective than the original, not 
leading to a distortion of competitiveness and could easily be taken as a forming part of a definite plan. 
Main unconventional measures adopted by the ECB in the crisis are those with respect to improving 
liquidity and intermediation in financial markets (refinancing of a fixed rate repo, swaps) and to counter 
liquidity constraints, respectively credit easing. These measures were designed to mitigate the impact 
of the international financial market tensions. 

Currently, central banks have started to reverse the measures to support the economic and financial 
environment by waiving some of the unconventional measures. While the ECB tightened monetary 
character twice since the crisis (April and July 2011), the worsening economic and financial situation in 
the euro area, led the central bank to ease monetary policy stance again. On the other central banks, 
the currency appreciation trend, the gloomy forecasts for the end of this year, the financial and eco-
nomic climate, are reasons for maintaining the current level of interest rates.

Another large challenge for monetary and tax authorities, is the deeper sovereign debt crisis. In the field of 
monetary policy and financial stability, the huge sovereign debt raises serious problems for authorities, 
affecting the future generations by slowing down the GDP growth rate. Therefore, there should be a closer 
cooperation between fiscal and monetary front, an improvement in the enhancement capacity with finan-
cial stability and thus a better transmission of monetary policy in the financial sector and the real economy. 
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Another issue that stands out is regarding the monetary policy in terms of sovereign debt crisis, namely 
increasing level of damaging the credibility of central banks acquired in the fight against inflation. 

A highly debated topic in the literature aims the national prudential supervision, highlighting the posi-
tive and negative aspects that accompany this decision. To note is that most studies that focuses on 
the theme addresses the consequences regarding this kind of supervision, namely the possibility to 
shape the risk profile of credit institutions. On the other hand, there are outlined also the benefits of 
integrated supervision, namely: reduced level of spillover effects, improved management structure of 
credit institutions, a higher speed of decision adoption and implementation at EU level and others.

The international financial crisis has changed the economic and financial climate, affecting the rela-
tionship between customers and credit institutions, regarded as individuals and businesses. The big 
institutions from financial markets have become the main concern of monetary authorities, but we 
must consider the fact that the size, market power and complexity are major issues related to the man-
agement of an institution. These features need to be addressed in a specific manner so as not to affect 
the robustness and soundness of the banking system. In this regard, the major changes and challenges 
to the financial system have created a new trend in banking, namely a new banking business model.

In the current model, banks have tried to avoid exposure to these kinds of risks, providing loans, which 
they sell in order to transfer the risk off-balance sheet. Individually bank risks have increased due to 
reduced incentives to monitor the packets transferred off balance, to the deterioration of credit quality, 
the increase of bank debt and the level of risk combination, which was a precondition for the creation 
of speculative bubbles.

The current financial and economic crisis is considered to be unprecedented in the last half century, the 
devastating effects of its extending in all sectors, especially in banking. 

4. ANALYSIS OF BANKING SOUNDNESS AND PERFORMANCE. THE CASE OF ROMANIA

At an international level, the turmoil caused by the financial crisis has generated concerns about the 
magnitude of spillover effects, namely banking market implications. In this regard the study focuses 
on an empirical analysis that has in its epicenter the Romanian banking system. The analysis was per-
formed using official statistics of the National Bank of Romania, using monthly data, for the period 
2007-2012. Due to the fact that some indicators are reported quarterly, we opted for interpolation, aim-
ing to obtain a homogeneous database. In analyzing the soundness of the banking system in Romania 
we use auto-regression and moving average model (2).

The solidity is evaluated through Z index, which indicates the ability of a system to dissipate the reper-
cussions caused by shocks in the economy. The method aims to explain the unpredictable character 
of the indicator, being able to obtain also a forecast for a certain period of time. The model knows the 
following form: 
  zt = β0 + β1 zt-1 + zt-2 + εt         (2)

Where Zt- soundness indicator at time t, εt-random variable.

Due to the monthly data used we registered a number of 72 observations. First we proceed by testing 
the stationarity of the variable, suggesting that amplitude fluctuations are approximately uniform and 
vary around a constant mean. In this case variables did not meet this assumption, in this sense opting 
for an index calculation. Tests for this hypothesis are Augmented Dickey-Fuller (ADF), Phillips-Peron 
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(PP) and Kwiatkowski-Phillips-Schmidt-Shin (KPSS). After the model identification, the equation was 
applied to classical hypothesis testing, i.e. homoscedasticity hypothesis (ARCH test), test error autocor-
relation (Breusch-Godfrey test) and normality of errors (Jarque-Bera test).The forecast obtained refer to 
the period January-April 2013. 

Regarding the predictability of the strength indicator, if we consider the extent to which the market 
can be guided by econometric models in tracing the behavior of financial markets, according to the re-
sults obtained, it could take the form of an ARIMA-type (1,2,1) (see Annexes). The results suggest a slight 
improvement in the level of bank soundness, namely the risks registered a slowdown.

Despite the results, it is important to outline the fact that there are some limitations, due to the fact that 
there weren’t taken into account the new international economic pressures, namely the implications 
of sovereign debt crisis (i.e. Cyprus), issue that will generate an increase in the level of risk. Despite the 
fact that the doctrine is really developed for studies to anticipate financial crises, their use in practice 
remains limited, thus the robustness of the forecast made on the next four months is somewhat re-
stricted, suggesting duplication with other techniques for evaluating the stability of the system.

A fundamental lesson that should be learned from the current crisis is that of temperance, open to all 
participants in the financial markets and beyond, which from the desire to gain quick wins assumed 
excessive risks, not falling under any circumstances under the rational agent pattern. 

After many successful years, the global banking system is facing historical changes, so many of the 
mechanisms previously applied are found to be exceeded in the current economic conditions. In this 
respect, the banking market faces a series of pressures, observing a transformation, a reconfiguration, 
which is viewed at three levels, namely the economic, the business model and financial education. 
From the analysis undertaken, the banking system soundness will experience a relatively timid im-
provement in the near future, highlighting the profound implications of the capital adequacy level, as-
set quality, management decisions and macroeconomic factors, issues that are supported by monetary 
and governmental measures. 

5. CONCLUSIONS 

The crisis years radiography reveals ample implications on the banking sector in terms of deceleration 
in lending, by deteriorating financial soundness indicators, by tightening banking regulations and sug-
gesting the vital necessity of a common European financial supervision structure.

In the paper it was made a comparative analysis of financial soundness indicators promoted by the IMF 
through the non-euro EU countries, our results suggesting that the risks to financial stability increased 
considerably in light of worsening sovereign debt crisis, which intensified the negative implications 
on the banking sector. It was also carried out an analysis on the Romanian banking system, opting for 
the auto-regression and moving average model, the period selected being the manifestation of the 
subprime crisis, namely 2007 to 2012. Our results showed positive impact of consolidation measures 
taken so far on financial system soundness, but there were not taken into account the implication of 
the recent pressures in the international financial markets, caused by sovereign debt crisis. 

The study aims to sketch a picture of the international economic context, in order to monitor the 
„health“ and soundness of financial institutions and markets, highlighting strengths and weaknesses of 
each financial system. Financial soundness indicators have two distinct axes to avoid the approach 
„one-size-fits-all“, which suggests a greater flexibility in analyzing the various regions.
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Therefore, we find that the period under review was one atypical, marked by challenges in economic 
and financial plan, the measures adopted being used in combination (ad hoc measures or complex 
schemes). The central bank acted in a consistent manner to ensure financial stability, playing the role of 
an anchor in maintaining confidence in the banking system.

After spreading international financial crisis, the banking systems analyzed were deeply affected, and 
although we are seeing a slightly recovery of the financial system, we must consider one of the funda-
mental lessons being drawn from the crisis, namely the principle of prudence.

In this respect, we conclude by saying that the financial system plays a fundamental role in ensuring 
financial stability, being drained and consolidated over time, so despite the pressure from international 
financial markets, it must be increased the level of efficiency regarding the implementation of various 
measures, which involves more flexible economic policies.
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Annexes

Table no. 1: Evolution of profitability and efficiency indicators in CEE, during 2009-2012 (%)

Country
2009 2010 2011 2012 (q3)

ROA ROE LE Z ROA ROE LE Z ROA ROE LE Z ROA ROE LE Z
BG 1,08 9,79 9,06 19,96 0,84 7,77 9,25 18,93 0,63 5,74 9,11 19,08 0,8 7,9 9,88 18,58
CZ 1,32 23,76 17,95 170,84 1,39 22,17 15,99 186,47 1,32 20,16 15,27 188,15 1,39 20,95 15,08 195,66
LV -3,86 -50,6 13,10 1,56 -1,83 -19,7 10,78 3,05 0,49 4,76 9,71 4,34 2,52 22,22 8,83 5,67
LT -2,06 -27,2 13,17 3,95 -0,5 -6,54 13,19 5,39 1,21 12,88 10,65 8,03 0,8 7,03 8,79 9,23
PL 0,94 13,23 14,08 34,82 0,92 12,11 13,22 36,35 1,20 15,39 12,87 36,43 1,2 14,51 12,08 39,21
RO 0,25 2,89 11,6 12,73 0,2 0,15 0,75 13,25 0,03 -0,1 -4 12,71 0 -0,3 0 11,99
HU 0,86 11,40 12,37 26,14 0,6 7,32 12,22 26,49 0,25 3,17 12,65 26,12 0,26 2,89 10,97 26,15

Source: own proccessing after official statistics of IMF and central banks

Table no. 2: The descriptive statistics, during 2009-2012

Indicator Mean Median Max Min Std. Dev. Skewness Kurtosis J.B. Prob. Sum Obs.

I_Z_IND 0,996073 0,996758 1,129331 0,902941 0,033889 0,594234 6,678751 44,21426 0,000 70,72122 71

Source: own proccessing on EViews

Table no.3:
Graphical representation of the correlogram regarding autoregression and moving average model 

Date: 04/14/13  Time: 00:52

Sample: 2007M01 2012M12

Included observations: 71

Autocorrelation Partial Correlation AC PAC Q-Stat Prob

. |**** | . |**** | 1 0.528 0.528 20.626 0.000

. |*.  | .*| .  | 2 0.135 -0.199 21.995 0.000

.*| .  | .*| .  | 3 -0.158 -0.200 23.901 0.000

.*| .  | . | .  | 4 -0.199 0.015 26.959 0.000

.*| .  | . | .  | 5 -0.131 -0.005 28.299 0.000

.*| .  | .*| .  | 6 -0.100 -0.105 29.098 0.000

Source: own proccessng on EViews

Table no.4: The estimation of the model

AR(1) AR(2) ARIMA(1,2,1)
Adjusted R-squared 0,27559 0,29610 0,34744
Akaike info criterion -4,21745 -4,21728 -4,27929

Schwarz criterion -4,15321 -4,12014 -4,14977
DW 1,76440 2,05548 1,88362

Source: own proccessng on EViews
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Table no.5: Z index forecast, for M01-M04 2013

Month I_Z_indf
2013M01 0,977202
2013M02 0,993146
2013M03 1,003437
2013M04 1,008969

Source: own proccessng on EViews

Table no.6: Model testing - Autoregression and moving average

Dependent Variable: I_Z_IND
Method: Least Squares
Date: 04/14/13  Time: 01:00
Sample (adjusted): 2007M04 2012M12
Included observations: 69 after adjustments
Convergence achieved after 11 iterations
MA Backcast: 2007M03

Variable Coefficient Std. Error t-Statistic Prob.  
C 0.998755 0.001420 703.3837 0.0000

AR(1) 1.464455 0.101788 14.38734 0.0000
AR(2) -0.598382 0.099600 -6.007864 0.0000
MA(1) -0.974604 0.015665 -62.21513 0.0000

R-squared 0.376230 Mean dependent var 0.996417
Adjusted R-squared 0.347440 S.D. dependent var 0.034277
S.E. of regression 0.027690 Akaike info criterion -4.279290
Sum squared resid 0.049837 Schwarz criterion -4.149776
Log likelihood 151.6355 Hannan-Quinn criter. -4.227907
F-statistic 13.06835 Durbin-Watson stat 1.883620
Prob(F-statistic) 0.000001
Inverted AR Roots .73-.25i .73+.25i
Inverted MA Roots .97

Source: own proccessng on EViews
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INTANGIBLE ASSETS: RAIFFEISEN BANK ALBANIA CASE

Abstract

Intangible assets and investments made   to these assets are placed increasingly in the spotlight since 
the end of the 20th century, this is for those who play a key role in the growth of a considerable busi-
ness value. Literature annually enriched not only by theoretical, where required to give an accurate def-
initions them, but mainly to the importance that they have. In our country unfortunately studies have 
not been performed in this direction. For this reason the treatment of this subject has been difficult.

This study aims to identify some of the intangibles that operates at Raiffeisen Bank in Albania analyzed 
qualitatively and quantitatively the role of investment in these assets. Intangible investments and their 
role in developing the company Raiffeisen Bank JSC, impact and importance at this company.

1. INTRODUCTION

This part of the topic will address investment in human capital by looking at details of intangible in-
vestment in human capital made  by  Raiffeisen Bank in Albania. One of the purposes of this topic is to 
describe the terminology associated with investment in human capital, about business and organiza-
tion. Another goal is to identify certain types of investment assets and their role in the development of 
the company Raiffeisen Bank JSC. This bank is the biggest of the second level banks in Albania and has 
the highest number of staff. The banking sector is an important sector in the Albanian economy. Raif-
feisen Bank plays a major role in this sector, being more often the initiator for the market introduction 
of innovations in services / products, technology and politics.

Watkins, T.(2000) has argued that banking products are easily copied given that there is little protection 
through patents. Competitive advantages for banks mainly generated from hidden intangible assets, 
than tangible. For this reason, banks provide an ideal context for studying intangible investments. Human 
capital is one of the main components of intangible assets and intellectual capital resource of a company. 
Banks make investments for the development of their staff. These investments are stated as costs or per-
sonnel costs and very often it is impossible to measure in financial terms, the impact that they bring. For 
example, it is impossible to measure the impact of a policy to „empower Google employees“.

2. METHODOLOGY

In this study are used qualitative research methods. Research methods used in this theme are inter-
views with bank executives as: 

Interview with the Director of the Department of Human Resources•	
Interviews with specialists of Human Resources Department at Raiffeisen Bank•	
Interview with responsible planning and control unit at the Finance Division.•	

Review the bank’s internal reports and statistical data. Study of literature and internal policies of the bank.
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3. HUMAN CAPITAL AT RAIFFEISEN BANK

Enstein told: “Not everything that can be counted counts, and not everything that counts can be count-
ed”. This statement is quite adequate to explain the role that intangible investments for which in most 
cases is difficult to put a value and to reflect it in the financial statements, but on the other hand with-
out such investment, the company will not create „added value“.

3.1 The definition of human capital

As mentioned, one of the goals of the thesis is to describe some definitions related to intangible assets. 
Human capital is not only a staff or people in the company itself. People have control over their human 
capital and they are free to invest this capital better profitability in the family, in society, at work, in 
faith, etc. Given this aspect of the definition provided in relation to human capital by Leslie A.Weatherly 
(2003): Human capital is the sum of a company’s collective attributes, life experience, knowledge, 
creativity, energy and enthusiasm that its people choose to invest in job. 

But according to the researcher mentioned above, the calculation of the value of human capital (HC) is 
not easy because human capital is quite different from the others. Human capital asset also represents 
the greatest potential, but even greater obligation that an organization will carry over its business 
cycle. This is the only intangible asset that has great influence but on the other hand can not be fully 
controlled. Human capital is unique and it does not lose its value despite in cases when companies 
implement technological innovations that replace human labor.

3.2 Background and details of Raiffeisen Bank JSC

The banking sector is an important sector of the Albanian economy and the market because of the 
ever-increasing role he plays in the local economy by having a direct or indirect impact on the stability 
of many other sectors of the economy. Currently in the banking sector in Albania operates 16 com-
mercial banks.

Raiffeisen Bank JSC (RBAL) is the market leader in Albanian. Bank owned 100% of the shares of Austrian 
group Raiffeisen Bank International (RBI), which operates since many years in Central and Eastern Eu-
rope through a network of banks and financial institutions.

Raiffeisen Bank JSC operates in Albania since 2004, when Raiffeisen Zentralbank Group Savings Bank 
privatized.

Information about Raiffeisen Bank JSC listed at the end of December 2012:

The data were obtained from the Audit Department reports to the bank and the internal statistics of 
the Department of Human Resources and Training.

Total Assets    2,273,256.14 thousand EUR
Volume of Deposits    2,037,371.84 thousand EUR
Total loans    967,456.04 thousand EUR 
The total number of customers  712,023 Costumers
Business Unit    103 (Branches and Agencies)
Number of employees   1458 Employees

For 2011, net profit after tax was EUR 50.609 and represents the highest profit recorded by the bank. For 
2012, profit is expected to be lower than in the previous year, but still high compared with other years.
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Total expenses for personnel, for 2012, were EUR 17,216 and have increased compared to last year 
where these costs were 15.968 Euros.

Raiffeisen Bank Albania has the largest number of employees and the wider geographical among com-
mercial banks, by providing access to banking services a large number of clients.

Raiffeisen Bank JSC provides services through several types of distribution channels which count 
among the service branches, electronic cards, ATM, POS, e-Banking, Mobile / SMS Banking etc. Also 
serves several market segments as private individuals, micro businesses, medium and large corpo-
rations. For specialized services supported through these channels, required trained staff to provide 
technical information about these services. On the other hand, to implement innovation in these ser-
vices, or to be more optimized, expertise and knowledge needed.

In November 2012, „The Banker“, recognized magazine of the „Financial Times LTD“, honored Raiffeisen 
Bank JSC with the award for Best Bank of the year.

Raiffeisen Bank JSC directed by the Board of Directors which consists of 4 members: Executive Director, 
Deputy Executive Director, Member of the Board responsible for Retail business, Board member re-
sponsible for IT and Operations. Each member of the board of directors is responsible and has to direct 
its dependence divisions / departments to deal with bank

Regarding data on staff turnover, RBAL has decreased during the last 3 years. 

Tab 1: Bank staff turnover during the period 2010-2012

Year 2012 2011 2010

Staff turnover * 6.5% 8.1% 8.2%

The data in the table are derived from annual reports of Human Resources.

*Staff turnover shows a percentage of the number of employees who resign. Statistics from the human resources department shows 

that the most common reasons for resignation were: 50% for position and better salary, 17% for better salary, 33% for other reasons 

(study, migration, etc.).

4. INVESTMENT IN HUMAN CAPITAL RAIFFEISEN BANK jSC

According to the Director of HR, any amount out of the budget in balance human resources is catego-
rized as personnel expense. However, in the RBI Group and Raiffeisen Bank JSC management is aware 
of the fact that current spending on personnel can bring value to the company in the future, as they 
can promote the growth of satisfaction and motivation of employees, increase their staff knowledge, 
which brings increased staff performance, improve work processes, etc..

Human Resources Department at Raiffeisen Bank JSC prepares reports for the management of the 
bank, in which is made an estimate to measure ROI (return on investment) for investments made in 
human capital. ROI is calculated by the following formula:

ROI = Revenue − (Total Cost − Staff Costs)
 Staff Costs  

and in 2011, ROI = 3.47 EURO

For every € 1 invested in human resources bank, investment bank returns by 3:47 Euro.

The implementation of some human resources policy initiatives bring for the company positive effects 
which are often not tangible, but in long time constitute an added value for the company and they can 
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produce competitive advantages for it. For example, activities such as the implementation of a training 
program designed to enhance leadership skills of managers can be considered simply an expense for 
staff? One such activity will bring added value for the company because a qualified leadership will re-
sult in increased performance in work teams they lead. Robert S. Kaplan (2004), referring to the case of 
Syracuse Gray Company, explains how after the implementation of a training program to improve work 
processes, it was possible to sensitize managers to review all current work processes and implemented 
new changes which led to 50% reduction in production time of the final product to the client. This case 
is an example where training produces a stable added value for the company.

Some of the expenses for staff development and human capital are simultaneously company investment 
which does not take embodiment (or at least not directly, immediately, but they are viewed as strategic 
investments for the future). To measure their impact should be studied cause and effect relationships that 
are generated from these investments. Below, there are described some of the intangible investments 
carried out for the development of human capital in Raiffeisen Bank in Albania and their role for the bank.

4.1 Training Staff Development

According to the definition given by Goldstein & Ford (2002), training refers to systematic approach to 
learn, develop and improve the effectiveness of the individual and team the organization.

Investment in staff training constitute a strategic tool that helps achieving business goals and objectives 
of the organization. Training and development is the process of acquisition or transfer of knowledge, skills 
and qualifications, necessary to perform particular task or activity. There are still no methods and tools 
which can accurately measure the impact of intangible investment. Feedback received from participants 
at the end of training through questionnaires and discussions, as well as feedback received from their 
managers through interviews are used to measure the effectiveness of Raiffeisen Bank JSC methods train-
ing. In some cases, other tests are performed after the training to measure the level of knowledge transfer. 
All these estimators have produced an overall qualitative data about training and there were no cases of 
quantitative measurements to assess the impact directly or indirectly brings about investing in a company 
training program. Daniel R. Tobin (2009) argues that it is very difficult to measure the return investment 
from training and such measurements are often wrong because they not consider a broader context fac-
tors combined with training, create a climate for increased productivity and achieve positive results.

4.2 Statistics for Training and Staff Development at Raiffeisen Bank JSC

The following statistics are taken from the Department of Human Resources and Training at Raiffeisen 
Bank JSC 

Tab. 2: Summary of data from HR & Training Annual Statistics, Raiffeisen Bank JSC

Year 2012 2011 2010 2009
1 The number of daily clients: 3’450 2’560 2’726 3’358
2 Number of training days: 4’551 4’421.5 3’909 4’612
3 Budget Spent: 244’412 337’217 282’193 300’390
4 Number of employees who have participated in at least one training: 981 1’204 956 1’160
5 % of staff attended a training 70% 88% 70% 85%
6 The annual average number of active employees 1400 1360 1357 1356
7 Training days / No. of employees: 3.25 3.25 2.88 3.4

Number of training days is calculated by multiplying the number of participants in training and the 
number of training days
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For example: 10 participants x 2 days = 20 days training
Spent budget includes all expenses related to the organization of training such as programs fees, •	
fee trainees and accommodation, training rooms, equipment, etc..
Annual average number of active employees is calculated as an average of monthly data. Each •	
month is calculated the number of full-time employees, which was revealed the number of em-
ployees who are on maternity leave or long residence due to health problems that are not counted 
as active employees for the month.
Training Days / No. of participants is another indication of the amount of training provided during •	
the year. Under the guidance of Raiffeisen Bank International Group banks should not fall below 
the minimum of 2 days of training per year per employee.

The above statistics reflect a decrease in total expenses for training in 2012. This was due to the de-
cline of organized training abroad and fall of training courses organized by the contracted company 
(outsource). Also, efficient management contributed to lowering costs and reducing them. Because of 
this awareness, at the beginning of the year there was a decline in the number of requests for training 
abroad or other costly programs that can be replaced with training programs developed by bank’s 
internal training. Also, most of the requests was focused on the most immediate needs for training in 
certain departments. Another reason has been the increased capacity of the bank on training, through 
wider use of experts and training bank staff.

4.3 eLearning - as an intangible investment 

One of the investments made by the bank in 2011 has been the implementation of a platform for ‘eL-
earning’ training which is done through the computer. This was an investment in software and licenses 
for computer programs for creating extra special ‘eLearning’ training modules. After the implementa-
tion, the platform itself gets added value whenever a new ‘eLearning’ training module is created, which 
offers access and records to the bank staff according to the target group.

Creating electronic training modules records and the management of records and tracking training 
in the platform is the responsibility and the duty of the specialists in the training unit. During the first  
two years of the implementation 6 training modules were created, which developed a series of test-
ing modules to measure the knowledge of the staff. Compared with other methods of training like 
classroom training as ‘coaching’, this platform has its limitations because of a non-direct contact and a 
non-direct feedback from participants.

However, investment in this platform had some qualitative and quantitative measurement for the ben-
efits that has brought. The main benefits of it were:

Faster distribution of training programs and knowledge. For example, for training as soon as pos-•	
sible the staff for ‘Mobile Banking’ service, it was used this platform and training was received from 
sales staff (about 600 employees) within 2 days.
Saving on travel costs for staff from branches in districts that would be coming in Tirana to get •	
training or to perform the required tests. Cost savings during the first year of the use of the plat-
form were estimated to be 10400 euros. This figure exceeded the forecast made   in the analysis of 
costs and benefits of the acquisition and implementation of this platform where was expected a 
saving of Euro 5500.
Another benefit that cannot be measured in monetary value is the benefit from the fact that em-•	
ployees in branch or directory should not be separated from work and lose valuable time traveling 
for training.

Because of these results, the bank has estimated that eLearning has passed the investment spent on 
the purchase of program and technical implementation costs.
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4.4 Student Intern Program

This program is organized by Raiffeisen Bank JSC in cooperation with several local universities (or Al-
banian students of international universities) and the objective for the bank is to select and hire new 
talents from universities. Each year the bank expects approximately 30 students placed in different 
departments or branches. In 2011, were employed 11 from interns students. 

For these interns are organized various training like orientation training for new staff, through which 
one can gain knowledge and an overview of the work in the bank. The rating given by participants for 
this type of training is very pleasing and viewed by them as an advantage compared with interns in 
other companies.

Another initiative in this regard has been the inclusion of Raiffeisen Bank JSC at the FASTIP program 
of the University „Alexander Moses“ in Durres, supporting and funding each year four young students 
who are pursuing their studies in „Banking Management „. These students are supported with a pur-
pose to be employed at the end of their studies. FASTIP is a new learning model that combines aca-
demic study with practical study in the company.

4.5 Performance Management

Human resource policies at Raiffeisen Bank JSC aimed to reinforce a culture that supports high perfor-
mance of our employees and strengthen competencies / behaviors desired by the staff of motivated 
employees through a consolidated system of performance management.

Performance management system currently used at Raiffeisen Bank JSC, was implemented in 2007. 
Every year this system has undergone certain elements but has essentially maintained its structure and 
principles.

Management System that is used by banks, takes into account the achievement of the objectives / 
goals of the employee and the powers that appear in results.

This system consists of the extra special forms that support the process steps and information process-
ing. The process steps are:

Determination of Annual Objectives (these objectives come as cascade for the strategic objectives •	
of the organization, from senior managers to middle level managers and then to team leaders and 
staff). Objectives should be set in accordance with the principles of SMART objectives.
Review of objectives between the year. (Here can be done changes and adjustments.)•	
Evaluation of objectives and performance at the end of the year. (Every manager should sit down •	
with staff to carry out this evaluation and to complete appropriate forms, which should be detailed 
evaluation data. Percentages classified achievements through some notes from 1 to 5; each note 
corresponds to a percentage level of achievement of objectives. 

Tab 3: Form of individual performance evaluation of employees at Raiffeisen Bank JSC

Exellent  
5

Very Good  
4

Good   
3

Average   
2

Poor  
1

Consistently 
exceeds 
expectations
(Over 110%)

Complitely realize 
expectations and 
exceeds them 
easily
(98-110%)

Complitely realize 
expectations in 
most of the cases
(81 – 97 %) 

Complitely realize 
expectations at a 
certain level, but 
there is room for 
improvement
(70-80%)

Weak results or 
very week results
(less than 70%)
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In addition to objectives an assessment is made by grade and competencies required in business •	
such as technical skills / professional, quality of work and productivity, interpersonal skills and 
teamwork skills, creative and proactive skills, focus on the client (whether internal or external), 
integrity and trust.

A performance below 2.8 is considered problematic and requires a development plan through training, 
help desk support from the manager and staff monitoring performance. Although these forms exist 
there is not a neat addition and monitoring of the development plan. On the other hand, in the case of 
a performance under 2, is required the dismissal of staff.

A performance 3 is rated as level, as it shows that staff has met expectations. Average performance as-
sessment for bank staff in 2010 and 2011 was the same as follows: 

Tab 4: Average performance assessment for bank staff (2010-2011)

Years 2010 2011

Average performance measurement results 3.73 3.73

*The data in the table are taken from the annual reports of the bank HR.

This indicates that the average staff performance is generally satisfactory and in most cases exceeded 
expectations.

5. THE IMPACT OF INVESTMENTS IN jOB SATISFACTION

Raiffeisen Bank JSC organizes every year an internal survey to measure job satisfaction and staff mo-
tivating factors. The survey is conducted electronically to guarantee the anonymity of responses. The 
final results of the survey are communicated by the Department of Human Resources. (Appendix). The 
results of this survey for 2011 and 2012 indicate that it is maintaining a high percentage of job satisfac-
tion. 97% percent of those surveyed in 2011 responded that they support the work they perform. In 
2012 this percentage was 97.8.

About 99% of staff who have more than 5 years of employment at Raiffeisen Bank JSC, responded 
that like work always or in most cases, indicating that the labor satisfaction rate is higher for staff that 
has many years of working in the bank. This is an indication that explains the tendency toward job 
loyalty and lower turnover of staff that has many years of working with the bank. More than 90% of 
staff which participated in the survey believe that the management of the bank is very good or good. 
Satisfaction and positive assessment of the bank’s management has been improved and in 2012 
recorded the highest figure of 91%. Over 85% of staff considers satisfactory supervisor-subordinate 
relationship.

The data of this survey show that the bank staff has high pleasure toward work and toward the orga-
nization. These data are the result of the investments made and the culture of relationships formed 
within the organization.
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6. CONCLUSION

Some forms of intangible assets have very broad definitions which allowed interpretations like human 
capital. Increasingly Raiffeisen Bank has focused on investment in human capital development which is 
the source of intellectual capital for growth, and structural relationships of a company.

Investments in human capital are difficult to measure the impact that they bring. At Raiffeisen Bank 
JSC, any payment for services performed for the bank staff development or human capital recorded 
and reported as expenses and staff costs. Regardless on how these expenses are treated and recorded 
in the financial statements, at Raiffeisen Bank face restrictions on the bank’s internal policies, where 
these costs are referred to as strategic investments that are expected to add value to a company.

Special reports prepared for management of the bank perform more detailed analysis of these costs, 
watching as investments to achieve strategic objectives and long term goals of the bank. An indication 
of the measure in this context, is Human Capital ROI but its results leave much room for interpretation 
which are the real factors that have led to the return on investment. In most cases it is impossible to 
draw quantitative results for individual investments and the income from their benefits.

Raiffeisen Bank JSC some reports are developed within the company and some of them are drawn by 
the patterns established by the Group RBI to enable banks comparisons within the group and the level 
of these investments.

As evidence the surveys, these investments have brought Raiffeisen Bank JSC results in increased staff 
satisfaction, increased staff loyalty, retention and motivation level high performance of the company 
and considered as added value that affects the performance of the company.
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Appendix

Published results of „Survey staff satisfaction at work“ (2012)

Fig.1-2: I like my job

Fig.3: Job satisfaction
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TOWARDS THE SUSTAINABLE GROWTH AND DEVELOPMENT

Abstract

Natural resources such as the non-renewable fossil fuels oil and coal, or the renewable commodities 
of soil and water, are the foundation for every commercial activity. By using capital goods and natural 
and human resources as efficiently as possible, a national economy produces goods and services, thus 
improving the quality of life. 

Measuring well-being, i.e. the utility of economic goods and services, and aggregating it in measures of 
economic welfare are well known to be very difficult. Therefore, in this paper by linking the process of 
managing the accounting function for a future sustainability and growth and giving a glimpse on this 
relationship through emerging accounting practices, like Cost and Benefit Analysis the way in which 
Performance measurement systems are implemented in corporations today and at the end of the pa-
per the Integrated Reporting, the present state and future benefits towards the overall sustainability 
are measured. 

With all this, this paper strives to give an explanation of present condition and how it can be improved 
by employing novel approaches in Managing Corporate Accounting and Reporting.

Keywords: Sustainable development, Economic growth, Performance, Social sustainability, Cost-Benefit 
Analysis, Global Reporting Initiative, Sustainability Performance Measurement Systems, Integrated Report-
ing Framework.

INTRODUCTION

Nowadays, there is contemporary recognition that environmental issues and systems are affected by 
and affect human activities in pursuit of social, demographic, political, and economic goals. Issues of 
pollution, resource exploitation, desertification, and population growth and concentration, continue to 
be the responsibility of fragmented departments and macro-economic policies focus on the maximiza-
tion of economic growth. To remedy this situation, the United Nations established a World Commission 
on Environment and Development (WCED). Under the generic label of ‘sustainable development’, the 
Commission proposed to move from dealing with environmental effects after their occurrence to fo-
cusing on the ‘policy sources’ of these effects for preventive action (Bartelmus P., 1992).

Accounting for both socio-economic performance and its environmental effects is the first step to-
wards the effective integration of environmental concerns into economic planning and policies. The 
availability of resources and the efficiency with which they are used are crucial determinants of a coun-
try’s quality and perspective of life. The challenge facing individual countries is to improve the overall 
conditions in such a way to ensure that not just capital goods, but also natural and human resources are 
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used more efficiently. The success with which the national economy manages its available resources 
can have a long-term impact on its credit standing and ultimately affect the attractiveness of sovereign 
bonds. (Sarasin Bank, 2010)

1. LINKING SUSTAINABILITY AND GROWTH

1.1. Basic preconditions for sustainability 

Economic progress is often evaluated in terms of welfare (or utility) for willingness to pay for goods and 
services consumed. Economic sustainability seeks to maximise the income or consumption that could 
be generated while at the minimum, maintaining assets (or capital) which gives these beneficial out-
puts. Key role for allocation of resources in production and for the consumption choices that maximise 
utility is having efficiency. Human capital enhancement, trough education and strengthening of social 
values and institutions, will increase social capital meaning accumulation of capabilities for sustainabil-
ity, both for individual and groups of people, in order to work together and achieve shared objectives. 
To sum-up, for both social, economic and ecological systems, improving of the system health and its 
dynamic ability for adaptation to change across a number of spatial and temporal scales is a must for 
achieving the needed sustainability, instead of preserving ideal situation.

2.1. Sustainability for growth

Simplified approach within a conventional Cost Benefit Analysis (CBA) framework is usually applied in 
order to value all costs and benefits, including environmental and social aspects, and to optimize the 
resultant net benefits (i.e. benefits minus costs). Sometimes it may be easier to measure environmental 
and social assets in non monetary units, especially where they cannot be monetarily valued. One of many 
views of sustainability requires non-negative net environmental degradation in the economy. Others 
have defined sustainability in terms of non-declining income, consumption or welfare. (Islam 2001)

Sustainability is highly dependent on social and environmental costs and benefits. Typical costs for a 
sustainable growth include urbanisation problems, worsening income distribution, commuting dis-
proportions, and on the other side benefits are improved transport, communications, and standards 
of living. Besides them, the second set of costs and benefits are environmental. Pollution, reduction of 
natural resources and bio-diversity are costs, while benefits are technological innovation and less dam-
aging resource extraction, substitution of rare natural resources, and lowering of pollution. 

Growth which derive from reduced pollution and increased substitution of efficient natural resources is 
expected to be sustainable. On contrary, if environmental costs of economic growth surpass benefits, 
the outcome is both unsustainable and impoverishing. Resources are not always efficiently used, but 
transformed into waste that must be absorbed by the environment. Owing to above mentioned, many 
experts argue that perpetual, material-intensive growth is unsustainable.1

2. ACCOUNTING FOR SUSTAINABILITY

A sustainability concept of maintaining a particular level or growth rate of outputs or yields of hu-
man activities,2 contributing to the achievement of development objectives, does not provide further 
insight into the development process. The utility of economic goods and services or measuring well-
being, and combining it in measures of economic welfare are well known for its difficultness. 
1 S.M.N. Islam et al. / Ecological Economics 47 (2003) 149–166 p.153
2 The ecological concept of ‘sustained yield’ has been taken up by the World Conservation Strategy 
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The process of applying various accounting instruments requires knowledge, in order to preserve the 
marginal damage cost from the loss of ecological services. A variety of valuation techniques, applied in 
cost–benefit appraisals of environmental protection projects and programmes purport to provide this 
knowledge. (Islam, Munasingheb and Clarke 2003).

2.1. Sustainable Economic Growth

If we look at economic objectives of producing and consuming goods and services, basic (primary) 
input limitations can be presented as availability of production factors, consisting of produced, natural, 
and human capital. Another prerequisite which regulates or otherwise affects economic activities is 
the institutional set-up, dealing with law and order, international relations, etc. Accordingly, different 
sustainability categories can be distinguished, referring to the sustainability of:3 

Produced economic capital.1. 
Natural capital of natural resources and environmental waste absorption capacities.2. 
Human capital of labour, skill, and knowledge.3. 
Institutional capital, providing the social, legal, and organizational infrastructure for economic activi-4. 
ties and conflict resolution.

National, as well as corporate, accounting already allows for the sustainability or maintenance of pro-
duced capital by costing capital consumption as depreciation and deducting it from Gross Domestic 
Product (GDP) (or gross value added generated), and by accounting for stock increase as capital forma-
tion and stock use as capital decrease affecting intermediate consumption or final use. If we focus on 
the maintenance of produced and natural capital for ensuring continuing generation of output and 
value added, and bearing in mind technological progress, resource discovery or substitution of inputs, 
sustainable economic growth can be defined in operational terms as: 

increase in (real) domestic product, allowing for the consumption of produced capital and the deple-
tion and degradation of natural capital, taking into account that past trends of depletion and degrada-
tion can be offset or mitigated by technological progress, substitution, discoveries of natural resources 
and changes in consumption patterns.4 

The concept of sustainable economic growth differs, however, from the definition of such indicators as 
an essentially analytical concept that anticipates the occurrence of resource discovery, improvement 
in the efficiency of resource use, technological progress or changes in lifestyles, relaxing sustainability 
constraints of natural resource availability, and environmental (services) capacities.5

Sustainability of economic growth does not necessarily mean the sustainability of its components such 
as consumption, capital accumulation or the balance of foreign trade. Focus of sustainability from the 
maintenance of capital in economic growth, by introduction of standards and targets in development 
analysis is moved to the examination of development programmes and activities, on various levels. 

The above-described concept of sustainable economic growth and development emphasize the need 
to integrate natural capital constraints and further environmental welfare effects into socio-economic 
analysis to satisfy at least some necessary conditions for sustained development. In principle, such 
integration can be achieved directly by incorporating the use of natural capital, as additional costs 
and benefits, into the standard indicators of economic performance and growth, i.e. Value added and 
Net Domestic Product (NDP), which are easily compiled in national accounts. The System of integrated 
Environmental-Economic Accounting (SEEA) is based on an earlier proposed framework for integrated 
environmental and economic accounting (Bartelmus, Stahmer and Van Tongeren 1991). 

3 BARTELMUS P. (1992). Accounting For Sustainable Growth And Development. Structural Change and Economic Dynamics, 3 (2),. P.243
4 BARTELMUS P. (1992). Accounting For Sustainable Growth And Development. Structural Change and Economic Dynamics, 3 (2),. P.244
5 Considering that the capital depreciation concept reflects a loss in income spinning capacity of economic assets



369

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

2.2. A Framework for Integrated Environmental-Economic Accounting

The Statistical Division of the United Nations has developed the SEEA as a system that will elaborate and de-
tail monetary accounts, and their physical counterparts of stocks and flows of natural resources and waste 
residuals. The experimental nature of environmental accounting and inconsistencies in the valuation of non-
marketed goods and services with the values of market transactions are the reasons for not replacing the con-
ventional accounts that serve numerous, in particular short and medium term, economic analyses. The idea is 
to allow users of economic data to choose among different information systems according to their particular 
areas of interest. The objectives of integrated environmental-economic accounting can be summarized as:6

Identification of all environment-related stocks and flows in conventional national accounts.1. 
Incorporation of environmental costs and benefits into national accounts.2. 
Assessment of the composition and sustainability of national wealth.3. 
Modification of accounting aggregates. 4. 

2.3. Emerging accounting practices

Accounting for environmental issues has evolved from accounting for the cost of environmental clean-
up and fines , illustrated through the following examples which include accounting practices in the 
following dimensions:7

estimated liabilities associated with the cleanup of contaminated land,•	
removal and cleanup of leaking underground storage tanks,•	
removal of asbestos from buildings, and•	
removal and replacement of PCB-filled lighting ballasts and transformers.•	

Recently, the World Business Council for Sustainable Development and the Federation of European Ac-
countants, have begun urging organizations and governments to begin accounting for potential ex-
penses and liabilities that may be associated with managing their greenhouse gas (GHG) emissions. Ac-
counting for financial costs can be instrumental in helping organizations understand the business case 
for reducing waste, packaging, energy, and water use. The pressure to manage costs and preserve or en-
hance reputations continues to drive improvements in environmental management and corporate social 
responsibility. The International Federation of Accountants has developed a sustainability framework to 
help professional accountants influence the way organizations integrate environmental, economic, and 
social considerations into their objectives, strategies, management, and definitions of success. 

3. COST AND BENEFITS OF SUSTAINABLE GROWTH

There are several limitations of existing literature regarding the costs and benefits of sustainable 
growth:

First	 , most studies investigate these issues qualitatively rather than in quantitative form. (Mishan, 
1971) Few studies exist, focussing on costs and benefits within an ecological model. (Islam, 1998)
Second	 , when economic costs and benefits are discussed, their impacts on the three domains are gen-
erally not distinguished. The costs and benefits of economic growth can affect the social or environ-
mental domains in rather different ways. The question of sustainability is largely dependent on which 
type of costs and benefits are considered. (Mishan 1971) (Daly and Cobb 1990) (Cobb and Cobb 1994)

Economic growth models which include the calculation and consideration of costs and benefits in a 
sound operational model are needed because there are recent studies that suggest the costs of eco-
nomic growth are higher than its benefits but there are also others which disagree. 
6 BARTELMUS P. (1992). Accounting For Sustainable Growth And Development. Structural Change and Economic Dynamics, 3 (2),. P.247
7 http://www.oag-bvg.gc.ca/internet/English/sds_fs_e_33574.html#, p66
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The exploration of the links between pollution, natural capital and growth has continued ever since in 
the economic history (Leontieff 1970); (Stiglitz 1974); (Solow 1993); (England 2000). After the Second 
World War, economic growth was considered vital for improving both individual and collective wel-
fare. While pollution might increase with growth, once society became richer and pollution reached 
unacceptable levels, additional resources would be expended to reduce pollution. (Beckerman, 1992; 
Gylfason, 1999; World Bank, 1992). As resources deplete, market prices would go up to prevent natu-
ral resource exhaustion and by that encouraging substitution or technological improvements that in-
creased resource supply or reduced levels of equilibrium usage. 

Environmental costs and benefits are also closely linked to sustainability, especially to the concept of 
sustainable growth. Liberalising policies have benefited both the economy and the environment. How-
ever, some growth have increased environmental and social damage. In general, the remedy require 
the implementation of additional complementary measures that reduce the negative impacts. (Islam, 
Munasingheb and Clarke 2003)

3.1. Cost-Benefit Analysis (CBA)

CBA has traditionally been used by governments as part of their decision-making processes for devel-
opment of investment projects and is an obvious way to integrate environmental costs into develop-
ment decisions. Environmental economists perceive that the cost—benefit analysis should be applied 
to all private and public projects, especially because nowadays, cost-benefit analyses are a formal re-
quirement of many large-scale projects which are run predominantly by private enterprises, such as 
those in the mining sector and the building industry.

In the past environmental costs and benefits have usually not been quantified and incorporated into 
the analyses but the sustainable development requirement for integration of environmental and eco-
nomic goals has meant that the new approach is to integrate these environmental costs and benefits 
by pricing them and incorporating them into the calculations.

Cost - benefit analysis is promoted as a primary method for integrating economic and environmental 
considerations and can be applied to other matters requiring decisions, such as the rate of exploita-
tion of scarce natural resources and the management of wilderness areas, and to government policies 
such as regulation (as proposed by the US Republican-dominated Congress in 1995). Economists and 
business people are now arguing that it should be used more often as a way of deciding which way to 
proceed towards sustainable development. (Beder S. 2000)

3.2. Distribution of Costs and Benefits

Aggregated costs and benefits are main point of interest of CBA and it does not deal with the issue of 
how they are distributed, yet distribution of costs and benefits is of prime concern when considering 
equity. For example, a cement producing plant may provide many benefits, profits to shareholders, 
taxes to governments and wages to workers but in the same time causing a deterioration of air quality 
in the neighbourhood. As long as the sum of benefits is larger than the sum of the costs, the society as 
a whole will remain silent, even if only a small group of people benefits and many people are taking 
consequences. It is sometimes argued by economists that, if the total benefits outweigh the total costs, 
the winners could compensate the losers and still be better off; but this is only theoretical reasoning 
and very rarely happens in practice. If we look at our society, we can see that there is tendency towards 
winners to win more often and losers to continually lose.

Usual placement of polluting facilities is in working class areas than in areas of higher-income. The 
costs of pollution, if measured as an environmental costs as lost wages because of health decline also 
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proves that the costs of placing a facility in a low income area is better in terms of cost benefit analysis. 
In 1991, the chief economist of the World Bank suggested ironically in a well publicised memo, that 
dirty industries should be encouraged to move to less developed countries. He claimed that it was 
economically logical to dump toxic waste in countries where wages were lowest because the „mea-
surement of the cost of health-impairing pollution depends on the foregone earnings from increased 
morbidity and mortality“.8 (Beder S. 2000)

3.3. Discounting Future Costs and Benefits
In a CBA, the value of future consequences is discounted. A more commonplace example is the case of 
refforestation. ‘Except at very low discount rates, a tree that takes 40 years to grow would have a very 
low value today to show against its costs’.9 If using discounting at normal rates, long-term environmen-
tal costs such as resource depletion may be effectively ignored because costs that are more than thirty 
years away become almost valueless. Discounting therefore discriminates against future generations 
by saying that future costs are worth less than present costs.

Basic assumption that costs and benefits in the future are not worth as much to people today, leads to 
appearance of discounting. The logic behind discounting means that a person would prefer to receive 
money now than the same amount in the future. Pearce, Markandya and Barbier put forward the fol-
lowing reasons for this: 10

Money obtained now can be invested and earn interest.•	
People tend to be impatient.•	
The person might die before he or she gets the money.•	
One cannot be sure of getting the money in the future.•	
People in the future will probably be better off; money will not be worth as much then.•	

The idea that someone would like to consume now rather than in the future is not applicable to public 
goods which can be enjoyed now and in the future. Also society gets the benefits of environmental 
preservation, and therefore the risk of one person dying before he or she gets the benefits is meaning-
less. Any positive discount rate devalues future environmental losses and this disadvantages future 
generations with respect to today’s decisions. (Beder S. 2000).

Discounting also occurs with goal of determining present value of future costs and benefits and deci-
sion is needed for accepting or forfeiting investments with potential impact on environment.

3.3. Substitution of Private Wealth for the Nature

A very important implication of the CBA which leads to it’s weak overall sustainability, meaning that 
environmental assets can be substituted by human-made assets that can be bought on the market 
and all that matters in the end is that the aggregate gains outweigh the aggregated losses. If a project 
generates more wealth than the calculated monetary costs of environmental damage, then the project 
should go ahead. The loss of the environment is made up for by the wealth that is generated.

The idea of passing on an equivalent stock of goods to future generations that may contain fewer 
environmental goods and more human-created sources of wealth, is integrated in the cost - benefit 
analysis. In this context, Pearce argues that the Amazon forest can be removed so long as the proceeds 
from removing it ‘are reinvested to build up some other form of capital’. (Beder S. 2000)
8 Pearce, Fred (1992), Why its Cheaper to Poison the Poor, New Scientist 1st February. http://www.uow.edu.au/~sharonb/esd/

equity.html, see fusnote Nr.26
9 Ecologically Sustainable Development Working Group Chairs 1992, Intersectoral Issues Report, AGPS, Canberra., p. 14., view Cita-

tion: Sharon Beder, ‘Costing the Earth: Equity, Sustainable Development and Environmental Economics’, New Zealand Journal of 
Environmental Law, 4, 2000, pp. 227-243. http://www.uow.edu.au/~sharonb/esd/equity.html

10 Pearce et al, op.cit., http://www.uow.edu.au/~sharonb/esd/equity.html see fusnote Nr.28
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4. IMPLEMENTING PERFORMANCE MEASUREMENT SYSTEMS
 FOR CORPORATE SUSTAINABLE GROWTH (SPMS)

Corporations are increasingly making commitments to apply the principles of sustainable develop-
ment. Nevertheless, many corporations have made great efforts to develop reliable, synthesized mea-
sures regarding corporate sustainability performance. 

At the individual corporation-level, there are several relevant contributions. The most widely-applied 
corporate sustainability framework is the Global Reporting Initiative (GRI 2006). The GRI suffers from 
several weaknesses, including a lack of guidance on integration with existing corporate initiatives, a 
lack of cross-cutting indicators, and the fact that it includes few leading indicators. Beside the GRI, many 
corporations make attempts to incorporate the sustainable growth into the Balanced Scorecard.

At early stages, the importance of setting priorities in the design of a corporate SPMS has been obvious, 
with limited attempts to develop systematic situational, goal, or implementation diagnostic questions 
to guide the development of a SPMS. A contingency diagnostic is necessary to help a corporation de-
velop an interpretation of sustainability, understand its current situation, and understand how a SPMS 
will relate to its existing initiatives for a sustainable growth. An implementation diagnostic is required 
to identify resource needs and to identify how the SPMS will be used and by whom. These diagnostics 
are needed to ensure that a corporation works towards the development of a functional SPMS, not just 
one that exists on paper. (Cory Searcy 2009)

4.1. Overview of the diagnostics

The diagnostics of implementation are needed for putting an accent on the key questions a corpora-
tion must address at the start of a process to create a SPMS. The diagnostics questions are therefore 
intended to help corporate decision-makers transparently address the challenges in the development 
of any SPMS by helping them to understand their current situation, the challenges in developing of 
SPMS, the desired end state, and the options available. 

There is no optimal set of questions that can be used for all cases and it is not possible to be aware up 
front of challenges and opportunities in creating a SPMS, which means that every process of develop-
ing the SPMS must be flexible and adaptable. The diagnostics do not provide a roadmap to guide all 
corporations through the first steps of creating a SPMS but are intended to structure thinking and 
discussion for the key issues up front that particular SPMS will need to address. Usually, the application 
of the diagnostic questions is iterative.

Figure 4.1: Overview of the situational, goal, and implementation diagnostics

Source: CORY SEARCY (2009). Setting a course in corporate sustainability performance measurement

MEASURING BUSINESS EXCELLENCE, 13 (3), 49-57
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4.1.1. Goal diagnostic

The purpose of goal diagnostic is to make clear what are SPMS end results. As the goals developed in 
the beginning of the process will help to guid throughout the further development of the SPMS, the 
accent will be on establishing persistent and consistent goals that will not become obsolete. The goal 
diagnostic focuses on a systematic survey of two key areas: 11

Establishing the overall goal and objectives of the SPMS; and1. 
Identifying linkages to existing goals and targets2. .

I will describe both areas in details below, on the following way: 
The overall goal of the SPMS must be clear from the very beginning of its development. This goal 1. 
may be different for different corporations, but it is important to consider how the SPMS will be 
used in practice. Because the ultimate goal will have to be continuously reinforced through the 
process of creating SPMS, it is important to concisely summarize what the SPMS is intended to 
accomplish and it must also be clear what the SPMS will not accomplish. The end goal will be sup-
ported by a number of specific objectives for the SPMS. As measurement must ultimately be tied 
to action, these outcomes may include the changes in both results and behaviours that the SPMS 
will encourage. Special care will be required to ensure that the selected objectives are viable and 
desirable. Potential conflicts between the objectives should also be considered. It may not be pos-
sible to resolve all potential conflicts, but they should be made more transparent.
It is very important that the corporation considers how the SPMS relates to existing goals and tar-2. 
gets in the start of the process. While this could be considered as a part of the survey of the internal 
environment in the situational diagnostic questions, it has been separated from that section to 
highlight its importance. The corporation may already have in place goals and targets that relate 
to sustainability. A comprehensive survey of relevant internal goals and targets should be under-
taken. Where relevant goals and targets are identified, it is important that the SPMS builds on 
those wherever possible. One benefit of this is that it will explicitly show how the SPMS contributes 
to existing corporate initiatives. In many corporations, the purpose of the SPMS will likely not be to 
create an entirely new system, but rather to augment what is already in place. (Cory Searcy 2009)

4.1.2. Implementation diagnostic

The implementation diagnostic is used to focus attention at the beginning of the process on issues that 
will affect the successful implementation of the SPMS. It is important to emphasize that the diagnostic 
does not address all of the details that will arise during the actual implementation of the SPMS after 
it has been designed. The implementation diagnostic is strictly focused on looking forward into the 
future before initiating the detailed design of the SPMS in order to identify potential challenges and 
opportunities. Because sustainability is an emergent concept, the identification of potential challenges 
and opportunities will inevitability be incomplete. With that in mind, the implementation diagnostic 
focuses on a systematic survey of two key areas: 12

Identifying how the SPMS will be used; and1. 
Identifying resource needs2. .

In each diagnostics, there is an assumption that one of the best ways to develop a functional SPMS 1. 
is to clearly identify how the information it generates, will be used in advance. Normally, different 
corporations will use a SPMS for different reasons, one on which can generally include measuring 
progress for defined goals, internal and external education, informing, decision-making, internal 

11 CORY SEARCY (2009). Setting a course in corporate sustainability performance measurement. MEASURING BUSINESS EXCEL-
LENCE, 13 (3), 49-57.

12 CORY SEARCY (2009). Setting a course in corporate sustainability performance measurement. MEASURING BUSINESS EXCEL-
LENCE, 13 (3), 49-57.
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and external communication, or many others. But, corporations which are designing a SPMS must 
go beyond such general classifications. Getting internal and external stakeholders to actually use 
the indicators is likely to be one of the most challenging aspects of the design and implementation 
of the SPMS. The final use of the SPMS must therefore guide every step in its development.
Resources required for creation of a robust SPMS is necessary to be considered up front. These re-2. 
source needs can be human, technological, financial, informational, and/or other resources. From 
the point of view of human resources, key internal personnel must be available throughout the 
process. External human resources, such as key external stakeholders, facilitators, and technical 
experts, will also be required to create the SPMS. From the point of view of information resources, 
the corporation should perform an assessment of existing data collection, management, analysis, 
and reporting capabilities.

Technology will have mayor role within the process and resources needed for this, such as communica-
tion equipment, intranet sites, internet sites, and software, should be identified. Existing information 
sources will be most important input into the system but even with this information, the SPMS can ask 
for information that is not already collected. 

In essence, developing a SPMS is a complex process with many challenges. The diagnostics questions 
will help corporate decision-makers approach the early stages of developing a SPMS in a systematic 
manner. In doing so, they will help establish the foundation for the development of a meaningful SPMS 
that is widely used in practice. (Cory Searcy 2009)

5. INTEGRATED REPORTING

5.1. The State of Corporate Reporting Today

At least once yearly, a financial performance report must be issued by every company publicly listed 
on a stock exchange. These reports are based on a set of accounting standards, usually International 
Financial Reporting Standards or US Generally Accepted Accounting Principles which determine which 
information should be reported in a company’s balance sheet, income statement, and notes to the fi-
nancial statements. High-quality and transparent financial reporting that presents an accurate view of a 
company’s financial condition is one of the fundamentals for fair and efficient capital markets. Compa-
nies, their external auditors, standard setters like the Financial Accounting Standards Board in the United 
States and the International Accounting Standards Board, and regulators such as securities commissions 
all make substantial efforts to ensure high-quality financial reporting by listed companies.13

5.2. THE EMERGENCE OF INTEGRATED REPORTING

The Danish company Novozymes was the first company to issue an integrated report in 2002 and after 
has been followed by other companies from all over the world. It is slightly possible that they knew 
about each other’s efforts because of diverse industries and geographical presence of these com-
panies. Their reasons for issuing integrated reports include a commitment to sustainability, defined 
broadly in financial and ESG terms terms; a belief that an integrated report is the best way to commu-
nicate to shareholders and other stakeholders how well a company is accomplishing these objectives; 
and a recognition that integrated reporting is an important discipline for ensuring that a company has 
a sustainable strategy. (Eccles and D. Summer 2011)

13  ECCLES, Robert G. and D., Saltzman (Summer 2011). Achieving Sustainability Through Integrated Reporting. Stanford Social In-
novation Review, (Leland Stanford Jr. University), The State of Corporate Reporting Today p.57
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5.3. INTEGRATED REPORTING ExPLAINED

Integrated Reporting enables getting an information in one report about an organisation’s business 
model, strategy, governance, performance and prospects in a way that reflects the commercial, social 
and environmental context in which the company works. It creates a management approach to a col-
lective understanding of the full complexity of value creation to investors and other stakeholders.

The IIRC aims to create the globally accepted Integrated Reporting Framework. The IIRC’s Discussion 
Paper, “Towards Integrated Reporting – Communicating Value in the 21st Century”, released in September 
2011, outlined initial proposals for the development of the Framework, which included the following 
building segments:14

Figure 5.1 Guiding principles and content elements for development of Integrated Reporting Framework.

Source: CORY SEARCY (2009). Setting a course in corporate sustainability performance measurement

MEASURING BUSINESS EXCELLENCE, 13 (3), 49-57

Integrated Reporting is an evolution in corporate reporting that supports business and investor deci-
sion-making, by helping to reveal how value has been created over the short, medium and long term. 
The combined effects of a series of economic, business and environmental crises underlines the need 
for Integrated Reporting. 

Economic difficulties in many parts of the world are causing businesses and policymakers to ques-
tion capital market orthodoxy and challenge traditional accounting practices, business models and 
value creation methods. One concern is whether capital is being allocated in the most effective way 
to achieve sustainable returns over the short, medium and long term. The quality of the information 
businesses communicate to the market is a significant factor in determining investors capital allocation 
decisions. (IIRC, The International Integrated Reporting Council)

5.4. THE BENEFITS OF INTEGRATED REPORTING

Integrated reporting begins with a single report on a company’s financial and nonfinancial perfor-
mance. An integrated report is not intended to be a replacement of every single piece of performance 
information. Rather, it brings together material information on financial and nonfinancial performance 
in one place, on an integrated manner. Examples of the kind of information that would be included in 
14 IIRC, THE INTERNATIONAL INTEGRATED REPORTING COUNCIL; Capturing the experiences of global businesses and investors. THE 

PILOT PROGRAMME 2012 YEARBOOK, p.3
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an integrated report are:15 
How much water does a company use per unit of production compared to its competitors? •	
To what extent do energy-efficiency programs reduce carbon emissions and lower the costs of production? •	
What is the impact of training programs on improved workforce productivity, lower turnover, and •	
greater customer satisfaction? 
How do improvements in customer satisfaction lead to greater customer loyalty, a larger percentage of •	
the customer’s spending, and higher revenue growth? 
How is better management of reputational risk through good corporate governance contributing to •	
the value and robustness of the company’s brand? 

Although integrated reporting is still in its beginning, it is possible to identify three classes of benefits. 
•	 The first is internal benefits, including better internal resource allocation decisions, greater engage-

ment with shareholders and other stakeholders, and lower reputational risk.16 
•	 The second is external market benefits, including meeting the needs of mainstream investors who 

want critical information, referring whether sustainability is existing, in order to correlate it with data 
which reflect the nonfinancial information of the company.

•	 The third is managing regulatory risk, including being prepared for a likely wave of global regulation, 
responding to requests from stock exchanges, and having a seat at the table as frameworks and stan-
dards are developed.17

In a word, Integrated reporting is the combination of a company’s financial and nonfinancial performance 
in one document — is a crucial step to creating a more sustainable society. (Eccles and D. Summer 2011).

CONCLUSION

Within this paper, through basic concepts of managing the integral accounting for sustainable 1. 
growth and development, I elaborated that the social, economic and ecological systemic con-
straints influence the organizational health and its dynamic ability for adaptation to change across 
a number of challenges. Sustainable growth accompanied by reduced pollution and increased 
substitution away from natural resources is likely to be sustainable. Alternatively, if environmental 
costs of economic growth exceed benefits, the outcome is both unsustainable and impoverishing. 
Sustainability of economic growth does not necessarily mean the sustainability of its components 
or determinants such as consumption, capital accumulation or the balance of foreign trade.
The introduction of standards and targets in development analysis shifts the focus of sustain-2. 
ability from the maintenance of capital in economic growth to the examination of development 
programmes and activities. In this sense, the relatively neutral sustainability criterion of capital 
maintenance is replaced by a more normative one of the feasibility of development programmes. 
Accounting for financial costs can be instrumental in helping organizations understand the busi-
ness case for reducing waste, packaging, energy, and water use. 
The pressure to manage costs and preserve or enhance reputations continues to drive improve-3. 
ments in environmental management and corporate social responsibility. The International Fed-
eration of Accountants has developed a sustainability framework to help professional accountants 
influence the way organizations integrate environmental, economic, and social considerations into 
their objectives, strategies, management, and definitions of success. The framework also includes 
advice on how to incorporate environmental and other sustainability issues in an organization’s 

15 ECCLES, Robert G. and D., Saltzman (Summer 2011). Achieving Sustainability Through Integrated Reporting. Stanford Social In-
novation Review, (Leland Stanford Jr. University),.Page 59

16 Robert G. Eccles and Michael P. Krzus, One Report: Integrated Reporting for a Sustainable Strategy, Hoboken, N.J.: John Wiley & 
Sons, 2010: 146–56.

17 Robert G. Eccles and Kyle Armbrester, “Two Disruptive Ideas Combined: Integrated Reporting in the Cloud,” IESE Insight, no. 8, 
2011., Reference in ECCLES, Robert G. and D., Saltzman (Summer 2011). Achieving Sustainability Through Integrated Reporting. 
Stanford Social Innovation Review, (Leland Stanford Jr. University),.Page 59
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financial statements and reports.
Sustainable development, including its economic, environmental and social elements, is a key 4. 
goal of decision makers. Optimal economic growth has also been a crucial goal of both develop-
ment theorists and practitioners.

The challenge facing individual countries is to improve the overall conditions in such a way to ensure that 
not just capital goods, but also natural and human resources are used more efficiently. The success with 
which the national economy manages its available resources can have a long-term impact on its credit 
standing and ultimately affect the attractiveness of sovereign bonds.18

Resource efficiency is a prerequisite for sustainable development. 
In this context, “To achieve sustainable development, we need to become far more efficient in 
the way we use resources. There are two aspects to efficiency: on the one hand, the deployment 
of resources to increase material wealth has to be scaled back, partly by using technologies that 
consume fewer resources. On the other hand, material wealth is not an end in itself, but should 
be seen as a means of improving the quality of life. Here, material factors such as life satisfaction, 
security and fairness are crucial. This presents a challenge in particular to national governments, 
whose efforts to create suitable overall conditions in the areas of economic and social policy, fi-
nancial services, administration and social infrastructure (education, healthcare) help to lay the 
foundation for sustainable economic growth and a good quality of life.” (Sarasin Bank, 2010)
Cost—Benefit Analysis (CBA) is a primary method for integrating economic and environmental 5. 
considerations and can be applied to other matters requiring decisions, such as the rate of exploi-
tation of scarce natural resources and the management of all business areas, and to government 
policies such as their regulation. CBA is about aggregated costs and benefits and does not deal 
with the issue of how they are distributed yet distribution of costs and benefits is of prime concern 
when considering equity. It is sometimes argued by economists that, if the total benefits outweigh 
the total costs, the winners could compensate the losers and still be better off; but this is only 
theoretical reasoning and seldom happens. 
In a CBA, the further the costs are into the future, the less they will be worth in today’s values; 6. 
yet future generations will still have to put up with them. Discounting also occurs with goal of 
determining present value of future costs and benefits and decision is needed for accepting or 
forfeiting investments with potential impact on environment. The idea of passing value to future 
generations that may contain fewer environmental goods and more human-created sources of 
wealth is embodied in the use of cost - benefit analysis.
The most widely-applied corporate sustainability framework is the Global Reporting Initiative 7. 
(GRI). An implementation of diagnostics is required to identify resource needs and to identify how 
the SPMS will be used and by whom. These diagnostics are needed to ensure that a corporation 
works towards the development of a functional SPMS, not just one that exists on paper. 
Integrated Reporting brings together material information about an organisation’s business mod-8. 
el, strategy, governance, performance and prospects in a way that reflects the commercial, social 
and environmental context within which it operates. It is an evolution in corporate reporting that 
supports business and investor decision-making, by helping to reveal how value has been created 
over the short, medium and long term. The combined effects of a series of economic, business and 
environmental crises underlines the need for Integrated Reporting. 
Integrated reporting, the combination of a company’s financial and nonfinancial performance in 9. 
one document is a crucial step to creating a more sustainable society.

“The discipline of producing Integrated Reports should benefit companies themselves. Integrating informa-
tion from a management perspective can help to recognise how material issues link to business strat-
egy and purpose.”19 

18 SARASIN BANK, (2010). Bank Sarasin Sustainability Research: Country rating shows the importance of sustainability for quality of 
life. Media release,. Page 1

19 Colin Melvin, Hermes Equity Ownership Services and Chair of the Investor Network in IIRC,THE INTERNATIONAL INTEGRATED 
REPORTING COUNCIL; Capturing the experiences of global businesses and investors. THE PILOT PROGRAMME 2012 YEARBOOK,. 
Page 13
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Abstract

The financial crisis that burst out in 2008 in United States as a banking sector crisis, spreaded all around 
the world and affected particularly the banks by creating problems with their liquidity. These problems 
appeared in Greece intensively after 2010, as a sovereign debt, which led to a banking sector crisis. 
This paper examines, first the current general situation of greek economy and concerning the debt 
aftermath, second the status of the finance sector, with the main focus on the recapitalization of banks 
(legislative framework). We conclude with a comparative analysis between the recapitalization process 
in Greece and other countries facing similar liquidity issues. This preliminary survey is based on private 
studies of banks and the legislation framework. 

Keywords: banking sector crisis, fiscal cost, recapitalization of banks, financial crisis

JEL Classification: G01, G21

1. INTRODUCTION

It has been six years since the beginning of the global financial crisis, which started in the USA in 2008 
as a crisis in the banking sector. This is the latest of 147 systemic banking crises over the period 1970- 
2011. In most cases, the crisis started as a crisis in the systemic banking sector and then spread in the 
“real” economy. Only 1% of this crisis started as a sovereign debt and then proceeded as a banking 
crisis. Greece belongs to the latest category, because what is now happening in the country began in 
2010 as a debt crisis, which turned into a crisis of the banking sector later in the end of 2011. 

In particular, the problem in the greek economy became intense in 2010, when the debt was raised at a 
big enough rate of the GDP (180% of the GDP) and the government could not have access to the inter-
national markets. At that crucial moment, the greek government had to take-measures for the reduction 
of the greek debt. As a result, a lot of austerity measures were implemented, and this action brought sup-
pression to the greek economy and liquidity problems in the greek market. The lack of liquidity led to the 
increase of Non-Performing Loans (NPLs) and this is when the problem in the banking sector started. 

The spreading of false rumors about the greek exit from the euro and the return to the drachma (“gr-
exit”), contributed to the fact that a big percentage of the deposits were transferred abroad and the 
banks started having liquidity problems because of the liabilities’ reduction. It has been estimated that 
since the beginning of the crisis more than 75 billion Euros in deposits have been withdrawn from the 
greek banks. Furthermore, at the end of 2011 (October 2011) the European Instruments decided that 
the greek debt is non-performing anymore and they proceeded on the debt’s haircut with the partici-
pation of the private sector (PSI). The greek banks, which hold Greek Government Bonds (GGB) in their 
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portfolios, lost an important amount of their assets and lots of them found themselves at the end of 
2012 with negative position in their equity capital. 

The aggregate equity capital of the greek banking sector was 47 billion euros in September 2011 while 
greek banks held 58 billion in claims (bonds and other loans) on the greek government, and their loans 
to the greek non-governmental sector were 251 billion. With a haircut of 53.7% of the government 
debt the losses in claims to the greek government were 31.15 billion euros. Table 2 in appendix indi-
cates the total amount of the Greek Government Bonds (GGB) which were held by the five largest greek 
banks and the percentage amount in relation their assets. As it seems in Table 1, the Agricultural bank 
of Greece held the highest percentage amount of Greece bonds, something very expected because 
this banks was under state control and management.
 
Adding the PSI losses and the Provisions for NPLs, which were only 18 billion in September, greek banks 
have ended with a negative equity capital (31.15+ 18> 47) in total. These numbers were likely to under-
state the extent of the losses. (Dalianes and Vayanos, 2011). More specifically, after the end of 2012, all 
banks had negative equity capitals because of the losses of participating in the PSI. The aggregate gap 
on the banking sector was approximately 9 billion euros by the end of 2012 and this gap would be cov-
ered with 6.5 billion euros by the greek state, by the HFSF and and with a remainder 2.5 billion amount 
by the private sector. This is a huge amount if someone takes into consideration the capitalization of 
the whole banking sector in the stock market which costs only 1,5 billion euros (April 2013).

As logical, banks were obliged to meet the capital ratios as stated in the provisions of the Basel treaty, 
in a way that involves not only asset sales but also injections of fresh capital. Therefore, greek banks 
started an effort to obtain the adequate asset with alternative methods rather than using governmen-
tal funds. As a result, the issue of recapitalization caused a dispute between the government and the 
shareholders of banks.

2. STRESS TEST IN GREEK BANKING SECTOR

Once the crisis became global and the banking sector all around the world was in trouble, since 2009 the 
Economic and Financial Affairs Council (ECOFIN) decided to conduct EU-wide stress tests in order to exam-
ine the capital adequacy (Tier 1 capital ratio) of each banking institute in the European Union and the pos-
sibility of these institutes to cope with extreme financial circumstances and to strengthen the credibility of 
the banking system. The tests are simulations of the capital and financial data behavior of the banks under 
different and unfavorable economic conditions for 2010 and 2011 in a two-year horizon. More specifically, 
the test concludes to three different scenarios (Benchmark scenario, Adverse scenario, Additional sover-
eign shock on the adverse), and examines the adaption of the liquidity of the banks on each circumstance. 
The required liquidity ratio (Tier 1 ratio) has to be more than 6% so that the bank is not judged failed. The 
mathematical model of this test doesn’t concern this paper but it is interesting to see only the results. 

In Greece, only the six largest banking groups (National Bank, EFG Eurobank, Alpha Bank, Piraeus Bank, 
Agricultural Bank, and Post Bank) were selected to take part in the EU stress test. These banks represent 
more than 90% of the assets of the total greek banking sector.

Based on the data of 2009, the results of the European stress test of 2010 indicated that only the Agri-
cultural Bank of Greece (ATE) did not exceed the 6% of the capital adequacy ratio (under the adverse 
scenario). The other five banks had no problem with the capital adequacy indicators.

In 2011 the results were visibly worse but the five core banks were still holding the capital ratio indica-
tors at a good level and only ATE had a problem with its capital ratio. In table 3 we can see the analytic 
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results of the stress test of the greek banks under the different scenarios. Table 2 depicts the total re-
sults of the stress test in the whole Europe in 2011. Showing how many banks of each country match on 
the equivalent ratio of Tier 1 capital ratio under the adverse scenario. For Greece, there are two banks 
on the red zone, EFG Eurobank with 4,9% (<5%) Tier 1 ratio and ATE bank with -0,8% (<2%) Tier 1 ratio. 

A year later, in 2012, the stress test (based on data of 2011) showed that one more Greek bank was 
added in the European list of “failed” banks. Both ATE and EFG Eurobank were “bad” banks in the greek 
economy according to the stress test. In table 4 we can observe the results from the stress test of the 
Greek banks under the adverse scenario and under the adverse scenario after taking measures for the 
improvement of the capital adequacy ratio.

In additional, in 2012, when the Greek government decided to contribute to the recapitalization of 
banks with public funds, the Central Bank of Greece (CBG) conducted a test on December, in order 
to find which banking institutes were viable and, therefore, had the opportunity to use public funds 
through Hellenic Financial Stability Fund (HFSF will be examined on the next section). This test was 
based on data from the economic reports of 2011. 

It is very important to point out an important difference between the European stress test and the NCB’s 
stress test. During the European stress test, the authorities didn’t take into account the data from the 
bank institutes which were related to the predictions of precarious elements of assets and the provisions 
for NPLs. On the other hand, in the NCBs’ test other variables were taken into consideration, such as the 
losses from the participation of banks in PSI and the projections of credit loss. The variables between the 
two stress tests were somewhat different and as a result the outcomes were different too.

According to CBG’s test, only four out of the entire bank sector were viable. These institutes were Na-
tional Bank, Alfa Bank, EFG Eurobank and Piraeus Bank, and these banks were described as systemic. 
These four banks account for approximately 75% of the domestic banking sector assets. It is also re-
markable to say that EFG Eurobank according to the last European stress test is a failed bank and ac-
cording to CBG’s stress test is one of the healthiest institute of the Greek banking sector (and the sec-
ond larger institute in terms of assets).

This CBG’s test also indicated that the aggregate capital needs, estimated to be 40,7 billion Euro, of 
which 27,5 billion are attributed to the four systemic banks. Specifically, the amount of 27,5 billion had 
the following allocation : 9,75 bn to National Bank of Greece, 5,84bn to EFG Eurobank, 4,57 bn to Alfa 
Bank and 7,34 to Piraeus Bank.

If the CBG’s test will be repeated on 2013, none of the above banks would be judged “viable” because 
after the end of 2012 all greek banks had negative equity capitals on their balance sheets.

In fact, the aggregate capital needs of the banks won’t be paid directly from the government, but there 
is a very elaborate procedure for the recapitalization of the banks. There are a lot of parameters that 
have to be in force for the participation of the HFSF on the recapitalization of the banks as we will see 
in the next chapter. 

3. RESTRUCTURING OF THE BANKING SECTOR

As history indicates, every crisis in the banking sector had as a consequence the restructuring of the 
above sector. This change may have the form of mergers and acquisitions between banking funds and 
the nationalization of some banks if the bank can’t find enough capital from the private sector in order 
to obtain adequate equity. 
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Since 2008, all cases of mergers or acquisitions were the impact of the crisis in the Greek economy. As 
it is mentioned above (Section I) only four systemic banks (according to CBG’s test) will have the op-
portunity to raise their equity capital with public funds through HFSF. The other non-systemic banks 
will have to find a way to raise their equity capital through the private sector, otherwise they have to be 
merged with other financial institutes. Overall, the acquisitions that occurred were four.

The first case was very complicated. The Agricultural Bank of Greece (ATE) which was under state con-
trol was deemed through the European “stress test” as the worst bank in the whole Europe. So, the 
government decided to allocate this bank in a “good” and in a “bad” one, in order to sell the good part of 
the bank to another institute. Finally, in July 2012 Piraeus bank bought off the healthy part of ATE,which 
today is in function under the name “New Agricultural Bank of Greece”.

In fact, Piraeus Bank redeemed all the deposits of ATE Bank, a big part of performing loans and the 
whole staff from the “old” ATE Bank. The unhealthy part of ATE which includes NPLs, toxic assets and 
liabilities of subsidiary banks of ATE remained under state control.

Additionally, the second case is the acquisition of Geniki Bank from Piraeus Bank. Since October 2012 Pi-
raeus is the owner of 99.08 % of the share capital of Geniki Bank, which was bought off from Societe Gen-
erale. This action made Piraeus Bank to hold pro-forma assets of 79.1 billion Euros. A significant element 
is that Geniki bank had been recapitalized from Societe Generale as a subsidiary company, before its pur-
chase from Piraeus bank. In fact, the amount of money which destined for the recapitalizion of Geniki bank 
haven’t been given directly to Geniki, but it will be given to Piraeus Bank from Societe Generale as a part of 
the process of the recapitalization of Piraeus bank. This amount is approximately 170 million Euros. 

In February 2013 Alpha Bank proceeded in the purchase of Emporiki Bank from Credit Agricole. After this act, 
the club of Alpha Bank is the second largest institute in the banking sector of Greece with pro-forma data, hold-
ing 20% of the aggregate deposits in the Greek economy and the 24% of the loans that have been given.

Since the end of 2011, there was a big discussion between National Bank and Eurobank. More spe-
cifically, the National Bank (the largest bank in Greece) was considering buying off the share capital of 
Eurobank (the second largest institute in order). Finally, on Monday 9th April 2013, the management of 
both banks announced that the two above institutes haven’t reached an agreement, instead they will 
proceed to a raise of Share Capital in order to reach the adequate levels of liquidity. 

On 22th April of 2013, the Piraeus bank announced the acquisition of the Millennium Bank of Greece 
(MBG) from the Popular Millennium Bank (MCP). The cost for the Piraeus bank was only 1 million Euros. 
On the other hand, the MCP will participate in the recapitalization of Piraeus bank with 400 million Eu-
ros, as a kind of recapitalization process of MBG. If we reckon in the amount of 170 million Euros from 
Societe Generale and also the amount of 400 million Euros from MCP, the aggregate amount comes up 
to 570 million and remain only 120 million Euros to cover the 10% of the participation of the private 
sector in the recapitalization process.

Since the 9th October 2011, the HFSF is the only shareholder of the New Proton Bank (previously named 
Proton Bank) in order to avoid bankruptcy. The cost of this transition was 250 million Euros. This situa-
tion is temporary until the New Proton Bank will be merged or redeemed by another bank institute. 

In the near future banks like Hellenic Post Bank and other small banks, which weren’t deemed as vi-
able through the “stress test” and haven’t got the opportunity to take part in the recapitalization of the 
banking sector throughout HFSF, may be absorbed by other bank institutes. In fact, there is a range of 
foreign banks, which are interested in buying out these institutes. An exception is the case of Attica 
bank that achieved to quarry capital from the private sector, in order to avoid the state control.
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4. LEGISLATIVE REGULATION AND THE ROLE OF THE HFSF 

4.1 The Role of the HFSF

It is very important to point out the role of Hellenic Financial Stability Fund (HFSF) before the procedure 
of the recapitalization is examined and exactly what this organization is.

After the decision of the Greek government to take part in the recapitalization of the banks, a need rose 
to establish an institute that will undertake the whole process of recapitalization, because the banks 
didn’t have the possibility to derive funds directly from the European Financial Stability Fund (EFSF). The 
purpose was to create an organization that would mediate between the European Committee, the gov-
ernment and the bank institutes. Furthermore, it ensured that the money would be used effectively.
 
The HFSF was established in July of 2010 (by law 3864/2010) as a legal entity of private common 
law and does not belong in the public sector. It has administrative and financial self-independence. 
The purpose for the existence of the HFSF is to maintain the stability in the Greek financial economy 
through the capital injection to the financial institutes (domestic and foreign banks).

The total share capital of HFSF is 50 billion euros (the initial share capital was 10 billion euros). This 
amount comes from the European Union and IMF in the framework a Support Mechanism. The capital 
of the funds is deposed on a special account in the Central Bank of Greece (CBG). The equity capital 
of HFSF couldn’t be invested on any bonds or other commercial securities. These capitals destined to 
become investments only on the bank institutes that CBG has agreed to. After the liquidation of the 
fund, the whole assets of the HFSF will be transmitted to the state. Also, every year since HFSF’s estab-
lishment, 30 days after the closure of the last economic period, the fund has to convey the aggregate 
profits of this period to the state. These profits will be calculated in the annual state budget. 

On 20/04/2012 the HFSF provided 18 billion euros to the “viable” banks as a payment in advance of the 
future raise of the share capital. More specifically, this amount was allocated to the four following banks: 
6.9 billion euros to the National Bank of Greece, 4.2 billion to EFG Eurobank, 1.9 billion to Alpha bank and 
finally 5 billion to Piraeus Bank. In table 5 (see appendix) we can see the amount of payment in advance 
from the HFSF, the expected total amount of the recapitalization of each institute and finally the per-
centage of the expected capital injection in relation to the aggregate share capital of each institute. 
 
The HFSF has appointed two representatives on the Board of Directors of each institute that had got 
funds as a payment in advance. The purpose was to provide the interests of the Fund and to ensure that 
the bank will accomplish indeed a raise of share capital.

The prerequisites that a bank has to meet to ask for a capital injection will be analyzes in the next 
chapter of this section.

4.2 Legislative Regulation

After the successful integration of the PSI program on March 9th 2012, the greek banks begun to face 
the problem of capital inadequacy (liquidity problems) which started the discussion about a fund rais-
ing equity capital. But the situation in the greek economy made questionable whether the private sec-
tor could cover the aggregate capital gap of banks. 

The European Instruments pressured the government to participate in the process of recapitalization. 
In fact, the capital gap is too large to reach the 10% of the capital needs of the private sector. As a result, 
the government will be approximately the only financier in the process of recapitalization.



385

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

In August 2012, the Minister of Economics put a legislative regulation in the Greek parliament to vote. 
The parliament agreed with the legislative regulation and then a process started in order to set up 
a mechanism throughout the greek government to take part in the recapitalization. Particularly, the 
government decided to provide capital only to the banks which would be judged “viable” through the 
stress test of CBG. These banks have to prepare a business plan in three year horizon and then the com-
mittee of the Central bank of Greece will decide if these institutes will take part in the recapitalization 
through HFSF.

After a depth discussion with the bankers and the European instruments, the HFSF with the greek gov-
ernment have taken the following decision: if the participating of the private sector comes up to 10% of 
each institute, then the HFSH will buy preference shares (or common shares) without the right of vote 
on the General Meeting. Otherwise, the HFSF will cover the whole amount in shares’ raising process, 
and so it has the right to vote. The result will be that the government will take part in the management 
of this institute. The last option is a kind of nationalization of the bank.

A significant part of this process is the existence of “warrants” and “coco’s”. First, the “warrants” are a form 
of a motivation, given by the government to the banks’ owners, in order to take part in the recapitaliza-
tion. Warrants give to the owners the right to purchase back in the future shares of the banks from the 
HFSF at a fixed price, with the condition that they will take part in the recapitalization process (over 
10% that matches on the private sector). More specifically, there is a fixed ratio between the number 
of warrants and the number of shares that the shareholders can gain back. For example, if the ratio is 
¼ (share/ warrants, that means that for each share that someone buys now, he has the right to buy 4 
shares in the future at a fixed price. The banks’ owners demand a relation of 7 warrants per share, in 
order to have the right to gain back the whole amount of shares from the HFSF. In fact, this is impossible 
and the most feasible solution is a relation of 4 warrants, which give the opportunity to gain back only 
51% from the HFSF.

Second, coco’s is security similar traditional convertible bond in that there is a strike price (the cost of 
the stock when the bonds converts into stock). The total amount of coco’s that each bank can issue, will 
be determined by the government. It is important to say that the more coco’s issued the less money 
have to be paid by the private sector. For example, when the total amount of recapitalization for one in-
stitute reaches 1 billion euros, and coco’s corresonds to 10% (100 million euros), the remainder amount 
is calculated at 900 million euros and if the private sector has to participate with 10% in this process, 
then the private sector has to pay 90 million euros. In the case that coco’s represent 30% (300 million 
euros) of the capital needs, then the remainder is 700 million Euros and the private sector have to pay 
70 million euros.

The legislative regulation determines that the banks that are not “viable” do not have the right to ask 
for funds by HFSF. These banks have to find capitals either by the financial market or by the private 
sector. 

There are some more specific regulations, which needed to be mentioned. First, the whole amount of 
the capital raise has to be paid in cash. The old shareholders do not have executive right on buying 
new shares (after the capital raise). Second, the price that the new shapes will be issued, have to reflect 
the commercial value of the institute, without having estimated the extra value that the institute gains 
after the capital support by HFSF or the Central Bank of Greece. Third, the value that the shareholder 
could get back from the shares by HFSF is defined as the highest price between the price that the 
shares had been issued and the market value of the shares at the time of the repurchase. However, the 
repurchase cannot be done without consent of the CBG. Finally, there is a prohibition. The HFSF cannot 
sell the stocks of the banks that it holds to another legal entity apart from the shareholders of each 
institute and the coco’s that maybe the fund holds are not tradable.
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5. CONCLUSIONS

As it is obvious from the above analysis the procedure of the recapitalization of the greek banks is very 
complicated and cannot be confronted with similar processes in other countries. 

In fact, it is a mixture of policies which were implemented in other countries, such as the U.S. (2008), Ar-
gentina and Mexico (tequila crisis, 1994-1999). The establishment of HFSF was not something innova-
tive. In all cases there was a Fund, which took control of the process of the recapitalization. More specifi-
cally, in the case of the U.S. the Emergency Economic Stabilization Act (EESA) undertook to recapitalize 
the American banks with public funds through the purchase of preference shares and warrants. 

The Mexican case displays the largest similarities to the Greek case. It is the only country that separates 
the banking sector to “viable” and “non-viable” banks. The Trust Fund for the Protection of Bank Savings 
(FOBAPROA) developed supporting programs with public funds only for the banks that were judged 
viable. At the same time, Argentina established three Funds in order to recapitalize the whole banking 
sector without giving significance to the sustainability of the bank institutes. 

However, Argentina was the only country which managed to face the process of recapitalization with 
the minimum surcharge of its taxpayers by using a total amount of 0.3% of GDP. In comparison to the 
Argentinean case, USA and Mexico used a total amount of 20% of GDP. And in Greece until May 2013 
had been used from government approximately 170% of GDP either with form of guaranties either 
with the form of direct financing. 

On the other hand, the recapitalization in Greece was the only case which demanded the participation 
of the private sector (at least 10% participation in the raise of share capital of the viable institutes). In 
any different case the HFSF will be the only financier in the process of recapitalization something that 
will lead to the nationalization of banks. However the warrants’ purchase and the issuance of coco’s 
give the potentiality to the old shareholders to regain the control of the banks. 

Only a small part of the recapitalization of the greek banking sector has accomplished by now (May 2013) 
and this process is well under way and it is intended to be completed until the middle of July of 2013.
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Appendix

Table 1. Assets and holdings of Greek government bonds (GGB) of the five largest Greek banks. 
(Numbers are in billions of Euros)

National bank 
of Greece EFG Eurobank Alpha bank Piraeus Bank Agriculture 

Bank of Greece

Assets 121 87 70 58 31

Holdings of 
GGB 13.5 7.5 3.0 6.9 5.7

Holdings of 
GGB as % of 
assets

11.2 8.6 4.3 11.9 18.4

Source: Central Bank of Greece

Table 2. Bank capital ratios with capital raising to 30th April 2011

Source: EBA
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Table 3. The results of the Europe-wide stress test of 2010.

Post Bank Alpha 
Bank

EFG 
Eurobank

National 
Bank of 
Greece

Pireaus 
Bank ATE Bank

Actual 
results 2009

Tier1 ratio 
(%) 17.1% 11.6% 11.2% 11.3% 9.1% 8.4%

Benchmark 
scenario at 
December 
31, 2011

Tier1 ratio 
(%) after 
benchmark 
scenario

17% 12.3% 11.7% 11.7% 10.9% 10.7%

Adverse 
scenario at 
devember 
31,2011

Tier1 ratio 
(%) after 
scenario

15% 10.9% 10.2% 9.6% 8.3% 8.9%

Additional 
sovereign 
shock on 
the adverse 
scenario at 
December 
31, 2011

Tier1 ratio 
(%) after 
the adverse 
scenario 
and 
sovereign 
shock

10.1% 8.22% 8.17% 7.40% 6.00% 4.36%

Source: Ministry of Finance

Table 4. The results of the Europe-wide stress test of 2011

Post 
Bank

Alpha 
Bank

EFG 
Eurobank

National 
Bank of 
Greece

Pireaus 
Bank ATE Bank

Adverse scenario at 
December 31,2012

Tier1 ratio 
(%) after 
scenario

5.5% 7.4% 4.9% 7.7% 5.3% -0.8%

Adverse scenario 
after the taking of 
measures for the 
improvement of 
capital adequacy ratio

Tier1 ratio 
(%) after 
scenario

7.1% 8.2% 7.6% 9.7% 6.3% 6.0%

Source: IMF

Table 5. The amount that has given as payment in adverse from the HFSF to banks on 20/04/2012.
(Numbers are in billions of Euros.)

Alpha Bank EFG Eurobank Piraeus Bank National bank 
of Greece Total

Payment in advance 
of recapitalization 1.90 4.2 5.00 6.9 17.87

Expected Total 
amount of 
recapitalization

4.50 5.80 7.00 9.70 27.00

Expected Amount 
of recapitalization/ 
Assets

7.6% 7.5%
14.2%

9.1% 9.2%

Source: HFSF
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FINANCIAL MARKET INNOVATION 

INTRODUCTION

When we talk about financial market innovation, we can say that everything about financial market 
is innovation because this market was created about forty years ago. More precisely, modern finan-
cial market was emerged in the seventies. Common finanial market originates from the period when 
money began to be minted .

But, what is actually financial market ?

Financial market is term which describes any marketplace where buyers and sellers participate in the 
trade of assets such as equities, bonds, currencies and derivatives. Financial markets are usually defined 
by having: transparent pricing system, basic regulations on trading, costs and fees and market forces 
which determine the prices of securities that are used in trade. Some financial markets allow only partici-
pants that accomplish certain criteria, which can be based on factors like the amount of money held, the 
geographical location of investor’s, knowledge of the markets or the profession of the participants.

The aim of this work is to describe two financial innovations which appeared in the second half of the 
twentieth century, those are securitization and CDS – Credit default risk .

a) SECURITIzATION1

Securitization is a financial term which describes the process used to pool, trade and sell financial pa-
per – most, usually mortgage loans. This process is complicated and contains a massive amount of 
information that can seem discouraging at first. However, this method is used by almost every financial 
institution .

There are many other definitions of securitization, for example: ”A securitization is a financial transac-
tion in which assets are pooled and securities representing interests in the pool are issued”. We can 
use an example like a financing company that has issued a large number of auto loans and wants to 
raise cash so it can issue more loans. One of much solution would be to sell off its existing loans, but 
unfortunately there isn’t a liquid secondary market for individual auto loans. Instead, the firm pools a 
large amount of its loans and sells interests in the pool to investors. For the financing company, this 
raises capital and that leads to getting the loans off its balance sheet, so it can issue new loans. It cre-
ates a liquid investment in a diversified pool of auto loans, which may be an attractive alternative to a 
corporate bond or other fixed income investments, for investors. The ultimate debtors (the car owners) 
do not need to be aware of the transaction. They continue making payments on their loans, and now 
those payments flow to the new investors, which is opposed to the financing company.

In general, what are characteristics of securitization? It is very useful thing that convert illiquid financial 
assets to marketable securities. These bonds are backed in precisely defined assets like mortgages, 
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auto loans or other kind of long-term loans, as a rule it isn’t short-term loans. It is reason why we are 
common called them asset-backed securities. 

Whose are participants in process of securitization ?

 Firstly, it is loan originator, bank that has awarded the loan to the original debtor. She want to convert il-
liquid financial property to liquid asset because she need cash in the short term. Loan originator respec-
tively bank is also servicer, which deals with collecting repayments from the borrower, and collects and 
stores information about debtors. Secondly, it is rating agency. Rating agency has very important role. 
She says which bonds are good and which are bad. She does due diligence that is to say studying com-
panys financial reporting to find out whether enterprise do business well. For corporation, it is better to 
their bonds get high rating score from agency, because it would be easier to sell securities. If rating score 
are high – risk premium is lower which means that the cost of debt for the end user will be less. Thirdly, 
underwriter that has extensive experience in business and advises bank to sell securities. For example, it 
promote sales of bonds, define price and amount of securities. Fourthly, the investors, major participants 
which appear in securitization affairs. They have money and independently decide which bonds would 
be beneficial to buy. Issue of securitization must be adjust to investors and their needs .

Generally, There are two types of securitization in the world. 

American and Europians. Both of models implies issuing mortgage securities. In European models, 
pledge assets for issuing securities remain ( on balance sheet securities ) in the originators balance ( 
covered or mortgage bond ). In Americans, pledge assets for issuing securities are separated from origi-
nator balance ( of balance sheet securitization ) and transferred to a special property of the legal entity 
( SPV, special purpose vehicle ), so there risk sharing between the bank and buyer of securities .

b) CDS – CREDIT DEFAULT SWAP2

If we want to explain CDS we must fulfil some terms, firstly, we need to conceive very interesting expla-
nation. Secondly, it must be picturesque. And thirdly, story need to be simple. 

For example we can suppose that we have only two friends: “One earns well and have many to burn, 
but other does not have a good job, works over time but still does not have money for good living. One 
day, poorer friend runs out of money and ask well-off buddy to borrow him some cash. Richer said that 
he want to lend him seeking money, but not on beautiful eyes. He said also that he must to get IOU 
from recipient of loan. IOU is abbreviation of “ I owe you “, it is written certificate of debt “. 
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Picture says: Lan lends money to Barb and in returns gets IOU ( In real world IOU may be corporate bond 
or collection of debts called collateralized debt obligation ).

Len is taking some risk, he doesn’t know exactly will Barb repay his debt to him. Len has risk aversion, 
and that is why he tries to find any person who wants to take risk of Barbs default. There we have new 
person, Sid, who isn’t risk-aversion and wants to access to work, but in return for a taking risk of Barbs 
default he requires periodic payment .

This we have CDS. CDS is warranty that Sid will, in case of Barbs default, repay loan to Len. Simplified, 
Sid is like co-signer. Sid hope to collect CDS fee without paying for Barb. The Lens motive is to ensure 
paying back a debt, and Sids motive is to earn easy money .

One more example. Let`s suppose we have invested in the General Motors bond, and that our invest-
ment was $10,000,000. Suppose also that we have become worried that General Motors is getting into 
financial trouble. What should we do? Obviously we could just sell our bonds in the secondary market, 
or enter into a credit default swap. If we want a credit default swap we should think on an insurance 
contract (insurance against the possibility that a company might get into financial trouble and cause 
us to lose money on our bond position).

To do that we have to find someone prepared to insure us. Of course that that can`t be General Motors. 
Those are usually banks.

So, we could pay the bank a periodic small amount of money known as a ‘premium’ (insurance pre-
mium). This is calculated as a percentage of the face value of the bond we are insuring against, which, 
in our case, is $10m. That (the $10m) is known as the ‘notional principal’. The premium is paid usually 
every three or six months, throughout the life of the contract. Bank has in return promises to us that 
if the company GM goes to bankrupt, return our invested capital. Bank doesn’t do anything while ( if 
it ever happens ) company default and cannot to payback our money to us. Picture below describes 
everything:
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CREDIT EVENTS

What is credit event? – It is situation when company goes to financial difficulty and cannot to pay our 
money to us. There are several types of credit events:

Bankruptcy1. 
If a company goes into Chapter 112. 3 (in the US) then that is a clear indicator that the company is in 
serious financial difficulty and that the bondholders may not get all their money back. This is an 
obvious thing to have trigger the payment in a CDS contract.
Failure to Pay3. 
Restructuring4. 

We can set up one realistic assumption about credit default swap: “Size of premium payment is bigger 
if the company is more likely to default! ”

CONCLUSION

Trading with financial innovation has the dual purpose of hedging and risk taking. Customers buy them 
because of speculation - taking risks, use them for hedging - fencing of risk, due to the arbitration, and 
so on. Given that trading in derivatives related to the delay in delivery of futures contracts on the basis 
of which their owners are betting on the expected changes in the price of commodities and financial 
instruments in the future, and what can be done unlimited profits, and accordingly and unlimited loss, 
in particular extent they may be compared with the bookmakers. Derivative securities are also called a 
contingent claim, and as such includes the leverage mechanism. I also think, that financial innovation 
had significant part in emergence of the last big crises. Financial innovation can contribute much to 
the purpose for which they are made but only if used correctly. If there is excessive risk-taking which, 
of course, financial innovation allows, then we can expect the emergence of the financial crisis, just as 
the posthumously celebrated the great Russian economist Minsky sixties said: „The cause of each crisis 
was excessive risk-taking.“
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its plan of reorganization.
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Abstract

Nowadays, China is the second largest economy in the world, and their international position each year 
is strengthened. China’s growing economic potential is related to the international expansion of capital. 
Chinese companies are increasingly investing in overseas projects, and they have support from the state. 
. In recent years, there has been improvement in the European Union’s economic relations with China 
(increase in trade and mutual investments) and there are still great opportunities for their development. 
Currently, China is one of the biggest economic partners of the EU. The development of economic coop-
eration the EU and China has caused that there are more and more dependent on each other.

Key words: European Union, China, economic relation, bilateral relations

1. INTRODUCTION

China’s international position is strengthened every year. Due to the growing importance of the coun-
try in various aspects of international relations, the European Union attaches increasing importance 
to deepening and strengthening relations with China. Thanks to this cooperation, the EU member 
states are trying to take advantage of the growing importance of China to benefit from its growth and 
strengthen position in the international arena (Gang, 2011).

China’s surplus in trade with the EU is the result of different levels of economic development, com-
petitiveness, industrial structure, the pattern of trade and the international division of labor. However, 
both parties make large benefits from close commercial cooperation because it takes place on a re-
ciprocal basis. A positive result of extensive collaboration is the inflow of foreign direct investment. 
EU companies investing in China have a significant impact on increasing their international competi-
tiveness through access to low-cost means of production. Direct investments are also a good way to 
bypass the barriers to export and gain a greater share in the Chinese market. Chinese entrepreneurs 
are increasingly investing in Europe thanks to savings. In 2009, the cumulative value of Chinese invest-
ment amounted to 58.3 billion Euro. Thanks to its services, Chinese investors establish branches of 
their banks, buying up factories and also gain market share. Foreign direct investments are a source of 
capital, new technologies, organizational systems and knowledge, create new jobs, raises the level of 
labor standards (Gang, 2011).

The purpose of this strictly theoretical paper is to discuss and analyze the development of economic rela-
tions between the European Union and China. Aiming to provide a theoretical landmark was adopted a 
hypothesis that the high degree of economic cooperation between the European Union and China makes 
the EU and China are becoming more dependent on each other. In order to do so, first was analyzed the 
impact of WTO on China’s trade liberalization. Next section shows political and legal forms of cooperation 
between UE and China. Finally, analyzed the trade and FDI flows between the EU and China. 
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2. CHINA’S TRADE LIBERALIzATION

In 1947 was signed an agreement regarding tariffs and trade, which aimed to help international trade 
liberalization - „General Agreement on Tariffs and Trade” (GATT). In the GATT was four main principles: 
the principle of the possibility of intervention in trade (in order to protect its own industry), the prin-
ciple of non-discrimination and equal treatment, the principle of reciprocity (equal benefits) and the 
principle of national treatment (treatment of import goods on a par with the national). All these rules 
have been taken over by the World Trade Organization (WTO). The Uruguay Round led to the creation 
of the World Trade Organization (WTO), which has a set of rules of international trade, a forum for the 
resolution of commercial disputes and negotiating trade agreements (Starzyk, 2009).

For China’s WTO membership was an important impetus for the continuation of market reforms. It is 
the driving force for China’s trade in goods and services, capital flows (especially in the form of foreign 
direct investment) and technology transfer. The European Union had a significant impact on China’s 
membership of the World Trade Organizations. The main rationale for providing them support were 
economic factors. In its relations with the EU - China is noticeable structural complementarity. The core 
of the European Union create developed countries which have a rich financial resources and advanced 
technology, the low rate of economic growth compared to China. China’s economy is characterized 
by large domestic market, abundant labor resources and the spectacular economic growth. These dif-
ferences offer opportunities for beneficial trade cooperation, production cooperation and scientific - 
technical cooperation for both sides. China’s accession to the WTO has contributed to the development 
of trade relations between the EU and China (Shi, 2008). 

3. POLITICAL AND LEGAL FORMS OF COOPERATION

Diplomatic cooperation between the European Union and China were established in 1975. document 
which forms the basis of this relationship is EU and China Trade and Cooperation Agreement, and was 
signed in 1985. The dynamic development of bilateral relations in the field of trade and also economic 
relations and political dialogue, created the need for formal definition of this cooperation and outlining 
the way ahead (Pietrasik, 2005). 

In the years 1998, 2001 and 2003 were issued, Communications of the European Commission with the 
aim of highlighting the desire for further cooperation. Aim was also to update the key assumptions 
concerning the market opening the dialogue on energy security, the protection of intellectual prop-
erty rights and cooperation in science and technology. EU-China: Closer Partners, Growing Responsibili-
ties is the next document in this respect, which was signed in 2006. Since 1998, each year there are also 
meetings of the Summit of European Union-China which brings together representatives of the highest 
authorities. China is represented by the Prime Minister and the Ministers responsible for the matters to 
be taken. From the EU participates President of the European Council, the President of the European 
Commission’s, high-level representative for the Common Foreign and Security Policy and also other 
European Commissioners. Range of subjects dialogues covers issues related to foreign policy and eco-
nomics and also environmental protection, human rights, education and culture (Wouters, 2011).

4. TRADE BETWEEN EU AND CHINA IN 2000-2010

Currently, China is one of the largest partners of the European Union and ranks second in total trade turn-
over. In 2010, imports from China to the EU countries amounted to 281 billion Euro which accounted for 
18.9% of global imports of the EU. In the years 2000-2010 can be seen a significant increase in the share 
of imports from China in total imports of the EU from 7.5% to 18.9%. Only in 2009 there was a decline in 
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the value of imports of 247 billion Euro in 2008 to 214 billion euros. This decrease was due to the recession 
in global markets and global economic slowdown. In the analyzed period is also noticeable systematic 
increase in EU exports to China. In 2000 it amounted to 25 billion Euro while in 2010 has 113 billion Euro. 
Therefore increased its overall share in global exports EU from 3.0% to 8.4%. In 2009, in contrast to im-
ports (in which there was a decrease) was noted a 4% increase compared to the previous year.

Table 1 China’s share in the total turnover of the EU in 2000-2010 (in %)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Export 3,0% 3,5% 3,9% 4,8% 5,1% 4,9% 5,5% 5,8% 6,0% 7,5% 8,4%

Import 7,5% 8,4% 9,6% 11,4% 12,5% 13,6% 14,4% 16,2% 15,8% 17,9% 18,9%

Source: http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_113366.pdf

Despite the increase, the import is still much higher than exports for which the EU has a problem with 
a negative balance of trade with China. Over the last decade, only in 2009 there was deficit reduction 
of 169 billion Euro in 2008 to 133 billion Euro (as a result of a large decrease in imports), but already in 
2010 amounted to 168 billion Euro. The reason for such a large difference between exports and imports 
is the level of development of both economies (Clarke, 2010).

Despite spectacular economic growth, China still belong to developing countries. The economy is 
dominated by the industrial sector, although increasingly important role to play also begins the service 
sector. Very low cost of production, the understated value of the Yuan and preferential tax treatment in 
special economic zones for foreign companies meant that China has become the „factory of the world“. 
Because the production costs in developed countries is much higher, many European companies con-
tracts the production of goods (especially labor-intensive) to Chinese factories. For this reason, there 
has been a high level of imports from China (Chen, 2009).

The European Union is characterized by a far more developed services market and specialized produc-
tion. It offers high-tech products, machinery needed to modernize production and transport equip-
ment. The low level of exports to China is a result of use of barriers to market access (particularly with 
respect to consumer goods) and not due to the lack of competitiveness of European goods. The best 
proof is that the export of European products to the United States is more than two times higher than 
to China, in 2010 amounted to 242 billion Euro (113 billion Euro to China). The Chinese market is huge 
and untapped potential for EU exporters. To change all that there must be a significant reform in the 
Chinese economic system, especially those related to increased domestic demand and easier access 
for foreign investment.

Figure 1 Trade between EU and China in 2000-2010 (in million Euro)

Source: http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_113366.pdf
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Strengthening of relations between the European Union and China have contributed to the gradual exten-
sion of a market for Chinese goods in Europe and the opening of the Chinese market for European exports. 
In 2009 the European Union was the most important trade partner of China with 17.4% of the total turn-
over. EU was the second partner in terms of imports, and the first in terms of China’s exports (Chen, 2009).

5. FDI FLOWS BETWEEN THE EU AND CHINA

Many European companies have noted the benefits of the location of the investment in special eco-
nomic zones of China and decided to move their business or opening of its branch there. In 2006 Eu-
ropean countries have invested 6.7 billion euro in China. In subsequent years, there was a decrease the 
inflow of investments. In 2007, new investments amounted to 6.6 billion euro, and in 2008 the size was 
reduced to 4.7 billion euro. In 2009, there was an increase of new investments and it amounted to 5.3 
billion euros. These investments represent only a small part of the total EU investment. In 2008, only 2% 
of the investment from EU countries went to India and China (Sunesen, Jespersen, Thelle, 2010).

The value of the influx of Chinese investment in the European market is much smaller. European coun-
tries are not as attractive for Chinese investors as Africa or Latin America. In 2009, new investments 
amounted to 0.3 billion Euro, it was a big drop in investment flows compared to 2006, when the direct 
investment amounted to 2.2 billion Euro. In 2008 there was a decrease of 0.1 billion Euro investment in 
the previous year which means that investors already operating in the European market have decided 
to withdraw some of its shares.

Figure 2 FDI flows between the EU and China in 2006-2009 (in billion Euro)

Source:http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Foreign_direct_investment_statistics

The highest value of new direct investment in China in 2009 have reached Germany and amounted to 
2.5 billion Euro. Second place went to France, where investments amounted to 1.3 billion Euro and the 
third to Finland with 0.5 billion Euro of new investment. Other positions went Belgium and Sweden, 
companies in these countries have invested in China in 2009 of 0.3 billion Euro. The countries with 
investments of 0.2 billion Euro were: Spain and Austria, and the countries with 0.1 billion investment 
were: Denmark, Italy, Luxembourg and the United Kingdom. The Netherlands is the only country re-
corded a negative result, which meant the withdrawal of existing investments. Inflow of direct invest-
ment from other countries was very small, none of them exceeded 50 million Euro (Sjoholm, 2008).

The level of Chinese investment in the European market in 2009 was very low. The highest value of new 
investments was noted in France, they amounted to 0.2 billion Euro, was followed by Belgium, Germany, 
Austria, where Chinese companies have invested at 0.1 billion Euro. Ireland, the Netherlands, Poland is a 
country where there was the greatest decrease in liabilities. In other countries, like in the case of European 
investment, Chinese investment does not exceed 50 million Euro (Sunesen, Jespersen, Thelle, 2010)
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Figure 3 Value of FDI between EU and China in 2007-2009 (in billion Euro)

Source: http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_113366.pdf

The size of European investment in the Chinese market has decreased during the period. In 2007 these 
investments amounted EUR 4.6 billion Euro, but in 2008 decreased by 54% to 2.5 billion Euro. In 2009, 
there was an increase in investment relative to the previous year and amounted to 3.5 billion Euro.

Definitely more Chinese companies to invest in European Union countries. In 2007, the value of their 
investment reached a level of 40.9 billion Euro. In the next year, investments increased by 28% and 
amounted to 52.4 billion Euro. In 2009, the value of the investment has continued to increase reaching 
a level of 58.3 billion, which represented a 11% increase over the previous year.

According to the Chinese Ministry of Commerce in China was created 1688 new businesses with capital 
from EU countries in 2010. This represented an increase of 6.97% compared to the previous year. The 
total amount of European investments in 2010 amounted to 5.5 billion dollars and was 10.71% higher 
than in 2009 (Sjoholm, 2008).

6. SUMMARY

Currently, China is the second largest trading partner of the EU. They have a 13.9% share of EU trade 
turnover of 394 billion euros. They are the main source of imports to the European Union and ranks 
second in terms of exports to the EU. In 2010, the value of imports from China to the EU amounted to 
281 billion Euro, that is 18.9% of the share. EU exports to China reached 113 billion Euro value, this is a 
8.4% share of total EU imports.

However, the European Union is the largest trading partner of China. Its share in the total turnover 
of China in 2009 accounted for 17.4% with the value of 260 billion Euro. The EU is the main direction 
of China’s exports of goods and ranks second in terms of the volume of Chinese imports. In 2009, the 
volume of China’s exports to the EU is estimated at 169 billion Euro, this is a 20% share, while imports 
from the EU amounted to 91 billion Euro, that is 14%.

The level of trade has made the degree of interdependence between the EU and China is very high. If 
the European Union closed its market against Chinese goods, China would be in a difficult situation. 
This would mean a significant drop in China’s exports and thus production and employment. Should 
be remembered that the EU imports from China mainly processed products, and the manufacturing 
sector in China is 46% of GDP. Given the low level of domestic demand and high household savings, 
reduction of export to EU countries could lead to economic collapse of China. Such distortions of trade 
could also have a negative impact on the EU economy. Both the EU and China derive great benefit with 
mutual trade.
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Abstract

This article is devoted to the analysis and comprehension of a new step of evolution of economy under 
the title- “Innovative economy”. In this work the task of consideration of positive and negative sides 
of this phenomenon, also opportunities and prospects of development of this type economy in the 
Russian realities is set, and also steps, by are identified means of which it’s possible to achieve success 
in this sphere. Besides, experience of the foreign countries should be noted and the main lines and 
characteristics of development of this type of economy are marked. 

Key words: Innovations, development, problems and prospects.

Each historical period is characterized by its changes, its the waves of exchange, they bring something 
new to the face of society and to create the future. Sometimes these innovative waves are gentle, giv-
ing rise to the evolutionary development of society through the transfer of existing trends into the fu-
ture. But there are times when it’s a boom, when there comes a storm, uncertainty increases, innovative 
waves accept character of a tsunami wave, sweeping all outdate on the way. 

At this particular time we live, it is tumultuous time which of change has fallen to the share of the 21th 
century. The world is becoming unrecognizable and calls new understanding from scientists, long-
term state strategy and political figures, and also new way of thinking by the public.

As for the state strategy to its further development during an era of sweeping changes, its defining 
becomes not only difficult for authorities, but also it is very important and fatal. The country faces a 
choice between an inertial and innovative way of development.

Further Inertial strategy is based on extra use of natural resources, on long ago invented technologies, 
economic growth by such strategy is reached mainly in most cases extensively. Such strategy is widely 
used, and our country can be an example of it.

I think that in present time realization of innovative strategy, concentration of society’s efforts, the 
state, business on development of essentially new, competitive technologies and products, transition 
to innovative economy is simply necessary.

It is important to increase the role and responsibility of the state for a choice and strategy realization, 
for development and distribution of new generations of equipment and technologies, for efficiency 
of integration processes, for assistance to increase of innovative activity of businessmen, scientists, 
designers, engineers, young generation which should make crucial decisions and to carry out them in 
the forthcoming decades is necessary. Only on this basis it is possible to provide high rates of economic 
growth and social development.
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ECONOMY OF INNOVATION

Before describing innovative economy in our country, it is necessary to give its definition.

Innovative economy (economy of knowledge) is the type of the economy based on a stream of innova-
tions, on continuous technological improvement, on production and export of hi-tech production with 
very high additional value and technologies.

Thus generally the profit is supposed be created by intelligence of innovators and scientists, the infor-
mation sphere, instead of production of goods (industrial economy) and not concentration of finance 
(capital).

Some researches (Toffler, Fukuyama, Bell…) consider that for the majority of the developed countries 
in the modern world innovative economy provides a world economic superiority of the country which 
creates it.

Nowadays, the number of the countries with innovative economy and the developed venture business in-
cludes the USA, Germany, Japan, Australia, Canada, Sweden, Finland, Singapore, Israel and other countries.

Also innovative economy has the paradoxical laws, different from those in a traditional market framework. 
It was established and illustrated by the Nobel prize winner on economy Brian Arthur, working at complex-
ity Institute in Santa Fe (USA). In textbooks of economics it is claimed that the firms working in one area, 
disturb each other. They should be different either territorially, or by product range from each other.

The Silicon Valley is the world center of the computer industry which demonstrates a bright example of 
the exactly opposite opinion. There the interaction of the similar firms has not only negative character, 
as stated in textbooks on economy, but positive one as well.

The cooperative, synergetic effect connected with possibility of creation of the single information and 
technological environment, with an exchange of ideas, knowledge and qualified personnel consider-
ably surpasses traditional economic factors.

It should be noted still such features of innovative economy as:

High role of education and knowledge. The main factor of production in innovative economy is knowl-
edge, thus there is a radical change of the role of education and knowledge. Now it is much more im-
portant not to provide a certain set of knowledge and abilities, but to teach to study and think more is 
such a progress that is hard for an individual to keep up with it using only a certain set of knowledge 
and abilities. To remain and be competitive it is crucial self-improvement all the time.

The organization and self-organization role has sharply increased in technological development. If the 
century ХХ deserved the title of high-tech was the era of high technologies in the industry, agriculture, 
military science, the century ХХI may become the century of high-hume is the high humanitarian tech-
nologies aimed at the development and effective use of opportunities of certain people and collectives.

The role of small firms and individuals has increased in technological process. The way from the idea 
to the result became much easier quicker and more effectively, than 10 years ago. Many key innova-
tions began to be created in small firms consisting less than of ten people.

Emergences of «closing technologies» are the ways of production technologies making unnecessary 
or inefficient the whole branches of economy, types of production.



403

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

MODERN TRENDS OF DEVELOPMENT OF INNOVATIVE ECONOMY OF THE WORLD

From all over said above it is possible to draw a conclusion that innovations affect more and more econo-
mies of single countries and the world as a whole. But how is extent of innovative development of the 
country defined? For this purpose there are different ratings, one of them is the Global innovative index. 
This index was developed by the Boston consulting group, National association of producers and produc-
tion Institute. This index estimates the general condition of innovative infrastructure. Investments into 
basic researches, nature of interrelations between various sectors of economy, etc. are considered here.

The global innovative index considers also basic features of innovative system, such as: total number 
employed people in the sphere R&D, the general amount of allocations for research and development, 
their share financed by the private sector, level of expenses on the higher education, efficiency of mea-
sures for protection of the rights to intellectual property, openness of national economy in relation to 
world economy and level of the income per capita.

The last publication was made in 2012 by International business by school (INSEAD) and the World 
intellectual property organization (WITO). Russia took the 51st place in the list of 141 countries. The 
rating of the countries is presented in table 1 according to a global innovative index.

Table 1: Rating of the countries on the Global innovative index

Rating Country Index
1 Switzerland 68,2
2 Sweden 64,8
3 Singapore 63,5
4 Finland 61,8
5 United Kingdom 61,2
6 Netherlands 60,5
7 Denmark 59,9
8 Hong Kong 58,7
9 Ireland 58,7
10 USA 57,7
11 Luxembourg 57,7
12 Canada 56,9
13 New Zealand 56,6
14 Norway 56,4
15 Germany 56,2
…
34 China 45,4
…
51 Russia 37,9

According to this rating, it is possible to trace dynamics of innovative development of the certain states 
and to reveal the factors influencing them. To addition to this index there is a global index of innovative 
efficiency which shows, what countries apply innovative ideas in practical results better than others.

The first ten of this rating demonstrates the following:
China   6. Paraguay1. 
India   7. Serbia2. 
Moldova  8. Estonia3. 
Malta   9. Netherlands4. 
Switzerland  10. Sri Lanka5. 



404

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

Thus, we can make the conclusion, new dynamics of innovations is appearing in the world, despite preserva-
tion of deep and steady inequality in this area among the different countries and regions. The most consider-
able gap in innovations exists among the countries having different stages of economic development.

In the average the countries with high level of the income per capita go ahead the countries with lower 
income on all innovative parameters. The deep inequality in the sphere of innovations among different 
geographical regions still, remains especially if we compare average indicators of the countries with 
high level of the income with indicators of the countries in other regions of the world, such as Africa 
and many regions of Asia and Latin America remains. The European countries continue to develop with 
a different speed. The countries of Northern and Western Europe go ahead, but they are caught up by 
countries of Eastern Europe and Baltic, countries of Southern Europe are backward.

PROBLEMS AND PROSPECTS OF FORMATION’S INNOVATIVE ECONOMY IN RUSSIA 

Nowadays the Russian Federation tries to follow a way of innovative economy. On the one hand various 
political decisions which have to affect modernization of our country positively are undertaken. But 
they can’t cope with current situation in full extent. Though in comparison with the beginning of the 
2000s the situation has improved Russia considerably still remains behind the developed economy of 
the world. For example, costs of research and development from 2004 to 2012 grew in 6.9 times, and a 
quantity of demands for inventions is in 1.4 times.

Dynamics shows that the direction of innovations’ course has already been taken, but it is quite con-
siderably lags from leaders. Dynamics of expenses on R&D for 2 years (the 2010th and 2011th years) is 
presented in table 2. It shows that 1.05 percent of GDP were spent for science in the 2011th year that 
accounted for 24.9 billion US dollars. In comparison in Germany expenses made 87.9 billion dollars, 
as for the leader - the USA-its expenses are made 427.2 billion dollars that exceeds in 2.4 expenses in 
China which holds the 2nd place of the rating.

Though Russia does not also take a leading position, but now we can observe such political decisions 
as establishing of organizations as RUSNANO in 2007 and the Innovative center Skolkovo, the decree 
about which creation was signed in 2010, and estimated date of completion of construction and com-
missioning is 2020.

RUSNANO under the leadership of Anatoly Chubais is created to develop and stimulate the growth of 
nanotechnologies in our country. The main field of activity of „RUSNANO“ is to joint financing of private 
projects on creation of nanotechnological productions. Formats of participation in projects:

Individual share;•	
Granting money in the form of comfortable loans;•	
Providing guarantees on the credits;•	
Acquisition of bonds and convertible debts;•	
Implementation of leasing operations;•	
Support through joint financing of funds.•	

Thanks to financial participation of RUSNANO in Russia there are created dozens modern productions 
on release of various production with use of the nanotechnologies, applied in electronics, industry of 
energy, mechanical engineering, medicine, biotechnologies and other industries’ branches. 

Besides this activity the company is engaged into development of various educational programs. To 
the middle of 2012 by request of the companies more than 80 programs of preparation and retraining 
of staff of the companies of a nanoindustry are developed: technological and administrative profile.1
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In the middle of 2012 Anatoly Chubais declared that a number of the companies created with the par-
ticipation of „RUSNANO“, successfully export their products to the USA.

Following the results of the first five years of the activity (that is by September, 2012) „RUSNANO“ has 
concluded 105 investment agreements with the total budget of 480 billion rubles, where 205 billion are 
invested by „RUSNANO“. With the assistance of „RUSNANO“ in Russia 24 new productions were open.2

Another ambitious project being developed in our country is creation of the innovative center Skolko-
vo (The Russian Silicon Valley). 

This project is dated back to 28.09.2010 when Federal Law № 244 „About the innovative center Skolk-
ovo“ was signed.

The implementation of the project on creating and ensuring the functioning of the Innovative Center 
(Project) „Skolkovo“ is carried out in order to promote and stimulate development, research and com-
mercialization of their results (FL-244).

The project of creating the Innovative Center is realized by Skolkovo Foundation (the full name – Fund 
of development of the Center of development and commercialization for new technologies).

The territorial infrastructure and mechanisms of interaction of participants of the Project form is the 
Ecosystem Skolkovo.

Table 2: Cumulative costs of the countries of research and development

Source: Battelle, R&D Magazine, International Monetary Fund, World Bank, CIA World Factbook.
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Mission of Skolkovo Foundation is Ecosystem creation, formation of favorable conditions for innovative 
process: scientists, designers, engineers and businessmen together with participants of educational 
projects will work at the creation of competitive knowledge-intensive development of world level in 
five priority directions: energy efficiency and energy saving, nuclear technologies, space technologies 
and telecommunications, biomedical technologies, strategic computer technologies and software.3

An expected result is the self-managing and self-developing Ecosystem which is favorable for develop-
ment of business and research, promoting creation of the companies, successful in the global market.

From all aforesaid it is clear that the project consists of 6 basic elements which functions are presented 
on Picture 1.

Picture 1: Function of elements of ecosystem

Source: http://community.sk.ru/press/our_results/p/yanuary_2013_en.aspx

Also, now Skolkovo cooperates with many world-leading enterprises in the sphere of innovations such 
as: Intel, Microsoft, Nokia, IBM, Boeing, Siemens and others. All this says that project managers are ad-
justed on successful result. And though the project has been in progress only since 2010, but there are 
already certain results. On Picture 2 key achievements are presented.

These projects are not unique in Russia, but they are the largest. They appeared thanks the policy which 
the authorities of our country started carrying out.

Picture 2: Key achievements of Skolkovo

Source: http://community.sk.ru/press/our_results/p/yanuary_2013_en.aspx
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In 2012 prime minister D. A.Medvedev at the meeting of the presidium of the Council at the president 
of the Russian Federation on modernization of economy and innovative development, expressed his 
hope that the government would be able to support expenses on R&D works (Research and develop-
ment) at the level which is not below the present.

But besides research and development, the establishment of innovative economy greatly depends on 
the education level of the country. At the present stage of development, the country is undergoing dif-
ferent reforms in this sphere. The field of education is quite problematic, especially in the sphere of the 
higher education. Many experts allocate 7 main problems4:
1. Low level of teachers’ salary.
2. The status of a teacher in the society is lowered. Work of a teacher and his social status is no 

longer respectable in the society. Moreover, there is an opinion that those to whom „there was no 
place“ in commercial structures or in the sphere of public administration become teachers.

3. The developed order according to which certain schemes of receiving offset or examination in 
this or that subject (within a certain higher education institution) are created. It is possible to call 
this regularity „a corruption spiral“: according to the generally accepted order such information is 
handed down from higher courses’ students to newcomers. Thus, once established order is con-
stantly supported.

4. Emergence of a large number of „formal“ students. Recently because of various factors in the 
mass environment of students there was a considerable layer pseudo-students.

5. Low interest of the Russian society in high-quality education. In many sectors of society there 
is a fundamental misunderstanding of importance and effectiveness of education, profound and 
versatile knowledge.

6. Increase of economic pressure upon higher education institutions. The countries around the 
world reduce financial support of the higher school. Even the most prestigious universities are 
occupied with increase in economic efficiency of the activity.

7. Decrease in qualification of professorial teaching staff of higher education institutions. The 
lowered salary of teachers and the low social status in consciousness of society lead to the fact 
that in higher education institutions the quantity of unskilled shots increases.

All this leads to an inefficiency of higher educational establishments, and therefore the education level 
is falling in the country. Certainly, the government tries to stop this process by means of various reforms 
such as encouragement of teachers, graduate students and young scientists. Also the state support of 
leading Russian universities is carried out. All these are initial steps of reforming Russian education 
which should be followed by other more essential ones.

Besides a problem of education there are two more very important aspects which slow down our in-
novative development. It is a question of corruption and orientation of our economy mainly to produc-
tion of resources (oil, gas). 

The problem of corruption is quite sharp in Russia. This disease of the Russian economy affected many 
spheres of our economy preventing it from developing. The whole economy suffers from it. Certainly, 
nowadays, politicians take a set of various efforts in order to improve situation. These actions bring 
results, but they are not enough.

Corruption is a handicap for innovative development of the Russian economy, first of all, because 
white-collars are quite often interested in competition restriction in the markets in favor of those busi-
nessmen who are ready to pay for it. White collars receive an administrative rent through competition 
restrictions. Not that businessman who introduces innovations becomes competitive but the one who 
pays officials for protection. The administrative rent replaces an innovative rent.
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Besides, corruption reduces overall effectiveness of a state administration and state costs, including 
scientific projects which are initiated by the state. Corruption scandals in Russia, including in the inno-
vative sphere, has become a regular phenomenon. The situation has slightly improved, for example, an 
index of perception of corruption, which shows corruption level on the 100th ball scale (the 100-mini-
mum level, 0-maximum), improved. In 2012 Russia gained 28 points, and took the 133rd place, in com-
parison to the previous year, when it took the 143rd place.

In the figure 4, the index of perception of corruption is presented.

A slight positive dynamics is observed in this figure. The index of perception of corruption represents 
the summary indicator counted on the basis of statistical data and information, received from the ex-
pert sources provided by the international organizations. 

The figure 4 Index of Perception of Corruption in the world

Source: http://www.transparency.org/cpi2012/results

But it is just the beginning of the fight against corruption. In order to win it is necessary to develop a cer-
tain strategy. In 2012 Dmitry Medvedev signed the current plan of counteraction of corruption for 2012-
2013. The fight against corruption in the country is only growing and we will see its results in the future.

The second problematic aspect is focusing of our economy on extraction of natural resources. Nowa-
days we can precisely tell that the Russian economy is generally focused on raw branch. 

Existence of raw material resources gives considerable opportunities for country development. At the 
same time in long-term prospect indicators of growth of the countries which are rich with resources are 
quite often worse, than in poorer countries with comparable initial level of the income per capita. 

Despite unceasing disputes on this subject, researches show that rates of economic growth in the 
countries which are rich with natural resources, as a rule, are below, than in the countries where the 
stock of such resources is limited. One of explanations of negative interrelation between the volume of 
stocks of natural resources and economic growth is so-called „the Dutch illness“. 

Emergence of this term is connected with opening natural gas fields in the late fifties and at the beginning 
of the 60th in that part of the North Sea which belongs to Holland. The growth of gas exportation caused 
essential rise in price of national currency that negatively affected other export-oriented branches.
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At the present time we can observe only separate symptoms of the Dutch illness, but not the whole 
illness. To avoid these consequences it is necessary to use such „medicine“, as development of non-oil 
branches. Thus it is important to use correctly the oil income which comes from extraction and oil 
export. It should be directed to development of new technologies, improvement of financing an in-
frastructure and replenishment of fund of future generations. Moreover a part of the funds should be 
invested in education and health care. The possibility to get the ensured profits from production of raw 
materials reduces desire of business to invest in risky innovation projects. Thus, the natural rent has to 
be aimed at the innovative development; however, at the present time the natural rent substitutes an 
innovative rent.

CONCLUSION

In the world it is the high time to change the milestones and the transition to innovative rails needs to 
be carried out now. Russia tends to go along the way of innovative development. The country obtains a 
number of opportunities and possibilities to turn from industrial economy to innovative one. The main 
role in creation of institutes in the innovative sphere belongs to the state, instead of private business: 
there are funds of the help to young scientists, expenses on research and development are growing, and 
the new organizations are created such as RUSNANO, ROSATOM, the innovative center Skolkovo, etc. 

However, there exist considerable handicaps on the way of developing innovative system in Russia. 
Opportunity to get profits on the basis of an administrative and natural rent significantly constrains the 
realization of innovative capacity of our country.
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Abstract

The work reveals the features of cognitive segmentation of suppliers and customers at the market of 
the hotel services unlike traditional criterions of segmenting industry participants the advantages and 
disadvantages of Internet technologies are identified in the hotel business. Empirically, the criterions 
of hotel service suppliers in Rostov-on-Don are analysed and justified as well as some suggestions are 
made to improve the system of online booking and to design the consolidated network with access to 
the Global Distribution Services/Systems (GDS). The cognitive hotel services customer’s segmentation 
is conducted and reflected in the paper.

Key words: cognitive segmentation, on-line booking, hotel service

In the twenty-first century with overall computerization еру service market, especially the market of 
tourist services is undergoing strong modifications. In connection with the widespread use of pads, 
phones with access to the Internet, consumers prefer direct rather than indirect booking. The relevance 
of the work is that on-line booking is not treated as an impersonal system, but from the point of view 
of consumers ‘ perception.

So, what is the online – booking?

Online – booking is a booking over the Internet in an interactive manner. This term is applied to book-
ing and purchasing tickets (air, railway, bus and so on), rooms in the hotels, places in the restaurants, 
cinemas, as well as car rental services.

Fundamental principles of online – booking are:
search for available offers. A user on the site of the definite reservation system selects a route, •	
dates, cost, a number of people, destination and other options, depending on the object of online 
booking. For example: Reservation of a hotel is characterized by the following criteria: country, 
city, hotel, the date of arrival and departure, the number of persons, the number of children and 
their age.
filling in the form with your billing and contact information. As a rule, such things as: a name, a •	
phone number, E – mail, card number (if the customer is going to pay cashless).
a document confirming the booking. The client receives this document, which guarantees him a •	
service. For example, it may be a voucher for the check – in or an electronic ticket and so on.

All this confirms the necessity for cognitive segmentation of the market of hotel services, as this is 
the most important factor limiting the development of industry and the market, imposing new re-
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quirements on the part of demand and supply of hotel services market. Internet – technologies «com-
presses» a lifecycle of service saving time from finding a supplier before the payment of hotel services 
through the Internet forming by this new industry chains (carrier – transfer – hotel) and a new level of 
competition on this type of market.

Internet technologies are changing the segmentation on the one hand – the suppliers of hospitality 
services (now free Wi-Fi access is available in each hotel, the site of the hotel, feedback on such special-
ized resources as «komandirovka.ru», online rating of hotels on national, regional and local levels – best 
hotels in Rostov-on-Don, Warsaw, London), etc.,- and, on the other hand, consumers of services (Internet 
connection coverage in a country, region, district, number of orders through the Internet-booking, sex 
and age of users of Internet booking, blogs, rural or urban residents of megapolises etc.) thereby – struc-
turing newly the market of hotel services and defining new competitive advantages on this market.

Cognitive segmentation is connected with motivational segmentation of suppliers but, firstly, it’s 
important for consumers of hotel services market. Apart of the well-known consumer segmentation 
based on demographic (income, gender, age) and geographical (region transport network) criteria, 
cognitive consumer segmentation refers to the psychological factors of consumers choice of services 
and technological factors (IT skills of a consumer, Wi - Fi, Internet technologies, the acquisition of mo-
bile Internet-booking (phones, computers, tablets, etc.).

Not only does online booking technology expand consumer access to information about suppliers of 
hotel services, but it imposes certain cognitive limitations on consumers to explore Internet search 
system, to order and to pay hotel services as well.

Thus, cognitive ability of consumers in the field of hospitality services can be identified as non-codified, un-
alienable knowledge of consumers, reflecting their ability to analyze, evaluate and systematize information 
about the functioning of the hotel services market (how a consumer can get information about hospitality 
services, what her/his duration of the stay is, what features and parameters he uses by selecting views of 
friends, relatives, visitors of specialized resources). Cognitive preferences have a direct effect on motivation 
mechanism for consumers and determines the amount of costs of searching for information about a pro-
vider of hospitality services, assessing the validity of quality hotel services provider, provider locations, etc. 

As there are no works devoted to the analysis of specific marketing issues about cognitive consumer 
preferences of hotel services, we can suppose that in „the hidden“ invisible form the cognitive ability 
is directly reflected in the consumer choice of Internet technologies during search, order, registration, 
payment for hotel services and feedback i.e. throughout the whole life cycle of the hotel facilities.

Talking about cognitive segmentation we can define both advantages and disadvantages of using In-
ternet technologies (see picture 1).

Picture 1. Advantages and disadvantages of online - booking

Dignities Disadvantages

Visualization Visualization

Tactuality Distrust

Distance Additional payment
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The advantages of online booking of hotel services are:
mobility and independence of the information about the hotel services (convenience and the op-•	
portunity, without any help to book a hotel in any country, region, locality), a great choice, unlike 
tour operators are focused on its own network of contractors (suppliers of hospitality services).
personification of consumer services (location of a provider, a room selection, getting familiar with •	
a minimal set of services – a hairdryer, slippers, TV, Wi- Fi , mini bar, a number of rooms and a 
bathroom-online virtual tour in rooms and hotels).
awareness of the consumer not only with basic facilities (accommodation), but additional types of •	
hotel services (transfers from arrival point, restaurant, gym, beauty salon, laundry service, luggage 
storage facilities, etc.).
possibility of using Internet-based technologies throughout the lifecycle of the hotel services - the •	
choice of a carrier, search for and choice of hotels, order, payment, feedback or, in other words, 
structuring the market of hotel service and getting discounts from carriers, taxi, etc.
 “compression” of the lifecycle of hotel services and the chain of tour-operators.•	
 no expenses for interrelation between a tour operator and a supplier of hotel services in force •	
majeure or the avoidance of incoordination of their actions (overdue payment for a hotel, changes 
of accommodation conditions, and hence the cost of the hotel facilities).
possibility of changing an order without addressing to the tour-operator.•	
no need to prove the consumer rights twice - before both a tour operator and a hotel services •	
provider.

But despite the advantages of such online booking there is a number of disadvantages as well. The 
first and one of the main advantages of online booking – visualization- becomes, at the same time a 
drawback. The discrepancy of information on the hotel site and in reality(especially for small hotels, low 
stars (2-3 stars) leads to distrust and disappointment of a consumer. However, large hotels offer more 
reliable information. Thus, a consumer is forced to clarify everything from room square till furniture, 
refrigerator, mini bar. He/she should also read the reviews about a hotel on at least three different sites 
before booking that requires cognitive abilities of the consumer).

Another drawback can be payment by bank cards of Kiwi-wallets as there is a number of crimes con-
nected with non-cash payment. 

There is different information content of hotel sites – asymmetry of the information between providers 
of services, even if the provider is suitable by location, price, star rating, etc. (no online booking – 24 
hours, online consultancy, information is provided on a core set of hotel services, sometimes in addi-
tion to detail information about additional services).

Moreover, the ability and desire of a consumer to use Internet communications services are also handi-
caps for successful performance of a hotel that is psychological setting to distrust the Internet technol-
ogy, fear of inconsistency, the skill and experience to order electronic tickets, etc. The physical paper 
tickets are more accustomed and reliable than an electronic ticket received via the Net that is also an 
evidence of necessity for cognitive segmentation of the market.

But probably the biggest and the most important problem is risk of using Internet technologies in 
general and in the hospitality industry in particular (Internet locks of hotel rooms, the responsibility for 
the choice of the services provider).

Speaking of cognitive market segmentation it is also essential to take into account the fact that the 
most of consumers using online bookings are urban citizen. This is primarily due to the high availability 
and widespread use of the Internet. For example, in Rostov – on – Don, the number of Internet users 
in the last 3 years has increased by 17 % (Table 1), who are more advanced users of the Internet and 
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prefer a direct communication with the service provider. This causes reducing the costs and having 
more reliable information as a consumer by choosing hotels not only observes the site of a hotel, but 
also feedback sites, reviews of other users.

Table 1. The usage of the Internet in Rostov-on Don

Years Total
Sex Age

Male Female 18-25 26-34 35-44 45-59 60-and over

2009 29,7% 33,2% 27,1% 70,2% 47,8% 35,6% 19,6% 4,4%

2010. 36,8% 44,2% 31,6% 79,0% 61,5% 49,7% 20,7% 3,8%

2011 44,8% 50,4% 40,7% 85,3% 77,1% 58,9% 29,7% 6,1%

2012 46,7% 53,2% 41,2% 88,1% 80,4% 60,3% 24,3% 5,8%

On the other hand, rural residents still prefer face-to-face communication with tour-operators; use only 
the first phase of the Internet life cycle the hotel services (search, selection). They are more likely to trust 
their acquaintances, experience, etc. Therefore this cognitive perception encourages the development 
of tourism in rural area although an increasing number of Internet users in rural areas is also observed 
in recent years.

In order to attract more consumers from abroad most of hotels and guesthouses create their own web-
sites, and Rostov-on-Don is not exclusion. The number of hotels in the city accounts for about 3000 (81 
hotel operates under the international brand, 2765 are non-Web), and only 522 ones have their own 
sites. Most of the hotels are presented on the website www.booking.ru. 

Analysis of the activity and the popularity of these sites has shown that consumers are actively in-
terested in the possibility of online booking, but clear disadvantages and complexity of perceptual 
information, displayed on the site, prevent from wider use. Most of the websites offer just to fill in the 
reservation form and wait for a response, which in most cases does not meet the customer’s needs. 
Only 3 sites offer online services consultant who can answer any questions.

In category 2 * -3 * hotels the activity of sites is almost zero, because they do not have, for the most part, 
any information, except the phone number and addresses of hotels.

Thus, of all the above it can be concluded that in order to attract more tourists to the city and spread 
the active use of the Internet it is important to create a single site of all hotels in Rostov-on-Don with 
possibility of comparing them in terms of cost and in terms of the services provided. Online booking 
gains popularity though it has some disadvantages , depending on the target group, to which it is 
directed. One of such disadvantage, visualization can be, at the same time, an advantage. It is also 
essential to mention that cognitive market segmentation should be an integral part of the marketing 
strategy of any firm providing service. All major hotels in the world now have their own personal sites, 
and many of them even offer the ability to explore virtually rooms and the hotel. Nowadays Russian 
and Rostov hotels among others, are also considering the Internet as a key part of attracting and com-
municating with customers.
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Abstract
This paper has been written in order to give to the reader an impression for the usefulness of social 
media. It is widely known that there is an interesting connection between company and social media 
and for this reason it is highly recommended that each company should take advantage of the social 
media, because they can improve the image of a company. Nowadays, there are plenty of social media 
such as Face book, Twitter, Flickr, which are extremely famous and attract lots of people, who are 
involved with them in daily basis.

Also, this paper has as a key objective, to determine company’s view on the functioning of marketing 
through social networks and how this influences their sales and to explore how social networks con-
tribute into the promotion of products and the reputation as well. 

It analyses issues related to social networks, marketing, advertisement and advertizing through social 
networks.

1. INTRODUCTION

According to research which have been realized, it is proved that an increasing percentage of large 
companies accept and adopt the social media in marketing strategy that follow.

Most of them follow individual some Social media networks and briefly show the following interesting 
statistics:

65% of them are active on 	 Twitter,
54% maintain a company profile on 	 Facebook,
50% have created their own 	 YouTube channel and
33% have corporate blogs.	

What emerges from the above is that most companies have realized the usefulness of social media 
and their use in various ways. Of course it’s not important that they simply use these services but at 
what rate and how they put into use their power and influence throughout this period we are going 
through.

Indeed, it has been observed that a partnership Fan page on Facebook if is used properly, can be far 
more effective than a television advertising campaign, which can cost tens of thousands of Euros. The 
same also goes for YouTube and Twitter.[1]

Our paper is organized in the following way. In section 2 we examine the connection between a busi-
ness and social media. The contribution of social media for a company is analyzed in Section 3 and hav-
ing finished with this we examine how beneficial the social media are for the company progress (Sec-
tion 4).In the middle of this paper (Section 5) the reader can find out both how the social media affect 
daily the consumers and the companies and in which way marketing effects the strategic of marketing 



415

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

(Section 6). In addition to this, in Section 7 we emphasize on the role of the Social Media Marketing and 
in Section 8 we enumerate the most essential reasons for a company to create an Internet Profile in So-
cial media. Finally in the last section (Section 9) we mention five successful examples with companies 
which have already adopted methods of social media marketing.

2. THE CONNECTION BETWEEN BUSINESS AND SOCIAL MEDIA

Firstly, it is advisable to make a brief reference to the concept of “Social Networking”. Social Networking 
is the concentration or participation of individuals into specific groups. Social networks are essentially 
communities that are categorized into groups according to their area, their interests, their professional 
activities, etc.

 Thereby the so-called target group are created, which enables the adjustment of an advertising mes-
sage and its presentation to targeted audience. [2]

Furthermore, through social networking sites, which are virtual communities, Internet users have the 
ability to create their virtual profile and simultaneously develop a network of contacts through which 
they can communicate through the website. In today’s era the most common social networking plat-
forms globally is MySpace and well-known Facebook.

The increasing trends for internet usage drive people’s interest in marketing and brought new data on 
business marketing. Especially the use of social networks has changed the balance and created new 
needs and methods in the projection and the presence of a business on the Internet. Social networks 
established the marketing that allows consumers to actively participate and not be a mere passive 
recipient of advertisements. The interaction between advertiser and consumer, and the desired and 
valuable feedback were established through the use of social networks. Constantly new social net-
working platforms are developed, which provide applications and innovative promotion services and 
communication for businesses.

3. HOW SOCIAL MEDIA ARE TO CONTRIBUTE TO A COMPANY MARKETING 

The rapid increase in technological advances and the widespread use in all aspects of our lives naturally 
affected the economy. Now, whole states are based on transactions conducted via the Internet such 
as Great Britain where e-commerce involves an 144.8 billion revenue annually, or 8.3% of GDP and it is 
the world leader in e-business.

The broad participation of people in social networks like Facebook, or Twitter and in blogs is esti-
mated at 2 billion worldwide, with the access to the Internet to become even easier due to the use of 
smart mobile (smart phones), notebooks and tablets .

In a world where information is readily available to the general public, marketing professionals are not 
able to convince or to ‘cheat’ the consumer that only their product is appropriate to meet their needs. [3]

The work of marketing people has ceased to be the construction of qualitative and quantitative models 
that can predict what the needs of consumers are and what demand that product will have. Current 
target marketing men must be able to join in the various social networks and find ways to communi-
cate in this digital environment. In short, we would say that modern marketers have ceased to be a 
broadcaster-transponder of information and turned into an aggregator-manifold of information.
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The purpose of the aggregator is to create a content which allows the collaboration among the users of the 
Internet and allow them to build communities with voluntary and active participation around this product. 
It is not required that executives forget what they already know about marketing but they should also 
broaden their thinking to the new data created in social change and to review practices used so far.

The aim of the social network marketing man is to attract customers and this can be achieved in the 
following two ways:

either by creating an attractive environment on business page in order to attract internet users, 1. 
gain their interest and revisit it in the future
or to go out and engage themselves in public solicitation2. 

The most effective way for a business to collect information about the product is when a discussion 
starts on the Internet about this product. During the on-line public discussion there will be positive 
feedback and negative reviews. The policy to be followed by each company should not be resentful 
to the negative comments but they should use them as feedback in order to improve their product. 
Furthermore, it is sure that there will be some “faithful” customers who will try to protect the product 
and its reputation and reverse negative criticism with arguments.

The longer the discussion around the product, the greater is the value of name.

Finally, it is important to remember that all professional marketing analysts emphasize on honesty 
and transparency that must exist in a relationship between a business and its customers. In a society 
where globalization prevails and where there are thousands of different substitute products, the pur-
pose of any business is to build its reputation based on two principles, winning customers and trust. 
Communication channels and sources of information have been tremendously increased and only a 
honest relationship between the society and the company can be profitable for both. Social networks 
have become for many people the main center of activity for every aspect of their daily lives. Maybe, 
companies should focus more on it now. [4]

4. ΤHE BENEFITS ONE COMPANY ExPECTS THROUGH SOCIAL MEDIA

The interactive capabilities of the Internet have fundamentally changed the relationship between cus-
tomer and the company. Social networks are very popular with consumers, offering many advantages.

Services like Face book or Twitter etc. steadily increase the number of visitors. In this new age of virtual 
communication, social networking plays an important role in business marketing.

A marketing program in terms of social networks today belongs in any good business strategy. So we need 
to find new subjects in order to exploit entirely new customer segments. Anyone who operates in the mar-
ket with good yields and unique features should ensure good comments and fanatic customers who are ac-
tive supporters of the business. So it is important for businesses to become familiar with these new data as 
soon as possible, to actively take part in online discussions and reshape their content to a large extent. [5]

Interesting and innovative topics spread on the internet very quickly. Businesses must face the negative 
comments on the Internet as opportunities for self-criticism and improvement and must view these 
comments as inexpensive advice to the business. Therefore, it is important for a business to adopt 
online assessments, which offer the following benefits to the enterprise:

First, consumers are becoming more favorable to the company when consulted.•	
Second, the firm receives comments in real time and thus can cover the shortages.•	
Thirdly, international empirical research indicates that companies that follow this process are in-•	
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creasing their sales.
And fourthly, new ideas are offered by customers at no cost.•	

Whoever now buys consumes or invests, relies more on the advice of his entourage and information 
harvested from relevant websites.

One thing is for sure today. The social importance of diffusion is increasingly growing vigorously. Busi-
nesses nowadays, due to the economic recession that has plagued our country, must show that they 
belong to the really good and „healthy“ companies. This should not be supported by the company but 
by its customers. That is why companies must have social diffusion as the primary purpose of their busi-
ness plans. Fanatic customers are the best sellers, because they have the greater power of persuasion 
and the lowest cost variance. [6]

5. THE SOCIAL MEDIA AND THE IMPACT ON CONSUMERS AND COMPANIES.

Social networks are an on-line discussion, which nourishes the relationship, the participation and the 
networking among individuals compared to traditional media, which communicate only content with-
out the opportunity for discussion.

 This definition refers to the heart of what it means to live in a structured social media environment. There-
fore, the target for the executives of marketing is: “people discussing online for products and services”.

Social networks connect groups of people not only socially but also geographically. Thanks to them it is 
easy to share ideas, likes and dislikes with the world at large or with a familiar group of people. You can 
search for and find friends or develop business contacts and become a member of a community. Con-
sequently, social networks give people something that traditional media (e.g. TV, radio) could never 
give: the opportunity to create relationships and networking with others.

For advertising agencies, the potential of social networks results from the dedication and trust that is 
implanted in these online discussions. Today, social networks have become very important for commu-
nicating with consumers. Social networks cannot be ignored, because they give people the opportu-
nity to express themselves, helping designers with who exactly are the people they want to approach, 
what incites them, what to say and how.

Large and small businesses today deal consistently with marketing in social networks. They deal with 
the question of how to use the online facility to connect people with products in more familiar and 
humanly ways, since the discussions on social networks have their roots in social and not commercial 
life. Participants share consumer experiences with an open and honest manner. Therefore, executives 
of marketing face a new world of transparency. Consumers have a new tool that gives them the power 
to increase or decrease the reputation of the brand of the product of a product.

Social networks can play an important role in building the brand of the product. These have proven to 
be an important marketing tool for the future, since the product brand is the sum total of emotions and 
experiences related to the product of the company. The online discussions are honest and reveal much 
about the relationship between consumer and product brand, which they like or dislike.

As marketing executives opened the door for the use of social networks, should be aware that they are 
exposed now in a different way from other media. The moral and social contribution or the lack thereof 
cannot be hidden in the world of social networks. Consumers discuss both successes and failures and 
reflect both with passion and seriousness.
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The more social networks are inclined towards culture, the more the behavior of marketing should reflect 
the sensitivity and confidence, which are necessary to human conversation. When product brands and busi-
nesses communicate socially, they should act as members of society, based on the golden rule: identify and 
cover first and foremost the needs of consumers. The mistake business usually make not to be honest or 
ignore the needs of the consumer will end up having a negative impact on more than one consumer.

Consumers have a voice in social networks and product brands must act so that this voice is be used 
to their advantage. When the product brands communicate with honest experiences, then consumers 
take this experience, believe in it and give value to it.

They do not continue to participate in the discussion, unless the social strain of marketing works hon-
estly according to their needs and expectations. [7]

6. THE EFFECTS OF MARKETING THROUGH SOCIAL NETWORKS AND THE IMPLEMENTA-
TION OF STRATEGIC MARKETING

Some of the effects of marketing through social networks are:
The building and shaping the brand image. In the era of branding, social media contribute to shap-•	
ing the image of a new product launched in the market and to the emergence of all the values   and 
benefits that surround it. 
The increase in knowledge and awareness of the brand (brand awareness): Repeated advertising •	
as part of an integrated marketing campaign increases the visibility of the brand and establishes it 
as recognizable to the general public. 
 The management of corporate reputation. It not only the building and shaping of the image of •	
the brand that interests the marketing of a business when it uses the social media strategically. 
The social media is a fundamental tool of public relations. They display the values, vision and social 
contribution of the business. 
The Development of relationships and the involvement of the consumer. Social media can also •	
provide important information on the desires and needs of consumers and contribute to the rec-
ognition and activation of consumer influence through dialogue and closer ties.
Customer service. Some companies use the rich interactive features that social media provide for •	
customer service. [8]

Compared to traditional media such as television and radio, for marketing through social networks, 
which is popular with the public, it is more difficult to measure and analyze percentages. Of course you 
can make some estimates based on indicators such as «Likes» on the Face book, so as to give a simple 
indication of the impact of a corporate site. On the other hand, there is the advantage that good recom-
mendations for a brand “word of mouth” are expressed in the written word. This multiplier effect can be 
measured to a large extent by appropriate monitoring applications (monitoring), showing feedback, 
the users with the greatest influence, the number of recommendations and their readings etc. On Face 
book, for example, the stats of a page or an advertisement give comprehensive data on viral. Generally, 
the measurement of ROI in social networks is subjected to ongoing research and development. Until 
recently, the implementation of the marketing strategy of the product included electronic mediums 
such as company website, advertising with banners and text ads on other sites. The introduction of 
social media does not remove any of these tools. But it adds an additional tool, adapted to serve the 
marketing objectives, accordingly to the public of the business and its product or service. For example, 
an SME service is more likely to choose as LinkedIn or other professional social network, while an un-
dertaking in consumer goods expressway is likely to choose the Face book to implement its marketing 
plan. In conclusion, social media offer many possibilities for usage by marketing professionals and are 
now an integral tool of an integrated communication strategy. [9]
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7. THE ROLE OF SOCIAL MEDIA MARKETING 

The Social Media Marketing is the use and exploitation of all Social Media Networks, blogs and general on-
line communities to foster a web presence, to showcase and promote a business, a product or a service.

The social media is a platform that is easily accessible to anyone with an internet connection. Increased 
communication promotes awareness of the company’s product and improves customer service in ev-
ery business. Moreover, social media serve as a relatively inexpensive means for businesses to imple-
ment the marketing campaigns that they desire.

For these purposes, they create accounts - profiles, related links and posts on sites like Face book and Twit-
ter. The target audience is visiting the advertised website by following the links positioned and thus buy 
the product or are informed about the services they want. With this move businesses optimize and market-
ing plan that they have designed after growing the conversion rate of visitors into potential customers.

In the marketing, which companies follow, they apply two basic ways to promote and place their prod-
uct in the market.

The first relates to the use of RSS (Really Simple Syndication) feeds through which they share news, •	
announcements, videos and images available for viewing, and this is a method of exchange of 
digital information content through the Internet, grounded on standard, well-established and 
widely supported markup language XML.
 The second relates to the participation in public debates and relevant posts on blogs, forums and •	
social networks.

The social media optimization moves within the search engine marketing and combined with SEO 
(Search Engine Optimization) offers a complete package of web promotion while maintaining the 
lowest possible cost. Optimization of participation in social media is associated with Search Engine 
Advertising, since the aim is to draw visits from various sites. So it indirectly improves the rankings of 
companies in search engine results, and maximizes the percentage of the possible successful conver-
sion of visitors into effect.

A well designed site can accept and successfully maintain the number of visits from the use of social 
networks. What is needed is a properly structured content that informs, pleases and fulfills the expecta-
tions of the user. [10]

8. THE MOST ESSENTIAL REASONS FOR ONE COMPANY SO AS TO CREATE AN INTERNET 
PROFILE IN SOCIAL NETWORK 

A key question is whether a company should have a page on the popular social network. The answer is 
yes and below one can read the 5 key reasons:

8.1. Αwareness

There are more than 2.5 million Greek •	 Facebook users and more than one billion worldwide who 
are potential fans.
60% of them come daily on •	 Facebook and this number is steadily rising.
The average user stays within the page for approximately 55 minutes.•	
The momentum of this medium is obvious. So the recognition and visibility that a business can •	
have in this medium is immense. It is also undisputed that when absent from social networks, you 
lose the ability to communicate with its existing and new customers.
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8.2. Bidirectional Communication

Social networks offer a two-way communication between all of those who choose this medium to find 
a specific business, but the most important is that they are choosing it and the company is there to hear 
them. Furthermore, they eliminate the monotony of the phone and email and apply a lighter and more 
relaxed communication on a personal level through the relative anonymity they have.

8.3. For important demographical reasons

Social networks give the opportunity to the company to have a more „personal“ look at its customers 
- partners in such a way that only through website can you succeed so aptly. Moreover, the statistics 
page of the company contains very important demographics such as gender, age, level of education, 
place of residence and more. Finally, you can track all interactions (likes, shares, comments) on a daily 
basis and thus consider in a more direct and easy way, what attracts more attention than anything 
else.

8.4. Targeting according to the demographical results

Creating an advertising campaign on social networks, a company can turn to more specialized public, 
based on customer demographics that the company thinks will have a better response to the product 
or service it represents.

8.5. Significant impact on SEO

The main reason why the company should have a page on social networks is SEO (Search Engine Op-
timization). Google and generally all search engines „read“ all internal - autonomous pages of Face 
book (personal and professional) and display their results. This means that a firm can take advan-
tage of the popularity of social networks as a vehicle to achieve higher positions in search engines.  

9. SUCCESSFUL AND INTERNATIONAL STANDARD OF SOCIAL MEDIA MARKETING

There is the belief that social media is only for owners of small businesses, who usually try to execute a 
desperate experiment. This is a big mistake. Below are just a few examples of big companies that have 
been involved successfully in social media:

Coca-Cola

Target: customer engagement

The Coca-Cola company is one of the leaders in so-
cial media marketing and truly one of the first exam-
ples to follow for the effective use of social media. Its 
strategy was developed with the approach of fans 
through social, photo sharing and video sharing 
networks as the main purpose.
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Dominos Pizza

Target: customer feedback 

The position of Dominos in the market lately was weakened and one 
of the main reasons cited was that it had the same pizza recipe since 
it was launched 50 years ago. In an effort to regain lost market share 
and hoping to bring change to its reputation for taste, they decided 
to completely change the recipe of their pizza. Instead of turning to 
the management team for help, they raised the issue to consumers 
and asked their opinion on the pizza.

Dell

Target: crowd sourcing

Dell has decided to create a community called The Storm 
Ideas, where people can come together to share their 
ideas for improving products Dell, knowing that the best 
judges are the same customers. With the improvement of 
various models and interaction with customer ideas cre-
ates products with increased demand and the consumer 
really wants to buy.

Starbucks

Target: crowd sourcing

Starbucks, wanting to use the public to improve prod-
ucts, shops and services, created the social network «My 
Starbucks». Users, who are part of this network, feel that 
they have an essential role in the decision making process 
of the company and that makes them feel part of it.

Ford Fiesta

Target: Generating Buzz

Ford is the contest «Fiesta Movement», where four thou-
sand people took part in a video, gave the opportunity for 
the winners to drive a Fiesta for six months. The winners 
then shared their experience with the car. Although this 
does not appear initially as successful strategy, within six 
months, the results were exciting namely:

4.3 million views on YouTube•	
More than 0.5 million views on Flickr•	
More than 3 million Twitter impressions•	
50,000 interested customers, 97% of which had not •	
had a car Ford before. [11]
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Abstract

As the need for economic development is becoming more intense, the quality of environment tends 
to be worsen. It is important to find a way to economic growth while environmental quality will be 
preserved. In order to create a sustainable economy, we have to consider many things. The contribu-
tion of the environment to the quality of life and the economy is one of them. When we talk about 
development we should understand that preserving economy and environment for the future gen-
erations is fundamental. If environment is not to be protected, then the economy will not develop as 
natural resources will be extracted with higher rate than the reproduction rate. The solutions provided 
may help us understand the situation better.

The origins of environmental economics lie in the 1950s when, in the United States, the Resources 
for the Future (RFF) was established in Washington, DC. The early focus of RFF was on the issue of 
natural resource scarcity. But it was in the 1960s that environmental economics truly came of age. RFF 
early focus concentrated on the same issue with „Scarcity and Growth“, by Barnett and Morse in 1963. 
The political backdrop was the first environmental revolution initiated by Rachel Carson’s Silent Spring 
in 1962. Environmental economics became more popular after the first petroleum crisis in 1973. The 
members of OAPEC (Organization of Arabic Exportation of Petroleum Countries) announced that they 
would not export petroleum to the countries that helped Israel at the fight with Egypt and Syria. This 
led to a price increase from 3 dollars per barrel to 20 dollars per barrel. Of course the increased prices of 
petroleum result in an increase on the prices of other products too. Another important reason, which 
made environmental economics more important, was the collision of Exxon Valdez. In 24 May 1989 
Exxon stumbled on a reef and 11 million gallons of petroleum spilled into the sea. In early 1990s David 
W. Pearce and Jeremy J. Warford with their book „World without end“ tried to deal with issues such as 
sustainable development. The reason that environmental economics came of age is that there is a great 
need of bridging social and physical sciences. 

It’s generally accepted that development is an urgent need. Unfortunately, we tend to believe that 
the word „development“ is only connected to economics. However, economic development can’t be 
achieved without developing other fields. We have to realize that a move that will possible lead to 
growth on economy may have a poor result in another field. Every move that will possibly lead to 
growth has a cost; unless that cost is minimum then the move is not going to develop.

The words development and growth have different meanings. Development implies changes that 
lead to progress or improvement. A society which increases Gross Domestic Product (GDP) without 
transforming its social and economic structures is unlikely to be viewed as developing. Economic 
development is defined as achieving a set of social goals. However, these targets change so economic 
development is actually a process. In the economic development process it is possible to observe three 
sets of changes.

An advance in the utility, in other words in the pleasure or the well-being, experienced by •	
individuals. Absolutely important to improvements of well-being is real income per capita. Another 
reason contributing to utility is the quality of environment. However, greater weight should be 
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given to the most disadvantaged sectors than the society as a whole. A society cannot be viewed 
as developing unless the well-being of the most disadvantaged sectors is improved as much as the 
well-being of the whole society.
Possibly changes in the realms of education and health. Advances in skills and knowledge of the •	
individuals of society are involved at economic development.
A society will be developing if it exhibits a growing sense of independence, in other words self-•	
esteem and self-respect are very important.
Economic growth is an advance over time in the level of real gross national product. However, it •	
is unlikely to experience an advance in gross national product without developing other fields. A 
society that achieves economic growth at the expense of other social or political sectors cannot 
be viewed as developing.

Sustainability is the capacity to endure. For economists, sustainability means to manage to build an 
economy that will not cause any problems to the future generations. Actually, sustainability is the 
continuous growth or the maintenance of the same levels of Gross Domestic Product after the changes 
that will have been applied. However, it is not possible to develop if we have to destroy important 
structures of society or raw materials. It is very important to understand that economic goods have 
a cost. Although, finding raw materials has a great cost for society, we still focus on extracting them. 
Our aim should be to reduce these costs. In other words if we reduce our cost we can increase the 
production and GNP of our country.

Some people support that an economic development would improve the average well-being. I firmly 
believe that this is absolutely wrong. Usually when we experience an economic development, we may 
notice a lower quality environment. The reason is that profit becomes the top priority of society and 
fewer people care about maintenance of the environmental quality. How can we actually reduce the 
expenses of natural resources while maintaining well-being at the same level for our and the future 
generations too?

Environmental economics could be the solution to this problem. The target of this field is to grow 
economy while the quality of the environment will improve. Environmental degradation results in lost 
economic output, that is, lost gross national product. The sequence of arguments may be summarized 
as follows.

Firstly, the environment is important to the economy and the well-being of all people.•	
Secondly, the degradation of environment may lead to mismanagement of the economy.•	
Finally, if we solve the environmental problems, we will have a chance to provide incentives for •	
resource conservation and source reduction. 

If we are to succeed in preserving resources, it is important to impose some economic incentives. This 
could be a way to control the prices to which the products will be sold. With this measure, we can 
let consumers know the exact cost of production of the products and be able to understand which 
businesses are actually trying to protect environment. Moreover, it is important to impose more taxes 
to make businesses care more about protection of the environment. The most important issue though 
is to manage to make countries to help each other, because it does not matter which country has the 
higher pollution level. They just need to understand that if the developed countries help the developing 
countries everyone will benefit from protecting the environment.

It is important to understand the contributions of environment to our life. Environment contributes 
directly to the quality of life, as it acts like amenity. Moreover, it can contribute to the GNP because 
there are more jobs available. Besides, we can get supplies like raw materials, oil, caol and gas. There 
are some indirect contributions too to the quality of life. Poor environment may contribute to stress 
and ill health. 
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Having considered all these issues, the idea of sustainable development was born. Sustainable 
development is actually the idea of economic development while environmental quality will improve. 
The purpose of sustainable development is to gain as many as possible resources without depriving them 
of the future. Thus, natural resources should be extracted in lower rate than the reproduction rate. 

Moreover, we have to find a way to measure the success of sustainable development. Preserving the 
state capital is a way to measure sustainability. Although, we could preserve state capital, even if 
environmental quality degrades because this degradation may result to the creation of other forms 
of state capital. So, environmental degradation may not result in bad sustainability of economy. 
Nevertheless, there must be limits to environmental degradation. Degradation of environment should 
be tolerable only if it results in the creation of new funds. The problem is how to calculate the costs of 
the environmental degradation

An economy may be sustainable if the state capital is being maintained or increased. State capital could 
be every construction, human capital (knowledge and skills) and environmental capital (air quality, 
soil quality). Manufactured capital assets depreciate over time. If the value of these assets is X at the 
beginning of the year and the depreciation over the year is d, then the value of assets at the end of the 
year is X-d. To maintain the capital, gross output Y has to be higher or equal with the depreciations. Net 
natural product(NNP) is actually the gross natural product(GNP) minus the deprecation of manufactured 
capital (Dm). (NNP=GNP-Dm). A way to measure sustainable income is NNP=GNP-Dm-Dn, where Dn is 
the deprecation on environmental capital, which is measured by the monetary value of environmental 
degradation over a year. Expressed in another way, the level of sustainable consumption is equal to 
GNP minus the investment required to sustain the overall capital stock.

On the other hand, there are those who do not want development, because they support that 
sustaining environmental quality and developing economy are opposing targets. They believe that 
every improvement that will be succeeded with eco-friendly technologies will be counterbalanced from 
the increase of production and consumption of products. By this scope economy supports excessive 
production and consumption. In my opinion, this view is counterbalanced by the fact that investing on 
renewable sources of energy we will have a chance to increase our invested capital because we will not 
degrade environment quality so we will not invest money to maintain its quality and the only cost of 
renewable sources is the invested capital and the cost of the maintenance of machineries. 

Moreover, it is supported that sustainable development, which is “managed” from some authorities, will 
have a bad result between economy and ecology. That’s why they believe that letting environmental 
protection on individuals would be a better solution. The problem with this view is that it is unlikely 
that most individuals will care more about environment than making profit.  

In my opinion, the only way to achieve sustainable development is to consider protecting the environment 
and understanding the opportunities of development without needing to deplete the state capital and 
natural resources. Moreover it is the only way of keeping the level of well-being high. In case that these 
measures would be taken into consideration, the state could be characterized as developing.
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Abtract

Energy is the key element for economic growth. Today Slovakia as well as EU is dependent on foreign 
supply of fossil fuels. The only solution to reduce this energy dependency of is to the extent the usage 
of renewable energy sources. Agriculture is crucial industry producing biomass, which represents the 
greatest potential for renewable energy. Biomass currently accounts for 2/3 of renewable energy in 
Europe and bioenergy will play a key role in achieving the ambitious targets approved by the renew-
able energy directive. Within the bioenergy sector the increased use of biogas opens up new fields 
of applications where biomass has not played a major role so far. High tech process energy for indus-
tries, effective small scale power generation and transportation fuels. Biogas cogeneration plants have 
reached a parity of heat and electricity output

Keywords: Renewable Energy, Biomass, Biogas Station

BIOMASS AS A RENEWABLE ENERGY SOURCE IN SLOVAKIA

Energy is the key element for economic growth in Europe. Economic growth must ensure job creation 
and sustainable development at the same time. The increasing oil prices focus the attention of EU lead-
ers on an increasing Europe’s dependency on import of energy. Due to this facts energy policy of EU 
has three main objectives:

competitiveness•	
sustainable development•	
security of supply•	

From this perspective, the EU’s energy policy is starting to move towards higher energy indepen-
dence on countries outside the EU. Ecological considerations in this context are getting less impor-
tant. Considering that Slovakia is dependent not only on gas supplies from a single source, but from 
the same source is also dependent on the supply of oil, coal and nuclear fuels, so we can conclude 
that Slovakia is absolutely dependent on energy from Russia (more than 95 percent of the energy 
carriers are imported from Russia). The only solution to reduce energy dependency of Slovakia on 
foreign countries is to the extent the usage of renewable energy sources (RES) to the maximal rea-
sonable and bearable scale. RES are solar, hydro, geothermal, wind power and biomass energy sourc-
es. RES are the only alternative to traditional fossil fuels, especially when we consider that fossil fuels 
are nonrenewable and the estimated time to exhaustion is from 40 to 150 years. Slovakia`s RES share 
in total energy consumption is only about 5-7%, including large hydropower plants. Compared with 
developed Europe is still a small share. Some states has the share of RES approaching 50%. Biomass 
as RES has the highest potential from all the RES in Slovakia. This fact was also declared in the con-
ceptual government materials, such as: Strategy for increasing the use of renewable energy, which 
was approved by the Government in July 2007 or the Biomass Action Plan for the years 2008 -2013, 
approved by the government in February 2008



427

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

Biomass is a material of plant or animal origin, suitable for industrial energy recovery. It also includes 
waste and secondary raw materials incurred in the cultivation and processing, as well as relevant bio-
degradable fraction of municipal waste. Biomass in the form of plants is chemically conserved solar 
energy. It’s part of one of the most versatile and most widely used energy sources in the country.
 
The most exploitable biomass energy potential has the agricultural biomass material. Agricultural bio-
mass can be categorized in terms of energy utilization of three basic groups. Biomass suitable for:

burning•	
biofuels production•	
biogas production•	

Energy potential of agriculture biomass is more than 76 PJ. We can quantify the theoretical energy po-
tential of agricultural biomass to 29,449 GWh or 106,054 TJ of heat. Agricultural biomass could theoreti-
cally cover up to 13% of the total annual energy consumption in Slovakia, which is 800 PJ in total. The use 
of biomass for energy purposes has also other benefits than only lowering fuel prices. they are these:

improvement in the trade balance of the state, reducing demand for imports of energy carriers•	
increase the energy independence of the State•	
creating new jobs•	
capital appreciation of financial funds in Slovakia•	
environmental protection•	
development of regional economy•	
 landscaping•	

Use of agricultural biomass should be implemented in the sector of agriculture as a priority, to cover its 
own energy needs, in order to reduce energy costs, which can increase the competitiveness of agricul-
tural products in the European market. The uses of agricultural biomass for energy purposes are wholly 
consistent with the objectives of sustainable development as it contributes to the development of the 
three fundamental pillars of sustainable development:

economic prospectus - its use can reduce production costs by up to 80%•	
protecting the environment - reducing the production of greenhouse gases, mostly CO2•	
social benefits - creating jobs and solving the issue of regional development•	

 
Agriculture in Slovakia is crucial industry producing biomass, which represents the greatest potential 
for renewable energy. Biomass energy has significant potential and represents up to 42% of all re-
newable energy sources. It is estimated that the annual production of agricultural biomass is about 
2,000,000 tons. Its total energy potential is reaching 12,890 GWh of thermal energy. The projections 
assumed that agricultural biomass has potential to secure up to 15% of all energy needs in Slovakia. 
Cultivation and use of biomass helps landscaping, environment, regional development, creating new 
jobs. but in the first place it helps to diversify existing energy sources. Agricultural biomass as a renew-
able energy source has four conditions of sustainability:

production operations are close to nature•	
use only part of the plant and return crop residues back to soil•	
the use of fuels with high efficiency and cost gains•	
low energy use in manufacturing•	

Another transformation of biomass into energy is via an anaerobic digestion, where the resulting prod-
uct is a biogas, serving as fuel for cogeneration units. Biogas reaches about 70% of the energy content 
of natural gas. Burning 1000 m3 of biogas can be obtained 2178 kWh of electricity or 11.4 GJ of heat. 
Also, 1 m3 of biogas also contains as much energy as 0.6 to 0.7 dm3 of fuel oil for heating. Compared 
with conventional heat and electricity can be saved up to 40% of fuel. Compressed and adjusted biogas 
can be supplied to the grid as natural gas.
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In Slovakia, agricultural biomass, as a RES, represents a real alternative to imported fossil fuels, be-
cause diversification of energy sources by type of energy sources and also according to their areas of 
geographic origin is crucial today. Energy based on renewable sources of energy must be focused on 
long-term goals. The long term goal for the research and development of biomass energy is primarily 
to ensure its competitiveness with fossil fuels. An increase of the share of biomass used on total annual 
energy consumption should comply with long-term concept and gradually increase the share of bio-
mass energy realized only by environmentally and economically sustainable practices. This means that 
basic needs must be met while maintaining certain principles and, when value and economic growth 
are achieved both within social sustainability consuming as low as possible non-renewable natural 
resources and energy.
 
Agriculture has the potential to contribute to meeting the growing energy needs and resources in a sus-
tainable manner. This way we can reduce greenhouse gas emissions, improve the quality and land use 
and protect biodiversity. In addition, it contributes to appreciation of domestic resources, increasing the 
reliability of energy supply and use of this energy reduces independence on traditional fossil fuels.

At present, biogas is used mostly as a renewable fuel for generating electricity and heat in cogeneration 
units located in nearby biogas plants. The reason is established support for installations using renew-
able energy sources for electricity production through guaranteed purchase prices. The disadvantage 
of such installations is often not using the heat from cogeneration especially in the summer months. 
Therefore recently appear a number of installations aimed at transforming biogas into biomethane 
which is a full substitute for the natural gas useful. [6]

BIOMASS USE IN EU

Biomass currently accounts for 2/3 of renewable energy in Europe and bioenergy will  play a key role in 
achieving the ambitious targets approved by the renewable energy directive. 20 % of the final energy 
consumption have to be provided by renewable sources by 2020. A great target compared to the share 
of 8,5 % we have today. According to a study of the European Environmental Agency 2 the potential 
from agricultural is still largely unexploited and this sector is expected to have the highest growth 
rates in the coming years. Within the bioenergy sector the increased use of biogas opens up new fields 
of applications where biomass has not played a major role so far. High tech process energy for indus-
tries, effective small scale power generation and transportation fuels. Biogas cogeneration plants have 
reached a parity of heat and electricity output (one kW electric for every kW thermal) through techno-
logical advances in recent years. Europe’s dependence on fossil fuel imports should further encourage 
the energy market and politicians to invest in a renewable alternative and create market incentives for 
biogas. Biogas is the versatile, sustainable energy carrier Europe is looking for.

Many European countries have established favourable conditions for electricity production from bio-
gas (see feed-in-tariffs in chapter 5 Economics of biogas). Germany has a leading role in Europe with 
almost 4000 biogas plants, most of them on farms for cogeneration. New legislation often requires 
the use of heat as well in order to reach a better efficiency. While the biogas sector grows impressively 
every year, it hasn’t received the same attention as for example liquid biofuels for transportation. The 
majority of people are not aware that natural gas powered vehicles have been available for a long time 
and that biomethane could play an important role in the transportation sector. So far only Sweden has 
established a market for biomethane-driven cars. Due to its relatively low prices for electricity, Sweden 
has traditionally used biogas for heat production (today around 50 % of biogas) and focused less on 
electricity (8 %). About 25 % of the produced biogas is upgraded and used as vehicle fuel (the rest is 
flared or used for other applications).
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294 biogas plants were producing green electricity in Austria in 2008. The average size of 260 kWe 
installed power shows the decentralized structure of biogas. The feedstock is available in close proxim-
ity to the plants (manure, maize, grass) and transportation costs are kept to a minimum. The produced 
biogas is combusted in a gas engine which generates electricity and heat. 

The biogas sources vary distinctively among the members of the European Union. Germany, Austria 
and Denmark produce the largest share of their biogas in agricultural plants using energy crops, agri-
cultural by products and manure, whereas the UK, Italy, France and Spain predominantly use landfill 
gas. This source might not increase further in the medium and longer term as the EU directive on land-
fill waste foresees a gradual reduction of the land filling of biodegradable municipal waste.

Within the overall potential of biomass for energy in Europe biogas could reach 15 % to 25 % of total 
bioenergy, as compared to 7 % in 2007. The biomass potential for energy as a whole is much bigger 
than its present use, but this potential has to be developed by activities on local, regional, national and 
international level. Looking at the overall contribution to bioenergy, forest based biomass is currently 
the main contributor, but the agricultural sector has a greatest potential and could be already the most 
important energy supplier by 2020. Biogas will especially profit from this development as it offers ef-
fective alternatives for the fast growing sectors of bioelectricity and vehicle fuels.

Maize is already established as an energy crop for biogas production and in the future other energy 
crops will be used in order to optimize the yield per hectare agricultural land. Together with manure 
from animal production (mainly cattle and pig farms) decentralized co-digestion plants have the great-
est potential for biogas production but also the use of sludge and food industry waste and household 
waste offers big opportunities. At the moment about 109 million hectares arable land exists in Europe. 
If 5 % of this land is used for energy crops a yield of 15 tons of solid dry matter per hectare could pro-
vide 23,4 Mtoe of energy if converted into biogas. In the coming 10-20 years an increasing utilisation 
of crops for energy and industrial purposes is expected to be seen. Scenarios of 10-20 or 30 % of the 
arable land shifting from food and feed towards energy farming will gradually occur. Large European 
countries, with significant fertile agricultural area of cropland, might play a major role in bioenergy pro-
duction; examples can be Ukraine and France. An average total crop yield of around 20 /ha is consid-
ered feasible in the near future. Maize, sugar beet and various other crops will increase in importance 
European wide. Crop paradigm changes are in progress. [2]

BIOMASS UTILIzATION: THE CASE OF BIOGAS STATIONS AND SITUATION IN SLOVAKIA

Using biomass for anaerobic fermentation in biogas stations is one of the most advanced technologies 
as a source of renewable energy. Realization of projects for building Biogas stations (BGS) in Slovakia 
had to wait for an adoption of legislative guarantees, so that electric energy and heat produced from 
biogas will have long-term consumption ensured for guaranteed prices.  These conditions were neces-
sary due to high capital need to build BGS. Price of BGS with the most commonly installed capacity in 
Slovakia at the level of 1 MW of electricity is over € 3 million. There is €3 - €3,5 thousand for each 1 kWh 
of installed capacity.  Act. 309/2009 Z.z about promotion of renewable energy guarantee price of elec-
tric energy produced in BGS for duration of 15 years. This removed uncertainty and risk for investors in 
terms of return on investments. [7]

According to data from the technological and Testing Institute of Agriculture in Rovinka there were 
at the beginning of autumn 2012 in operation, under construction, or In the last phase just before 
construction already 92 biogas stations with total installed capacity of 91.64 MW. Out of this amount 
was in operation 42 BGSs, 7 other stations were running on experimental basis. The potential of biogas 
stations is still not fully exhausted. It is estimated that only in the processing of animal substances 
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from agriculture, there is possibility for 280 BGSs to work in Slovakia with average installed capacity of 
350 kW of electric energy and an annual consumption of 40 thousand tons of animal substances from 
agriculture for each. At the same time in Slovakia could work up to 8300 BGSs with average installed 
capacity of 500 kW with an annual consumption of 600 tons of biomass per one biogas station. [3]

The average installed electric capacity is 838 kW. In Czech Republic there are BGS with average installed 
electric capacity of 595 kW, in Italy 760 kW, in Denmark 513 kW, in Austria 260 kW and in Germany 380 
kW. In terms of total installed capacity of power facilities in Slovakia, BGSs represents only 0.4 percent. 
All BGSs in Slovakia are technologically aimed at production of electricity and heat, but in most BGSsdo 
not utilize the produced heat. [4]

Technical and Research Institute of Agriculture in Rovinka (TSUP) did a research of production of elec-
tric energy from renewable sources 2011. The analysis did not include producers in operation before 
2009, except for those who were modernized. In total, 1140 facilities were analyzed with a total installed 
capacity of 2459, 338 Mw. 33 BGSs were involved in the research, of which 20 BGSs were agricultural 
and 13 facilities were sewage treatment plants.

BGSs had a common installed capacity 16,764 MW and yearly produced more than 125 million. kWh of elec-
tricity. The average BGS was of 838kWh installed capacity. In most cases the input material is corn silage.

Graph 1 Share of RES in Slovakia

Source: ROLNICKE NOVINY, n.41/2012

In Slovakia, the highest share of RES in electricity production has hydropower plants, which is  68.43 
% share of the total installed capacity, then there is solar energy with 19.81%  and third biggest share 
goes to biomass utilization reaching 11.63 %. BGSs on its own have minimal contribution to electric 
energy production. Their share on RES group is only 0.76%. [5]

In Slovakia most of BGS are those with installed capacity of 1 MW. Purchase prices of electricity are 
about € 18/MW higher in case of BGS with installed capacity of up to 1 MW compared with BGS with 
higher capacity. At the same time reduction of costs per installed 1kW goes hand in hand with higher 
installed capacity. This suggests that BGS with installed electric capacity of 1 MW would gain the fastest 
return on investments. This is true when prices of outputs and operation costs are equal. However in 
reality, input prices are not stable compared to the fixed price of electricity. Many experts in Germany, 
where are more than 4000 BGS, warn that the rising cost of input materials negatively affects economy 
of larger BGS more. In case of corn silage average prices at about €25 - €27 per ton, BGS with installed 
capacity of 1 MW becomes inefficient if the of 1 ton of corn silage increases by €6. While in case of BGS 
with installed capacity of 300kW, the price of corn silage can go up to by €8/ton to start making loss.
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This is also one of the reasons why there are in Germany preferred BGSs with lower performance. But 
the main reason is the government support. The final price of electricity consists of several items. The 
first is the basic purchase price, which is defined in legislation of RES. This price is the highest for the 
BGSs with lower installed capacity. In addition, producers are given so called NAWARO bonus of €0.07 
/ kWh of electricity if it is produced from agricultural raw materials. Other €0,03 / kWh are given if a 
minimum volume of 30% of material is manure. Another €0,02 cents / kWh are connected wit further 
technical innovations.

Table 1 Purchase prices of electricity (€ / MWh) generated from various energy sources for equipment 
to be put into operation from 1.7.2012. until 31.12.2012, and after 2013

Source of energy
From 1.7.2012
to 31.12.2012

(EUR/MWh)

From 1.1.2013
(EUR/MWh)

Solar 119,11 119,11

Hydro 109,8 109,8

Wind 79,29 79,29

Combustion of targed biomass 112,24 112,24

Combustion of other biomass 122,64 122,64

Combustion of cereal straw 171 154,27

Combustion of biomethane from wet fermentation ( to 1 MWh) 136,33 134,08

Combustion of biomethane from wet fermentation (over 1 MWh) 118,13 118,13

Bioliquids 115,01 115,01
Source: Act URSO 184/2012

Since in Slovakia there are more BGS with higher performance, we must carefully monitor costs of 
inputs. We have less room to operate for the profitable work of BGS in the case of growth of inputs. 
In this context, it is very important to properly plan production management of inputs. It should be 
produced in the vicinity of BGS. Otherwise transport costs increases and thus the overall cost of pro-
duction. While in the next 15 years, we have guaranteed purchase prices of electricity, the cost of inputs 
most likely will increase. These include the fuel, and therefore overall logistics materials to BGS must be 
well planed prepared. BGS with electric capacity of 1 MW needs annually 20 thousand tons of silage, 
which is an area of   500-600 ha. [4]

ExTERNALITIES OF BGSS POLICY

Neither the law nor the regulatory office for network industries regulating the purchase prices does not 
regulate quality of material used in BGS. It only sets the price of electricity produced from the combus-
tion of biogas produced by anaerobic fermentation technology with the overall performance up to 1 
MW or more. This forces investors to build BGSs with bigger installed capacity and use raw material 
with the greatest yield of biogas for the fastest return on investment and make profit. This causes that 
80 percent of the input material into BGSs is corn silage, the rest are various wastes, including biomass 
from livestock production. Thus composition is not correct from the perspective viewpoint because of 
the fact that corn silage is grown only on arable land, which is subsided by direct payments and should 
be used to ensure food security of the country. Further building of  BGSs focused primarily on corn 
silage can threaten , since the increase arable land for growing corn silage can only be by sacrificing 
amount of soil for crops aimed at the nutrition for the population. The development of biogas may be 
the reason why there is slight increase of arable land used for corn silage in 2009 -2011. Another risk is 
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that the price of corn silage is constantly increasing due to higher oil prices. While in 2008 the price of 
corn silage was about €25/ton, today it is €35/ton. [7]

Chart 1 Price development of electric energy from BGS in Slovakia

Source: AGROMAGAZIN, year 14, n. 12/2012

Chart 1 records the purchase price of electricity from biogas in half-year intervals since 2010. Purchase 
prices tend to fall. Trend is partly justified, as with time it is expected that new technologies for produc-
tion of electricity from renewable energy sources will be more efficient, and thus, will generate more 
energy. The newest regulation of URSO says that the purchase price for BGS with capacity up to 1 MW 
of electricity will fall again in 2013. Those investors who managed to operate BGS with capacity of 1 
MW until 31.12.2012 will be eligible for the purchase price of electricity at the level of € 136.33. Those, 
whose BGS become operational after 1.1.2013, will be paid € 134.08 / MW. BGS put into operation in 
30.6.2011, now gains guaranteed price for 15 years at the level of € 148.72 / MW. The decline in prices is 
notable and there is possibility for their further reduction in summer 2013. [1]

Table 2 shows all BGSs in Slovakia in operation or ready to be build and in various states of prepa-
rations and approval. Data are from recent results of TSUP in Rovinka and are still being processed 
(10/10/2012). It seems that interest in building BGS in Slovakia is still high and it is expected that any 
new legislative amendments will support further building of BGSs. [6]

Table 2 BGSs in Slovakia according the regions

Area Number of BGS Total installed capacity Average installed capacity in kw

BA 2 1 199 950

TT 20 19 541 977

TN 10 9 273 927

NR 21 17 006 809

ZA 4 4 616 1 154

BB 22 28 391 1 290

PO 9 8 025 891

KE 4 3 587 899

Together 92 91 648 996

Source: TSUP Rovinka
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THE DEVELOPMENT TENDENCIES OF THE COMPETITIVENESS OF SLOVAKIA

Abstract

The Slovak Republic was during the last decade exposed to many factors changing the whole eco-
nomic situation, along with the direction of the development of the whole country. The changes 
were mainly resulting from the impact of globalization, integration process, entry of the SR into 
the EU, changes of national policies implemented, etc. All of these important factors affected our 
competitiveness and the tendencies of its development. We could observe the strongest impact 
of globalization in the years 2008 and 2009, when the financial- economic crisis started in the USA 
and spread through the whole globalized world and showed its power and ignorance of boarders. 
The last two years we could observe the rising crisis of the EU and its members. According to the 
mentioned facts, the main contribution of this work, we see in the quantification and analysis of the 
tendencies of the Slovak republic’s competitiveness, comparative advantages and disadvantages 
during the years 2003 to 2012, affected by national policies, globalization, integration process and 
the entry of Slovakia into the EU and in the last years, the effect of the global economic – financial 
crisis and the crisis within the EU. Only the mastery of our competitive advantages and elimination 
of our competitive disadvantages would open the gates of the long-term sustainable growth and 
prosperity.

Key  words: competitiveness, comparative advantages and disadvantages, sustainability.

INTRODUCTION

The Slovak Republic has gone through many different changes during the last decade. The whole 
economic situation of Slovakia was strongly affected by many factors, coming from both, the internal 
and external enviroment. The most crucial events affecting our economic development during the 
observed space of time, were caused by the changes of politics, negotiation processes, the impact of 
the negotiations of the WTO, Slovakia‘s entry and aspiration to become a recpected partner in the EU, 
impact of the globalization forces, which opened many doors for our country, but also revealed risk 
and possible harmful forces. The last years of the observed time are characterized by the impact of the 
powerful global economic crisis as by the crisis within the EU itself. All of these factors did significantly 
affect the development of the whole country. 
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1. THEORETICAL BACKGROUND

1.1. Globalization and the trends of the economic development in the world and in the Slovak 
republic

Stiglitz, J. (2006) the professor from the Columbia University in New York, a Nobel Prize laureate 
says, that economic globalization brings an economic integration of the countries by an increase of 
the flow of labor, goods, services and capital. In the process of globalization, Stiglitz sees a great hope 
to bring increased living standards, access for the poor countries to the rest of the world markets, to 
offer to them the possibility to trade their goods and services, lower the prices of products and ser-
vices through foreign investments, opening boarders for people travel, study and work abroad. The 
Nobel Prize laureate also believes, despite the fact that the evidence is showing that this potential is 
not used efficiently, that globalization could benefit both, as the developing, so the developed world 
to promote their well- being.

Drucker, P (2003) states, that the only real competitive advantage in the global economy is the „knowl-
edge worker productivity“. 

zuberec, V. (2004) Dramatic increase of the foreign direct investments connected with increasing in-
fluence of corporations, might be observed on their market share, or in their global strategies. Their 
activities might lead us to concerns, that many countries will be exploited by such corporations. It is 
a fact, that in the last two decades of the 20th century, there was a huge expansion of corporate power 
not only in the western countries, but everywhere in the world. 

Hošková, A (2001) According to her latest results, the importance of FDI for the Slovak Republic is 
significantly increasing on its importance. In the connection with this trend, it is necessary to know 
about the impact of the FDI on the Slovak economy and mostly on the production sphere, bank sec-
tor, thirds sector, etc. 

1.2.  The recent trends connected with competitiveness 

Costantini, V., Mazzant, M. (2010) are discussing the question how was the export competitiveness 
affected by innovation and environmental regulations. The core of his thesis is based on the Porter‘s 
idea of how can the environmental policies influence the international competitiveness by implemen-
tation of the innovation of technologies. 

Guo, Ch. (2011) analyzes the international competitiveness of the China‘s trade in services. To display 
the competitiveness he uses the TX, MS and RCA indexes and the restricting factors of China‘s ser-
vice trade competitiveness, through the evaluation to determine the international competitiveness of 
China’s service trade position. 

Hargaš, J. (2007) says that the national competitiveness and the welfare of citizens are prominently 
affected by the ability of the companies to succeed on the foreign markets. In the last decades, there 
could be observed a continuous growth of the amount of the foreign trade and foreign investments. 
Competitiveness in this environment represents an additional advantage and in the macro view a plat-
form for a stable economic growth. This phenomenon can be observed mostly in small countries, 
where the usage of competitive ability is the way to break the limits, resulting from the relatively small 
domestic market. 

Podolák, A. (2006) prioritizes the problematic of the multinational movement of the capital, the im-
pact of the foreign direct investments on the performance and competitiveness of the agro trade. He 
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also states that the multinational corporations are gaining power leading to non-limited behavior 
through the FDI and the global agro- trade sector is missing basic ethical rules. The FDI are the source 
of many pros, but also cons and negative influence. In his article, Podolák highlights the negative effect 
of the globalization and FDI on the destruction of the performance of the economy and competitive-
ness of dairy, malt and beer producers and traders.

Hečková, J., Chapčáková, A. (2008)  explain, that if a country identifies a significant loss of their mar-
kets, for the benefit of new competitors,  the issue of competitiveness becomes more important for 
such a nation. This situation can be observed nowadays, during the days of the largest enlargement of 
the EU members, called by these authors as the ´´ big bang´´ manner of the EU. 

Trichet, J.C., (2011) the president of the European Central Bank describes the concept of competitive-
ness through the questions: How should we understand competitiveness?  How should we act upon 
it? What does it mean for European Monetary Union? These are the question connected all of his life, 
with his role as an economic policy- maker. These are also the questions that are essential for healthy 
particular economies of each member state of the EU. 

Mauro, F., Forster, K. (2008) are aimed on the examination of the recent trends in European monetary 
union, dealing with competitiveness and its future development. As globalization has radically altered 
the environment of many countries in which firms operate, the question how to strengthen competi-
tiveness has become the question no.1 for nearly every single business. Their analysis has displayed 
difficulties in the definitions and measurements by the usage of traditional methods and indicators, 
mostly competitiveness based on price level, sectoral specialization and market shares. 

1.3.  Competitiveness of the Slovak republic 

Matišák, A. (2011) Explains that the EU still can stand its ground in the economic battle. In the chart of 
competitiveness, which was published by World economic forum, belong 6 places to countries from EU. 
Sweden, Finland, Germany, Netherlands, Denmark and Great Britain. The Slovak Republic finished on 
the 69th place. The EU knows very well, that the competitive pressure is increasing each year. Countries 
like China, India, Brazil, Russia, South Africa and Turkey are creating an environment of competitive-
ness, where the criteria for survival are tougher as the time passes by. These facts highlight the Strategy 
Europe 2020. This document states, that the core for a stable development are three complementary 
priorities: Intellectual growth, sustainable development and inclusive growth. And mainly the part of 
sustainable development describes the support of the more ecological and competitive economy, 
which uses resources more efficiently. The EU will profit from the fact, that its economy is one of the 
most opened of all economies in the world, but the competition of the developed and developing 
countries is still increasing. Countries like China or India sufficiently invest into research and develop-
ment, with the goal to shift their industry in the value scale to higher positions and gain the level of 
global economies, states the strategy.

Žúdel, B. (2011) the famous economist from Cerge institute in Prague presents his opinion about the 
relationship: Slovakia versus innovation. According to the World economic forum, Slovakia dropped to 
the 69th place. Slovakia felt 9 places on a year basis. The Slovak Republic is falling in this chart already 
the 4th year. There are two reasons for this situation. The first is the inclusion of new countries into the 
comparison, since the year 2006; there are 17 new countries in this chart. Their competitiveness was 
higher than that one of Slovakia, so their entrance into this research caused our drop. Slovakia is not 
just dropping in comparison with other countries; its index of competitiveness is decreasing, too. The 
increase of this index was in the period mentioned above by 8%, which is the 6th biggest increase 
following Island, Estonia, Greece, Ireland and Jamaica. 5% decrease was also observed by Finland, Den-
mark Norway, the Czech Republic and Hungary, too. The main reason of the decrease of competitive-
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ness of our economy is that the strong growth was not connected to structural changes of the Slovak 
economy, where a bigger role should stand for innovations and a smaller role should be presented by 
the mass production.

Wijnands, J., Poppe, K., Maulen, B.  (2007) their unique study provides an overview of the com-
petitiveness of the EU compared to the third countries. The result of their study is unflattering: Weak 
competitiveness of the EU food industry. They warn that some problems connected with the modern 
´´European´´ way of life could lead to several negative effects on the future of all EU member- states. 
The most important problems of the EU are connected with the low population growth, which might 
be the background for the lower growth of the value added. Also the ignorance of exploitation of the 
economies of scale might lead to lower labor productivity. They recommend enterprises to exploit 
economies of scale, economies of scope and to differentiate their production according to the cul-
tural differences in Europe. Following the ideas of authors, companies should innovate and use latest 
technologies. Wijnands, J., Poppe, K. and Maulen, B. also give some advices to national governments to 
direct and lead their policies towards harmonization of legislation within the EU and worldwide, too. 
Their policies should not decrease the competitiveness of the enterprises, but instead of that, should 
create and innovation- friendly environment for the firms. 

PAS (2009), the Business Alliance of Slovakia, the partner of the World economic forum with the head-
quarter in Geneva in Switzerland, a non-governmental organization which has obliged itself to help 
the world to increase its prosperity states: „The Global Competitiveness Report assesses the ability of 
countries to provide high levels of prosperity to their citizens. This in turn depends on how productive-
ly a country uses available resources. Therefore, the Global Competitiveness Index measures the set of 
institutions, policies, and factors that set the sustainable current and medium-term levels of economic 
prosperity. „ (PAS, 2009)

1.4.  The impact of the present crisis on the economy

Financial times (2012) informs about the growing firepower of China. Many Chinese investors are 
considering the EU market as a good place to invest and an opportunity to diversify their businesses. 
In the hard times for the Europeans, they are welcoming the idea of Chinese entrepreneurs to invest in 
the European Union, perceived as a lifebuoy for the European economy, fighting the crisis.

„Some of the more surprising bidders emerging for European assets are China’s power companies, 
often large conglomerates expanding into western markets for the first time.

While Chinese power companies are relatively new to European markets, their spending power and 
close ties to Chinese financial institutions make them attractive partners for debt-strapped European 
governments. „ (Financial times, 2012)

Elliott, L. (2011), the famous economist of Guardian predicts, that there will be no happy end of this 
economical crisis story. Following his ideas, the best possible outcome will be a long, weak growth 
accompanied by high unemployment, as the cumulated debt in the bubble years will have to be paid 
down by individuals and banks. The worst possible outcome described by Elliot, which might occur is, 
that the global economy will be pulled back into recession in the next years.
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2. THE METHODOLOGY AND THE MATERIAL OF THE WORK

2.1.  The object of the study

The main study of this paper are the tendencies of the development of the competitiveness of the Slo-
vak Republic. The main objective is also connected with the expression of the impact of our economic 
development, EU integration and the infuence of the crisis on the competitiveness, on the public sec-
tor and on the business enterprise.

2.2. The methodology and the indexes

2.2.1. The global competitiveness 

We will use the data from the World economic forum available in their annual Global competitiveness 
report.

For reaching the goals, we will also use statistical data connected with competitiveness. For the men-
tioned purpose, we will import data from web pages such as the Statistics agency of Slovak repub-
lic, Eurostat and the Business Alliance of Slovakia, etc. (http://portal.statistics.sk, http://epp.eurostat.
ec.europa.eu, http://www.alianciapas.sk , etc.)

2.3. The space of time

This study will be based on the space of time from 2003 – 2012. The main reason for this choice, is that 
most of these years were very important for the image of the development of the foreign investments, 
competitiveness and the foreign trade of the SR. 

The year 2003 will be taken as the base year. The observed development in this year was affected by our 
pre- EU entry activities, negotiation process and other factors affecting our economy, resulting from 
our future accession into the EU.

The years following the year 2003 were the years of our entry into the EU, years of development of 
our economy as a EU member state, influenced by the regional and world globalization, changes in 
national policies, global financial- economical crisis and last, but not least by the crisis within the 
Eurozone. 

3. RESULTS AND DISCUSSIONS 

3.1. The global competitiveness index 

3.1.1. The report of the Global economic forum

The global competitiveness report is world-wide accepted as a first-class global research offering multi-
national comparison of countries in the questions of economic competitiveness and economic growth. 
This report evaluates the ability of chosen countries to maintain sustainable economic growth and 
a high level of prosperity of its citizens. It also monitors the functioning of public institutions, analyzes 
economic policies and factors conditioning the sustainable economic development in the medium-
run horizon.
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The world economic forum evaluates competitiveness of countries according to available statistical data and 
due to the world-wide research of the opinions of the managers. The research is held every year since 1979, 
with participation of 14,000 managers from the entire world. In 2012, 144 chosen countries were involved 
into this research (71th position of Slovakia). For comparison, in 2003, the chart consisted only of 102 coun-
tries (43rd position of Slovakia). Since 2003, there are 42 new countries in this comparison and since 2003, 
Slovakia did fall exactly 26 places. On the first sight it may look like Slovakia is falling in this ranking, but we 
have to take into consideration the new members of this global competitiveness index measurement.

3.1.2. The report of the Global economic forum in connection with Slovakia 
 
Based on the research of the World economic forum and its reports about the global competitiveness, 
Slovakia might be compared to other countries involved into this unique research. This comparison 
displays our strong and weak spots and shows the way, in which it would be possible to improve the 
parameters of our economy in the long run period. Slovakia has to master the competitive advantages 
and eliminate its competitive disadvantage, to achieve sustainable growth. (PAS, 2003)

In Slovakia, 220 managers from large enterprises and 220 small and medium enterprises managers, 
randomly chosen following the methodology of the World economic forum. Nearly all of the asked 
respondents from Slovakia answered on the questions of the research electronically on the web page 
of the World economic forum and PAS (Podnikateľská aliancia Slovenska (Business Alliance of Slovakia) 
did not have the access to the individual answers of the respondents. (PAS, 2012)

3.1.3. The development of Global competitiveness index of the Slovak republic 

The year before accession of the SR into the EU, in 2003 the World economic forum stated that Slovakia 
has made some crucial steps to improve its competitiveness during the last years. Slovakia has finished 
on the 42nd place from all 102 countries. 

On the macroeconomic level compared to other countries, the strong features of Slovakia were the 
level of savings, positive changes in the credit availability and the national level of savings. The weak 
point of Slovakia were mostly public expenditures, high deficit of public budgets and the redistribution 
of public funds, low trust of the public towards politicians, the range of harmful government subsidies 
and inflation.

In the technology area the advantage of SR were mostly good conditions for the inflow of foreign direct 
investments and the transfer of technology connected with the FDI, fast adoption and implementation 
of new technologies from outland, the prevalence of personal computers and mobile phones among 
citizens, availability of internet and the cooperation between education centers and firms. On the other 
hand, the brake of the development was the inability of government to prioritize the development in 
the information technologies, low competition among the telecommunication market and last, but not 
least low expenditures of the enterprises on research and development. (PAS, 2012)

 In the area of public institutions, Slovakia was weak mostly because of the impact of the organized 
economic crime, government choices giving advantages to a certain groups and insufficient indepen-
dence of courts. The positive aspects were low rate of corruption by the request for the connection to 
the public infrastructure and by paying taxes.

According to the World economic forum, the five most serious disadvantages of Slovakia in the busi-
ness environment in 2003 were corruption, non- efficient state administration (high level of bureau-
cracy), tax legislation (the complicatedness of the system), non-sufficient infrastructure and the access 
to financing and funding.
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In the business sector of Slovakia, as the main advantage was seen the innovation capacity of enter-
prises, strong position of firms on the home market, but also the high quality and reliability of profes-
sional managers. The disadvantages were the nature of the competitive advantages, based on cheap 
labor force, high capital difficulty and low value added, etc. 

When talking about the home entrepreneurial environment, the strongest side was the quality of tech-
nologic education, openness for the foreign direct investments and paradoxically quite low level of 
bureaucracy. There were mentioned also other advantages of Slovakia such as high quality of health 
care, media freedom, etc. 

The research was mostly concerned about the huge regional differences in the quality of the entrepre-
neurial environment, low efficiency of the tax system, differences in the evaluation of women and men 
in firms, illegal financial support of political parties etc.

In 2011, according to the World economic forum, Slovakia has finished on 69th place from 142 coun-
tries in the research of the global competitiveness index. The most competitive country in the world is 
Switzerland, which finished on the first place the last year, also. Switzerland is followed by Singapore, 
Sweden and Finland. In the top 10 of the most competitive countries are also the USA, Germany, Neth-
erlands, Denmark, Japan and also the Great Britain has fitted into the ten most competitive countries 
in the world. (PAS, 2012)

The biggest competitive disadvantage of Slovakia has the World economic forum identified as low law 
enforcement (139th/144), followed by high rate of clientelism in the country, extremely low trust of 
the public towards politicians and non- transparency in public procurement. The air infrastructure is 
also missing quite a lot. A competitive disadvantage of Slovakia is also a high deficit of public finance, 
non- efficient agrarian policy, low- quality of the education system, taking into consideration economi-
cal schools. From other disadvantages, we can mention strong consumer’s orientation on the price of 
the good or service, not on its quality, outflow of talented people from the country into outland, non-
sufficient cooperation between educational institutions and firms, or the weak support of technologi-
cal innovations through public procurement. 

Among the strongest competitive advantages of Slovak economy there are the openness of Slovakia to-
wards foreign ownership of businesses, low custom barriers, openness towards foreign investments bring-
ing new technologies to Slovakia, low spread of interest rates , high correlation between the level of salaries 
and labor productivity, internet expansion, low risk of terrorism, healthy banking sector. In the area of infra-
structure the best positions were gained by highly positively perceived railway and energy infrastructure. 

After the decreases of the competitiveness caused by the impact of the global financial crisis, we could 
observe some recovery this year.  Following  PAS (2012), in comparison with the last year, all of the top 
10 ranked countries gained higher score in the competitiveness index. According to Kičina´s (PAS, 2011) 
opinion, the potential of the reforms which were implemented in Slovakia 8 years ago is exhausted. The 
new reforms were not introduced, or their impact could not be observed in practice at the times of 
the evaluation process of this research. We can feel uncertainty and pessimism in the entrepreneurial 
environment. Slovakia is falling in the ranking of competitiveness already the fifth year in a row and lost 
its advantage compared to other V4 countries absolutely. While our economy has significantly fallen on 
a yearly basis again, other V4 nations are after a slight decrease in their position stabilizing their posi-
tions, or are climbing and gaining better rankings.

The most distinctive barriers which are lowering the competitiveness of Slovakia, still are mostly non-
efficiently functioning public institutions, low rate of innovation in economy, inadequate and slowly 
developing infrastructure, lagging educational system, bureaucracy and corruption. (PAS, 2012)
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The prompt and effective reaction on the research of the World economic forum and its reports would 
be beneficial for Slovakia in many ways. This research revealing our ´´Achilles heels´´ every year, which 
we should work on, to reinforce our economy, so closely connected with our welfare. The question of 
our competitiveness is one of the crucial points, where should our attention be focused on. Wise use 
of our advantages while fighting with our demons, our competitive disadvantages, would secure us 
a bright future full of ´´honey and milk.´´

Chart no.1 The development of the position of the Slovak republic in the ranking
of the World competitiveness index among countries 2003 – 2012

Ranking = position in the given year/ number of all researched countries in the given year.

Source: Own calculations and graphical solutions.

CONCLUSIONS

During the observed period of years 2003 – 2012 the competitiveness of the Slovak republic was in-
fluenced by many different factors, causing unique changes in the history of Slovakia. The effect of the 
negotiation processes, entry of Slovakia into the EU, effort to achieve the position of a respectable part-
ner in this union consisted of 27 countries of Europe, changes in national policy, the impact of the glo-
balization, but also the global financial- economic crisis and the crisis of the EU were one of the most 
significant factors, affecting not only our competitiveness but also the whole economy and the course 
of our whole country. During this decade, Slovakia has adopted to new circumstances connected with 
the routing of the whole country, as for example the common European market, bordered by the size of 
this fellowship, adopting the new currency and the integration resulting from the entry to the monetary 
union of the EU. Integration and globalization came along with new challenges and pitfalls, with such 
a huge dimension, which Slovakia did not have to face in its short, 20 year history of independence.

During the observed decade, by the pressure of globalization and European integration, financial crisis 
and because of other factors, Slovakia was developing and along with this evolution competitiveness 
of Slovakia was developing also. During the 10 years Slovakia has dropped to 71th place in the global 
competitiveness report of the world economic forum 2012. The real decrease was exactly 26 places, 
because in 2003 there were only 102 countries involved into this research, while in 2012 there were 
already 144 chosen countries researched in this report.

The most important competitive advantages of Slovak economy in 2012 were characterized as the 
openness of Slovakia towards foreign ownership of businesses, low custom barriers, openness towards 
foreign investments bringing new technologies to Slovakia, low spread of interest rates , high correla-
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tion between the level of salaries and labor productivity, internet expansion, healthy banking sector. 
In the area of infrastructure the best positions were gained by positively evaluated railway and energy 
infrastructure. 

The most crucial barriers which are decreasing the competitiveness of Slovak republic were in 2012 
pointed out the non-efficiently functioning public institutions, lack of innovation in businesses, non- 
sufficient infrastructure, low- quality educational system, corruption and also bureaucracy.
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PACKAGING AS A MEANS OF INCREASING

EFFICIENCY OF LOGISTICS SERVICE

Abstract

Every company trying to get on the market with it’s own products is planning to receive as many orders 
and customers for that product as it is possible. But the products are not always adequately accepted 
by the market. Product promotion on the market is possible only when the product satisfies needs of 
the customers and its quality meets the market expectations. If it does not, then the product looses its 
appeal to buyers rapidly and then leaves the market. To prevent such situations, it is very important to 
use all features of a product including the packaging.

Marketing pays much attention to the packaging. Packaging, its quality and its functions aimed basi-
cally at the market promotion are very important for the such success. 

Packaging also has a big affect on the logistics efficiency, where the qualitative improvements could be 
reached by the development of the “logistical packaging” concept. On the one hand, packaging plays 
an important role in protecting a product quality, but from another hand it should also arouse an inter-
est among buyers. The simultaneous achievement of these two objectives is a quite complicated task.
Types and benefits of packaging, factors that influence the type of packaging and factors influencing 
the choice of packaging are reviewed in the article. Also overview of different packaging functions is 
described by relation to logistics and marketing categories.

Keywords: logistics, logistics service, packaging, packaging functions.



445

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

RESULTS

Packaging is an important and essential attribute of a product in the modern world. It is a container or 
a product wrapper [3, 7, 8, 10, 18].

Depending on the purpose packaging are divided into the following types [3, 9,10, 11]:
primary;•	
secondary;•	
shipping.•	

Primary packaging - is a one where the product is placed after the manufacturing process. Second-
ary packaging is used in addition to the primary and is usually thrown out to the garbage when the 
product gets to the consumer. It is usually a sort of additional advertising and promotion in the market. 
Shipping packaging is a packaging, required for the primary packaging storage and transportation.

In the modern world packaging creates an additional value for a customer by providing the following 
benefits:

Informational – it gives a required product details.•	
Functional – it helps to ensure the consistency, security and the safety of a product, guarantees a •	
comfortable usage of a product.
Perception benefits – it provides a positive perception with the help of a bright design proposal, •	
which is easy to remember.

There are the following factors that influence the type of packaging in a practice:
the properties and characteristics of the goods, weight and volumes during transportation, •	
loading and storage;
level of adaptability to the transportation, storing;•	
types of goods and means of transport, as there are significant differences in the package, •	
depending on the vehicle

The choice of packaging manufacturer is affected by many factors. Basic are presented in Figure 1.1. [3]

Functions of package start to be formed right from the production of goods. They apply to the entire 
product life cycle - from the manufacturer to the wholesaler or retail store. Package does not function 
at a time when the customer or consumer takes out it’s goods and destroys it.

Functions of packaging are too complex, but we can relate them to two main categories: logistics and 
marketing. Overview of important packaging functions is presented in Figure 2. [17]

A detailed review of the marketing and logistics functions of packaging is shown below.

Promoting the product / brand

Packaging is an effective instrument of promoting and providing information about the product. It 
plays the role of a means of communication between company and consumers. It creates an image of 
this industry through design, color, shape, material reflects its popularity not only before and during 
the purchase of the goods, but after using it. In other words, the packaging advertises the brand and 
the product, it is deeply involved in creating the image of the goods.
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Figure 1. – Factors influencing the choice of packaging
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Aesthetic properties

The size, shape and color of packaging can stimulate the consumer desire to buy the product. In the 
same way packaging can increase the subjective value of the goods and encourage the buyer to a 
thoughtless purchase. Packaging of a product should be different from the competitors one, it should 
have its own special design and image to help consumers quickly find the goods. 
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Holds an information about the product

Packaging should carry all the necessary information. First of all, it provides identification of the prod-
uct, informs the buyer about the features of the goods and is the last joining link with the consumer on 
the trading floor, prompting him to buy the product, which is preceded by advertising and promotion 
of the product in other ways. It should contain a list of ingredients, usage instructions of the product, 
instructions on how to store the product, etc.

Environmental

Ability of the package during the usage and disposal not to cause significant harm to the environment. 
On the one hand, the packaging must protect the packaged product from the harmful effects of the 
environment, and on the other – it should also provide the protection of people and the environment 
from the aggressive and dangerous products through their special packaging. During the disposing of 
different types of packaging a variety of substances with the varying degrees of impact to the nature 
are thrown to the environment. This included the recovery / recycling, toxicity, dematerialization, safety 
and recycling function.

Ergonomics and usability

This may be noted in a convenience for the consumer to use the packaged product, as well as the 
availability of special tools make it easier to consume. This role is particularly versatile and must be de-
signed to meet the needs of the consumer, i.e, packaging should maximize the effect of useful services 
provided to the buyer of that product.

Economic efficiency

It is connected with a selection of optimal packaging technology in particular and the production pro-
cess in general. Production of packaging and packaging products require high material and labor costs, 
which together determine its value. Packaging costs have an important place in the economy of the in-
dividual companies and entire industries of economy. They significantly affect the price of the product. 
On the one hand, it is necessary to seek for economy of material and working time in the production 
of packaging and packaging materials, on the other - t is necessary to seek the rational scheme of the 
operations of the packaging, storage and marketing of packaged products

Economic considerations are the main selection criteria. Considered to be the most effective package 
the one that provides the lowest cost and the biggest savings of human power on all stages of its us-
age - from manufacturing to disposal. Packaging costs should not be a major part of the cost of goods, 
so a package that would provide the best protective properties in the required time storage of goods 
must be chosen.

Containment

Modern packaging must retain all the qualities of the goods - freshness, smell, taste, and appearance. 
Packaging lies between the product and the environment, while the main aim of packaging is to pro-
tect the product from all that may be partially or completely ruin it.

Facilitate distribution and cargo handling

This function includes the ease of handling in the process of sorting, storage, transportation and mar-
keting, improving all warehouse processes. It is also important to take into account to the creation of 
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rational units of cargo for transportation, loading and unloading goods and the creation of optimal 
(weight and volume) units for the sale of goods.

The desire of designers to create an original and complicated packaging, which is often prompted by 
the requirements of the marketing, may lead to the unplanned increasing of logistical costs of physical 
distribution. Marketing sometimes defines a packaging term as an “silent seller” concept because on 
the retail stage it may become the decisive factor affecting sales greatly. From the position of market-
ing the following parts are important for the product: the appearance of packaging, its colorfulness, 
the presence of complete information about this product – i.e. a list of features, that can distinguish a 
product among similar interchangeable goods from the different competitor offers.

For a logistics manager packaging is important principally from the view of its sizing and ability for the 
protection the product from the possible damages during its transportation and cargo handling. In 
particular, the end-user (trading) packaging should be suitable for for placing it in an industrial or outer 
shipping container preferably with the most optimal capacity usage.
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HELLENIC TOURISM INDUSTRY: 

CURRENT SITUATION, INNOVATIVE PROPOSALS AND PROSPECTS

Abstract

International tourism is one of the largest and most dynamic sectors of the global economy, showing 
continuous growth and diversification. The emergence of new destinations in the world tourism map 
contributes to both economic growth and to rising standards of living in many countries increasing 
the disposable income. This improves infrastructure and transport and makes transportation cheaper 
and faster. The evolution of tourism is a determinant of social and economic progress. Foreign tourism 
is considered as an integral part of international trade and is classified in fourth place worldwide, after 
the income generated by exports of fuels, chemicals and automotive products. For the Greek economy, 
tourism is a key pillar of growth with significant contribution to the gross domestic product (GDP), 
employment and investment. The rich cultural heritage, the extensive coastline and its natural envi-
ronment are some of the comparative advantages that make the country one of the most important 
tourist destinations worldwide. At the same time tourism along with shipping are the most outward-
oriented sectors of the Greek economy. The inflows of foreign exchange from travels have a positive 
effect on the balance of payments of the country, contributing to the reduction of the deficit account. 
The present paper analyses the influence of the tourism industry in economic development focusing 
on Greek reality and providing innovative proposals for its further expansion and improvement.

Keywords: Tourism, Disposable Income, Cultural Heritage, Deficit Account. 

JEL: H 25, O15, O23, O38, O49

1. MAIN FEATURES OF GREEK TOURISM

The cultural heritage, long coastline and natural beauty lend to Greece significant comparative natural 
advantages, and make it one of major tourist destinations worldwide. The basic characteristic of the 
Greek tourism product is the geographical definition of demand from abroad, as a whole almost from 
the entire European continent, and with even now they don’t show change in the last decade (diagram 
1.1). In 2010 Arrivals from European countries amounted to 13.3 million, of which 68% came from 
countries of the European, while 40% were visitors from member countries of the Euro zone.  

At country level, Germany and the United Kingdom are timeless traditional markets from which comes 
the largest number of foreign visitors, although their share is diminishing the recent years. It is indica-
tive that in 2010 the proportion of those countries was stood at 14% and 12% of total arrivals, when in 
2000 ranged in 19% and 22% respectively. However during the last decade, new countries emerged 
from promotion markets which Greece attracts large number of visitors. These countries are mainly 
Russia and neighboring Balkan with arrivals to partly compensate the decline of other countries (dia-
gram 1.2). In particular, arrivals from Russia have increased significantly over the last year (average an-



450

3rd INTERNATIONAL SUMMER SCHOOL OF ASECU YOUTH  / JULY 15-20, 2013.  KOTOR – MONTENEGRO

nual rate of growth in the period 2005-2010 was 20% and still increasing), contributing simultaneously 
strengthening tourism receipts, with the average visitor spending from this country varies in level of 
nearly twice the average for the all foreign visitors (1,099 € against 640 € was the average cost per trip 
in 2010). On the other hand, the decrease of the visitors from countries such as Japan and China, which 
indicating the existence of other markets from which Greece could benefit from attracting large num-
ber of visitors. The contribution of tourism to the economy is reflected in the Greek tourism receipts 
(namely the cost of foreign visitors during their visit in Greece) which representing 5% (GDP for average 
five years 2005-2010) of GDP, a ratio that is higher compared with other developed tourist Mediterra-
nean countries such as Spain , Albania and Turkey (diagram 1.3a). Accordingly, revenue from foreign 
tourism is more than 1/3 of total receipts. The services balance (ratio corresponding nearly to that of 
Italy) which substantially contribute to reduce the current deficit account (diagram 1.3b).

Diagram 1.1: Evolution arrivals of foreign visitors by continent in Greece

 
(*) Including arrivals from Russia, (**) including the arrivals from Turkey

Source: Hellenic Statistical Authority

Diagram 1.2: Arrivals of foreign visitors to Greece between 2000 and 2010

DE: Germany, UK: United Kingdom, IT: Italy, NL: Netherlands, FR: France, USA, BU: Bulgaria, RU: Russia

Source: Hellenic Statistical Authority

Diagram 1.3: Tourism Receipts in Mediterranean Destinations
(as % of GDP and Receipts of the Balance Services) Mid : 2005-2010.

  (a)            (b)

HR: Croatia, ΜΤ: Malta, CY: Cyprus, PT: Portugal, ES: Spain, TR: Turkey, FR: France, IT: Italy / Source: Eurostat
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2. HELLENIC TOURISM INDUSTRY: CURRENT SITUATION

Today, the crisis that Greek economy is passing through indicates the necessity to adopt measures for 
the direction to a new development model. 

Is common finding that this model should emphasize to use the benefits that the country has and to 
stimulate openness and investment. The interesting of the development prospect of Greek economy 
from the perspective of policies and tools to stimulate openness, reasonably is directed to strategies 
like growth of exports of goods and services, such as in the field of tourism, which is called to play an 
important active role in the economic development of the country. 

In a highly competitive environment of the Mediterranean countries, and also from new emerging 
destinations that comes to surface nowadays, ιn today’s uncertain environment, however, a reasonable 
analysis of the importance that some specific areas that Greek economy has, is need it , so the debate 
to be conducted per substance and not by vague findings. In this context, the importance of tourism 
in Greece should be explained and analyzed accurately and include not only standard sizes for imag-
ing of tourism demand (like international arrivals receipts from foreign visitors, etc.), but also the wider 
impact of the Greek economy. 

3. BASIC CONCEPTS OF TOURISM AND THEIR CONNECTION WITH NATIONAL ACCOUNTS

In the system of National Accounts tourism is not reflected as single industry, because it is associated 
with a wide range of economic activities to produce goods and services, which consumed by visitors of 
an area. In order to analyze the impact of the economy is necessary to identify the economic activities 
(sectors) that are involved in the production-supply of goods and services that compose the tourist 
expenditure (consumption). According to the IRTS ‘08 (§ 4.2), as tourist expenditure, is defined  the 
amount of paid for the acquisition of consuming goods and services for own use or from third parties 
for making a trip such as at and during the trip. Including costs of visitors, and the expenses that are 
paid by others for those ones.

Main categories of tourism expenditure are: a) the inbound tourist expenditure namely expenditure 
by foreign visitors who travel to a country of reference, b) domestic tourism expenditure includes con-
sumption of resident visitors from the reference country and c) outbound tourism expenditure associ-
ated with traveling resident in countries different than that of permanent residence. To assess the effect 
tourism in the Greek economy are taken into account the incoming and domestic tourist expenditure, 
the sum up is the internal tourism expenditure (Internal tourism consumption). The consumption of 
outbound tourism is the value that channeled to areas of non permanent establishment, and therefore 
are not taken into account during assessing the impact of tourism on the domestic economy. IRTS ‘08 
(International Recommendation for Tourism Statistics 2008).

4. TOTAL IMPACT OF TOURISM ON THE GREEK DOMESTIC ECONOMY:
 METHODOLOGY AND ESTIMATES 

The estimation of tourism impact  on key figures of Greek economy it is based on 2010 data (latest 
available). Although the contraction of gross domestic product (as a result of recessionary  path of the 
economy which is partly due and to the process of the fiscal policy) may lead to a reduction the size in 
absolute terms, estimates as a proportion in the total economy highlight the important role of tourism 
in the Greek economy.
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The contribution (effect) of tourism in the domestic economy is divided into direct, indirect and in-
duced. The increase of the final demand as a result of tourist spending (inbound and domestic) affects 
those companies that the majority of their turnover comes from the development of tourism activity. 
The changes in the level of production, owing to tourism consumption, combined with the increase of 
initial inputs used by firms represent the direct impact of tourism consumption.

The largest output in the sectors of economic activity that is directly affected by tourism also increas-
es the demand for products of other industries used in the production process. So formed from the 
side of suppliers, the need for additional inputs (primary and intermediate) to cover the additional 
demand for products produced themselves (as many of its outflows that cannot be produced within 
the economy are imported). This interdependence between productive process in an economy is the 
indirect effect.

In addition, households with incomes paid for their work that offer in satisfaction of final demand 
for tourism products and services in the along the value chain. Furthermore, as consumers spend 
their incomes on purchase of goods and services. Then, a change in the amount of work that is nec-
essary to production in one or more branches affects their income and also the expenses that do 
as consumer units. Consequently, the amount of their purchases depends on their income, which 
in turn depends on the size of production in each sector. The definition induced effect describes 
the contribution to results (GDP, employment, etc.) from the demand for goods and services in 
the economy as a result of the change in the disposable income of households taken in the value 
chain of tourism products and services. For examining the economic impact of tourism on the lo-
cal economic sectors activities, the study focuses on Gross Value Added (GVA).  GVA defined as the 
difference between the value of output and total intermediate consumption. In essence, this has 
do with the resource “that stay in economy” to pay wages, employer contributions, taxes on produc-
tion, depreciation of capital and the dividends value to shareholder, and capital accumulation as a 
reserve of profits from business, which is an important source of funds for future investment. The 
sum of GVA and the indirect taxes (excluding subsidies) on products that consumed, constitutes the 
gross domestic product (GDP) produced by each economic industry activity. The GDP from tourism 
is equivalent to the gross proceeds of disciplines that participate directly or indirectly in shaping 
the tourism product.

5. IMPACT OF TOURISM ON DOMESTIC ECONOMY ACTIVITY  

The  GDP reflects the value in monetary units of final goods and services produced in a year. Part of 
this production by each branch absorbed  from other sectors of economic activity as an input in the 
production process. Apart from the intermediate demand, the product that produced is consumed by 
households, the state (the government), directed to investments, but also exported outside the coun-
try. The sum of these factors represents the final demand for goods and services which, together with 
the interim constitute the total demand for each product sector. 

In the case of tourism, the consumption of tourism products from the part of households represents 
the demand created by the national tourism, while demand from the state associated with costs from 
the government side, for example the advertising campaign to promote the tourism product, and the 
hosting expenses during the visit or staying foreign people in Greece (informing). Correspondingly, in-
vestments related to the money that are spent by the public and also the private sector to carry out in-
vestment projects aimed at improving the tourism product and service that offers to visitors in a area.

On the other hand, exports reflect the demand for tourism services from foreigners who visit 
Greece, a figure which, in monetary value, reflected in travel receipts and revenues from cruises (all 
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means of transportation that visitors use). The use of input-output tables are intended to express 
the cost from the side of final demand in terms of product, distributing the total tourism GDP in 
direct, indirect and induced result. This is achieved by assuming that the final demand for tourist 
services is an extraneous change in economic activity, whose effects are estimated for the whole 
economy. The overall effect is examined in this study as the sum generated by the impact of tour-
ism expenditure (the money that visitors spent, domestic or foreign, in the categories of goods-
services), and the impact from the side of investment. It should be noted however, the difficulty to 
identify data regarding the level of investment which associated with the development of tourism 
sector, because of the large number of companies who try to manage perfect the tourism product 
in many different industries. A similar difficulty is identified when you try to exact identification of 
those public investments aimed at developing or improving the tourism product. For this reason, 
as tourism investments are considered the payments made by the Public investment program (PIP 
or ΠΔΕ in Greek) of 2010 for infrastructure (for example: roads, ports, etc.) in tourist developed 
areas of the country.

6. ESTIMATES OF TOURISM IMPACT AND EMPLOYMENT 

Based on the above assumptions, the direct impact of tourism to the GDP of Greece in 2010 is esti-
mated at 15.2 billion €, indirect 5.2 billion € and induced to 13.9 billion € (diagram 2.1). As a result, 
the overall effect amounts to approximately 34.4 billion €, which demonstrates the importance that 
tourism plays in Greek economy, by contributed at 15.1% of total gross product of the country. From 
the total impact of 34.4 billion € in the Greek economy, the 32.4 billion € is result of tourist expenditure 
and 1.9 billion € are assessing impact on the domestic product from tourism investments. Therefore, 
for every 1,000 € tourism expenditure in gross proceeds of Greek economy can grow at 2,220 € about. 
Alternatively, this assessment indicates that achieving the target of 20 million arrivals of foreign visitors 
to Greece, would result in tourism receipts from abroad to reach at least 12.8 billion €, increased by 3.2 
billion € compared with 2010. In terms of overall impact on GDP is equivalent to an additional effect of 
more than € 7 billion compared with 2010.

Diagram 2.1: Total impact of tourism on Greek GDP

Moreover, for the formation of the direct effect of tourist spending, the largest contribution comes from 
the services of accommodation and secondly from the accommodation them self, so these two catego-
ries can make up almost 2/3 of direct impact of tourism by tourism expenditure (diagram 2.2). In the 
transport sector, the contribution of the domestic product due to the development of tourism product 
exceeds the 3.1 billion € (or 22% of total direct effect) with most important the shipping industry.
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Diagram 2.2:  Direct impact on tourism related with economic activity of industries 2010

Major sectors (indirect) that benefit from tourism is commerce, industry, property management, as well 
and financial services (like banks and insurance services where the indirect effect exceeds 570 million 
€). Positive also affects the business in construction and telecommunications, while important is the 
contribution of the development of the tourism product in both primary sector (Agriculture, Livestock 
and Fisheries) also and the domestic industrial production (Food processing, power generation, etc. 
diagram 2.3).

Diagram 2.3: Indirect effects of tourism on domestic economic sectors activity, 2010

On the other hand, tourism contributes to the promotion of social cohesion offering development and 
business opportunities particularly in parts of the country as islands and other with a rich tourist inter-
est, which characterized by depopulation, while enhancing the standard of living through the jobs it 
creates. By employment in the tourism sector which is  labor intensive, as the production of goods and 
services related to the demand of the guests used comparatively more work versus capital equipment. 
Another characteristic trait, is the labor variance that exhibits during the year due to the seasonality of 
tourism product in the country, which increases during the summer months at the peak of the tourism 
demand.  As in the case of gross domestic product, the impact of tourism in employment divided into 
direct, indirect and induced (diagram 2.4).
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Diagram 2.4: Effect of tourism on employment, 2010

7. THE IMPACT OF TOURISM ON TAx REVENUES

The main factor in the conduct of fiscal policy is the followed tax policy. The State derives income from 
many types of taxes on natural and legal  persons , such as income tax, excise taxes, and taxes that im-
posed at different stages of the production process. This section examines the effect of tourism product 
in revenue from taxes who are linked to production of goods and services, as included in the input-out-
put table of the Greek economy. These taxes related to indirect taxation (VAT, taxes and duties on goods 
that imports and excise duties ) paid by companies of each sector to purchase (buy) products or services 
which are the inputs to their production process. Taxes on services offered by tourism businesses to their 
customers, such as the VAT paid by the consumer for his stay in a hotel accommodation for example, 
and that is not captured at a sectoral level in the system tables input-output framework. The impact of 
indirect taxation on tourist spending is estimated for 2010 to be at 733 million €. (diagram 3.1).

Respectively, taking into account the effect of the investments that associated with the development-
improving the domestic tourism product, the direct effect on tax the revenue amounted  to 762 million 
€, while including private consumption, the contribution is increased by 411 million €. Cumulatively, 
the contribution to tax revenues estimated at about 1.4 billion € (3.2 diagram) units, representing 5% 
of total state revenues in 2010 from indirect taxation.

Diagram 3.1: Distribution of impact (% of total) in indirect revenue taxation of tourism expenditure, 2010
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Diagram 3.2: Impact of tourism revenue from indirect taxation 2010

8. INNOVATIVE PROPOSALS AND PROSPECTS

Many things can be done to achieve economic growth even to a global crises that economy passing 
through, there are many alternative ways for producing, managing and promoting the tourism indus-
try, like the followings:

1) The importance of tourism highlights the need to identify international relations and its contribution 
to domestic economic activity, by creating long time relations with other countries worldwide.  That 
will make easier and more approachable the transportation and communication with the country for 
visitors and that will increase to the top the number of visitors that will come in, and that of course will 
have a positive effect on GDP.

2) Reduction of the bureaucracy (red tape), that means that the transportation traveling will be faster 
and easier.

3) Showing that Greece is not only a summer accommodation, and has many things that is worth to 
visit the hole year , that will effect positively the tourism receipts and make a big amount of visitors 
come to the country hole the year.  
4) Tourism is a key pillar of the Greek economy and by good promotion and cooperation it will capture 
impression and it will stop developing the gathering in specific areas in the world tourism map for trav-
elers and that will open new horizons to the tourism flow to see and addicted to new thing’s.

5) Creating the right security and health restrictions for visitors. The creation of a climate of responsibility 
and trust, accompanied by the desired result of physical health care for the visitor is really important. 

6) The development of the tourism product creates additional positive effects to the economy by for-
eign and also domestic tourism, so needs to be approached from both sides. 

7) The indirect contribution of tourism is estimated at 5.2 billion €, the branches that are most affected 
by tourism consumption, is Trade, financial services, industry, management of real estate, construction 
and manufacturing. Accordingly, the effect caused by the increase of disposable income in households 
amounts to € 13.9 billion, resulting that tourism contributes at 15.1% (or 34.4 billion €) of the total gross 
domestic product the country in 2010. And that has positive effects the total economy.

As mentioned to above estimates, except the contribution of the tourism sector in the domestic eco-
nomic activity, also can bring dynamics in the country’s economic growth for the coming years. For this 
purpose, it should be emphasized the until today untapped resources (activities), that will strengthen 



457

KNOWLEDGE ECONOMY – IMPACT ON SUSTAINABLE DEVELOPMENT OF THE COUNTRIES FROM EAST AND SOUTH EAST EUROPE

the tourism demand, as well the emergence of the business side of tourism, showing the relationship 
between price and quality of services that offered. Is necessary, the use of alternative forms of tour-
ism, which complement the existing pattern around the sun and the sea, which is the pillar of growth 
of domestic tourism product. In a particularly competitive environment as shaped by the Mediterra-
nean countries, but also from new emerging destinations. New types of tourism, such as tourism cities 
(Athens and Thessaloniki), congress tourism and health tourism, coupled with the development of the 
cruise, can help in this direction. Is indicative that based on the assessment of the impact of tourism on 
the Greek economy, achieve the target of 20 million arrivals from abroad would result in the tourism 
receipts from overseas to reach at least 12.8 billion €, while in terms of overall impact on GDP the ad-
ditional contribution would be greater than 7 billion € compared with that for 2010.

9. CONCLUSIONS 

Tourism is a central pillar of the Greek economy, with significant contribution to the Gross Domestic 
Product and employment. This suggests the role it has to play in the growth of economy and particular-
ly in adoption of a new production model, which relies to a greater extent, compared with the past, the 
extroversion. The rich cultural heritage, mild climate and the natural beauty of Greece lead the country 
to be among one of the the most important tourist destinations worldwide. The continued develop-
ment of tourism can offers multiple benefits which are diffused throughout the economy by support-
ing productive structures and regional development particularly parts of the country, such as islands, 
where growth prospects are smaller. This fact indicates the necessity to investigate interdisciplinary 
relations and the contribution of the tourism sector to the domestic productive activity. In contrast, 
however, as other important sectors of the economy such as construction, Manufacturing, Agriculture, 
etc., tourism is not reflected in a single industry, but is associated with a wider range of activities. This 
creates the need to define those sectors that affected by the consumption of goods and services from 
visitors in an area that is not a place of permanent residence. These categories distinguished in accom-
modation, in diet (food and drinks), transport, services travel agencies,  recreational-cultural activities 
and markets shop, and other everyday products with their respective industries. The economic activity 
that offer goods and services is affected

directly from the height of tourist expenditure. At the same time, the development of the tourism 
product creates additional positive effects, from the perspective of production units, supplying busi-
nesses that are  active with tourism, while the change in demand for goods and services in the econ-
omy affected the disposable income that households receive in the value chain of tourism products 
and services. In 2010, the direct impact of tourism in Greece’s GDP was estimated at 15.2 billion €, of 
which  14.6 billion € (in terms of gross domestic product) is the result of tourism expenditure on the 
part of foreigners, but also domestic visitors, including revenue from the cruise. This estimate shows 
that for every 1,000 € tourist expenditure in gross proceeds of the country, is increased by 2,220 € ap-
proximately.  The largest contribution comes from the accommodation services, while in combination 
with focus, are the almost 2/3 of the direct impact of tourism. Important is also the contribution of the 
domestic product from transport, especially maritime, road, which include an extensive service net-
work for the movement of visitors to the country. In aviation, the corresponding contribution is slightly 
milder despite the fact that the bulk of arrivals performed with this specific vehicle. This development 
is associated with the development of mass tourism and movement of large numbers of tourists with 
charter flights (charter), the majority of which are made by foreign airlines. This has as a result the cost 
of moving to be regarded as a benefit to the country’s economy that (airline) companies have their 
headquarters. In individual categories, the contribution from the industry of travel agencies and from 
Cultural-Recreational-Sports hovering at around 4%, while for retail trade close to 5%. Also indicative 
of the interaction of the branches of the tourism development is the case of the organization of fairs-
Conferences, where the relatively small direct contribution of the sector reflects the positive impact-in 
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terms of value-creating-making conferences mainly for hotels and focus. The indirect contribution of 
tourism is estimated at 5.2 billion €, the branches of which activity is most affected by tourism con-
sumption, is trade, financial services industry, management of real estate and, construction and manu-
facturing. Accordingly, the effect caused by the increase of disposable income in households amounts 
to € 13.9 billion €, resulting in a tourism to contribute 15.1% (or 34.4 billion) of the total gross domestic 
product of the country in 2010.

Important is also the contribution of tourism to the labor market, the immediate and Indirect employ-
ment is estimated to be 446 thousand workers, and the overall effect on employment amounts to 741 
thousand or 16% of total employment in the country in 2010. It should also be noted that the tourism 
(direct) employment increases during summer, when the tourism demand increasing.  The above es-
timates, except from the contribution of tourism sector in the domestic economic activity also brings 
dynamics in economic development of the country in the coming years. For this purpose, it should be 
emphasized to until today untapped resources-activities that will strengthen the tourism demand, and 
as well the emergence of the business side of tourism relationship between price and quality of services 
that they offer. All that had been said previous, can help to realize the importance, and the coming 
results that tourism industry „good“ handling can offer, such as the increase of economy situation (alter-
native-ideas-development), the giving chances for development, for alternative ways of using the world 
standards, and the most important, a chance for a better future, for each the country and for its people.
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