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Foreword

Every year the Faculty of Economics, Latvia University of Agriculture holds the international
scientific conference “Economic Science for Rural Development” and publishes internationally
reviewed papers of scientific researches, which are presented at the conference.

This year researchers from Europe and Asia representing not only the science of economics in
the diversity of its sub-branches have contributed to the conference; they have expanded their
studies engaging colleagues from social and other sciences, thus confirming inter-disciplinary
and multi-dimensional development of the contemporary science. The conference is dedicated
to topical themes of rural development; hence, the research results are published in three
successive volumes (No. 30, 31 and 32). Our first volume of scientific conference proceedings
was published in 2000.

Professors, doctors of science, associate professors, assistant professors, PhD students, and
other researchers from the following higher education, research institutions and enterprises
participate at the International Scientific Conference held on April 25-26, 2013 and present
their results of scientific research:

Latvia University of Agriculture, Latvia

Aleksandras Stulginskis University, Lithuania

BA School of Business and Finance, Latvia

Baltic Psychology and Management University College, Latvia

Banat University of Agricultural Sciences and Veterinary Medicine Timisoara, Romania
Bremen University of Applied Sciences, Germany

Daugavpils University, Latvia

Fulda University of Applied Sciences, Germany

Institute of Agricultural Economics and Information, the Czech Republic
10. Kaunas University of Technology, Lithuania

11. Khyber Pakhtunkhwa Agricultural University, Peshawar, Pakistan

12. Klaipeda University, Lithuania

13. “Latvenergo” JSC, Latvia

14. Latvian Rural Advisory and Training Centre, Latvia

15. Latvian State Institute of Agrarian Economics, Latvia

16. Lithuanian Institute of Agrarian Economics, Lithuania

17. Mykolas Romeris University, Lithuania

18. Pope John Paul II State School of Higher Education in Biala Podlaska, Poland
19. Poznan University of Economics, Poland

20. Poznan University of Life Sciences, Poland

21. Professional Association of Project Managers, Latvia

22. Rezekne Higher Education Institution, Latvia

23. Riga International School of Economics and Business Administration, Latvia
24. Riga Teacher Training and Educational Management Academy, Latvia
25. Riga Technical University, Latvia

26. Seinajoki University of Applied Sciences, Finland

27. Siauliai University, Lithuania

28. Slovak University of Agriculture in Nitra, Slovakia

29. State Regional Development Agency, Latvia

30. Szent Istvan University, Hungary

31. Latvian Rural Advisory and Training Centre, Latvia

32. Turiba University, Latvia

33. University of Latvia, Latvia

34. University College of Culture and Economics, Latvia

35. University of Agriculture in Krakow, Poland

36. University of Bremen, Germany
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37. University of Economics in Prague, the Czech Republic

38. University of Helsinki, Finland

39. University of Social Science, Poland

40. University of Szczecin, Poland

41. University of Zielona Gora, Poland

42. Ventspils University College, Latvia

43. “Vides Centrs” Ltd, Latvia

44, Warsaw University of Life Sciences, Poland

45. West Pomeranian University of Technology in Szczecin, Poland
46. Wroclaw University of Technology, Poland

The following topical themes have been chosen for the conference:
— Production and Cooperation in Agriculture

— Integrated and Sustainable Regional Development

— Rural Development and Entrepreneurship

— Marketing and Sustainable Consumption

— Finance and Taxes

— Home Economics

The comprehensive reviewing of submitted scientific articles has been performed on
international and inter-university level to ensure that only high-level scientific and
methodological research results, meeting the requirements of international standards,
are presented at the conference. All scientific articles are in English. Every submitted
manuscript has been reviewed by one reviewer from the author’s native country
or university, while the other reviewer came from another country or university. The third
reviewer was chosen in the case of conflicting reviews. All reviewers were anonymous
for the authors of the articles. Every author received the reviewers’ objections or
recommendations. After receiving the improved (final) version of the manuscript and the
author’s comments, the Editorial Board of the conference evaluated each article. Altogether,
193 applications were received, 144 articles were submitted, and 113 articles were confirmed
for publication.

All the papers of the international scientific conference “Economic Science for Rural
Development” were arranged into the three following thematic volumes:

No. 30 Production and Cooperation in Agriculture
Finance and Taxes

No. 31 Integrated and Sustainable Regional Development

No. 32 Rural Development and Entrepreneurship
Marketing and Sustainable Consumption

The publishing of the Proceedings before the conference will promote exchange of opinions,
discussions, and collaboration of economic scientists on the international level. The
research results included into the Proceedings are available worldwide to any interested
person.



The abstracts of the conference proceedings provided in English are submitted to the
international databases:

AGRIS - International Information System for the Agricultural Sciences and Technology set up

by the Food and Agriculture Organisation of the United Nations (FAO UN) (www.fao.org/agris/),

and selected papers are submitted to especially comprehensive scholarly, multidisciplinary

databases containing full research texts:

— (EBSCOHost Academic Search Complete) and

— CABI PUBLISHING databases: (http://search.ebscohost.com/login.aspx?authtype=ip,uid&
profile=ehost&defaultdb=Ibh as well as

— CAB ABSTRACTS (CABA) comprehensive bibliographic database.

The Conference Committee and Editorial Board are open to comments and recommendations
for the development of future conference proceedings and organisation of international
scientific conferences.

We would like to thank all the authors, reviewers, members of the Programme Committee
and the Editorial Board as well as supporting staff for their contribution organising the
conference.

On behalf of the conference organisers

Dr. oec. Aija Eglite

Associate Professor of the Faculty of Economics
Latvia University of Agriculture
Aija.Eglite@llu.lv
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G. Krzyminiewska Food Crisis Versus Threats to The World’s Social and Economic Stability

FOOD CRISIS VERSUS THREATS TO THE WORLD’S SOCIAL AND
ECONOMIC STABILITY

Grazyna Krzyminiewska?!, associate professor
University of Economics Poznan, Poland

Abstract. The paper Food Crisis versus Threats to the World’s Social and Economic Stability concerns the issues of
rural and food economy. The problem is examined on three fields. Firstly, it describes reasons for the food crisis.
Secondly, it indicates how the price growth and limited access to food may contribute to social destabilisation, not
only on the regional scale. Thirdly, it describes the latest mechanisms established by international institutions in order
to counteract social and economic crises caused by the increase of food prices and to lower the risk of protests and
social unrest. In the paper, the author states that food crisis as well as rebellion and armed conflicts contribute to the
disruption of social order. The paper points out how the scientific methods help predict these events. The article uses

the qualitative analysis, descriptive analysis, and the method of historical reconstruction.

Key words: food crisis, world’s stability.

Introduction

Social stability understood as maintaining a social order
within a definite community the society of a particular
country or, lastly, within the global community, is an
autotelic value, i.e. a value that cannot be overestimated.
The statementthat social peace expressed by predictability
of conditions in which an individual lives and acts, its
sense of security, possibility to fulfil its needs, seems to
take a central part in the hierarchy of values. Realisation
of these values is intrinsically good, though very often
scarce. Disturbances of social order in different societies
do not only affect themselves but can also translate into a
tension increase in neighbouring countries, or encourage
unrest in the whole region. In contemporary globalised
world, the risk of “spread” of social unrest is especially
high due to widening, intensification, acceleration and
growing influence of mutual relations on the global scale.

Destabilisation may jeopardise a certain society
due to several reasons, both those typically political,
connected with armed conflicts or power struggle which
may be caused by economic reasons, generating poverty,
unemployment or social exclusion, or those connected
with social inequity triggering social agitation, including
revolutions and social revolt. The items on the list of
reasons which may lead to destabilisation are numerous
and interconnected, since social unrest is eventually
caused by several factors.

The present paper focuses on one of the very
socially fragile factors which may adversely affect social
peace, i.e. the one connected with food security. Food
deficiency has been present in human life for ages in
different scopes - the subjective, spatial, and temporal.
It has always found an outlet in protests, rebellions,
revolutions or armed conflicts, and in the recent years,
it has again become subject of the world’s major
attention.

The aim of the following deliberations is to indicate
the threats which a lack of food security may pose to the
world’s social stability. It concerns not only the so-called
fragile populations but it also translates into the situation
of communities of well-developed countries.

1. Reasons for the food crisis

Food and Agriculture Organization of the United
Nations ensures that even though the world is not in
jeopardy of a serious food crisis, there are still numerous
alarming occurrences within rural and food economy which
may significantly affect the world’s stability. For many
years, people have been dealing with certain occurrences
that have become vividly discernible during the food
crisis which has emerged along with the economic crisis.
There are a few reasons for unsettling the world’s food
stability. Both the sources of international organisations
(the World Bank, the FAO, humanitarian organisations)
and economists’ analyses indicate a few structural and
short-term reasons.

The structural factors encompass:

— growth of the world population;
— dynamic development of China and India;
— investment negligence in agriculture, especially on
the hunger-struck areas;
— exploitation of agricultural areas for biofuel crops;
— global climate changes.
The short-term factors encompass:
— current weather anomalies;
— trade policies of some countries;
— high prices of oil;
— speculation on financial markets with agricultural
and food commodities.

Undoubtedly, the dynamics of population growth in
the world (in 2011, the number of the world’s population
exceeded 7 billion) translates into a demand for food
(UN, 2011). The problem might deepen, as according
to the forecasts of international organisations; the
population growth will be significant first and foremost in
those regions of the world which already at present suffer
serious problems with ensuring access to food.

A growth of global food demand is also a result of
the changing consumption pattern typical of the new
economic powers such as China and India where the
process of the societies getting richer goes along with
increased meat consumption. A demand for meat
strongly affects the prices of corn which animals are fed
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with. The change of the consumption pattern in China
is considerable; an annual growth of pork consumption
from 2005 equals 2.2%, beef consumption - 0.7%,
and poultry consumption - 4.9% (Agra Europe, 2011).
At the same time, people are dealing with insufficient
resources of production capital in agriculture. The FAO
sources quote that in the recent 20 years the investment
in agriculture has fallen dramatically in relation with the
1970s and 1980s. In the last decade, there occurred
a slight increase in the pace of capital accumulation in
agriculture and just before the crisis it equalled only
0.5% per year. To a significant extent, it is a result of
the policy of highly developed countries which leads to
a limitation of areas under crop and yield of agricultural
produce (FAO, 2011).

Generally, the situation affects food prices which are
also a result of the growing biofuel production (mainly,
in the USA and the EU), as the high oil prices make their
production more profitable. The progressing process
of growing plants which are not used as food staple
but as energy resource contributes to a limited access
to food. The extent of change within crop exploitation
is very significant, as, according to the Oxfam, 65% of
vegetable oils in Europe and in the USA over a half of
the produced maize are intended for energy production.
This results in an increase in prices of plants intended
as food staple.

The food prices’ issue is linked with the global
climate changes which make agriculture a highly risky
business. This problem will worsen, as, according to
climate change specialists, extreme weather - droughts,
floods, hurricanes — will adversely affect agriculture in
numerous countries which translates into food supply and
price volatility. In the long run, “it is estimated that as a
result of climate changes and an increased concentration
of carbon dioxide in the air, the corn productivity on the
global scale will rise by ca. 9%, providing that new areas
of land in developed countries are used (otherwise, i.e.
if presently exploited grounds were still exploited, there
might occur a crop fall by 5%. [...] The strongest falls will
concern the Northern Africa, where the productivity may
decrease by even 80%, and the Southern Africa (over
30%). It will lead to growing disproportions in access to
food” (Grzelak, Stepien, 2010).

The effect of these factors has significantly affected
the spiking prices of agricultural yield and food products
on the world’s markets. Starting from 2000, the prices
measured by the FAO Food Price Index are constantly
growing, beating new records.

To avert global food shortages, the world has to start
producing much more and in a more sustainable way.
Otherwise, the near future may not only be characterised
by a high food price level (and, in consequence,
restricted access to food in less developed regions, or
in poorer classes of highly-developed countries) but
its significant deficiency will expand the hunger and
malnutrition-struck areas in the world (at the end of
2011, the number of people without a sufficient access
to food rose to over 1 billion people in the world) (UN,
2011). It is especially vivid in some regions of the world
which, in the long perspective, have had problems with
development, including insufficient food production,
conflicts, population growth, and underdevelopment on
numerous fields — social, economic and political.
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Undoubtedly, the nutrition level of population is
linked significantly with the level of wealth. The wealthier
is a country/society and the higher GDP per capita, the
smaller is the jeopardy of poverty, malnutrition, or even
hunger. The countries which have taken the lowest places
on the list of the world’s social development are especially
fragile, because they react strongly to even relatively
slight turbulences on the agricultural and food markets.
Unfortunately, it confirms the thesis that the world’s food
situation explicitly reveals deep social inequity which has
not been eliminated by globalisation processes.

The issues of food security are among the greatest
challenges for developing countries whose inhabitants
assign from 50 to 80% of their income to food, whilst
in developed countries, the rate equals 18%. High and
volatile food prices put the poorest inhabitants of the
world at a tremendous risk.

The problem of the unsettled food security should also
be discerned in the context of speculation on financial
markets. According to numerous sources, shortages
on the food market are increasingly drawing attention
of great capital funds, and the influence of investors’
speculation on the food market and short-term contracts
on the food prices was significant in 2010 and 2011 (UN
World Economic Situation and Prospects). Investors
invested their assets in raw materials, agricultural raw
materials included, bringing about spiking prices in a
very short time. Financial institutions offer the so-called
agrofunds, accessible to an average investor which treats
investing in food in the same way as subprime lending.
A suspicion arises that skyrocketing food prices are a
result of intentional spreading panic in order to create
an impression of an inevitable food disaster and, in
consequence, use the panic to speculative investment
strategies. It has its explicit economic consequences,
as the price growth impairs economic development,
and more expensive raw materials become a hampering
factor. The situation does not benefit the global
economy contending with deep economic problems.
Fluctuating prices may adversely affect the agricultural
sector and, in consequence, influence the world’s food
security. It regards not only a threat for consumers but
also for producers, as price volatility makes it difficult
for farmers to plan production and sales, or import of
food, and it is worth adding that the price growth does
not unambiguously translate into the producers’ higher
income. The EU experts claim that the rate in the supply
chain in the farmers’ income has fallen significantly,
whilst the profits of food processors and retailers are
constantly growing.

2. Food versus threat to social stability
According to U. Swierczynska, some experts on food
security maintain that the situation on the world food
markets is serious. “When a population experiences
a sudden threat to its existence, violence and protests
are a very probable reaction. In countries where the
institutions and trust in authorities is weakened, e.g.,
after finished conflicts or wars, such an anxiety may
easily spread, and eventually may jeopardise the region’s
stability. Food crises known so far in the history of
humanity have usually had local character and emerged
as a result of natural disasters or armed conflicts. The
situation today differs completely from the previous

17



G. Krzyminiewska

Food Crisis Versus Threats to The World’s Social and Economic Stability

ones, first and foremost because of the global character
of the present crisis which is not triggered by one but a
whole range of factors (Swierczynska, 2008). There is no
doubt that contemporary food security is not strictly an
economic problem or a sensitive social issue but it is also
a serious political problem. In the last few years, namely
the problem of spiking food prices has led to important
social unrest.

The first violent wave of protests emerged in the
period between February 2007 and May 2008 in 30
countries of the world. The most acute problems took
place on Haiti, in Cameroon, Egypt, Bangladesh, Burkina
Faso, Ivory Coast, Guinea, India, Indonesia, Mauritania,
Mexico, Morocco, Mozambique, Senegal, and Uzbekistan
where there were some fatalities among the protesters.
The protests against the high food prices not only
triggered the social unrest in those countries but were
also reflected in the economy (closed stock markets, e.g.,
in Egypt, disturbances in foreign trade etc.).

The background of the second wave of social protests
and armed conflicts, called “the Arab Spring” or “the
Arab Awakening” (from 17 December 2010) was the
citizens’ dissatisfaction with living conditions, deepening
unemployment, political situation — corruption, nepotism
in authorities, limitation of civil rights by autocratic
authority of the state, and also the growing prices of food.

The influence of the growth in food prices on the
protests in numerous Arab countries is confirmed by
the analyses carried out by a scientist team from the
New England Complex Systems Institute (NEWCS) in
Cambridge under Marco Lagi’s management. The team
presented a study of economic reasons underlying
the revolution in the North African countries in 2010-
2011. The scientists used in their analyses the index
of fluctuation of agricultural and food produces and
discovered that the price growth preceded social unrest,
acting as a catalyst for moods in those communities.
Thanks to mathematical models, the researchers pointed
a specific food price threshold above which the threat
of next riots become likely. The analysis of price growth
dynamics was linked with other reasons which also
point to the issue of speculation with food commodities
and excessive use of plants to biofuel production. The
crucial position of this issue is not to be underestimated,
as hunger and malnutrition of millions of people are at
stake. What we are dealing with is both a humanitarian
and political problem. The areas jeopardised by hunger
or struck by it pose a potential threat due to possible
uncontrolled migration of people and conflicts resulting
in warfare.

The conducted study is a very important warning to the
world, especially to its policy-makers. It points out that
certain steps to restrict the price growth of agricultural
produce may essentially contribute to lessening the
tension in the world. The problem does not exclusively
concern undeveloped countries but it is also beginning
to affect highly-developed regions. Only recently
ca. 33 million people in Europe were described as
exposed to risk of undernutrition (Ljunggqvist,
Man, 2009), which is both a social and economic
problem, as it considerably raises health care costs
connected with hospitalisation of people suffering from
undernourishment-related illnesses. The costs are
estimated at ca. EUR 120 billion per annum (Ljungqvist,
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Man, 2009). At present, the number of people, whose
basic existence is endangered, is growing due to the
spreading economic crisis. What we are experiencing
now is a wave of violent protests throughout the whole
European Union. Demonstrations, strikes and pickets are
held in protest against the policy of social cuts, dictated
by the crisis. This is an answer to the lowering standard
of life among many Europeans, high unemployment, and
very often inability to fulfil basic needs. The latest wave
of protests, summoned by the European Trade Union
Confederation (ETUC) in November 2012, demonstrates
expressly that even though Europe can ensure food
security because of its agricultural policy, the worsening
economic situation of numerous families may lead to a
decreased access to basic commodities, food included.
Therefore, increasing food prices will also in this area be
a central issue to destroy a sense of security. This, in
turn, may trigger unrest and social conflicts.

3. Food security - mechanisms of averting
social and economic crises

Diminishing jeopardies of outbursts of social unrest
are becoming a challenge for global politics. It is not
about simple restriction of economic activity concerning
the agricultural and food markets but about establishing
mechanisms of sustainable economy which would limit
adverse consequences of the above mentioned factors.
Among the initiatives, which aim at reducing food
prices, is certainly the establishment of a public, global
supervising system ensuring access to reliable and up-
to-date information on supplies of food commodities,
possibility of export and demand for import, and
information concerning financial transactions which
should have a stabilising effect on the market. The system,
which is originally designed to counteract speculation
on agricultural markets, was established by the G-20.
AMIS (Agricultural Market Information System), which
encompass such international organisations as FAO,
IFAD, OECD, UNCTAD, WFP, the World Bank and WTO, is
to systematically gather, analyse and spread information
on the present and forecasted situation on food markets
and changes in agricultural policy. Its objective is an
improved transparency of the world food market which is
supposed to limit mechanisms causing excessive volatility
of prices and speculative actions. This is an effect of
the recently emerged belief that the action, which had
brought about a disaster on financial markets may
similarly cause a disaster on the markets of agricultural
raw materials. The system should facilitate monitoring
of the process of establishing prices of agricultural
produce and commodities in the world. The Rapid
Response Forum (RRF) is also supposed to serve this
purpose. Thanks to the Forum, international community
has a chance to react promptly to alarming situations
on the world’s agricultural and food markets. A justified
question arises, though, whether gathering all
information into a coherent system, enabling a
faster reaction to the price growth of agricultural
raw materials, is a sufficient instrument to
reduce unfavourable occurrences. Undoubtedly,
global reforms are necessary to weaken the unfavourable
occurrences in this respect. Therefore, a proposal of
the European Commission of October 2012 is a worth
mentioning occurrence. It actually acknowledges

Economic Science for Rural Development No. 31, 2013
ISSN 1691-3078



G. Krzyminiewska

Food Crisis Versus Threats to The World’s Social and Economic Stability

that

the current policy of supporting biofuels has an

adverse influence not only on natural environment but

also
this

on food security. A consequence of change within
way of thinking is a proposal to restrict significantly

the biofuel production.

Conclusions
The analysis shows that

1.
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Hunger or limited access to food has always been a
reason for great conflicts, revolutions, or wars in the
world’s history.

Contemporary world has gained numerous ways
to ensure people’s food security, avoiding violent
reactions of communities who fight for their basic
existence.

Food is both a humanitarian, social, economic, and
political problem as well as an important instrument,
allowing to maintain a social order.

Sustainable economy, meaning an agreement on
international level, should aim at limiting the factors,
which are presently identified as responsible for
growth in food prices. It should also dynamise joint
preventive actions against food crises in different
parts of the world which, as a result of growing
economic problems of highly developed countries,
are significantly weakened.

Scientific methods may be used to predict food
crises.
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Abstract. Using the database of eight Central and Eastern European transition economies compiled from the World
Bank collection of World Development Indicators, the authors examine the relationship between high contract-intensive
money as an indicator of contractual and property rights (or a general measure of the quality of governance and
institutions) and performance of several macroeconomic indicators (GDP growth, FDI to GDP ratio, employment rate
etc.) over the period from 1990 to 2011. The Pearson’s correlation coefficients were used to determine the strength of
the relationships. Additionally, the authors used multiple and simple regression analyses with CIM being an exploratory
variable. The period averages of CIM for individual countries were the highest in Slovenia, whereas the lowest in Latvia
and Lithuania. Cross-country dispersion of this ratio has narrowed, especially from 2003 onwards. Overall, our results
provide little empirical support for the notion that the better performance of the national economy is strongly related
to the better enforcement of property rights. There was a statistically significant positive association between CIM
and economic growth rate (Hungary), employment rate (the Czech Republic), FDI (Estonia); household consumption
spending (the Czech Republic and Slovenia), new business density (Hungary) and gross fixed capital formation by
private sector (the whole group of countries), and negative association with long-term unemployment (Slovakia). The
multiple regression results show unexpected negative significant relationship between CIM and economic growth rates
in Latvia, Slovakia and in the whole group of the countries.
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institutions and institutional framework playing the key
role in this respect.

Introduction
"The reason why men enter into society, is the

preservation of their property; and the end why they
choose and authorize a legislative, is, that there may be
laws made, and rules set, as guards and fences to the
properties of all the members of the society, to limit the
power, and moderate the dominion, of every part and
member of the society.”

John Locke (1764, §222)

Mainstream economics used to explain differences
in economic performance by physical and/or human
capital and technological change as sources of
economic growth. Contemporary economists, however,
seek the deeper, more fundamental factors that
may influence long-term economic growth. It is the
New Institutional Economics (NIE) that essentially
contributes to explaining economic growth and
development by considering not only the standard
factors of production but also institutions.

Throughout this study, institutions are understood as
formal and informal “rules of the game” (or rules shaping
the behaviour of economic agents) and their enforcement
characteristics as defined by Douglas C. North (1990).
Institutions may have a direct influence on economic
outcomes (e.g. through affecting transaction costs) or
indirect influence (e.g. through incentives to invest in
physical or human capital).

According to Andrzej Wojtyna (2002), who draws on
the findings of worldwide studies, the prevailing attention
in the growth literature has been recently placed on

Experience from, for example, transition economies
suggests that without efficient institutions the standard
production factors are not capable of delivering rapid
growth (Eicher T.S. et al., 2006). Many authors (e.g.
North D.C., 1990; Economides G., Egger P.H., 2009;
Nooruddin I., 2010) view institutions as a primary
determinant of economic performance and argue that
good national economic performance and overall well-
being is a consequence of having the right configuration
of economic and political institutions. There is also a
growing number of empirical institutional studies that
examine the link between institutions and economic
performance (Efendic A., Pugh G., Adnett N., 2011).

By investigating the role that property rights play in
economic performance, this study will provide further
insight into an existing field of research on institutions
and development.

Following this introduction, the paper is structured as
follows. The next section approaches the main concepts
of property rights as well as perspectives about their
economic role discussed in the relevant literature. The
third section consists of description of data sources,
variables and methods applied. The third section offers
own research results. The final section consists of
conclusions and recommendations.

Institution of property rights
The phrase “property right” refers to an owner’s right
to use a good or asset for consumption and/or income

* Corresponding author. Tel.: +48 22 5934036; fax: +48 22 5934031.
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generation. It can also include the right to transfer it
to another party, in the form of a sale, gift or bequest
as well as the right to contract with other parties by
renting or mortgaging a good or asset, or by allowing
other parties to use it (Alchian A.A., Demsetz H., 1972,
Besley T., Ghatak M., 2010).

According to Douglas C. North (1990), property rights
are an important element of the institutional structure of
an economy since, like other institutions, they structure
incentives in human exchange, whether economic, social
or political. Generally, economic rules (institutions)
define property rights (North D.C., 1990). The security
of property rights and the effective enforceability of
contracts are two main conditions necessary for market
economy. Strong property rights regime lays the
foundation for growth, freedom and overall well-being of
nations (Sullivan J.D., Rogers J., Bettcher K.E., 2007).
In the economic literature, property rights enforcement
is not merely considered a key driving force behind
economy’s performance but also a crucial attribute of
state (government) capacity to perform its basic tasks.

Various alternative measures of property rights
(mostly of subjective nature) are used as institutional
variables in the empirical research (e.g. Property
rights component of the Heritage Foundation’s Index of
Economic Freedom, Legal system and property rights
sub-index of the Fraser’s Economic Freedom of the
World Index, measures of corruption that reflects an
expropriation of private property by the state, etc.).

In the study, the authors consider single measure of
institutional quality - Contract-intensive money (CIM)
which is recognized as “an objective measure of the
enforceability of contracts and the security of property
rights” (Clague C., Knack S., Keefer P., Olson M., 1999).
CIM measures the extent to which property rights in
any country are sufficiently secure that individuals are
willing to hold liquid assets via financial intermediaries.
Christopher Clague et al. (1997) are among the first
researchers that employed CIM to measure the effect
of institutional quality on investments and per capita
income growth in a cross-country regression analysis.
These authors documented a strong positive cross-
country relationship between those variables.

Contract-intensive money is the ratio of demand as
well as the time savings and foreign currency deposits
of resident sectors other than the central government to
broad money, and is defined as: (M2—-C)/M2, where M2
is a broad definition of the money supply and C is the
amount of currency held outside banks. This variable can
be also defined as the ratio of non-currency money to the
total money supply. This ratio compares financial assets
that depend on functioning formal contract enforcement
(i.e. by third parties) to financial assets that do not
depend on formal contract enforcement.

Highly contract-intensive money is the ratio of the
time, savings and foreign currency deposits of resident
sectors other than the central government to broad
money, defined as (M2—M1)/M2, where M1 is narrow
definition of the money supply. This measure reflects the
propensity to invest in financial assets. Highly contract-
intensive sectors include banks, insurance, trading and
other service companies.

The rationale behind using CIM as a proxy for
property rights is the conviction that the same contract
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enforcement and property rights institutions that support
non-self-enforcing transactions have also an impact on
the forms of assets held by the population. In countries
with institutional weaknesses, where uneven legal and
political environment makes it sensible to hide one’s
assets (including money) and economic activities from the
government, people will be more willing to use the cash
rather than other payment methods in order to carry out
their transactions. This behaviour allows people avoiding
risks of assets seizure and expropriation as well as taxing
by the government. Additionally, if formal contracts
cannot be effectively enforced by a court, or are avoided
because they leave written evidence of the transactions
that one wishes to conceal from the authorities, then
cash becomes more attractive when compared to less
liquid money since it completes the concealment of the
transaction. Households, farmers and firms may also
prefer to maintain their assets in the form of cash (and
eventually demand deposits) rather than time deposits
and other financial claims because they lack confidence
in the integrity, safety and soundness of banks and other
issuers of financial claims, or because they doubt the
government’s competence in the prudential regulation of
financial entities (Clague C. et al., 1997).

Conversely, in countries with more secure property
rights and effective contract enforcement, people
have little motive either for keeping cash or using it
in large transactions. In such a case, “they prefer that
transactions be formally recorded in case there is a
dispute to be resolved, and they are relieved of the
inconvenience and danger of dealing in large amounts
of currency” (Clague C. et al., 1997). When people
believe that enforcement of financial contracts is credible
and sufficient, they will be more disposed to allowing
other parties to hold their funds in exchange for some
compensation (Clague C. et al., 1999).

CIM ratio is also used by researchers as a proxy
for investments in the contract intensive sectors -
investments that reflect the legitimacy of the institutions
that encourage impersonal exchange (Compton R.A.,
Giedeman D.C. and Johnson N.D., 2010). Additionally,
CIM reflects the trust in government, or “how much
faith investors have in the government’s ability and
willingness to enforce financial contracts, and to refrain
from expropriating financial assets (Knack S., Kugler M.
and Manning N., 2003).

Methodology/approach of own empirical

research

The empirical research is descriptive and quantitative
in nature and is based on the New Institutional Economics
theory. Through econometric analysis, the study seeks
to identify the association between institutions and
economic growth and other variables describing national
economies. The authors expect to find a positive
correlation between country’s property rights quality and
several macroeconomic metrics, including GDP growth
rate.

Institutional studies have given rise to a question:
How to measure or proxy for institutions? Different
institutional proxies in empirical research suggest
that there is no single variable perfectly representing
institutions. The institutional variable of interest in this

21



A. Zawojska, T. Siudek

Property Rights and Macroeconomic Performance in

Central and Eastern European EU Member States

Description of variables used in the analysis

Table 1

Variable Variable name Definition Source
acronym
Money: M1 The sum of currency outside banks and demand
MONY_CN | (current local : !
currency units-LCU) deposits other than those of central government. International
Monetary Fund (IMF):
The sum of currency outside banks, demand deposits Internatiimal Firganci)al
Money and quasi other than those of the central government, and Statistics (IFS) & data
MQMY_CN | money: M2 the time, savings and foreign currency deposits of files
(current LCU) resident sectors other than the central government. It
corresponds to lines 34-35 in the IMF’s IFS.
CIM Contract-intensive (M2— M1)/M2 Authors_ own
money calculation
. Agriculture includes forestry, hunting, fishing, and Economic Policy
Agriculture, S - . .
cultivation of crops and livestock production. Value & Debt: National
VA_AGR value added ) ; .
(% of GDP) added is the net output of a sector after adding up all | accounts: Shares of
outputs and subtracting intermediate inputs. GDP
Employment to The proportion of a country’s population that is Labour & Social
EMP_TP population ratio, employed. Ages 15 and older are generally considered | Protection: Economic
15+, total (%) the working-age population. activity
F_|rms using banks to The percentage of firms using banks to finance World Bank (WB),
FRM_BN finance investment investments Enterprise Surveys
(% of firms) : P 4
Annual percentage growth rate of GDP at market
GDP_ GDP growth prices based on constfant local currenc_y. GDP is the
sum of GVA by all resident producers in the economy
RATE (annual %) - .
plus any product taxes and minus any subsidies not
included in the value of the products.
Gross f_lxed cgpltal Private investment covers gross outlays by the private
formation, private ) . . . .
GFCF_PR sector sector (including private non-profit agencies) on World Bank national
additions to its fixed domestic assets.
(% of GDP) accounts data, and
The market value of all goods and services purchased | OECD National
Household final by households. It excludes purchases of dwellings but | Accounts data files
CONF_ consumption includes imputed rent for owner-occupied dwellings.
HOUS expenditure It also includes payments and fees to governments to
(% of GDP) obtain permits and licenses, and the expenditures of
non-profit institutions serving households.
Industry, value Industry corresponds to ISIC divisions 10-45. It
VA_IND added comprises value added in mining, manufacturing,
(% of GDP) construction, electricity, water, and gas.
The net |nﬂow_s of investment to acquire a !astlng IMF, IFS and
. . management interest (10% or more of voting stock)
Foreign direct . ; S Balance of Payments
. in an enterprise operating in an economy other than
investment, net ) . ; . databases; WB,
FDI_NV . that of the investor. It is the sum of equity capital,
inflows . ) . Global Development
reinvestment of earnings, other long-term capital, :
(% of GDP) and short-term capital as shown in the balance of Finance, and WB and
P OECD GDP estimates.
payments.
Consist of net FDI and portfolio investment. The FDI
is total net: net FDI in the reporting economy from IMF, Balance of
Private capital flows, | foreign sources less net FDI by the reporting economy | Payments Statistics
CPTF_PR | total to the rest of the world. Portfolio investment excludes | Yearbook and data
(% of GDP) liabilities constituting foreign authorities’ reserves files, and WB and
and covers transactions in equity securities and debt OECD GDP estimates.
securities.
New bu5|.ness .den5|ty New businesses registered are the number of new World Bank’s
NBUS_ (new registrations L o ] - . .
limited liability corporations registered in the calendar | Entrepreneurship
DNS per 1000 people ear. Survey and database
aged 15-64) year. Y
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Continue to Table 1

Self-employed, total
(% of total
employed)

SELF_EMP

cooperatives.

Workers who hold the type of jobs defined as a “self-
employment jobs” (i.e. jobs where the remuneration
is directly dependent on the profits derived from

the goods and services produced): employers,
own-account workers, and members of producers’

International Labour
Organization, Key

Unemployment, total

The share of the labour force that is without work but

Indicators of the
Labour Market
database

unemployment
(% of total
unemployment)

UEM.LTRM

UEM.TOTL | (% of total labour available for and seeking employment. Definitions of
force) labour force and unemployment differ by country.
Long-term

The number of people with continuous periods
of unemployment extending for a year or longer,
expressed as a percentage of the total unemployed.

Source: authors’ construction based on the World Bank data

Table 2
Descriptive statistics for CIM in the selected EU countries, 1990-2011
POL CZE HUN EST LVA LTU SLK SLV EU-8
Mean 0.582 0.502 0.576 0.475 | 0.382 0.389 0.566 0.751 0.532
Standard deviation 0.104 0.134 0.049 0.107 | 0.072 0.064 0.099 0.133 0.149
Observations 22 17 22 21 19 19 16 21 157

Notes: Poland - POL; the Czech Republic - CZE; Hungary - HUN; Estonia - EST; Latvia - LVA; Lithuania - LTU;

Slovakia - SVK; Slovenia - SVN

Source: authors’ calculations based on the World Bank data

study is the highly contract-intensive money (denoted in
our analysis by CIM) considered as a measure of de facto
property rights institutions. Highly contract-intensive
money has been estimated as (M2— M1)/M2.

The panel data used in this study is drawn from the
World Bank World Development Indicators available
at: http://data.worldbank.org/data-catalog/world-
development-indicators. The data set consists of statistics
on the eight Central and Eastern European countries
(which joined the EU in 2004) over the period 1990 to
2011. All these are post-socialist transition countries,
whose initial conditions were largely comprised of similar
institutional formats. Due to the lack of data for the whole
period, the authors have analysed shorter time series for
some variables and/or countries. The variables used in
this analysis are listed and explained in Table 1.

The authors employ simple empirical strategies to
analyze this cross-country data set. Since the authors
do not attempt to estimate any kind of the causal effects
of CIM, they focus rest solely on the associational
relationship between this institutional measure and other
variables. Therefore, the authors used three empirical
strategies: (1) Contract intensive money is one of
explanatory variables of economic growth (a multiple
regression); (2) The technique of correlation to test the
statistical significance of the association between CIM and
other variables describing economic performance; (3)
Simple bi-variate regressions where two-year lagged CIM
is a single explanatory variable. The dependent variables
used in single regression analysis may be grouped
into two categories: variables related to growth (GDP
growth rate), and variables related to other economic
performance characteristics.
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Research results and discussion

According to the inventors of CIM, its measure
captures the quality of the property rights and contract
enforcement institutions. Given this, we can expect
higher CIM ratios where property rights are stronger and
third-party enforcement is more credible and smaller
ratios where property rights are less developed and
protected, and third-party enforcement is defected.
In other words, the higher CIM, contract enforcement
and property rights institutions will be judged more
positive.

In the period 1990-2011, Slovenia on average
displayed the strongest CIM ratio, while Latvia and
Lithuania reached its lowest levels. An average ratio
for our group of eight transition countries was at 0.53
(Table 2).

The pattern of change observed in Figure 1 indicates
a downward trend in the high contract-intensive money
ratio in Slovenia and Estonia (1991-2011), Slovakia
(1993-2008), the Czech Republic (1993-2009), Poland
(1990-2011) and Latvia (1991-2009), and respectively
upward trend in Hungary (1990-2011) and Estonia
(1991-2011).

Since 1993, the highest historical levels of CIM have
occurred in different periods for different countries: in
Poland, the Czech Republic, Slovakia and Slovenia during
1997-2001; in Hungary over 1995-1998; in Estonia in
2004 and 2008; in Latvia in 2006-2008; in Lithuania over
2008-2009.

The authors find evidence of the declining cross-
country dispersion (sigma-convergence!) of CIM ratio
between 1993 and 2008 with its coefficients of variation
across eight states equal to 0.33 and 0.15 respectively.
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Fig. 1. CIM vs. time in the selected EU countries, 1990-2011
Table 3
Multivariate regression estimates for eight European Union Member States, 1990-2011
Dependent variable: GDP growth rate (GDP_RATE)
Independent POL | CZE | HUN | EST | LVA | LTU SVK | SVN | EU-8
variables
Coefficients

CONSTANT -149.1 -57.2 82.3| -99.2| 131.0 205.3 * -15.2 46.2 -0.43
EMP_TP 0.98 1.61 -0.92 0.62| -0.10 1.02 0.88 * -0.17 0.11
FDI_NV 1.71 * 0.38 0.00 0.65 1.70 -0.74 0.45 ** 0.49 0.04
CONF_HOUS 1.59 -1.19 -0.54 0.88| -1.91 -3.81 * -0.13 -0.95 0.01
SELF_EMP 0.39 1.64 1.50 5.24 1.09 0.10 -0.40 0.52 0.07
CIM -17.59 5.26 | -48.31| -57.38 | -57.42 *| -12.45 -27.39 ** 14.21 -6.55 *
R-squared 47.01 35.63| 25.85| 48.35| 66.27 80.15 90.55 32.67 6.80

Notes: Poland - POL; the Czech Republic - CZE; Hungary - HUN; Estonia - EST; Latvia - LVA; Lithuania - LTU;
Slovakia - SVK; Slovenia - SVN; * Significant at the 5% level; ** Significant at the 1% level.

Source: authors’ calculations based on the World Bank data

The literature review provided by Andrzej Wojtyna
(2002) suggests unclear evidence about impact of
institutions on economic growth in transition economies
(including Central and Eastern European countries),
possibly due to many different types of institutions
being considered, difficulties to measure institutions
quantitatively and many non-institutional factors
affecting economic growth. According to the authors,

transition countries are so much institutionally divergent
that they should not be treated as a homogeneous region.
Furthermore, economic growth differences depend
much more on the policies adopted than on the type of
institutions. Nevertheless, relatively sluggish economic
growth in Poland at the beginning of the 20th century
was caused by the gradual deterioration of institutional
environment.

! The term sigma-convergence originates from the economic growth literature (e.g. Barro R.J., Sala-i-Martin X,

1992).
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Pearson correlation coefficients between CIM and selected economic metrics feple
in eight EU Member States, 1990-2011
Contract-intensive money (CIM)

Variables

POL CZE HUN EST LVA LTU SVK SVN EU-8
VA_AGR 0.47% -0.64%** 0.20 -0.36 0.48 0.66** -0.22%*
EMP_TP 0.04 0.56%* -0.82%* 0.23 -0.27 -0.46 -0.18 -0.58** -0.27
FRM_BN -0.74 -0.59 0.54 0.54 0.80 0.56 -0.99%* | -0.99%* 0.13
FDI_NV -0.16 0.14 0.03 0.62%** -0.49% -0.30 0.01 -0.12 -0.05
GDP_RATE -0.13 -0.23 0.50% -0.38 -0.62%* -0.37 -0.53% 0.04 -0.18
GFCF_PR -0.35 -0.44 0.52 0.41**
CONF_HOUS 0.33 0.77** | -0.54%** -0.14 -0.39 0.12 -0.18 0.71%* -0.26**
VA_IND 0.02 0.19 -0.39 -0.53% 0.52* 0.45**
UEM_LTRM 0.07 -0.55 0.76** -0.23 -0.14 -0.45 -0.78%* 0.59* 0.00
NBUS_DNS -0.41 0.02 0.86* -0.96* -0.25 0.40 0.22 0.00 0.21
CPTF_PR -0.08 0.44 -0.01 -0.38 -0.26 0.10 0.26 0.12 -0.08
SELF_EMP 0.77** -0.69 0.02 -0.22 0.02 -0.19 -0.77 0.44 0.17
UEM_TOTL 0.42 -0.14 -0.07 -0.31 0.43 0.29 0.28 0.65** -0.14

Notes: * Significant at the 5% level; ** Significant at the 1% level; (..) - data are not available.

Source: authors’ calculations based on the World Bank data

Although the theoretical connection between property
rights and economic growth is uncontroversial, authors’
results of multiple linear regressions of growth rate
(Table 3) suggest that CIM does have significant but
negative effect on GDP growth rates in Latvia, Slovakia
and in all the countries treaded as one group. The other
coefficients that were statistically significant throughout
were FDI net inflows as % of GDP (Poland and Slovakia),
employment to population ratio (Slovakia) and household
final consumption expenditure as % of GDP (Lithuania).
The overall fit of this regression was found to be quite
high (with R? value ranging from 26% for Hungary to
91% for Slovakia).

The bivariate correlation coefficients between CIM
and variables describing economic situation of the
countries are presented in Table 4. The authors expected
to find positive relationship between CIM ratio and all of
those variables, except for unemployment. In Poland,
there was statistically significant and positive CIM'’s
correlation with Agriculture value added (% of GDP)
and Self-employment. In the Czech Republic, CIM was
positively related to Employment rate and Household
final consumption expenditure (% of GDP). In Hungary,
CIM vyielded expected (positive) correlation with
economic growth, New business density and Household
consumption as well as unexpected (negative) with
Agriculture value added, Employment, and (positive) with
Long-term unemployment. For Estonia, in the analysed
period CIM was positively related to net inflows of Foreign
direct investment (% of GDP) but strongly negatively to
New business density. Results for Latvia and Slovakia
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indicate significantly negative relation between CIM and
economic growth rate. In Slovakia, there seems to be
also a strong negative correlation of CIM with Firms
using banks to finance investment and with Long term
unemployment as well as a moderate negative correlation
with Value added in industry. In Lithuania, no statistically
significant correlation was found between CIM and the
selected variables. In Slovenia, with the highest, in the
group of countries under study, CIM’s values in the
period 1991-2011, they were statistically significantly
associated with seven of twelve considered indicators;
fairly high and positively with Household consumption,
and with Value added both in agriculture and in
industry.

The authors introduced two-year lagged values
of CIM to capture the time necessary to respond to
changing institutional environment and to demonstrate
the possible initial effect of the property rights on the
selected variables describing economic performance.
Table 5 reports the results of the simple linear regression
models for the selected countries.

The two-year lag of the explanatory CIM variable
does not have a statistically significant effect on
macroeconomic variables with exception of EMP_TP (all
countries apart from the Czech Republic and Estonia),
SELF_EMP (Poland and Slovakia), VA_AGR (Latvia,
Slovenia), VA_IND (Slovakia and Slovenia), GDP_RATE
(Hungary), GFCF_PR (Latvia), CONF_HOUS (Poland, the
Czech Republic, Estonia, Slovenia), UEM_TOTL and UEM_
LTRM (Poland, Hungary, Latvia and Slovenia), FRM_BN
(Estonia), and NBUS_DNS (Lithuania and Slovakia).
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Simple linear regressions of macroeconomic variables on CIM (lagged 2 years) Tevle s
in eight EU Member States, 1990-2011
Dependent Contract-intensive money at time t-2 (CIM , _ ,) - independent variable
variables POL CZE HUN EST
(at time t) r b r b r b r b
VA_AGR 0.30 5.2 . -0.45 -15.1 .
EMP_TP -0.50 -15.7* 0.34 3.9 -0.46 -11.4% 0.32 8.6
FRM_BN -0.91 -26.5 -0.44 -18.1 -0.99 -600.2 0.99 199.3*
FDI_NV 0.01 0.2 0.45 10.5 -0.13 -42.1 0.12 6.2
GDP_RATE 0.01 0.2 -0.10 -2.2 0.59 33.9%** -0.19 -15.1
GFCF_PR
CONF_HOUS 0.74 13.7** 0.79 9.3%* -0.39 -21.8 -0.64 -16.6**
VA_IND -0.19 -5.7 . 0.45 9.2 .
UEM.LTRM 0.58 48.4%* -0.27 -20.3 0.79 118** -0.38 -30.6
NBUS_DNS -0.43 -0.1 -0.71 -17.7 -0.73 -56.1 0.92 15.4
CPTF_PR 0.12 2.5 0.45 9.1 -0.05 -5.3 -0.26 -16.8
SELF_EMP 0.65 18.3** -0.40 -3.9 0.24 4.4 -0.02 -0.1
UEM_TOTL 0.79 31.7** 0.18 2.3 -0.59 -23.3%* -0.16 -4.5
LVA LTU SLK SLV
r b r b r b r b
VA_AGR 0.55 12* -0.05 -2.4 0.43 3 0.58 4.2%
EMP_TP -0.54 -28.4% -0.55 -14.9% -0.66 -10.9** -0.52 -8.1%
FRM_BN 0.41 29.3 -0.89 -324.6 -0.94 -69.3 -0.74 -92.5
FDI_NV -0.30 -9.7 -0.41 -12.5 0.36 12.1 0.03 0.4
GDP_RATE -0.10 -9.5 0.16 13.9 -0.19 -6.6 0.44 10.9
GFCF_PR -0.77 -70.7%%* -0.60 -23.3 0.28 11.5 .
CONF_HOUS 0.08 2.1 -0.17 -4.6 -0.11 -2.6 0.60 10.1**
VA_IND 0.23 10.1 -0.21 -5.8 -0.53 -9.2% 0.60 10.1**
UEM_LTRM 0.50 85.2%* 0.39 75.1 -0.46 -35.9 0.66 42.7%*
NBUS_DNS -0.72 -12.2 -0.92 -6.2%* -0.90 -6.6%* -0.83 -6.8
CPTF_PR -0.27 -9.2 -0.05 -1.7 0.46 20.6 -0.17 -6.3
SELF_EMP 0.28 10.2 0.17 9.6 -0.64 -21.5%%* 0.23 2.6
UEM_TOTL 0.70 41.5%* 0.44 30.2 0.80 25.4 0.59 5.2%

Notes: ** and * indicate significance of regression coefficients (b) and correlation coefficients (r) at the 1% and
5% level, respectively; (..) — data are not available.

Source: authors’ calculations based on the World Bank data

in economic activity and thus in the process of
economic development. The concept of CIM
is based on the assumption that the ways the
financial assets are maintained depend on the
property rights definition and enforcement. When
households, farmers and firms operate in a stable
institutional environment, in which property
rights are well defined and protected, it is less
risky to have assets deposited on bank accounts

Conclusions, proposals,

recommendations

1. The aim of the research was to seek evidence
of a relationship between Contract-intensive
money and the performance of the national
economies of eight Central and Eastern European
post-socialist countries that joined the European
Union in 2004. Drawing on the existing literature
on the subject, the idea behind this approach
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is that, on one side, property rights determine
how the resources, including financial assets,
were, are or will be allocated, and on other side,
that (private) property rights play a key role

Economic Science for Rural Development

(including time-restricted accounts). Consequently,
the proportion of deposits to the money supply will
tend to rise. Effective property rights, other things
being equal, will encourage investment, improve
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the productivity and, hence, lead to a higher rate of
economic growth and development.

The limitation of CIM ratio is that it can vary not
only with respect to changes in governance of the
property rights but may also be influenced by interest
rates, inflation and other factors. Moreover, even if
CIM is a good proxy for enforcement of property
rights and contracts, an effective enforcement
of private property rights by the third parties
authorized by a government creates a dilemma of
interpretation: states that are sufficiently capable
of enforcing property rights may be also technically
strong enough to confiscate wealth of its citizens
(Weingast B.R., 1995).

Overall, the research results for the transition
countries provide little empirical support for the
notion that the better performance of the national
economy is strongly related to the better enforcement
of property rights. In cross-country analysis for
eight Central and Eastern European states over the
period from 1990 to 2011, the authors found unclear
results that economic growth, levels of foreign direct
investments, new businesses creation and using
banks by private firms to finance investments go
together with good property rights institutions as
proxied by Contract-intensive money. The authors
research provided evidence that CIM was statistically
positively correlated with economic growth rate
solely in Hungary; with employment rate - in the
Czech Republic; with FDI - in Estonia; with household
consumption spending - in the Czech Republic and
Slovenia; with value added in agriculture - in Poland
and Slovenia; with value added in industry - in
Slovenia; with new business density - in Hungary,
and with gross fixed capital formation by private
sector - in the whole group of countries. In Slovakia,
CIM was negatively associated with long-term
unemployment to total unemployment ratio.

Some puzzling relationships between CIM and
economic variables as well as lack of statistical
significance, in fact, may be due to limitation of
the linear method applied and insufficiently long
time-series. More generally, the obtained results
suggest that further research is needed on the
interaction between property rights institutions and
macroeconomic condition in the Central and Eastern
European countries, especially after their accession
to the European Union.
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Abstract. The paper reviews the concept of public goods, indicating its various dimensions. The fundamental
objective of the paper is conceptualising public goods and answering a question whether agritourism can be treated
as a public commodity based on multi-functional characteristics of agriculture. The lack of such studies also raises
several essential issues and proposes objectives for this study: 1) to represent the main issues of public goods; and
2) to answer a question whether agritourism can be treated as a public commodity in a multifunctional
development of rural areas. The following research methods were employed in the present research: monographic
and descriptive methods, analysis and synthesis, and induction and deduction. Findings of foreign scientists were

also used in the research, since there is a lack of scientific studies of agritourism as a provider of public goods.

Key words: public goods, development, agritourism.
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Introduction

Multi-functionality of agriculture is inextricably
linked with creating public goods. A mechanism of
public goods, seemingly simple, is a subject of study
for many researchers (Buchanan J., 1962; Rowley C.K.,
1993; Olson M., 1971; Wilkin J., 2010). Redefinition
of previous agriculture models, focusing chiefly on
the commodity output, and perceiving agriculture
exclusively as a food provider, has led to a search
for other directions of development (Czyzewski A.,
Kulyk P., 2011). Multifunction is not a phenomenon
reserved only for agriculture but the problems are
specific as well as public goods produced in this sector.
A very important feature in this context is the natural
character of the resources (especially land) in farming.
However, the level of economic-social development
causes a specific gradation of farming values in the
system of public needs. A significant aspect, which is
always paid attention to, is the biological character
and multitude of intentional as well as unintentional
“additional” products, which become of a public
commodity dimension (OECD, 2003). The essence of
multifunctional agriculture is to increase the tourist village
by enrichment of the attractiveness of the landscape
and the development of agritourism. There is a lack of
scientific studies of agritourism as a provider of public
goods, so a question arises whether the agritourism
can be a public commodity? The agritourism is local
public commodity that has been presented in the study
due to the fairly small range of tasks, which should be
adopted within the sphere of tourism. The study also
focuses on presenting a general overview of the main
issue of public goods in a multi-functional development in
rural areas.

Aim and scope of the paper

The fundamental objective of the paper is
conceptualising public goods and answering a question
whether agritourism can be treated as a public
commodity based on multi-functional characteristics
of agriculture. The paper reviews the concept of public
goods, indicating its various dimensions according to the
agritourism development. The lack of such studies also
raises several essential issues and proposes objectives
for this study: 1) to represent the main issues of public
goods; and 2) to answer a question whether agritourism
can be treated as a public commodity in a multifunctional
development of rural areas.

The following research methods were employed in
the present research: the monographic and descriptive
methods, analysis and synthesis, and induction and
deduction.

Findings of foreign scientists were also used in the
research, since there is a lack of scientific studies of
agritourism as a provider of public goods.

Main issues of public goods

The market and price mechanism that have
enabled to adjust supply and demand, guaranteeing
optimal use of resources both on the microeconomic
level and on the macro scale operates in the field of
neoclassical economics with its assumptions of perfect
competition. However, in the real world, it was evident
that the market mechanism did not function as
smoothly and that it often diverged from the model
of perfect competition. One of the fundamental signs
of market imperfections concerned certain types
of goods the economics describes as public goods

! The research project was financed from the National Science Centre funds based of the number of decisions

DEC-2011/01/B/HS4/02858

2 Author. Tel.: +48 606529592. E-mail address: Agnieszka.Brelik@zut.edu.pl
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Table 1

Public goods compared with other types of goods

Division

High degree

Low degree

Public goods

Common pool goods

Impossible or
difficult

- national defence
- observing a sunset

Exclusion

- natural resources; lake water, catching a
fish, hunting

Club goods

Private goods

Easy

Museums, cinemas, telephone services

Services, products

Source: authors’ construction based on Stiglitz, 2004

(Hofmokl J., 2009). The theory of public goods is one
of the elements of a wider theory of public choice
(Wilkin J., 2005)% comprising, inter alia, the theory
of economic democracy, the theory of group interest,
the theory of common goods, or the analysis of rent-
seeking mechanism. These theories function in the
current of new institutional economics, which is an
apt synthesis of the neoclassical economics and the
economics of institutionalism®. It is currently one of the
most rapidly developing trends of modern economics,
generating interest of other social sciences as well,
namely, political science, sociology, and law. The theory
of public choice is called the economics of politics theory.
This relatively new field of economic sciences involves
applying methodological tools and assumptions of
standard economics to analyse people’s behaviour in
the activities of political character and in other areas of
public sphere (Wilkin J., 2005).

A majority of goods and services available to
human are acquired individually on the market and
they constitute our private goods (Wilkin J., 2010),
a part of which people use without incurring high
(or even any) costs (public goods). What economic
properties do such goods demonstrate? What
differentiates them from the goods that fulfil human
needs via private markets? A definition of public
goods needs to be stipulated in order to answer these
questions.

Economics defines public goods as means, which
are used to satisfy human’s needs. A general definition
of public goods concentrates on two features: non-
rivalry and non-excludability (Atkinson, A. and
J. Stiglitz, 1980; Starrett D., 1988). The theory was
formulated in 1954 by an American economist and
statistician, a Nobel Prize winner, lecturer at the
Massachusetts Institute of Technology, Paul Anthony
Samuelson (Samuelson P.A., 1954) who assigned
them with the following properties while defining
the goods:

— no one is excluded from the benefits resulting from
their use (non-excludability from consumption) -

Wilkin J., 2005. The theory of public choice - Homo Economics

means that goods publically consumed by one
individual do not eliminate the possibility of the
same commodity being consumed by another
one, the goods are desired by the society, while
the market mechanism is unable to provide
them. Typical cases of rival consumption concern
goods such as clothing or bread; whereas,
benefiting from a fireworks display will be of non-
rival consumption nature. It is impossible to
exclude such it from consumption, since if
someone is at a spot, which gives a good view
of the display, then a company organising

the display is not able to forbid him/her to
admire the show. On the contrary, fireworks
are not competitive consumption-wise, because

watching them by one person does not deprive

others of the possibility to watch the same

show;

— arise in the number of users neither eliminates nor
decreases the possibility of a certain commodity
being used by all users (they are non-competitive
consumption-wise). Whereas, the property
of certain goods is that they are available to
everyone. One cannot prohibit others, in a simple
manner and without a great degree of effort
and means, to use those goods.
Without a doubt, such goods include fresh air,
music, lake water as well as television or public
libraries. Consumers of those goods may
freely make use of them even when they
do not pay for them, which obviously influences
their readiness to incur such payments when
they are of obligatory nature (Hofmokl 1J.,
2009).

Public goods are also called non-market goods.
They are then defined as goods and services, which
are linked with market transactions, and there
are no value measures defined for them by the
market (Lojewski S., 2007). From the point of view
of institutionalised economics, public goods are an
extreme case of an external effect. In accordance

in the sphere of economics. In Chapter I, the

author presented a wide area of interest in the theory of public choice and its relations with a general theory of
economics and other social sciences. The material constituted the methodological foundations for the theory of
public choice and its significance for the rationalization of the public sphere. Warszawa, pp. 9-29.

Literature review on the subject of institutional economics conducted by Grzelak A. (2010) Grzelak A., Czy teorie

kryzysdéw ekonomicznych sg przydatne dla wyjasniania sytuacji w gospodarce zywnosciowej ?, ,Roczniki Naukowe

SERIA”, Tom XII, Z.1, 2010, s. 60-64.
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with the definition of an external effect®, they cause
a divergence between costs and benefits generated
by private individuals and the society. In the context
of public goods, all their benefits are of external
nature, i.e. the goods are not used by buyers but by
all consumers. External effects can be liquidated or
strengthened through adequate setting of taxes and
subsidies. It can be achieved on the basis of Coase
theorem (positive external effects) or Pigovian tax
(negative external effects) (Fiedor B., 2002). It results
from the fact that both positive and negative external
effects cause inefficiencies in the allocation of resources
in Paret’s sense and, as a reason for the unreliability of
market mechanisms, they are used as an argument for
the state’s intervention.

Hofmokl emphasises that reverting to the
concepts and views presented within the scope of
mainstream economics, a widely understood category
of public goods is clearly associated with the state’s
involvement in goods production and distribution. The
need for such an involvement arises to a varying degree
and it concerns not only the so-called pure public goods
and mixed public goods but also certain types of private
goods - the so-called collective goods. From the start,
critics have been pointing out that private goods and
pure public goods represent extreme examples of many,
if not a majority of goods.

Samuelson recognised the existence of such
intermediary cases but he questioned the yielding
of problems related with them (Fiodor B., 2002;
Samuelson A. 1954). Irrespectively of Samuelson’s
pessimism on the probable enterprise productivity, it
appeared in the literature through the recognition of
“impure public goods” (mixed public goods). The idea
of “mixed goods” is a starting point for the definition
of multi-functionality. In practice, there are many
goods and services, which fall into the category of pure
public or private goods. Consequently, it is difficult to
conclude whether markets or the government is their
suitable providers. According to Wilkin (Wilkin J., 2010):
both in modern economies and in public life a search
continues for ways of merging effectiveness of market
mechanisms and social needs for delivering goods of
public nature. Mixed goods, called merit goods, feature
such characteristics. Merit goods give a start to complex
processes of redistribution, which involve applying
exceptional taxes. Infrastructure limiting the pollution
of the natural environment is an example of a merit
commodity of positive external effects.

The questions evolve around the economics of
overpopulation, coming largely from Charles Tiebout’s
publication titled “Local Public Goods” and a pioneering
study of James Buchanan “Club Goods” (Buchanan J.,

1965, Tiebout Charles M., 1956). Toll goods or club goods
are typically of local range and they occur in a situation
when a limited (selected) circle of users covers jointly, in
the form of periodic fees, the costs of operation, and in
return acquires the right to use the goods freely, while at
the same time excluding all other potential users. This in
practice means that club goods include goods that meet
only one of the conditions presented by Samuelson. The
so-called country clubs could serve as an example of such,
along with closed sports-recreation centres, residential
estate systems of day care for children, cable television,
and theatres. Toll goods, as opposed to private goods,
for which one pays as well, are divisible. Many people
can use them at the same time without any detriment
to such a commodity. A theatrical performance or a
television programme can simultaneously be watched
by a large number of viewers. At the same time, it is
easy to define which viewers are entitled to watch a
performance, e.g. by checking the possession of entry
tickets. Thorough research resulted in creating separate
theoretical constructions for toll goods (Buchanan, 1965;
Cornes, Sandler, 1986).

Additionally, a question arises whether the provision
of public goods on a local level produces the scale effects.
The provision of public goods on a central level enables
achieving the returns of scale; however, it is frequently
ineffective (because of a varying demand of local
communities for a certain commodity). Locally provided
public goods generating positive external effects require
properly extensive borders of a territorial unit. In order
to provide public goods effectively, a region incurring the
costs needs to use all the external effects. In line with
the definition of the World Bank, public goods generate
shared benefits; whereas, public evils generate shared
costs. The spatial reach of such external effects
determines whether a good is local, regional, national,
or global. As Kopczewska stresses that one cannot
automatically assume that the scope of reach is determined
by goods provider. Local goods can be delivered by
the state, while global goods/evils by a city or region
(Kopczewska, 2008). The definitions of public goods
quoted above and used currently by economists are not
entirely consistent with the common understanding of a
public commodity as a commodity available and destined
for everyone and linked with an office or a non-public
institution (a similar definition was used in the economics
of the first half of the 20" century, and it is currently
used in political discourse). Public goods understood in
this way are typically defined by economists as social
goods. These are goods which ordinarily could be private
goods but for a variety of reasons, usually as a result
of social policy conducted by the public authorities, they
area available to every citizen and they are financed from

6 A classic definition of an external effect involves a transfer of a part of the costs or benefits arising from the
activities of one entity on third parties without adequate compensation. Instances of environment pollution
caused by the production of certain industrial goods are a typical example of external effects. External effects take
place outside of the market, which is the main reason for the difficulty in determining the value of and enforcing
compensation. These effects are to be understood as costs or benefits of economic nature, and not exclusively
financial. Their occurrence causes interference in the functioning of market mechanism and it is one of the reasons
for market unreliability. The concept of external effects was introduced by a British economist Arthur Pigou in 1920,
as one of the central concepts of the welfare economics. It also plays a crucial role in the issues of environment

protection and sustainable development.
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the public funds (e.g. education or health care) (Baum R.,
Sleszynski J., 2009). Table 2 illustrates the classification
of goods according to the degree of their use by the
society.

Oates (Oates W., 1972) identifies the variation of
society’s preferences as a rational argument in favour of
decentralisation. The idea is that the centralisation and
standardisation of goods provision to the population,
which is diversified in respect of its preferences, is not
optimal from the point of effectiveness "the affluence
level will always be higher if the level of consumption of
local public commodity is determined by each territorial
unit on an individual basis as opposed to the value being
determined from above when external effects and no cost
limits occur.” The benefits of the scale effects appearing
when the costs of providing public goods decrease as
their amount increases weigh against decentralisation.
The benefits of scale result from harmonising the policy,
when heterogenic preferences in individual regions are
not taken into consideration.

Public goods provided by agritourism

Global public goods are the goods that are universal
to all countries, population groups and generations.
The provision of such goods involves, inter alia, oxygen
production; coal sequestration (significant for the
prevention of climate change); bio-diversity conservation
(regarding genetics, species, ecosystems); water
protection; and ensuring food security. Since these are
universal goods that are of equal importance to all people
they ought to be paid for according to a uniform system
in all countries.

In case of local public goods (consumed on a local
level), payment for their provision should probably occur
on a local (national or regional) level. Among other
things, natural and cultural landscapes classify as one of
them, so are human-made elements as well as elements
of historic, cultural, or archaeological value, and elements
constituting an important part of the environment. On
account of its disturbed ability to self-regulate, landscape
requires protection that will allow it to maintain a balance
and the landscape’s characteristic properties. Landscape
protection involves maintaining its previous values,
both primeval/natural as well as those created by man,
through an adequate manner of management. Cultural
heritage of the countryside and establishing conditions
for recreation and leisure pursuits (agritourism) provide
for the uniqueness of Poland’s agricultural landscape. The
possibility of communing with nature is partly paid for
by buying private goods (farm tourism holidays). In this
case, it means a risk of transforming a public commodity
into a club commodity.

Agritourism as a tool for the development of
municipalities, existing in symbiosis with the multi-
functional development of rural areas ought to, on the one
hand, serve a basic function enabling the diversification
of local economy. On the other hand, it ought to act as a
catalyst for the quality of life of the municipality residents
and tourists. The factors affecting tourists’ experience of a
tourist farm depend to a significant degree on the level of
tourist appeal, natural assets, and quality of tourist offer
of a particular village, i.e. the so-called free goods, public
goods, and external effects. The quality of public goods
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chiefly influences the form of tourist offer, recreational
quality of tourists, yet, above all the residents’ quality
of life.

Agritourism as a public commodity is linked with
the theory of “the tragedy of common pasture” and the
issue of free riding. The goods and services provided by
local government fulfilling tourist functions are typically
of public character. There is often a temptation to use
a communal resource without incurring full costs of its
maintenance. It may be by taking over a part of demand
created for agritourism services without bringing in one’s
own contribution. Municipalities neighbouring a cost-
incurring municipality might act as such free riders, in
hope of taking over tourists, or they could be tourist
farms competing between one another (Kopczewska K.,
2009). The model of multi-functional agriculture (apart
from producing commodity output) recognises the
significance of rural areas and care for the protection
of water, soil resources, protection, and preservation
of habitats or landscape formation. Trying to make up
for economic lag requires the introduction of suitable
instruments of support creating favourable conditions for
the improvement of public goods and cultural diversity
of the Polish countryside. Placing in space goods of
primary nature determines the location of goods of
complementary nature. The occurrence and saturation
of space with tourist infrastructure is non-uniform, as
the geographical environment resources are unequally
distributed in space. Tourist areas, through the quality,
character, type, and availability of tourist development,
try to compensate for basic tourist goods. Agritourism
activity, accounting for the natural environment and
social-cultural factors, contributes to the transformations
occurring in the areas. It means that in the remaining
spheres (spatial and economic ones) changes take place
in the development of rural areas.

Conclusions

Multi-functionality in  agriculture was already
noticeable in the past, while the scale of its occurrence
characterises the scope of using the labour resources and
real capital at farms as well as the scale of employment
unrelated to agriculture. In the Polish scientific literature,
a discussion has been conducted on the multi-functionality
of rural areas, involving economic diversification of
the countryside, thus, increasing the opportunities of
employment in non-agricultural activity in the rural
areas. A problem of quantification and evaluation of
non-commodity outputs of agriculture arises. Does the
production of market goods and non-market goods by
agriculture, including merit and public goods, enables
measuring and valuing the effects of agricultural activity?
By delivering market and non-market goods, the
concept of agritourism refers to the idea of sustainable
development, whose message is emphasising that the
delivered public goods are subject to a choice made by
the society in line with the public choice theory. Due to
the nature of the activities in the area of agritourism
as a public commodity, it is not possible to apply the
financial performance indicators. Hence, the practical
purpose of the researchers will be developing methods
of valuation of the benefits and costs of production by
agritourism as a provider of public goods. In addition,
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an adequate compensation to farmers for the delivery of
such goods and the size of public funds intended for the
financing of public goods by agriculture are combined in
this agritourism. Despite the fact that agriculture at the
same time provides public goods and private is subject
to receipt of these first by the society is to provide
farmers with compensation for lost benefits connected
with the resignation of maximum exploitation of the
natural environment, which is a condition to compete on
the market of agricultural produce. Therefore, if it is not
possible to pay farmers for the provision of public goods
through the market, the necessary institutional solutions
are required to guarantee the due compensation.
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Abstract. The economic crisis has had a significant impact on funding in research and development (R&D). The
main aspect of R&D reform is a clear balance between research funding and quality of research activities. The paper
presents the analysis how the structure of the Latvia R&D funding system promotes the quality of research activities
in research institutions

The author concluded that the financing system of Latvia R&D with the basic financing grants and the external grants
has a number of strengths and weaknesses. Regarding the research quality, the proportions of the basic research
grant amount distributed for the maintenance, remuneration and development tasks of a research institution differ.
In general, the lower is the value of the total research quality criteria, the bigger is the proportion allocated for the
scientific staff remuneration of the total amount of the basic research grant. The competitiveness grants of the research
financing represent 92% of the total research amount, and so huge proportion of the competitiveness fund significantly
limits the possibilities of research institutions for a long-term planning. The existing funding system causes structural

imbalance, and the Latvia R&D funding system is mainly characterized by a performance based system.
Key words: scientific quality, research funding system, basic research grant.

JEL code: 1230

Introduction

The economic crisis has had a significant impact
on funding levels in research and development (R&D),
and now, the main aspect of the R&D reform is a clear
balance between research funding and quality of research
activities. The EU Communication on “Regional Policy
contributing to smart growth in Europe 2020”, published
in 2011, sets out the role for Regional Policy in contributing
to the implementation of the Europe 2020 strategy.
Therefore, the necessary Latvia competitiveness,
reorientation from labour-consuming to knowledge-
based economics as well as necessity to fulfil the targets
of the strategy EU 2020 concerning higher education
and research (investment in research 3% from GDP,
young inhabitants with higher education predomination
40%, etc.) will be provided. According to the European
Union’s strategy “Europe 2020” for smart, sustainable
and inclusive growth, the Commission called on member
states to focus funding on relevant outputs rather than
inputs, using clearly defined targets and indicators
together with international benchmarking. Public funding
of research institutions, including higher education
institutions, is one of the main sources of income for the
state research institutions in all the EU member states
(Figure 1).

Research institutions must be granted public funds in
such a way that promotes effectiveness and efficiency.
In general, most countries use a mixture of different
research funding mechanisms. In this sense, the funding
tools that have been experimented in some countries are
as follows:

— formula based funding,
— performance funding;
— competitiveness and targeted funds.

Input-based mechanisms, which can be a part of
a formula and focus on inputs to research institutions,
such as the number of research personnel, are one of
the approaches used in the R&D system. Performance-
based mechanisms may be based on outputs, such as the
number of publications, or inputs, such as and the number
of PhD students/staff with certain characteristics (young
researchers). Usually the main funding mechanism is
accompanied by a funding formula, or the formulas are
used to determine the block grant allocated to research
institutions (Modernisation of Higher Education in Europe,
2011).

There are strengths and weaknesses of input-
based and output-based funding types. The basic
research grants secure the research institutions a long-
term planning and steering of activities, and the basic
grants enable institutions to initiate research with
strong emphasis on the “frontier research”. The main
problem is to show the basic research grants’ efficiency
and relevance according to the inputs and outputs of
research institutions. Competitiveness and targeted
funds raise efficiency and quality, but research funding
is complicated due to bureaucracy and unwieldy
management (Rates of return and funding models in
Europe, 2007).

Research hypothesis - to assure the research
quality, the structural balance of the research funding
system is necessary.

The objective of the paper is to analyse how the
structure of Latvia R&D funding system promotes the
quality of research activities in research institutions. The
following discussion focuses on the Latvia R&D funding
mechanisms, through which more than 24% of the
overall public funding is distributed.
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Fig. 1. R&D expenditure by sector of performance in the EU and other countries in 2011 (% of GDP)

In order to achieve the aim, the following tasks were
set to:
to analyse the structure of Latvia research funding
system;
to analyse the basic research grant for the state
research institutions;
to analyse different proportions of the basic research
grant distributed for the maintenance, remuneration
and development tasks depending on the research
quality of a research institution.

The structure of research funding system

in Latvia

In 2011, approximately 76% of the total research
funding was constituted by external funding (foreign and
enterprise financing), and only 24% of the total research
funding consisted of the state financing. The level of
the external grants varies among different research
areas of technical and natural sciences, human and
social sciences. In 2011, approximately 25% of the total
research funding came from private funds, firms and
organizations (Figure 2).

Latvia has a two-tier system for resource allocation
to research. The first tier is the basic grants from the
Financial Act allocated by the Ministry of Education
and Science (MoES) to the research institutions. The
second tier comprises resource allocation from the
Latvian Council of Science, state research programmes,
foundations, R&D funds from individual ministries, the
EU, and private funds.

The total amount of the basic grants represents
36% of the total state financing, but at the same time
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it constituted only 8% of the total research financing
in 2011. The basic funds allocated through objective
formulae are regarded as a capital to a research
institution for a long-term planning, for its adaptation to
changes in the demand, and for the outcome and quality
of the basic research.

The basic grants enable the institutions to maintain
buildings, infrastructure etc. through periods of falling
revenues from other sources. The size of this grant
depends on a formula. The second tier of the research
financing consists of:
competitiveness research grants, provided by the
Latvian Council of Science, up to 4% of the total
research amount;
state research programmes, provided by the Ministry
of Education and Science, are state commissions for
the performance of scientific research in a specific
economic, educational, cultural or other sector, which
is the state priority, with the purpose to promote the
development of the particular sector, up to 4% of the
total research amount;

R&D funds from individual ministries, up to 8% of
the total research amount;

research carried out to fulfii demands of the
industry, the government and other public sector
organizations, up to 25% of the total research
amount;

market-oriented research, provided by allocating the
state budget resources to the practically applicable
projects, the purpose of which is to promote the
integration of science and manufacturing, the
development of technology-oriented fields and the

Economic Science for Rural Development No. 31, 2013
ISSN 1691-3078



1. Arhipova

Latvia Research Funding and Quality of Research Activities

100 - Lo 24

=Total funding for research and = =

90 - development by foreign = =

countries % %

80 - Total higher education funding 8.2 = = 77.0 =

for research and development = ? 7 = %

70 1 / = =

2 Total state funding for research % é é 59.9 = =

60 - and development / / / g = =

7 E E E

50 - mTotal enterprise funding for % % % E 7 =

research and development / % % % % %

1

311 7 / % 7 /

307 242 = % Z _

21.0 211 2l L5 = / /
V1E E = 7 o
O 1 T T T T T T T T T T T
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Source: author’s construction based on Central Statistical Bureau of Latvia data
Fig. 2. R&D expenditure (mil LVL) by sector of performance in Latvia
creation of new jobs using the EU Structural Funds — the maintenance of  research institutions

as well participation in the EU research programmes
(e.g. FP7), up to 51% of the total research
amount.

The second tier of the research financing represents
92% of the total research amount, as opposed to first tier
of research financing or basic grants, which represents
only 8% of the total research amount. Contrary to most
of the other grants and sources of income of the research
institutions, the basic grants are allocated to research as
a predominantly non-specific activity related funds. The
distribution of the grants among the research institutions
depends on inputs/outputs and is based on historical
aspects.

Basic research grant for the state

research institutions in Latvia

The amount provided by the basic research grant
for the state research institutions, the state institutions
of higher education and the research institutes of the
state institutions of higher education that are registered
in the Register of Research Institutions is allocated
in accordance with the procedures specified by the
Cabinet of Ministers of the Republic of Latvia. The
basic research grant is allocated as a lump sum to the
state research institutions. The basic grants are not
earmarked for specific research purposes. According to
the Law on Scientific Activity, the basic research grant
of the state scientific institutions shall be composed of
resources for:
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(maintenance of buildings and equipment, payment
of public utility services, work remuneration of
administrative, technical and maintenance staff);

— remuneration of the scientific staff involved in the
performance of the scientific research specified by
the founder;

— development of the research institutions registered
in the Register of Research Institutions, according
to these institutions’ operating strategy for
achievement of objectives. The responsible ministry
must approve the operating strategy of the research
institutions.

These grants are important for supporting the basic
research and improvement of its quality. The proportion
of the basic grants can be tied to co-financing of external
projects (Frolich N., 2006). The basic research grant for
scientificinstitutions is granted on the basis of the scientific
performance indicators: type of projects, publications’
impact on the development of scientific knowledge,
cooperation with businesses and other customers,
cooperation in higher education and scientific qualification
as well the average number of scientific staff in full-time
equivalents (FTE) in research institutions. In Latvia, a
mixed formula base funding and performance-based
funding model has been introduced for the basic research
grant allocation. The basic funding will be distributed to
research institutions according to the quality of research
(The Cabinet of Ministers of the Republic of Latvia, 2009).
The output-oriented, formula-based funding model used
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for allocation of funds for research institutions has three
main components:

BF=(+P)xA (1)
where

— I is the maintenance of scientific institutions
and depends on the coefficient K of the research

health, environment, agriculture and forest
science, and K=1.3 for social and human
science;

P is the remuneration of the scientific staff;

A is the coefficient of research quality of research
institutions.

The coefficient of research quality of research

institutions:

field: K=2 for natural, engineering, technological, A=Ex0.12 (2)
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Fig. 3. The distribution of the resources for the maintenance of research institutions,
remuneration of the scientific staff and development of research institutions in 2012,
depending on the coefficient of research quality
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where
E is the total sum of four criteria E;, E,, E; and E,

and:

— E, is the discrete evaluation of the number of
research projects per FTE;

— E, is the discrete evaluation of the number of
research publications per FTE;

— E, is the discrete evaluation of the number of
international and Latvian patents and licenses,
number of market-oriented research projects per
FTE;

— E, is the discrete evaluation of the number of
master degree and PhD theses per FTE and/or the
% of young researchers from the total number
of scientific staff (max, if 20% or more of young
researchers).

The maximum value of all criteria E,, E,, E, and E,
is 3 points, and the minimum value is 0 points. The
discrete value of E, (i=1,..,4) criterion depends on the
quantity and quality of research activities of research
institutions. For example, the second criterion E, “discrete
evaluation of the number of research publications per
FTE” has a maximum value 3, if the last five years a
research institution had 0.5 research publications per

FTE of research personnel published and indexed by

Web of Knowledge, SCOPUS or A&HCI, SSCI or other
leading internationally available research databases,
or 0.3 monographs per FTE of research personnel listed
in the U.S. Library of Congress catalogues. At the same
time, E, criterion has a minimum value 0, if a research
institution had no research publications during the
evaluated period.

The total sum of the four criteria £ can vary from
0 to 12, and respectively the coefficient of research
quality of research institutions A from 0 to 1.44. Using
the formula to calculate the maintenance of scientific
institutions I and remuneration of the scientific
staff P, the total amount of the basic grant BF using
formula (1) was evaluated each year for research
institutions using the previous year data. It is important
to note, that the Ministry of Education and Science
is planning the basic research grant for each research
institution in proportion to the annual state budget for
the total basic research grant. In 2012, the basic research
grant consisting of 8 min LVL accounts only for 20% of
the estimated total basic research grant, based on the
research institution’s quantitative and qualitative data for
the year 2010.

The basic funds allocated by the objective
formulae enable the institutions to maintain buildings,
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Fig. 4. The relationship between the maintenance of research institutions and remuneration of the
scientific staff in 2012 depending on research quality of the research institutions
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infrastructure, and remuneration and fulfil other
objectives, according to institutions’ operating strategy.
The Figure 3 shows the distribution of the resources for the
maintenance of research institutions, remuneration of the
scientific staff and development of research institutions in
2012, depending on the coefficient of research quality.
The research institutions with the coefficient of research
quality A more than 1 have a possibility to arrange
financing not only for the maintenance and remuneration
but also for the development of the research institution.
If the coefficient of research quality A is less than 1, the
research institutions are not sustainable and have spent
the basic research grant mainly for the remuneration of
the research personnel.

Research results and discussion

Regarding the research quality coefficient, different
proportions of the amount of the basic research grant
are distributed for the maintenance, remuneration
and fulfilment of development tasks of a research
institution. For example, in 2012, one-third of the
fund was distributed for the higher quality research
institutions with research quality coefficient A=1.44 or
E=12 to facilitate the development tasks of the research
institutions. Whereas, the distribution for the institutions
with the research quality coefficient A=1.32 or E=11 was
up to 24%, for the research quality coefficient A=1.2 or
E=10 - up to 16%, but for the research quality coefficient
A=1.08 or E=9 - up to 7% of the basic research
grant. The research institutions with the research quality
coefficient A=0.96 or A=0.84 are not granted funds
for the research institution’s development and are not
sustainable.

The analysis of the distribution between the funds
for the maintenance of research institutions and
remuneration of the scientific staff shows that there
is a big difference between the research institutions.
It can be explained by the research field, the number
of research personnel and scientific staff as well as by
the maintenance of research buildings. The relationship
between the maintenance of research institutions and

remuneration of the scientific staff in 2012 depending on
the quality criteria of the research institution E is shown in
the Figure 4.

It is concluded that those research institutions
that have E=12, on average are allocated 33% of the
basic research grant for the maintenance of research
institutions and 37% for the remuneration of the
scientific staff. Whereas, the research institutions with
the research quality E=8 or E=7 receive on average
42% of the basics research grant for the maintenance of
research institutions and 58% for the remuneration of the
scientific staff. In general, the lower is the total research
quality criteria E value, the bigger is the proportion of
the remuneration of the scientific staff P within the total
amount of the basic research grant. The Table 1 gives
information about the relative distribution within the
basic research grant among the maintenance of research
institution, the remuneration of the scientific staff and
other objectives, according to institution’s operating
strategy in 2012.

In Latvia research institutions, the increasing
compliance obligations (due to the EU Structural Funds
projects, the Latvian Council of Science grants, and the
European framework projects) significantly reduce the
research institutions’ room to manoeuvre and to set
their own research agendas. It is estimated that 92%
of research institutions’ research income now comes
from the EU Structural Funds, the Latvian Council
of Science or other contract funding. As the result,
research subsidies cover only 8% of the total costs.
Due to the EU Structural Funds projects, one of the
biggest changes in Latvia R&D funding is the significant
increase in contract funding. The contract research
in research institutions covers about 92% of all the
research. The contract research includes all the
research activities that funded by third parties, but
not by the Ministry of Education and Science and the
Latvian Council of Science. The competitive funding
raises quality, however these grants target often
areas that are too narrow and do not promote frontier
research (Schmidt E.K., Langberg K., Aagaard K.,
2006).

Table 1

Relative distribution of the basic research grant among the maintenance of research institution,
the remuneration of the scientific staff and other objectives,
according to institution operating strategy in 2012

The maintenance of
research institutions I

The remuneration of the
scientific staff

Other objectives, according
institutions operating
P strategy

Total research
quality criteria E
Number of
the research
institutions

on average in % of the total amount of basic research grant

12 33 % 37 % 30%
11 8 36 % 40 % 24%
10 13 37 % 47 % 16%
9 6 39 % 54 % 7%
8or7 8 42 % 58 % 0

Source: author’s calculations based on MoES data
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Now,
is discussing a new funding model

the and Science

for R&D in

Ministry of Education

Latvia in response to concerns about the R&D cost
effectiveness. The promoters of the reform considered

the lower is the value of the total research quality
criteria, the bigger is the share of the remuneration
of the scientific staff within the total amount of the
basic research grant.

the previous funding system as the cause of structural 5. Now, the existing funding system is considered as
imbalance, because a part of the research institutions the cause of structural imbalance, because a part of
with low research quality does not have a real the research institutions with low research quality
funding for the development. The financing system does not have real funds for the development. The
will influence the research strategies of the research Latvia R&D funding system is mainly characterized
institutions. The Latvia R&D funding system is mainly by a performance based system.
characterized by a performance based system.
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THEORETICAL ASPECTS, REGULATION AND EXPERIENCE IN THE
MANAGEMENT OF THE PUBLIC AND PRIVATE PARTNERSHIP IN
LATVIA AND THE EUROPEAN UNION
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Abstract. Currently, the development of enterprises takes place in a competitive and complicated entrepreneurship
environment, which is subject to rapid changes. Public and private partnership (PPP) is an agreement between a state
agency (federal, state, or local) and a private sector. With this agreement, skills and means between public and private
sector are shared, ensuring the availability of services or equipment for public usage.

There is much research carried out concerning PPP in the European Union Member States, yet in Latvia there is little
and contradicting publicly available information concerning PPP. Society is not aware of PPP: normative regulation is
poor, parties involved in PPP lack knowledge and skills in the process of PPP project management. There is limited
study on the theoretical aspects carried out in Latvia market. These factors determine the topicality of the research.
The aim of the research is to analyse the theoretical aspects of PPP and to characterise the experience of PPP in the EU
Member States and Latvia, assessing interviews of PPP experts. In the research, the authors applied content analysis
and interviews. There are 143 literature sources, published between 2010 and 2012, analysed.

The authors conclude that society is poorly informed about PPP projects even though the facilitation of PPP application
is mentioned in the National Plan of Latvia. The biggest obstacles for implementation of PPP are the high proportion of
the shadow economy, poor normative regulation, and the shortage of competent specialists.

Key words: public private partnership, sustainable development, partner benefits, assessment criteria of the results

management.
JEL code: L32

Introduction

Nowadays, companies need to develop and grow
in this highly competitive and business- challenging
environment, that is subject to rapid changes. Companies
strive to meet the interests of the owners, the market
interests, and society, in general. Entrepreneurs may
have a necessity to create a partnership in their business.
Public and private partnership (PPP) is an agreement
between the government agency (federal, state, or
domestic) and the private sector. With this agreement,
the skills and resources between the sectors (public
and private) are shared providing services or facilities
available for the public use...” (The National Council for
Public Private Partnerships, 2012).

Based on the global interest and frequency of
the PPP model usage in the European Union (EU) and
other countries, there is no doubt about usefulness of
PPP. In some EU countries, the work has been done
in such a way that other countries could learn about
PPP. Representatives of these countries share their
experience, talk about the challenges they have faced,
so that others could plan and implement PPP in their
countries preventing potential failures and proceed
with successful implementation of PPP projects. The
global financial crisis hit the world in 2008 and affected
implementation of PPP projects. In many countries, PPP
projects were cancelled (Green C. J., 2011), nevertheless
there were countries which continued and are continuing
the projects that had been launched, thus improving
their countries’ development and implementing projects
important to society. As country leaders are indicating,
since the global economic crisis the demand for the PPP

has increased (Developing Public Private Partnerships...,

2012). The amount of PPP operations, which have

reached the final financial stage, totalled 6 billion EUR in

the European market in the first half of 2012. Continuous

PPP planning and evaluation is still being carried out, and

it is reflected in the European Commission reports on the

Internet (European Commission, 2012), manufacturing,

and construction and automotive industries (European

Commission, 2012).

Many studies on PPP have been conducted in the
EU and throughout the world, whereas there is limited
information about PPP projects in Latvia. Society is not
informed about PPP, the regulation is weak; parties
involved in PPP projects lack knowledge and skills in the
processes of PPP project management.

No similar study has been implemented in Latvia
market, and this is why we are unable to compare the
results. These factors determine the topicality of the work.
The aim of the research is to analyse the management
processes of PPP in Latvia, evaluating expert references,
and to find the answer to the research question - how
process management is affecting PPP projects.

To achieve this goal, a number of challenges have
been set and methods have been applied:

1) toexplore the theoretical aspects of PPP management
and perform analysis of literature and normative
documentation for the conception of the situation;

2) to describe PPP experience in the EU countries
using constructive and experience - based content
analysis;

3) to analyse the PPP management processes in
Latvia and to clarify experts’ opinion about PPP

! Tel.: +371 29224148, E-mail address: inga.shina@gmail.com
2 Tel.: +37120030842, E-mail address: madarauzkalna@inbox.lv
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development possibilities in Latvia applying interview
study methods. In the interview, seven experts
were involved who had been closely associated with
the PPP projects or were participating therein (The
Central Finance and Contracting Agency, Ministry
of Finance of the Republic of Latvia; Joint-stock
company ,CATA”; Ltd ,Wesemann”; etc.).

The study is based on the laws and regulations of the
Republic of Latvia, statistical data, Latvian and foreign
scientific works, publications in scientific compilations
and periodicals, online materials available as well as
unpublished business and conference materials. For the
study, 143 sources were referred to in total. The data
during the period 2010 - 2012 was used in the study.

Public and private partnership

The 21st century will hold far-reaching changes in
socioeconomics. The government is introducing reforms
to improve the economic situation thus ensuring the
sustainability of the national economy development.
State resources for the implementation of major public
benefit projects are insufficient, thus the necessity for
additional funding has increased. This is one of the
main reasons why the government is turning to private
sector partners to develop the social dialogue. A long-
term cooperation is being built between the public and
private sectors that implement PPP projects. Among
European countries, the importance of PPP projects is
increasing. To understand the situation and its process,
it is essential to be aware of the legislative, institutional,
and management aspects that characterise PPP projects.
Theoretical aspects are studied through the content
analysis. The authors analysed 22 literature sources that
were published between 2010 and 2012. The authors
have gathered the similarities of PPP and the definition of
the PPP process and partner role in a result of the study,
have established PPP partner benefits and summary of
evaluation criteria of process management results.

The examined PPP definitions show that there is
no single definition for PPP, comprising its wide range
of economic activities. The authors suggest using T.
Cellucci’s definition that the private and public partnership
is an agreement between the government agency
(federal, state, or local) and the private sector. With this
agreement, the skills and resources between the sectors
(public and private) are shared, providing services or
facilities available for the public use. Each party agrees
to distribution of the additional resources when delivering
services or equipment.

In PPP processes, the partners have several roles
depending on the project: buyer or service provider,
regulatory role of entrepreneurship (Grossman S.A.,
2008), social or institutional role. While successfully
entering into the roles and cooperating between the
PPP projects, the partners are creating a product or
service that meets the needs of society (Organisation
for Economic..., 2012). The proper choice of the role and
good management of the process provide the opportunity
of achieving significant results that are beneficial to
both parties (Robinson H., 2010). In such a way, the
available resources are being combined thus providing
higher returns together rather than each party working
individually. Such cooperation is an effective tool to fight
against the disadvantaged economic and social impact
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of the economic crisis. It is a means by which European
social partners or employees are trying to help solve
problems and to reduce the impact of the crisis, which
is the priority of the Europe 2020 strategy (European
Commission Notification, 2010). When creating a role, it
is essential to know the processes of PPP management.
The processes of PPP management are complex,
and several authors’ theoretical works, for example
Geddes R.R. 2011; Christensen T., 2011; Yong K. H.,
2010, confirmed that.

Research results and discussion

The discussed sources provide several definitions of
the management of PPP process that generally emphasize
the importance of process management per se, diverse
procedure, and all partners’ responsibilities for the process
management (Dewulf G., 2012). The management
of a process involves achieving of the result, control
mechanisms, and each partner’s personal responsibility
for the achieving of the result. There are also definitions
that do not repeat in other sources. The authors give their
definition of the PPP process management - management
of PPP process is based on the cooperation between the
public and private sectors, which provides an effective
result by carrying out a number of related events or
activities with the beginning and end. It is a management
tool where the knowledge, skills, tools, techniques, and
systems of participant are used in the process to define
the measures, control mechanisms, and processes with
the aim to meet the requirements of the partners and
the society.

The projects - prior to implementation and upon
completion thereof - are being evaluated basing
on different criteria. The authors of the study have
summarized the most commonly used evaluation
criteria of the results of management of PPP
processes (Robertson S., 2010; O’Donovan D., 2010;
Longa R. D., 2011; Barrera F. 2009; Robinson J.W.,
2010; Cruz C. 0., 2011) which would suggest that the
following aspects should be taken into account when
evaluating PPP processes: efficiency, investment of the
partners, cooperation period, the result, compliance with
national, regional and local development objectives,
partners’ experience, control mechanisms, and value for
money.

The authors suggest assessing the results of the
management process of PPP projects according to the
following criteria: efficiency, collaboration time, control
mechanisms, and the results. Experts recommend
evaluating the achieved PPP project results and informing
the society and private partners about it. To select
these criteria, analysis of the literature and normative
documentation was conducted including works of foreign
scholars, publications in collections of scientific articles and
periodicals, and materials available online. The evaluation
criteria of the results of PPP process’ management were
selected from the sources of the criteria depending on
the presented frequency, significance, and measurability
thereof.

The authors included the importance of the criteria in
the expert interviews, to check the theoretical knowledge
in the practice of Latvia. The expert interviews indicate
that the biggest obstacles for implementation of PPP are
high proportion of shadow economy, poor normative

41



1. Shina, M. Uzkalna

Theoretical Aspects, Regulation and Experience in the Management of the

Public and Private Partnership in Latvia and the European Union

regulation, and the shortage of sufficiently qualified
specialists.

1. The experience of the EU and other
countries in implementation of public and
private partnership

The majority of the EU Member States are applying
negotiation procedures in the implementation of PPP
projects, as required by the Directive 2004/18/EC
(Directive 2004/18/EC, 2004) of the European Parliament
and of the Council of 31 March 2004. The procedures
coordinate the procedure of rights conferment for state
contract conclusion for construction works, supply
and service, in addition to traditional procurement
procedures - for open and restricted competition. There
are many examples of successful implementation of
PPP projects applying the negotiation procedure. The
following major PPP projects exceed 500 million euro.

— High-speed rail in France (Mohamed A.M.L.,
2011) - one of the largest rail projects in Europe
has been developed within the project. Project
costs range from 1.2 to 3.4 billion euro. Within the
PPP project, the railway was extended, access was
improved, and travel time between Paris and Rennes
was reduced for 37 minutes and between Paris and
Nantes - for about 8 minutes. Concession contract is
concluded among the partners.

— Road tax project in France (Jacob B., 2010) - this
project is a part of Ecotaxe project based on the taxes
for cargo vehicles. All cars heavier than 3.5 tons will
have to pay tax for use of the national road, starting
from time when project will be put into operation - in
2013. The toll for road use will be collected by GPS
satellite system 170 GPS.

— Bordeaux high-speed rail in France (Morrison R.,
2012) -itisthelargest European PPP project. Its costs
are 7.8 billion euros, and the concession agreement
has been signed between both the partners for
50 years. In total, 340 km and 17 connecting lines
were built within 4-year period.

In 2001, 84 projects reached their final stage with a
total value of nearly 18 billion euro in Europe.

Both, academic and professional studies are united by
the obstacle that critical factors, which significantly affect
or may affect the functioning of the social partnership are
identified during the studies. Mainly for the entrepreneurs
and civil society, this is a commonplace, which is also
called “smart philanthropy”.

2. Normative regulation of public and private
partnership in Latvia

In Latvia, the law on PPP (Public and Private
Partnership Law, 2009) states that partners can be: a
public partner and a private partner. A public partner can
be a state as a legal entity of initial public rights or legal
entity of secondary public rights, for example, a capital
company, a municipality. A private partner is an applicant
or single-purpose company, or joint company that has
entered into the public and private partnership contract.

The Ministry of Finance has determined that, on
behalf of the public partner, the representative of the
public partner can do the necessary actions in the PPP
project. A representative of the public partner (Ministry
of Finance..., 2012) can be: direct management body;
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indirect administration; the board of a company; legal
entity of private rights.

Until November 2012, in Latvia there have been
59 projects implemented (Ministry of Finance..., 2012),
19 are in the process (The Central Financial and
Contract Agency, 2012), and 25 PPP projects are
still planned (Ministry of Finance.., 2012). In Latvia,
partnership between the private and public sector has
enabled the implementation of a number of important
projects, e.g. road reconstruction, reconstruction of
heat supply system, construction and management
of four pre-school educational institutions, housing
construction, renovation and management of art school,
introduction of photo camera, the Southern Bridge
construction, and LLC Lursoft services. These projects,
possibly, would not have been realized at all, or funding
thereof would have been a long time waiting.

The Central Finance and Contracting Agency together
with the Ministry of Finance indicates that one contract
out of three projects is realized - the construction of pre-
school educational institution in Marupe, Kekava, and
Tukums. The RE (The Register of Enterprises) indicates
that the contract on the supply of catering services has
been implemented after the adoption of the law.

The PPP development policy in Latvia was transferred
to the Ministry of Economics and the Ministry of Finance.
Since 2009, with the adoption of the PPP Law, the Ministry
of Finance and its subordinate body - The Central Finance
and Contracting Agency - have become the responsible
authority for the PPP projects. Since the update of the
PPP, an ambitious work on establishment of appropriate
legislation has been launched in Latvia. Currently,
the legal framework for PPP defines Public and Private
Partnership Law adopted in June 2009 (Public and Private
Partnership Law, 2009). The work on the development
of the law has already been launched in 2004, and it
was carried out in several stages, reviewed in various
editorial offices, therefore, the development of the law
was prolonged.

The issues related to the PPP in Latvia are governed
by the PPP law and other normative documents: Public
Procurement Law (Public Procurement Law, 2006), State
Administration Structure Law (State Administration
Structure, 2003), Law “On State and Local Government
Shares and Capital Companies” (On State and Local
Government..., 2002), and the Concessions Law
(Concession Law, 2000).

In 2009, amendments to the PPP Law were made,
and a new concept of “competitive dialogue” was
introduced. It differs from the traditional open and
closed tender procedures, ensuring necessary flexibility
for the state and private partnerships. According to the
tender procedures, the public partner has to decide what
infrastructure object to build or what kind of services to
provide, and the private partner only has to implement
intention of the public sector’s partner.

Conclusions, proposals,

recommendations

In Latvia, there is not a clear stand for the PPP; the
law of the PPP is not being applied. Having evaluated
PPP project models, the authors conclude that concession
agreements are a form that is most frequently
implemented in Latvia. The second most used PPP model
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