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Abstract

Respecting shareholders’ rights represents one of the
fundamental principles of corporate governance,
underpinning the establishment of economic entities, as
a form of association of individuals and / or legal entities
in order to carry out profit-oriented activities. However,
there are situations in which the management, the other
shareholders, or even the authorities, do not respect
certain shareholders’ rights, leading to a number of
negative effects, such as the closing of companies.
Based on these considerations, in this paper, we set as
research objective to analyze the circumstances, which
may affect shareholders’ rights. To meet the research
objectives, we analyzed the case-specific jurisprudence
published by the courts of law till 31st of December 2015.
The results of the study show that the shareholders’
rights, which are not respected, include: the property
right, the right to receive dividends, the right to
participate and vote in the general assemblies of
Shareholders, the right to be elected in the governing
bodies, and not the least, the most important one in
accounting terms, the right to be informed.
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Corporate governance represents a set of
responsibilities and practices exercised by the Board of
Directors and the executive management, in order to
achieve strategic objectives, ensure risk management
and the examination of the responsible use of resources’
(IFAC, 2009). The theories regarding corporate
governance are linked to financial instruments’ issuers,
wanting to maximize the results of their companies,
while the emergence of the concept is due to the fact
that the private sector has always played a very
important role in the life of a country, contributing
towards ensuring the socio-economic balance.

Globally, the international organizations have played a
key role in the development of the concept. Thus, the
Organisation for Economic Co-operation and
Development (OECD) has drafted certain guidelines
containing a set of recommended principles to be
applied by companies. The first set of principles was
developed in 1999 and, in 2004, an improved version of
these was published. Their analysis reveals that, among
the shareholders’ rights to be respected by both the
governing bodies and by other shareholders, there are
included: the right to be informed, the property right, the
right to receive dividends, the right to participate and
vote in the general assemblies of shareholders and the
right to be elected in the governing bodies.
Consequently, we shall proceed at these rights’ further
assessment.

In this context, property is a core element in defining the
concept of corporate governance. It lies at the
foundation of the establishment of companies, the
associates pooling certain goods, on which they have a
property right, in order to pursue economic activities
aimed at gaining economic benefits.

“The property right is that subjective right, which gives
expression of the appropriation of a good, right which
allows the owner to possess, use and dispose of the
good, in its own power and self-interest, and in
compliance with the existing legislation” (Birsan, 2001).
The Universal Declaration of Human Rights adopted and
proclaimed on 10 September 1948 by the General
Assembly of the United Nations stipulates in Article 17
that “Anyone has the right to own property, alone as well
as in association with others [ ... ] no one can be
deprived arbitrarily of his/her property” (UN, 1948).
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Property theory is referred to in Article 65 of the Law no.
31/1990 regarding the commercial companies, thus —
“[...] the goods representing a contribution to the
company become its property [...]” as well as in article
66: “[...] the creditors of the associate may exercise their
rights only on the part of the shareholder benefits due
after the balance sheet [...].”

With reference to guaranteeing shareholders’ property
right, the national regulations stipulate that the right of
property of the nominative shares issued in material
form is transmitted by means of the statement made in
the shareholders’ register and by a note made on the
title. If nominative shares, the ownership is transferred
through an entry in shareholders’ register. The property
right over quoted shares, traded on a stock exchange, is
transferred in accordance with the requirements of the
capital market law. In the case of bearer shares, the
property right is transferred with the simple possession
of the physical stock certificate (Law no. 31/1990).

As for respecting shareholders’ rights in issues related to
the general assemblies of shareholders (GASs), we note
that GASs can discuss, approve or modify the annual
financial statements. Associates or shareholders make
decisions based on the reports prepared by the Board of
Directors, management, supervisory board and financial
auditor. Also, the ordinary general assembly of
shareholders decides, when appropriate, the allocation
of profits to dividends, appoints and dismisses the
financial auditor, and sets the duration of the financial
audit contract.

After analyzing the report of the Board of Directors, the
annual financial statements and financial auditor’s
report, the general assembly of shareholders decides on
the discharge from duty of Board members.

Regarding the recommendations on voting rights,
national regulations state that shareholders exercise
their right to vote at the general assembly in proportion
to the number of shares they own.

On convoking the general assembly of shareholders,
national rules stress that the general meeting is
convened by the Board of Directors or management. If
the entity’s shares are nominative, the convocation can
only be done by registered letter. The convening notice
must include a series of elements such as: location, time
and agenda.

Companies must comply with international
recommendations regarding information disclosure, so
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that all persons involved in the mechanism of corporate
governance to have access to the information necessary
in the decision making process. The annual financial
statements, along with the annual report of the Board of
Directors and the proposal regarding the distribution of
dividends, may be studied by shareholders at the
headquarters of the entity. At shareholders’ request,
copies of these documents may be issued under certain
conditions concerning the minimal costs.

Entities with a website must disclose online the
information included in the convening notice as well as
its annual financial statements, the annual report of the
Board of Directors, the Management Report and the
financial auditor's report. The economic entities whose
financial statements are audited must compulsory
publish the financial auditor’s report. If some
shareholders need additional information, they may
address written questions to the Board, which is
expected to address them in the general assembly.

In order to ensure business continuity, a solution is
needed so that the decisions of the general assembly
take effect. In this respect, national regulations stipulate
that the decisions are mandatory even for shareholders
who did not attend the meeting or voted against. They
can still ask in court the annulment of a decision, which
was taken in violation of the legal requirements.

Corporate governance principles were at the basis of
studies elaborated by various authors in scientific
papers. Thus, some authors have addressed the
issue of a conceptual framework alternative to the
existing one. To support their arguments, they used
agency theory (Ciancanelli and Reyes Gonzales,
2000, pp.4-5).

With regard to the national implementation of the
OECD principles on corporate governance, a series
of studies was developed on the degree of
implementation of these principles in the Romanian
banking sector (Bigioi, 2012). In connection with the
enforcement of OECD principles on corporate
governance, there were developed several studies
on their implementation in emerging economies
(Feleaga et al., 2012).

The results of some studies show that poor corporate
governance affects the whole economy, with negative

No. 4(136)/2016

consequences on economic development (Levine,
2003).

In other studies, there is analyzed the effect of
corporate governance at company level on the cost
of capital and how it is influenced this effect by the
legal protection of investors (Chen, Chen and Wei,
2009). Other authors have explained the role that
corporate governance plays in the performance of
commercial banks (Macey and O’Hara, 2003).

Governance has been studied from a perspective
different from the existing one, with more emphasis on
control and management roles (Kim, Burns and
Prescott, 2009).

Also, some papers addressed ethical issues in business
and described the relationship between ethics theory
and law (Crane, 2007). The analysis of how
concentration of ownership affects the independence of
the Board and audit committee, has indicated the
negative impact of ownership concentration on board
independence, but no impact on audit committee
independence. The results suggest that the Board
independence increases firm value (Setia-Atmaja,
2009).

Other authors have addressed: the long-term evolution
of investors’ protection in UK companies (Franks, Mayer
and Rossi, 2009), the shareholders’ right to vote in
companies in the United States and Europe (Ferrarini
and Chiodini, 2010), issues related to the control of a
company by majority shareholders, at the expense of
minority shareholders, in developing countries (Gilson,
2007).

By reviewing the literature mentioned above, we note
that a great body of literature shows that the
implementation of corporate governance principles by
companies is beneficial for shareholders, leading to the
maximization of their profits.

When preparing the study, we used data extracted from
case-specific jurisprudence, as published by national
courts of law. Thus, in the first stage, we extracted a
sample of 120 sentences. They were issued by
Bucharest Courthouse, till 31.12.2015
(http://portal.just.ro/3/Lists/Jurisprudenta). In the second
stage, based on qualitative analysis, the sentences were
grouped according to object of their actions and, out of
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these, we extracted 20 decisions related to shareholder
rights. These correspond to a sample of 17% of all
sentences. We consider that the sample is represent-
tative. In the third stage, we selected the regulations
invoked by the parties in the process. These were
grouped by types of articles, and, based on quantitative
methods, we determined which were the articles of law
more frequently invoked by the complainants in their
actions. In the last stage, based on qualitative analysis,
we determined which of those articles relate to a non-
compliance of shareholders' rights.

In order to determine which of the shareholders’ rights
were most commonly cited in court sentences, we have

determined their weight in total, using the following
empirical model:

g(d)=

di
, Where:
Dc

di € [0; 100] and d; represents the number of times law
articles concerning shareholders’ rights were invoked in
Court’s sentences; and

Dc = [g(dr) + g(d2) + g(ds) + g(da) + ... + g(di)] and

Dc - represents the total number of times law articles
concerning shareholders’ rights were invoked in Court’s
decisions.

From our study, we obtained the results summarized in
Table 1:

Table 1. The analysis of shareholders’ rights based on sentences of Bucharest Courthouse

No Judicial The legal The object Type
' decision document cited of the action of right
1 Commercial sentence no. Article 117 of the Law no. Annulment of the decision of The right to
4280/18.10.2005 of 31/81990 R shareholders’ general assembly. | participate at the
Bucharest Courthouse. The Convening notice. Content. general assemblies
VI Commercial Division - Shareholders right to information. | of shareholders
irrevocable by the decision Penalties for non-compliance.
no. 449/30.01.2007 of the
High Court of Cassation and
Justice
2 Sentence no. 3518 of Article 192 paragraph (1) and | Annulment of the decision of The right to
18.06.2015, Court file no. 2 of the Law no. 31/1990, shareholders’ general assembly. | participate at the
3608/3/2015, Article 193 paragraph (3), Double majority rule general assemblies
Bucharest Courthouse. The | Article 196, Article 132 of shareholders
VI Civil Division paragraph (2) and paragraph
(3) of the Law no. 31/1990,
Article 195 paragraph (3) of
the Law no. 31/1990
3 Sentence no. 6336 of Article 14 and Article 19 of the | The appeal against the decision The right to
23.06.2014, Court file no. Law no. 85/2006 of creditors’ assembly participate at the
1453/3/2014/a2 Bucharest general assemblies
Courthouse - The VI of creditors
Division
404
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No Judicial The legal The object Type
; decision document cited of the action of right
4 Sentence no. 6336 of Article 14 and Article 19 of the | The appeal against the decision The right to
23.06.2014, Court file no. Law no. 85/2006 of creditors’ assembly participate at the
1453/3/2014/a2 Bucharest general assemblies
Courthouse - The VI of shareholders
Division
5 Commercial sentence no. Articles 196, 132 and 133 of Suspension of the enforcement of | The right to
8022/13.06.2007 of the Law no. 31/2990 shareholders general assembly’s | participate at the
Bucharest Courthouse, decision. general assemblies
irrevocable by the Conditions. Appearance law. of shareholders
commercial decision no.
1162/2007 of the Bucharest
Court of Appeal
6 Commercial sentence no. Articles 133 and 132 of the The admissibility conditions, in The right to
1327, public meeting on Law no. 31/1990R the presidential decree, regarding | participate at the
7.02.2011, Court file no. the shareholders general general assemblies
7268/3/2011, Bucharest assembly’s decisions, whose of shareholders
Courthouse. The VI suspension is sought
Commercial Division
7 Sentence no. 17200/3/2006 | Article 134 of the Law no. Annulment of shareholders The right to
of Bucharest Courthouse in | 31/1990 general assembly’s decision. participate at the
the court file no. 929/3/2006 Nullity of the proxies granted by general assemblies
majority shareholders in order to | of shareholders
be represented in the the general
assembly of shareholders
8 Commercial sentence no. Article 195 of the Law no. Annulment of shareholders The right to
2458/24.05.2005 of 31/1990R general assembly’s decision. participate at the
Bucharest Courthouse - The Convocation unlawful. general assemblies
VI Commerecial Division, Consequences of shareholders
irrevocable by the decision
no. 307/2007 of the High
Court of Cassation and
Justice
9 Commercial sentence no. Article 184 of the Law no. Annulment of shareholders The right to vote
4280/18.10.2005 of 31/1990R general assembly’s decision.
Bucharest Courthouse - The Convening notice. Content.
VI Commercial Division, Shareholders right to information.
irrevocable by the decision Penalties for non-compliance.
no. 449/30.01.2007 of the
High Court of Cassation and
Justice
10 | Sentence no. 3518 of Article 192 paragraph (1) and | Annulment of shareholders The right to vote
18.06.2015, Court file no. (2) of the Law no. 31/1990, general assembly’s decision.
3608/3/2015, of Bucharest | Article 193 paragraph (3), Double majority rule
Courthouse - The VI Civil Article 196, Article 132
Division paragraph (2) and paragraph
(3) of the Law no. 31/1990,
Article 195 paragraph (3) of
the Law no. 31/1990
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No Judicial The legal The object Type
’ decision document cited of the action of right
11 | Sentence no. 3518 of Article 192 paragraph (1) and | Annulment of shareholders The right to
18.06.2015, Court file no. (2) of the Law no. 31/1990, general assembly’s decision. participate at the
3608/3/2015, of Bucharest | Article 193 paragraph (3), Double majority rule general assemblies
Courthouse - The VI Civil Article 196, Article 132 of shareholders
Division paragraph (2) and paragraph
(3) of the Law no. 31/1990,
Article 195 paragraph (3) of
the Law no. 31/1990
12 | Sentence no. 3518 of Article 192 paragraph (1) and | Annulment of shareholders Property right
18.06.2015, Court file no. (2) of the Law no. 31/1990, general assembly’s decision.
3608/3/2015, of Bucharest | Article 193 paragraph (3), Double majority rule
Courthouse - The VI Civil Article 196, Article 132
Division paragraph (2) and paragraph
(3) of the Law no. 31/1990,
Article 195 paragraph (3) of
the Law no. 31/1990
13 | Commercial sentence no. Articles 196, 132 and 133 of Suspension of the enforcement of | The right to vote
8022/13.06.2007 of the Law no. 31/1990 shareholders general assembly’s
Bucharest Courthouse, decision.
irevocable by the Conditions. Appearance law.
commercial decision no.
1162/2007 of the High
Court of Cassation and
Justice
14 | Commercial sentence no. Articles 133 and 132 of the The admissibility conditions, in The right to vote
1327, public meeting of Law no. 31/1990R the presidential decree, regarding
7.02.2011, court file no. the shareholders general
7268/3/2011, of Bucharest assembly’s decisions, whose
Courthouse - The VI suspension is sought
Commercial Division
15 | Commercial sentence no. Article 1431 (paragraph 1) of | Nullity of sale-purchase The right to vote
4971, public meeting of the Law no. 31/1990R agreement
18.04.2011, court file no.
17485/3/2010
16 | Sentence no. 17200/3/2006 | Article 134 of the Law no. Annulment of shareholders The right to vote
of Bucharest Courthouse in | 31/1990 general assembly’s decision.
the Court file no. Nullity of the proxies granted by
929/3/2006 majority shareholders in order to
be represented in the general
assembly of shareholders
17 | Commercial sentence no. Article 195 of the Law no. Annulment of shareholders The right to vote
2458/24.05.2005 of 31/1990R general assembly’s decision.
Bucharest Courthouse - The Convocation unlawful.
VI Commercial Division, Consequences
irrevocable by the decision
no. 307/2007 of the High
Court of Cassation and
Justice
406 year X1V




No Judicial The legal The object Type
’ decision document cited of the action of right
18 | Sentence no. 13662, of Article 117, item 6 and 7 of Annulment of the general The right to vote
Bucharest Courthouse on the Law no. 31/1990 assembly of shareholders.
10.12.2008 Expired mandates of the Board of
Directors’ members. General
shareholders assembly -
supreme governing body of the
company
19 | Sentence no. 3205, of Article 193 paragraph 3 of the | Suspension of the enforcement of | The right to vote
Bucharest Courthouse on Law no. 31/1990 shareholders general assembly’s
12.03.2012, court file no. decision.
6593/3/2012
20 | Sentence no. 3518 of Article 192 paragraph (1) and | Suspension of the enforcement of | Property right
18.06.2015, court file no. (2) of the Law no. 31/1990, shareholders general assembly’s
3608/3/2015, Bucharest Article 193 paragraph (3), decision. Double majority rule
Courthouse - VI Civil Article 196, Article 132
Division paragraph (2) and paragraph
(3) of the Law no. 31/1990,
Article 195 paragraph (3) of
the Law no. 31/1990
21 | Civil sentence no. 5316, Article 115 of the Law no. Nullity of the legal act. Res Property right over

public meeting on
04.07.2013, court file no.
31406/3/2011

31/1990, Article 207 of the
Law no. 31/1990 and with the
infringement of Article 26 (4)
of Government Emergency
Ordinance no. 88/1997

judicata

shares, Property right
over tangible assets

22 | Civil sentence no. 1060 of Article 129 paragraph 1 of the | Annulment of shareholders Property right over
18.02.2013, court file no. Law no. 31/1990, Article 12 general assembly’s decision. shares
41263/3/2012 of the Law no. 137/2002,

Article 142 and the following
in the Government Order no.
577/2007

23 | Commercial sentence no. Articles 196, 132 and 133 of Suspension of the enforcement of | Property right over
8022/13.06.2007 of the Law no. 31/2990 shareholders general assembly’s | shares
Bucharest Courthouse, decision.
irrevocable by commercial Conditions. Appearance law
decision no. 1162/2007 of
Bucharest Court of Appeal -

V Division

24 | Commercial sentence no. Articles 133 and 132 of the The admissibility conditions, in Property right over
1327, public meeting on Law no. 31/1990R the presidential decree, regarding | shares
7.02.2011, court file no. the shareholders general
7268/3/2011, Bucharest assembly’s decisions, whose
Courthouse - VI suspension is sought
Commercial Division
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No Judicial The legal The object Type
; decision document cited of the action of right
25 | Commercial sentence no. Article 138 of the Law no. Request to attract personal Property right
2124 public meeting on 85/2006 liability
09.03.2010 Bucharest
Courthouse - VI
Commercial Division
26 | Commercial sentence no. Article 59 of the Law no. Appeal against the report required | Property right
4690 meeting in the council | 85/2006 by article 59 of the Law no.
room on 22.06.2010, court 85/2006
file no. 32525/3/2009
27 | Commercial sentence no. Article 1431 (paragraph 1) of | Nullity of sale-purchase Property right
4971, public meeting on the Law no. 31/1990R agreement
18.04.2011, court file no.
17485/3/2010
28 | Sentence no. 17200/3/2006 | Article 134 of the Law no. Annulment of shareholders Property right over
of Bucharest Courthouse, 31/1990 general assembly’s decision. shares
court file no. 929/3/2006 Nullity of the proxies granted by
majority shareholders in order to
be represented in the general
assembly of shareholders
29 | Commercial sentence no. Article 59 of the Law no. Appeal against the report required | Property right
4690, meeting in the council | 85/2006 by Article 59 of the Law no. 85/
room on 22.06.2010 court 2006, issued by the judicial
file no. 2525/3/2009 insolvency practitioner
30 | Commercial sentence no. 2 | Article 226 paragraph 1 letter | Associate withdrawal. Property right over
of 04.01.2011, Bucharest c) of the Law no. 31/1990 Inadmissibility of the action in shares
Courthouse, Court file case the company is dissolved
n0.49034/3/2009
31 | Sentence no. 200 of Article 227 paragraph (1) Complaint against the resolution Property right
21.01.2015, Bucharest letter b) and Article 235 of the | of O.R.C Director
Courthouse, Court file Law no. 31/1990
n0.36082/3/2014
32 | Sentence no. 7363 of Articles 79 and 80 of the Law | Action for annulment Property right
28.09.2015, issued in the no. 85/2006
Court file no. 40598/3/2014
33 | Civil sentence no. 1009 of Article 237 paragraph 10 of Former associate’s personal Property right
02.03.2015, issued in the the Law no. 31 liability. Lack of interest
Court file no. 8549/3/2014
34 | Civil sentence no. Article 5 item 6 of Securities Suspension of the enforcement of | The right to be
6036/2013 issued in the and Exchange Commission’s | shareholders general assembly’s | informed
Court file no. 28473/3/2013 | Regulation no. 6/2009, Article | decision.
Bucharest Courthouse — VI | 7 of the above Regulation,
Civil Division Article 5.10 of the above
Regulation
35 | Sentence no. 13662, issued | Article 117 item 6 and 7 of the | Annulment of the general The right to be
by Bucharest Courthouse Law no. 31/1990 assembly of shareholders. elected
on 10.12.2008 Expired mandates of the Board of
Directors’ members. General
assembly of shareholders -
supreme governing body of the
company
408 year X1V




Based on the data in Table 1, we get the following | weights of shareholders’ rights (Table 2):

Table 2. The weight of non-compliance with shareholders’ rights in case-specific jurisprudence

Type of right Number of summons Weight (%)
Property right 15 43%
The right to vote 9 26%
The right to participate at the general assemblies of shareholders 9 26%
The right to be informed 1 3%
The right to be elected 1 3%
Total 35 100%

Source: Authors’ projections based on data extracted from specific jurisprudence

Graphically, the obtained results are as follows:

Figure 1. The weight of non-compliance with shareholders’ rights based on Court sentences ‘

43% @ Property right

O The righ to vote

The right to participate in AGA
M The right to be informed

O The right to be elected

26%

Source: Authors’ projections based on data extracted from specific jurisprudence
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After analyzing the results, we observe that, among the
shareholders’ rights not respected by governing bodies
and other shareholders, there are included:

- Property right, which accounts for 43%;

- The right to vote in the general assemblies of

shareholders, which accounts for 26%;

- The right to participate in the general assemblies of

shareholders, which accounts for 26%;

- The right to be informed, which accounts for 3%;

- The right to be elected in the governing bodies, which

accounts for 3%.

Among the causes of non-compliance with shareholders’
rights, we note:

a.

In the case of property right, the sentences targeted
two main situations. The first concerns invoking the
nullity of documents regarding the transfer of shares
or a capital increase. Thus, minority shareholders
have felt aggrieved in their rights, as it represents a
contravention of the preemptive right. The second
case concerns the property right in regard to the
tangible assets owned by companies, minority
shareholders requesting the annulment of the
respective sale-purchase agreements. Among the
reasons put forward by the complainants, we
mention: sale of land and buildings at undervalued
prices and in non-compliance with the competences
of the governing bodies, as these were not
authorized by the general assembly of shareholders
to approve the transactions in question’.

In the case of the right to participate in the general
assembly of shareholders and to vote, the Court
sentences addressed more circumstances. Thus, in
most cases, the complainants invoked the limitation
of this right by various means?. For example, certain
shareholders have not allowed a shareholder to
participate in the the general assembly and vote by
proxy, citing the fact that in the Articles of

1

2

Civil sentence no. 5316, public meeting on 04.07.2013,
court file no. 31406/3/2011

Commercial sentence no. 8022/13.06.2007 of Bucharest
Courthouse, irrevocable by the commercial decision no.
1162/2007 of the Bucharest Court of Appeal, Division V
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Association is not stipulated such a right. We believe
that this represents a violation of shareholders’
rights, corporate governance principles
recommending the participation and voting in the
general assembly of shareholders, including by
proxy or by correspondence.

c. Regarding the right to be informed, the sentences
reveal that most situations refer to abuses of
governing bodies in relation to: the refusal to
convene the general assembly of shareholders, at
the request of minority shareholders; the publication
on short notice of the convening note of the general
assembly of shareholders, so that shareholders do
not have access to information regarding the date
and place of the meeting. Furthermore, another
situation relates to the refusal of the governing
bodies to communicate shareholders the annual
financial reports, directors’ report, financial auditor’s
report and the proposal for profit distribution?,

d. regarding the right to be elected, among the causes
of non-compliance, we notice invoking the nullity of
shareholders general assembly’s decision, in which
the General Manager is elected directly by it; or the
delegation of certain powers to the General Manager
is limited by shareholders general assembly, in order
to impose the election of another person in that
function®.

The results of our study show which are the main
shareholders’ rights not respected by companies’
governing bodies and other shareholders, as
revealed by the judicial practice. Given the results,
we propose as further research direction, to
determine the impact of the non-compliance of these
rights on companies’ financial results.

3 Civil sentence no. 6036/2013 issued in the Court file no.
28473/3/2013 Bucharest Courthouse — VI Civil Division

4 Sentence no. 13662, of Bucharest Courthouse on
10.12.2008. Thus, the complainant invoked the fact that de
decision regarding the election of the General Manager of the
company and the delegation ot the managing attributes of the
administrative board to the General Manager, according to
art. 143 in the Law of the private companies is null as the
delegation has to be express and the delegation act has to
have a written form. It is the attribute of the administrative
board to decide the delegation and the person or persons who
benefit from the delegation. This act has to be acknowledged
by a decision of the council, taken according to the law.
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Abstract

This paper investigated the effect of boardroom diversity
(herein a composite measure of boardroom ethnic
composition, independent and foreign directors) on audit
fees in the Nigerian context. A sample of companies
listed on the Nigerian stock exchange between 2010 and
2011 was used. The study found that 51% of the
sampled companies were ethnically diverse, with about
21% and 49% having foreign directors and independent
directors respectively. Further, the results of the panel
regression revealed that boardroom diversity had a
positive relationship with audit fees. The findings
indicate that boardroom diversity enhances board
monitoring responsibility and therefore results in an
increase in demand for auditors’ effort. The findings of
this study have implications for future policy
recommendations and formulation because they indicate
that boardroom diversity could be a desirable board
characteristic that can strengthen the monitoring role of
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The board of directors is supposedly a collection of
individuals with heterogeneous competencies and
capabilities pooled together to perform monitoring and
advisory functions in a company (Walt and Ingley, 2003).
Accordingly, the issue of what constitutes the correct mix
of individuals and how these individuals improve board
outcomes is of regulatory concern. The aftermath of
each and every corporate governance failure has
caused regulators to look inward and to see how
boardroom composition and functions could be reformed
to provide an effective oversight function (Ararat, Aksu
and Cetin, 2015; Gul, Srinidhi and Tsui, 2008). This is
critical most especially in countries where external
monitoring mechanisms are practically non-existent and
investors and regulators look forward to the monitoring
role of the board of directors (Dahya, Dimitrov and
McConnell, 2008). Most corporate governance
regulatory requirements have laid emphasis on
boardroom composition and demands for diversity in
skills, knowledge and social representativeness of
boardroom members.

The theoretical justification behind such requirements is
found in both the agency theory and the resources
dependency theory. The agency theory underscores the
importance of boardroom diversity in ensuring an
effective and independent board monitoring function.
Meanwhile, the resource dependency theory establishes
the significant role played by the board of directors in
connecting a firm with the external resources needed for
its survival, hence, the need exists for boardroom
structures to be a reflection of the society in which it
operates (Walt and Ingley, 2003). As it can be deduced
from the two theories, boardroom diversity could
improve board processes and outcomes. This is
because individuals have distinct intellectual and social
traits that are best harnessed when correctly pooled
together. Diversity can be seen as the pool of
differences among board members with respect to
individual inherent traits and characteristics (Kearney,
Gebert and Voelpel, 2009). Consistent with the agency
theory postulation, this current study aims to investigate
the relationship between boardroom diversity and the
intensity of demand for audit service through the amount
paid as audit fees in Nigeria.

As noted in Simunic’s (1980) audit production function,
audit charges reflect the expected efforts expended
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during an audit engagement and auditor risk exposure.
While research on audit fees is abundant, further
investigation on their relationships with boardroom
diversity has, to the best of our knowledge, yet to
receive sufficient empirical attention, most especially in
the context of Nigeria.

Nigeria is an interesting setting in which to study board
diversity in the context of an emerging market because
Nigerian society is culturally diverse. Nigeria, society
comprises more than 200 ethnic groups divided along
three prominent groups, namely, Hausa, Yoruba and
Igbos. This composition is differently configured than
countries like Malaysia in which similar studies have
been conducted. For example, Malaysian law
recognizes two groups: Bumiputera and non-
Bumiputera. Those who are Bumiputera are known as
“sons of the soil”, and the Bumiputera ethnic group
(Malays) are economically and politically favoured over
the non-Bumiputera ethnic group, which comprises the
Chinese and Indians. Conversely, the three ethnic
groups in Nigeria have equal rights and claims to the
political and economic resources of the country, hence
no ethnic group is favoured.

Therefore, boardroom heterogeneity with respect to
ethnicity to reflect the cultural dynamics in Nigeria
society is imperative to promote effectiveness in
companies (Adegbite, 2015). As noted one
interviewee in Adegbite’s study of corporate
governance, “boards with sufficient tribal diversity are
considered to have better governance systems and
will further have a sense of belonging and identity
throughout the country” (Adegbite, 2015, p. 16). This
observation suggests that the presence of members
of the three ethnic groups on a board might
contribute positively to corporate performance with
respect to a wealth of experiences and networking. It
would be interesting as well to see how the presence
of these three ethnic groups affects audit quality.

In addition, corporate governance practice as a
“distinct concept” is of recent origin in Nigeria (Ofo,
2013) and is still evolving. Several recent regulatory
reforms on corporate governance in Nigeria have
included:

o the 2003 Code of Corporate Governance in Nigeria
(SEC Code);

o the 2006 mandatory Code of Corporate Governance
for Nigerian Banks post consolidation (CBN Code);
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e the 2007 Code of Conduct for Shareholder
Associations in Nigeria; and

o the National Code of Corporate Governance, which
is currently being developed.

The Companies and Allied Matters Act, Cap. C20, Laws
of the Federation of Nigeria 2004 had elaborate
provisions on the appointment, removal, duties, and
liabilities of corporate directors but had no provisions for
types of directors (Proshare News, 2013). Therefore,
boardroom structural diversity is still feeble due to
insufficient capacities and the lack of independent
directors on boards (Adegbite, 2015).

Moreover, corporate ownership has passed through
various regulatory reforms among which are the 1962
Foreign Exchange Control Act, 1972 Indigenity Policy,
and the 1988 Privatization and Commercial Policy
(Ahunwan, 2002). All these policies have implications for
corporate governance practices. Similarly, findings of
previous studies show that the traditional role and
overbearing influence of family ownership has impacts
on board process (see also Klein, Shapiro and Young,
2004; MacAvoy and Millstein, 2003). Accordingly,
agency challenges emerging from the ownership
structure in Nigeria compared with other English-
speaking countries tend to expropriate minority interests
(Adegbite and Nakajima, 2011).

Therefore, investigating how a composite measure of
boardroom diversity cushions the effect of the agency
problem in Nigeria context is interesting. Using a sample
of firms from 2010 to 2011, evidence is provided
supporting the theoretical preposition that board diversity
enhances the board’s monitoring role as it creates room
for more independence in the boardroom. Specifically,
we show that the extent of boardroom diversity is
associated with the demand for more audit effort
expressed by audit fees. Similarly, we test individual
diversity proxies, and our findings reveal that all the
three proxies exhibit a positive relationship, however
only with the proportion of foreign directors in the
boardroom. Our findings provide insights to regulators
and investors on how corporate structure and operating
results affect audit pricing. Therefore, the study extends
and contributes to the body of knowledge in corporate
governance and audit fee literature by using data from a
less regulated environment.

The remainder of this paper is organised as follows.
Section 1 provides a literature review and the hypothesis
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for the study. Data and method of sampling are
discussed in Section 2, and the research
design/methodology in Section 3. The results and the
analysis are discussed in Section 4. Finally, Section 5
includes a summary of our findings, implications and
limitations of our findings, and suggestions for future
studies.

Numerous studies have examined the relationships
between board characteristics and board process
outcomes such as firm performance (Amran and Ahmad,
2010; Ramdani and Witteloostuijn, 2010), value
relevance of earnings (Carter, Simkins, and Simpson,
2003), and earnings quality and the intensity of demand
for audit service via audit pricing (Carcello, Hermanson,
Neal and Riley, 2002; Ahmad, Houghton and Yusof,
2006; Ahmad and Mansor, 2009). Extant studies on
audit pricing starting from the seminal work of Simunic
(1980) have pointed out client-related factors such as
auditee size, auditee complexity, and auditee riskiness
as important variables that influence the amount paid as
audit fees in different regulatory and institutional
contexts. Examples of such studies include Carcello et
al. (2002), Abbott et al. (2003) and Boo and Sharma
(2008) in the United States, Vafeas and Waegelein
(2007) and Zaman, Hudaib and Haniffa (2011) in the
United Kingdom, and Goodwin-Stewart and Kent (2006)
and Stewart and Munro (2007) in Australia.

Further, other studies on the intensity of audit demand
have established a relationship between board
characteristics and audit pricing. The argument has
been made that an independent and diligent board will
demand a high quality audit service due to the incentive
to protect board reputational capital, reduce board
litigation risks and safeguard shareholder interests
(Fama and Jensen, 1983; Gilson, 1990). The theoretical
justification underlying this relationship is in line with
Fama and Jensen’s (1983) argument that independent
directors have the incentive to monitor management due
to their reputation; hence, independent directors are
effective in disciplining management. Consistent with
Fama and Jensen’s (1983) theoretical postulation,
Armstrong, Core and Guay (2014) reported that firms
with a high number of independent directors are more
transparent. Goodwin-Stewart and Kent (2006) found
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that an audit committee with independent characteristics
increase audit effort and audit fees. In their study, Mitra,
Hossain and Deis (2007) documented a positive
relationship between bulk institutional stock ownership
and audit fees, while Carcello et al. (2002) reported that
independent directors demand high quality audits as
reflected in the amount paid as audit fees by an auditee.

Lately, academic researchers have recognized the
influence of resource-rich composed boards of directors
in providing critical resources needed by their firms
(Hillman, Withers and Collins, 2009). The resource
dependency theory acknowledges the interdependency
between an organization and its environment (Pfeffer,
1972). In order to succeed, managers act in manners
that minimize such dependencies when they constitute a
threat or gain from them when they create opportunities.

Hence, the presence of foreigners on the corporate
board could be argued as enhancing board competency
by virtue of their foreign exposure in terms of skills,
knowledge, values, norms, and understanding (Ruigrok,
Peck and Tacheva, 2007). Ruigrok, Peck and Tacheva
(2007) posited that foreign directors are not connected
with closed domestic networks and are independent
from management. Their presence on the board signals
to investors, most especially minority foreign investors,
that the firm is professionally managed and their rights
are safeguarded (Oxelheim and Randay, 2002).
Consequently, the presence of foreigners on the board
might necessitate the demand for a high quality audit. As
mentioned earlier, foreign directors tend to have different
exposure to governance practices and are bound to
import their foreign ideas into the way local companies
are managed. This makes the board demand for an
expanded audit scope grow in order to protect their
reputational capital.

Similarly, from another perspective, several studies have
investigated the influence of gender and ethnicity of
directors on audit outcome. Studies on gender and
ethnicity diversity have noted variations in individual
traits dictated by gender and ethnic groups of
individuals, which can affect decision-making process in
the organisation. For instance, by their nature, females
have been observed to be more risk averse and more
independent-minded compared to their male
counterparts. Accordingly, females exhibit a high level of
monitoring intensity. Gul, Srinidhi and Tsui (2008)
examined the association between female directors
(proxy for board diversity) and audit fees, using a
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sample of firms in the United States from 2001 to 2003.
The authors reported that boards with a higher
proportion of female directors in the boardroom demand
more in terms of audits; thus, high audit fees are
consistent with the agency theory.

Other studies like those of Yatim, Kent and Clarkson
(2006) and Johl, Subramaniam and Zain (2006) of
Malaysia have observed board ethnic diversity effects on
audit fees and all provided supporting evidence that the
ethnic composition of the board impacts audit fees.
Watson, Kumar and Michaelsen (1993) argued that
culturally diverse group are assets through which group
process and solutions to problem are achieved. To
strengthen the argument, Baer, Niessen-Ruenzi and
Ruenzi (2007), based on the information and decision-
making theory, argued that team members are part of a
different network and this enhances group knowledge
and skills. Implicitly, team members have information
from different sources, which helps to improve their
performance. However, the social diversity theory
maintained that ethnic diversity among team members
could generate conflicts due to information asymmetry,
lower satisfaction, and low commitment among
members. Ahmad, Houghton and Yusof (2006)
investigated the extent to which board ethnic
associations affect the market for audit services in
Malaysia. The authors established a significant
relationship between ethnic associations of the board of
directors and the choice of auditor.

Apart from the fact that the above studies were
conducted in developed countries, empirical findings
from these studies have been inconsistent (Felix,
Gramling and Maletta, 2001; Godwin-Stewart and Kent,
2006; Vafeas and Waegelein, 2007). Although quite a
number of studies examined board structure diversity
(independent directors) and demographic diversity
(director’s ethnicity, nationality and gender diversity),
these studies only used a single proxy and the findings
of the studies mostly cannot be generalized or extended
to other contexts. In addition, investigations of
performance outcomes of single demographic and
structural diversity attributes, respectively, are equivocal
(Ararat, Aksu and Cetin, 2015).

Therefore, the current paper extends this area of
research by developing a composite index of board
diversity measure using Blau’s (1977) measure of
variety and investigating its effects on the intensity of
audit demand in Nigeria. Board diversity is
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operationalized by combining different diversity
indicators compared to the single constructs used in
prior studies. We argue that much insight into the
studied phenomenon could be gained by integrating
these different diversity indicators. In furtherance of the
above conjectures, this study posits that:

H: Boardroom diversity (herein operationalised by
combining difference diversity indicators) will lead to a
higher demand for audlit effort and a corresponding
increase in audit fees.

The sample includes all public listed firms on the
Nigerian Stock Exchange with annual reports
available online. Poor record keeping and the
absence of data banks have bedevilled accounting
research in Nigeria. Most often older copies of
annual reports were burnt to create space for new

ones. Records were found for of 213 and 218 listed
companies in 2010 and 2011 respectively, but after
excluding all financial institutions, the researchers
were left with 123 annual report observations for
firms. This included 65 annual reports for 2010 and
58 annual reports for 2011. The sampling process is
shown in Table 1. The mandatory changes in
reporting and auditing requirements at the end of
2010 informed the choice of the study period. First,
the new corporate governance code issued by the
Nigeria Security and Exchange Commission in 2011
was supposed to be voluntarily adopted by all listed
companies by April 2011. In addition, the federal
reporting council vested with the responsibility of
ensuring transparency and appropriate disclosure
practices, was established in 2011 too. Second, all
listed companies were to adopt the International
Financial Reporting Standards by the end of 2012
and 2011 precedes the year of adoption.

Table 1. Sample collection procedure

Total listed Banks and other Not available Final
Year . . e .

companies financial institutions online and NSE sample
2010 213 81 67 65
2011 218 71 89 58
Sum 431 152 156 123

Source: Authors’ compilation, 2016

Based on the theoretical framework and the hypothesis
that was developed, the conceptual model of auditing
pricing introduced by Simunic (1980) as extended by

Chan, Ezzamel and Gwilliam (1993) and Boo and
Sharma (2008) was adopted in this study. A panel data
regression model was used to examine the relationship
between boardroom diversity and audit fees along with
firm specific variables to control for company size,
complexity and audit risk.

FEE = o, + B, TBD, + B, FOR,, + B,ETHNIC,, + B,INDE,
+ p.BLKSHR . + P, MGROWN,_+ B,RISKCOM,, + B;CORPCOM,, + B,LOGTC,,
+ ByoRITA,, + B, GEARING,, + f,,BIG4,. + P.NOSUB, 45+,
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Table 2. Variable description

Variable Description
FEE Natural logarithms of audit fees.
TBD Composite measure of board dynamics.
FOR The number of foreign directors in boardroom divided by board size.
ETHNIC A dummy variable set to 1 for companies whose board is made up of the three ethnic groups and 0 if otherwise.
INDP Percentage of independent directors on the board.
BLKSHR The percentage of shares held by individual investors above 5 percent.
MGROWN Percentage of shares held by directors
RISKCOM A dummy variable set to 1 for companies that establish risk management committee.
CORPCOM A dummy variable set to 1 for companies that establish corporate governance committee.
LOGTO Natural logarithms of total assets.
RITA Ratio of inventory to total assets.
GEARING Long term debt divided by total assets
BIG4 A dummy variable set to 1 for companies audited by any of the Big4 audit firm and 0 if otherwise.
NOSUB Number of subsidiaries plus one.
s, Error term.

Source: Authors’ compilation, 2016

had a mean value of 0.21%, the mean value for
boardroom ETHNIC representation was 0.51% and
INDP mean value was 0.49%. The value for

4.1. Preliminary analysis

Table 3 shows the descriptive statistics for the full
sample of 123 observations for the firms that were
employed to run the audit fees model. The table
presents the mean, minimum, maximum, and
standard deviation values. As shown in Table 3,
the audit fees for the sampled companies ranged
between 400,000 Naira and 135,000,000 Naira
(foreign exchange rate is 165 Naira for 1 dollar),
and foreign-owned companies represented by FOR

individual concentrated ownership (BLKSHR)
ranged between 0.05% and 0.99% and the
maximum value of managerial ownership
(MGROWN) was 3.79%. The results also showed
that RISKCOM and CORPCOM had mean values
of 36% and 28% respectively, indicating that less
than half of the sampled companies had
established a risk management committee and a
corporate governance committee. The mean
number of foreign directors on the board was 21%.

Table 3. Descriptive Statistics of Dependent and Control Variables

Variable Observations Mean Standard deviation Minim Maxim
FEE 123 14,600,000 20,400,000 400,000 135,000,000
TBD 123 0.47 0.31 0.0 1.18
FOR 123 0.21 0.24 0 0.89
ETHNIC 123 0.51 0.50 0 1
INDP 123 0.49 0.28 0 1
BLKSHR 123 0.56 0.21 0.05 0.99
MGROWN 123 0.14 0.38 0 3.79
RISKCOM 123 0.36 0.48 0 1
CORPCOM 123 0.28 0.45 0 1
LOGTO 123 9.73 0.81 7.51 11.38
RITA 123 0.89 4.88 0 54.14
GEARING 123 10.76 18.52 0 122.37
BIG4 123 0.62 0.49 0 1
NOSUB 123 2.93 2.92 0 14

Source: Authors’ compilation, 2016
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4.2. Tests for random and fixed effects
regression

The choice between random and fixed effects was
based on the Hausman test (Green, 1997). In order to
choose the appropriate model, the Hausman test was
run because the Hausman test checks whether the
errors (Uj) are correlated with the regressors. If pro >
chi2 is < 0.05 (i.e., significant) the fixed effect model is
used (Greene, 1997). The Hausman test shows a
probability greater than 0.05, so the null hypothesis was
rejected; hence, the random effects model is appropriate
for the study. By implication, the individual error
component is not correlated with the regression
variabiles, thus OLS estimator is consistent.

4.3. Results of model

Table 4 presents the generalist square random regression
results. A good linear fit was achieved with an adjusted R?
of 64%. This suggests that the model explains more than
of the 60% variation between the dependent variable and

the independent variable. The regression coefficient for the
composite measure of board dynamics (TBD) in model 1
was positive and significant in predicting the amount paid
as audit fees by Nigerian publicly listed companies. The
finding is consistent with the agency theory, which states
that an effective board will be more thorough in their
monitoring role and therefore will make more demands in
an audit engagement. Next, the regression coefficient for
nationality of members of the board of director (FOR) in
model 2 was positive and significant indicating that in order
to be more transparent, foreign directors will pay more for
audit services to ensure the credibility of financial
statements and protect the reputations of the directors
(Ahmad, Houghton and Yusof, 2006). In model three, the
coefficient of boardroom ethnic balance (ETHNIC), which
indicates the presence of the three prominent ethic groups
in Nigeria in the boardroom, the coefficient was positive
although not significant. Lastly, in model 4, the coefficient
for the percentage of independent directors (INDP) was
positive but not significant.

Table 4. Regression Model

MODEL 1 MODEL 2 MODEL 3 MODEL 4 VIF
TBD 0.049 0.033 0.021 1.47
(2.84"%)
FOR 0.524 2.26
(4 1 5***)
ETHNIC 0.033 6.28
(1.35)
INDP 0.021
(0.47)
BLKSHR 0.074 0.053 0.069 0.074 1.23
(2.61°%) (1.530) (2.44%) (2.53"%)
MGROWN -0.081 -0.113 -0.076 -0.075 1.29
('3.61 ***) ('5.53***) ('3.4***) ('3.34***)
RISKCOM -0.095 -0.088 -0.089 -0.099 147
(_8.33***) (_5.78***) (_6.9***) (_8.08***)
CORPCOM 0.088 0.099 0.082 0.086 1.35
(6.29"%) (6.41%) (6.01*%) (6.25"%)
LOGTO 0.417 0.399 0.415 0.418 1.68
(37.81™) (26.08**) (40.11™) (39.42*)
NOSUB 0.020 0.026 0.019 0.021 1.39
(6.16"%) (7.58"%) (5.58"%) (5.95"%)
RITA -0.098 -0.135 -0.087 -0.085 119
(_7.72***) (_5.91***) (_7.2***) (_0.085***)
GEARING -0.001 -0.001 -0.001 -0.001 1.09
(-4.08") (-1.52) (-4.13") (-3.04*)
BIG4 0.277 0.270 0.284 0.282 1.18
(19.9"%) (14.02***) (22.33"%) (20**%)
_cons 2.629 2.808 2.653 2.629
(27.65") (20.82**) (29.27) (27.18*)
F 0.000 0.000 0.000 0.000
Mean Vif 2.32
Adjusted Rs 64 60 60 60
Notes: * = significant at 10%, ** = significant at 5% and *** = significant at 1%
Source: Authors’ compilation, 2016
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Across the three models the coefficient of individual
block shareholders (BLKSHR) was positive and
significant, although in model 2 the coefficient was not
significant. The coefficient of managerial ownership was
significant and negative across the three models. With
respect to board risk committee (RISKCOM), the
coefficient was negative and significant in the three
models, and, for the corporate governance committee
(CORPCOM), the coefficient was positive and significant
in all the three models. In addition, and consistent with
prior literature, firm-specific control variables such as
client size proxy by log of turnover (LOGTO), client
complexity proxy by number of subsidiaries (SUB) and
the ratio of inventory to total assets (RITA) and client risk
proxy by long term debt to total assets (GEARING) were
all significant and in line with the findings of prior studies.
Likewise, the coefficient of the proxy for Big4 auditors for
auditor characteristics (BIG4) was positive and
significant in all the three models.

Factors determining auditors’ fees have been of great
interest owning to the likely threat of high fees to
auditors’ independence. Similarly, boardroom diversity is
widely being touted with the claim that it improves the
oversight function of the board of directors. To examine
such issues in the context of Nigeria, this study looked at
the effect of boardroom diversity on audit demand
expressed by audit fees. Overall, the paper contributes
to the investigation on the diversity-audit demand
relationship by showing that multiple diversity attributes
have a compound effect on the extent of audit demand.
The results found that the total board diversity (TBD)
index developed in this study impacted the demand of
the board of directors for audit services more
significantly than the individual diversity attributes as
TBD enhanced audit demand. This finding is consistent
with theoretical justification that boardroom diversity
improves the monitoring function of the board of
directors because the board will likely comprise
individuals with independent minds (Walt and Ingley,
2003). According to Carcello et al. (2002) and Knechel
and Willekens (2006), independent and diligent board of
directors will demand high-quality audit services to
safeguard their reputations and avoid litigation risks
arising from non-performance.
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The current study’s finding reflecting the Nigeria context
may provide more relevant and interesting conclusions
for emerging markets that exhibit similar corporate
governance features most especially in countries with
type two agency problems and with weak
implementation and enforcement mechanisms. Based
on this study, regulators could consider improving
boardroom diversity, most especially with respect to the
individual diversity features examined, would be an
excellent measure to improve the effectiveness of
boards of directors in Nigeria.

Like any other empirical study of this nature, this
research is imperfect and has limitations requiring that
the findings be interpreted within the purview of the
highlighted limitations. The first limitation arises from the
limited generalizability of the study. This is due to the
small sample size and single country context that was
necessitated due to the hand collection of data, the
availability of data at the time of data collection and the
need to control for institution differences in the sample.
In addition, the present study excludes banks and other
financial institutions due to their reporting structures. To
this extent, the results of the sample may suffer from
sample bias. Although the sample is a replica of many
other emerging markets, future studies could use
longitudinal data and adapt the model used in this
current study to provide more robust findings.

Second, contextual variables capturing corporate
governance practices in Nigeria that are distinct from
what are obtainable anywhere else should be introduced
in future studies on audit pricing in Nigeria. Probably,
such variables could serve to explain the variations in
audit fees better within the Nigerian context. Such
variables could emanate from ownership structure types
in the country or the dominance of one ethnic group in
the board structure, if possible, in line with the risk
averseness and business shrewdness of each ethnic
group. Similarly, future studies could capture the overall
effects of regulatory changes in the Nigerian financial
reporting architecture and investigate how these affect
the audit market as a whole.

Third, non-audit fees are lumped together with audit fees
in the annual reports and consequently the study used
auditor’s remuneration. However, the study does not
expect non-separate disclosure of these fees to affect
the findings of the study because it is less relevant in
Nigeria.
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Lastly, consistent with resource dependency theory, connected firms and board negotiation skills on audit
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future studies within this regulatory setting could pricing.
examine the impact of networking of politically
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Abstract

The Global Reporting Initiative (GRI) is an organization
that has managed to impose its reporting practices on
corporate responsibility among large transnational
companies. The model proposed by GRI is based on the
supposed convergence between the economic, social
and environmental dimensions of sustainable
development. This convergence can be presumed at
macroeconomic level, but at the level of enterprises, the
three dimensions are often divergent. By analyzing the
structure of reports included in the GRI database, our
article aims to identify the factors that impact on
company’s behavior in the corporate responsibility
reporting process. In addition, our research invites to
answer the following question: is it not possible that
these reports attempt to exaggerate company
environmental and social performance, rather than to
cause a change in their conduct?
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Over the past 35 years, there has been a significant
increase in the number of standards concerning
corporate social responsibility, coupled with a similar
increase in their popularity. Thus, Ligteringen and Zadek
(2005) notice that there are approximately 300
standards relative to corporate responsibility at global
level and that all these standards and codes can be
divided into three categories:

1. Normative frameworks which instruct companies
what to do;

2. Guides which instruct companies how to evaluate
and communicate information about their actions;
and

3. Management systems which help companies
integrate their activities.

Amidst this multitude of standards, Global Report
Initiative (GRI) offers a guide through which
environmental problems should be better connected to
the other aspects that are fundamental in promoting the
development of a sustainable society (Marimo, Alonzo-
Almeida and Rodriguez, 2012). A significant number of
researchers and institutions consider that GRI is the
most frequenytly used standard at world level in
corporate non-financial reporting (Skouloudis,
Evangelinos and Kourmousis, 2009; Prado-Lorenzo,
Gallego-Alvarez and Garcia-Sanchez, 2009).

Over the past years, it has been noticed that
increasingly more companies have got involved
voluntarily in the process of issuing and implementing
corporate social responsibility standards, and especially
environmental standards. Certain authors (Chersan,
2015) show that, as a result of their rising responsibility
towards the society, companies have started publishing
information on the impact of their activity on the
environment, information on their own employees and
aspects that are connected to corporate social
responsibility, in separate reports that accompany
financial statements made available to shareholders.

The so-called voluntary compliance implies going
beyond legal obligations. Schwindenhammer (2013)
studied company voluntary norm adoption and identified
two types of behaviors:

e companies that contribute to the process of
establishing and developing norms and
consequently, they are considered norm-
entrepreneurs, and

No. 4(136)/2016

e companies that accept and implement certain norms
and are considered norm-consumers. Norm-
consumers can be grouped in two categories: those
that accept norms and those that implement them.

Norm acceptance occurs after the institutionalisation of
norms and it implies the fact that companies publicly
admit that the norms have been adopted. Unlike norm
acceptance, norm implementation always supposes an
individual effort of the company that has to adjust its
practices, especially in the field of corporate reporting.

Taking into account the degree of norm acceptance and
implementation, Schwindenhammer (2013) identified
three categories of entities:

o those that accept and implement international norms
comprehensively (all-embracing norm-consumer);

e those that admit that their activity occurs under the
incidence of these norms, but implement them
incompletely and inconsequently (incomplete norm-
consumer), and

o those that reject the acceptance and implementation
of the norms (non-consumer).

The current company behaviour relative to the
acceptance of the GRI corporate reporting model can be
explained as follows, in a nutshell:

“If you want to be a ‘global player’ that is now socially
accepted, you must at least subscribe to a few
international norms concering human rights and
environmental protection, and issue reports that would
highlight the efforts to implement these norms via
changes in management and production rules” (Risse,
2007, p. 135).

We are going to make two types of analysis in the
article:

1. An analysis of the origin of the companies which
publish sustainability reports according to GRI, from
the geographical point of view and from the
belonging to the OECD;

2. An analysis of the entities which include reports in
the GRI database from the point of view of the
activity sector, of the size of the companies and of
the GRI guidelin applied.

This paper is structured as it follows: in the next secton
we presented a revision of the literature regarding the
GRI reporting. A presentation of the research
methodology and of the result of the study follow. The
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paper ends with the discussions and conclusions of the
research.

GRI has been launched in 1999 and since then a
generally accepted framework on sustainability reports
content, format and style has been developed (Brown,
de Jong si Lessidrenska, 2009), which has extended
companies’ responsibility beyond their traditional role to
publish financial information. After the third generation of
GRI guides — G3 was published in 2006, 2013 saw the
emergence of a fourth generation of GRI guides — G4,
as a result of an extended and structured process of
public consultation. Let us mention here that GRI does
not monitor compliance with norms, nor does it sanction
incompliance; it only requires companies to declare their
level of applying the general GRI framework, thus
differentiating between categories of firms that report
according to these standards. Actually, the GRI guide
suggests the ways in which a company can show what it
does and, although it does not require organisational
changes or external company performance appraisal,
GRI carries out evaluations that analyze a company’s
adjustment to the issued guides. In order to increase the
credibility of the issued reports, the latter are often
checked by auditing firms such as Deloitte,
PriceWaterhouseCoopers, KPMG or Ernst & Young.
Over the last years, there has been a singnificant
increase in the number of companies that apply G3 in
their reporting process; this is the case especially with
transnational companies from OECD
(Schwindenhammer, 2013). Also, with the emergence of
G4, we have identified an increase in reporting
according to this latest guide, paralleled by the decrease
in the number of companies that report according to G3.
Actually, the very purpose of developing such guides is
to offer better reporting solutions; therefore, the
observed phenomenon is logical and it also occurred in
the transit stage from G3 to G3.1.

In the same line of thought, Marimon, Alonzo-Almeida
and Rodriguez (2012) argue that the objective of the
GRI guide is to create reports that would complement,
rather than replace, other company reports. GRI reports
contain information related to a company’s economic,
environmnetal and social issues. This approach, known
as Triple Bottom Line (Elkington, 1994), also
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incorporates the so-called “3 p’s” (people, planet and
profit) and it offers a general framework that allows the
evaluation and reporting of an entity’s results based on
economic, social and environmental parameters.

Writing about the reporting model proposed by GRI,
Prado-Lorenzo, Gallego-Alvarez and Garcia-Sanchez
(2009) state that it is a harmonized, standardized, easy
to understand and objective report for companies
worldwide. Also, Clarkson, Overell and Chapple (2011)
state that recent studies indicate a significant relation
between information published voluntarily (mentioned in
the GRI guide) and environmental performance.

In 2011, the European Commission, upon revising the
previous definition of corporate social responsibility,
stated that it represents “the responsibility of enterprises
for their impact on society” (European Commission,
2011, p.6). Thus, the new definition approaches
companies in their discovered capacity as partners that
can establish rules, namely as entities that have the
technical expertise or important financial resources
available that can be used to solve environmental
issues.

Ligteringen and Zadek (2005) recommend companies
the following actions that would lead to convergence
around a set of standards, instruments and guides:

- adopting standards which will constitute the most
probable general global framework concerning
sustainability;

- promoting these standards, instruments and guides,
investing in their development and adoption by
others;

- supporting actions that allow companies to integrate
the use of key standards, instruments and guides, so
as to increase efficiency and create value;

- participating actively in standard development.

At the same time, one can state that the adoption of
corporate social resposibility practices takes different
paths in different countries of the world due to cultural,
legal, political, economic and social differences. Thus,
Konrad et al. (2006) argue that firms in developed
countries wish to boost their reputation; hence, they
highlight gender and minority issues from their internal
activity, and they point out social activities as external
activities. Developing countries wish to achieve visibility
for international investors and, consequently, they focus
on compliance with international requirements
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concerning products and social issues. In addition, in
developed countries, governments are the main
promotors of corporate social responsibility practices,
while in developing countries, governments are reluctant
to legislation concerning the environment, labor
conditions or curbing corruption. A similar opinion is
shared by Jamali (2007), who noticed that corporate
social responsibility does not raise particular interest in
developing countries because the civil society in these
countries is not sufficiently organized and governments
do not promote corporate social responsibility practices.

On the other hand, Lahtinen and Myllyviita (2015) show
in their study that topics such as “impact on landscape”,
“length of impact’, “spiritual values”, “persistence of
traditions” and “adaptability to cultural changes” are not

at all approached in GRI guides.

Certain studies (Konrad et al., 2006; Waddock, 2008;
Perez-Batres, Miller and Pisan, 2010) suggest that the
desire to gain the market's trust, to attract or maintain
investors, respectively to improve a country’s image, is
relevant in the process of adopting GRI standards. Other
authors (Khanna, 2001; Porter and Kramer, 2006)
consider that adopting corporate social responsibility
standards can be used to identify competitive
advantages.

In order to estimate the degree of compliance with GRI
in corporate reporting at international level, we started
from the GRI database, the limited version (available at
https://www.globalreporting.org/services/Analysis/Report
s_List/Pages/default.aspx), which comprises GRI reports
published over the last three years (2013, 2014, 2015)
and we analyzed the structure of these reports
according to the following classification criteria:
geographic distribution, sector of activity, category of
enterprise and its relation to OECD. Within each
category we then identified the degree of compliance
with the various variants of GRI guides. Also, in order to
study the evolution of tendencies to report according to
GRI across a longer period of time, we included in the
analysis the study performed in 2012 by Marimon,
Alonso-Almeida si Rodriguez which also started from the
GRI database, and which covers the period 1999-2010.

The database that we used in our study comprises the
following categories of information: data about the
reporting organization (its name, size, sector, country,
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region) and data about reports (year of publication and
type of report). For the year 2013, it also supplies
information concerning the status of countries relative to
the OECD. The number of entries in the database is
significant: 4,828 firms for the year 2013, 5,211 firms for
the year 2014 and 2,913 firms for the year 2015. The
low number of entries for the year 2015 can be
explained by the fact that we collected the information at
the beginnig of 2016 and the registration of reports on
the previous year in the database is underway. Our
study tackled only GRI certified reports (which comply
with GRI, even though to different extents); hence, in
comparison with the number of entries in the initial
database, our study included 3,238 firms for the year
2013, 3,981 firms for the year 2014 and 2,405 firms for
the year 2015. The analysis has been intuitive, based on
direct observation and the comparative analysis of the
database content, which allowed us to describe and
explain the identified trends. For data processing, we
started from the previously mentioned database, which
is in an Excel format, and we used the facilities provided
by Microsoft Office — Excel Pivot Tables. A limit of our
study consists in the short period of time that we
analyzed directly due to the lack of availability of data for
previous time intervals.

The highest number of GRI certified reports was
registered in 2014: 3,981 companies published
sustainability reports acording to GRI, at world level,
while in 1999 there had been just 6 companies.
Developments for each region are presented in Table 1.
Europe and Asia have the highest number of GRI
certified reports. There are a few explanations for this
state of facts: the European Comission declared 2005
the year of corporate social responsibility for European
Union countries; Great Britain was the first country which
appointed a minister to supervise sustainability policies;
in France, there is the legal obligation that firms with
more than 300 employees should draw social
responsibility reports (Marimon, Alonso-Almeida and
Rodriguez, 2012). At the same time, Finland, Sweden
and Spain started accepting and imposing corporate
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social responsibility rules at national level (Levy, Brown lack of activity was accounted for by the legislation

and de Jong, 2010). With reference to Asia, Welford which establishes, imperatively, the number of working
showed in 2005 that although this area had registered a hours, the maximum number of extra hours and the
high rate of increase in the past years, however, its structure of salary expenses. Also, the author referred to
contribution to social resposibility was still minor. This the fact that long hours are a habitual practice in Asia.
Year Africa Asia Europe ALat'P Nort.h Oceania Total
merica America
1999 0 1 0 0 5 0 6
2000 3 7 1 1 2 1 15
2001 1 1 15 2 6 9 34
2002 8 3 22 9 31 12 85
2003 2 3 54 5 31 10 105
2004 22 8 115 9 47 14 215
2005 23 29 180 17 50 23 322
2006 25 39 223 51 70 40 448
2007 24 85 342 80 27 48 606
2008 51 185 457 141 38 71 943
2009 54 304 647 189 83 90 1367
2010 55 367 829 258 66 81 1656
2013 167 1119 1344 613 439 122 3804
2014 167 1183 1443 619 453 116 3981
2015 47 702 940 418 274 24 2405

Source: Marimon, Alonso-Aimeida, and Rodriguez (2012) and GRI database (2016)

the evolution of reporting according to GRI. They 2013-2014, the increasing trend was maintained, but at
capture the hightened increasing trend of this type of a moderate pace.

Figure 1. Evolution of reporting according to GRI during the period 2001-2010
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Figure 2. Evolution of reporting according to GRI during the period 2013-2014

800

1600 -
1400 -
1200 M Africa
1000 Asia
M Europe

600

400

200

0 T

—

W Latin America
® North America

Qceania

—

2013

2014

Source: Own processing

In our analysis, one element that can be surprising is
the low level of reporting according to GRI (as well
as the very low increase rate of reporting during the
period 1999-2010), registered among countries from
North America — an area in which we have been
accustomed to think of the USA as a promoter of
reports to all categories of stakeholders. One
possible explanation could be that although USA
grants special attention to activities covered in
sustainability reports, it does not need the GRI guide
because companies that supply information on social
and sustainability policies use other channels.
However, during the last time interval analyzed

(2013-2014), at the level of North America, a higher
increase rate was registered, although the level of
reporting fails to come even close to half of the level
registered in Europe. It is possible that this rise is the
result of the increasingly stronger perception that the
latest financial crisis was caused especially by the
financial service sector, which is strongly
represented in the USA.

Depending on the status of the country in which the
reporting company is located, relative to the OECD, we
noticed that for the year 2013 (the only one for which the
GRI database supplies data), the situation concerning
reporting according to GRI is as follows:

Table 2. Reporting according to GRI depending on country status relative to OECD

GRI- G3 GRI - G3.1 GRI-G4 | o - Total | Pecentage
eferenced

Member of OECD 7 1,054 45 335 2,205 57.97%
Receives development

aid through the OECD

Development Assistance

Committee (DAC) 421 789 16 215 1,441 37.88%
Non-OECD / Non-DAC 33 109 1 16 158 4.15%

Source: Own processing

We can notice that OECD member countries have the
highest number of companies that report according to
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GRI - 57.97%, followed by countries which receive
development aid through the OECD Development
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Assistance Committee (DAC) — 37.88%, while the
number of firms which report according to GRI in
countries which are not OECD members or which do not
benefit from OECD support is very low — 4.15%.

The conducted analysis showed that reporting according
to GRI was adopted by 38 different sectors of activity.
Figure 3 indicates an increasing tendency to use GRI in
each sector that is in top 9 in terms of reporting according
to GRI (together, the analysed sectors represent 47% of
GRI reports in each of the analyzed years).

The increasing tendency identified by us confirms the
same evolution identified by Marimon, Alonso-
Almeida and Rodriguez (2012) in a study that
concerned the period 1999-2010. Unlike the
mentioned study, which pointed out a hightened
increase in reporting according to GRI, especially
after 2006 (when GRI - G3.1 was issued), our
research highlights a moderate increasing tendency.
Although GRI initially emerged especially as a
reporting recommendation concerning aspects
connected to the enviornment, we noticed, just like
Marimon, Alonso-Almeida and Rodriguez (2012) that
financial services are the best represented sector
over the last years in reporting according to GRI.
Ogrizek (2002) suggests that this increasing
tendency is the result of the influence of USA, where
legal factors and activism establish the lines of action
of companies that offer financial services.

Figure 3. Distribution of GRI reports along sector of activity (sectors in top 9 in the 2016 GRI database)
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We noticed that the energy sector (including the oil
industry), the chemicals and mining are in the category
of top sectors as far as reporting according to GRI is
concerned, probably due to the (real or potential)
negative influence of these sectors on the environment.
Also, we noticed that companies operating in
constructions, food and beverage products, technology
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hardware and telecommunications industries are
proactive in publishing corporate social responsibility
reports, thus showing a hightened sensitivity to social
and environmental problems.

By analyzing the structure of reporting according to GRI
relative to company size and its evolution during the time
interval covered by our study, we noticed that the top
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position is occupied by large companies (which, by the seconded by multinationals, followed, in the third

EU definition, have more than 250 employees and a position, by small and medium size companies. Similar
turnover higher than 40 million Euro or a total of the results had previously been obtained by Preuss and
balance sheet higher than 20 million Euro - EU, 2013), Barkemeyer (2011).

Figure 4. Distribution of GRI reports according to category offirms ‘
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The result was predictable given that the process to A final structure analysis aimed to estimate compliance
collect, check and elaborate these reports supposes of reports with the GRI guides that are currently
very high costs. applicable (GRI - G3, GRI - G3.1 and GRI - G4).

Figure 5. Comparative situation of the evolution of reports according to their compliance with GRI guides
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Whereas before the emergence of GRI - G4, one could
notice a relatively constant increase of reports prepared
according to GRI - G3 and GRI - G3.1, after the
publication of GRI - G4 in 2013, the number of reports
prepared according to third generation guides dropped,
while the number of reports prepared according to GRI -
G4 increased. The evolution is not surprising if we
consider that the writing up of new guides is carried out
after a constant and structured process of consulting
stakeholders, among which are especially firms
interested in the process of reporting according to GRI.
Therefore, any new guide meets company reporting
intentions first of all, and subsequently, the information
requirements of stakeholders. This context can also
explain the relatively constant number of reports that
take GRI as a reporting model, without complying with
any particular guide.

First, we noticed that companies which operate in
Europe and in Asia are ranked on the top position as
far as publication of reports written according to GRI
is concerned, and they are followed by companies
that operate in Latin America.

Our observations confirm certain previous results.
Thus, Waddock (2008) identifies the highest rate of
GRI adoption in China and explains it by the fact that
this country has been accused of disasters and
abuse in terms of free competion and human rights;
hence, China is concerned with improving its
corporate social reporting practices and its reputation
in terms of sustainability.

Second, a significant percentage of companies which
operate in OECD member countries or in countries
that benefit from assistance from the Committee to
support OECD development report according to GRI,
while companies situated in countries that are not
OECD members or that do not benefit from this
organization’s support report according to GRI in an
insignificant percentage.

Third, we noticed that GRI guides are adopted by
companies which operate in sectors of high
environmental risk (the chemicals, mining and
energy). Many of these firms are also very visible on
the capital market.
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Fourth, we noticed a relatively constant increasing
tendency among firms that report according to GRI,
with a focus on large enterprises and multinational
companies, that have significant resources. As Levy,
Brown and de Jong (2010) also show, GRI standards
and guides are ignored by small and medium size
enterprises because publishing non-financial
information is costly and quite complex.

Finally, we identified the firms’ tendency to comply
with the most recent guides and recommendations
for corporate reporting, under the circumstances
where several variants are applicable. Therefore,
with the emergence of G4, one can notice an
increase in reporting according to this guide,
paralleled by the decrease in the number of
companies that report according to G3. The
phenomenon is logical and it was noticed also in the
transit stage from G3 to G3.1.

Unlike previous studies that were carried out on a
much smaller number of companies (for instance,
Marimon, Alonso-Almeida and Rodriguez carried out
a study on the GRI database from 2010, which
comprised only 1,656 companies), our research used
the GRI database from 2016, which comprises a
significant number of registrations (the highest
number of analyed companies was 5,211, in 2014).
The limit was given by the smaller number of years
for which we have managed to perform our analysis.
However, the results obtained by us agreed with
those obtained in previous studies.

Given what we have noticed so far, one can
anticipate an increase in the degree of adopting GRI
practices, despite the high costs associated to data
collection, to report writing and checking (Koerber,
2010). Moreover, certain authors (Brown, de Jong
and Lessidrenska, 2009) consider that the process to
develop GRI standards will continue and it will
benefit from support as long as new guides will be
issued, with specific information for certain sectors
and countries.

KPMG's latest study (2015) on corporate
responsibility reporting shows that the tendency
among companies to include more information on
corporate responsibility in their annual financial
reports is determined by two factors: first, information
concerning corporate responsibility is increasingly
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more perceived by shareholders as relevant to
understand risks and opportunities that are specific
to the company and, second, stock exchanges and
governments institute requirements for companies
concerning the inclusion of corporate responsibility
data in annual reports.

Yet, the Volskwagen scandal raises many question-
marks concerning what can be hidden in the very
detailed and bulky reports that comply with the
highest corporate social responsibility standards.
Thus, an article by Schwindenhammer (2013) shows
that 5 German companies (BASF, Bayer, Daimler,
RWE and Volkswagen) fully comply with GRI norms

and, in addition, this observance is externally
assured by suppliers of auditing services. The study
also makes reference to an analysis performed in
2010 by the Institute for Ecological Economy
Research, which indicates that firms which comply
with GRI are best ranked in the hierarchy of firms
that report sustainability information appropriately.
However, despite this information supplied by
German researchers, the Volkswagen scandal
shows that, beyond reports that wish to present a
certain image of the company, reality can be much
different and, what is more serious, even in
contradiction to these reports.
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Corruption has become one of the most vicious mass
phenomena, affecting, in most cases, the general wealth
of the population. The paper closely surveys a set of
measurable variables which have a very high impact
over the dimensions of corruption as a phenomenon.
Two of the aforementioned variables are part of a
bureaucratic component, specific to the public system —
the number of taxes, duties and contributions that an
economic entity has to pay for the right to conduct
business on the territory of a state, and the amount of
time assigned for the payment of the duties for a year’s
interval. The variable, generally called the taxation level,
assumes an economic perspective over the
phenomenon of corruption, which may be encouraged
or, on the contrary, inhibited by the government’s fiscal
strategy. The last component, called Human
Development Index (HDI), assumes a social perspective
over corruption, surveying the people’s behavior, which
is also able to amplify or decrease the dimensions of
corruption as a phenomenon. The whole scientific
attempt is synthesized in the form of a corruption map,
based on the estimated spread of the phenomenon for
each surveyed country.
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Corruption is a mass phenomenon having multiple
valences. As seen from an economic perspective,
corruption may be considered as a threat to the
democratic regimes, as it allows violation of social rules,
generating social inequities and discrediting
governmental institutions, which finally has negative
effects over the economic development of a country
(Straupenhurst, Ulrich and Strohal, 2006).

Generalized corruption is considered to happen when
the general social services, which should be available
for the population, are controlled by a small group of
people which are intentionally using them for their own
personal benefits (Jensen, Li and Rahman, 2010). A
very good proof of the destructive potential corruption
has when out of control may be found in a Latin-
American country, namely Peru, which owns one of the
largest gold mines in the world, Yanacocha, but is not
able to capitalize this potential for the general wealth of
the own population, which, in large majority, lives in
poverty. Another proof for the destructive potential of
corruption may be found in Russia. According to the
Transparency International’s report in 2010, Russia was
the most corrupt country in G20, being at par with
countries like Papua — New Guinea, Congo-Brazzaville
or Kenya. From a social perspective, the corruption may
be correlated with the power abuse allowed by a public
office, for personal or group interest, so as to obtain
financial, status-related or image-related advantages.
The corruption phenomenon, exactly as a computer
hacker, aims the vulnerable areas of the public system,
and then illegally exploits them for personal benefits
(Raicu, 2010).

A faulty legal system which allows for social inequities
and does not require total transparency, may become an
aggravating factor for the development of corruption.
Corruption flourishes in the absence of transparency,
while responsibility and transparency are basic
prerequisites for its prevention (Pana and Nisulescu,
2013).

Uslaner (2008) finds that countries having authoritarian
regimes also have an increased risk for the development
of corruption, when compared to democratic states.
Morris (2009) has developed some detailed analyses in
this area, surveying the political elites’ possibilities to
reform and implement measures for the significant
decrease of corruption, both in democratic and
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totalitarian regimes. In order for the corruption to exist, it
should act and be functional on two different directions.
The first one is the corrupting power, the second is the
corruptible power. The tighter the relation between the
two, the higher the corruption level. Unfortunately, during
the last years, in Romanian top offices were promoted a
lot of persons missing a proper moral conduit and
showing an open support for the political elites shaping
the destiny of the people (Voicu, 2013). The two-
directional approach of the corruption as a phenomenon
can also be found in the European Commission’s report
regarding the directives for combating corruption in the
private sector. Thereby, the phenomenon of corruption is
divided into active corruption, designed to provide
economic benefits for the preferential settiement of
some issues, while passive corruption involves the
passive acceptance or even the request of such
economic benefits (Maxim, 2013). The government may
be able to limit corruption at the level of companies, by
means of an equal treatment for all companies, without
size-based discrimination; as an economic entity, in the
absence of sales value, profit or employees’ number-
related constraints, will not be tempted to apply
unorthodox methods to place the aforementioned
indicators between certain values (Nisulescu and
Popescu, 2013).

Whatever the vision that we have on corruption, one of
the most powerful tools in fighting this phenomenon is to
inform and increase people’s awareness about the
disastrous consequences corruption may have over the
general wealth and life standard.

The purpose of this research is to support potential local
or foreign investors having business operations in
Romania and intending to also develop activity over the
American continent. It is intended to achieve a quick and
easy to interpret tool, which should be able to provide
investors an overview of the social and economic
environment of the concerned countries, so as the
investors may act wittingly based on each surveyed
country’s profile and tolerance for corruption. The
scientific demarche implies the literal sketching of a map
of the American continent from the perspective of the
corruption level and extension.

There are multiple entities studying corruption at the
macroeconomic level, but one of the most prominent
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and internationally recognized organizations is
Transparency International, which performs yearly
charts of all the countries in the world, based on the
perceived general level of corruption. Hereby,
Transparency International is an information provider,
providing rankings of all world countries according to
their scores. Such a ranking will be the dependent
variable in this study, called “the perceived level of
corruption”, the other variables will be reported to. For
the other four independent variables (the number of
taxes and duties, the time resources, the taxation level
and the Human Development Index — HDI), which will
more or less correlate with the dependent variable, the
used data sources will be United Nations Human
Development Report and the Paying Taxes Report for
2014, developed by PricewaterhouseCoopers. In
developing the current research, the 2014 reports were
chosen, as they were the only sources providing detailed
and complete information for each analyzed country, so
as the correlations could be performed.

The paper assumes as a novelty the fact that the
resulting country rankings and the resulting map will be
built based on the estimated level of corruption, by
means of the four aforementioned independent
variables. The first two variables (the number of taxes
and duties and the time resources — as number of hours)
represent the bureaucratic component of a state which
may encourage or discourage the access of a foreign
investor on the local market. The two variables are
generally in correlation, in that the greater the values of
the first variable, the bigger the time resources required
for the payment of all the taxes and duties for a year.
The next variable, taxation level, which is also oriented
on the economic area, like the previous two, refers to the
percent of the profit an economic entity has to pay as
taxes and duties. The last variable, the HDI, also
enclose a social side, as it refers to the actual life
standard and development perspectives of an individual,
which may shape the person’s behavior and contribution
to the general level of corruption.

The working procedure for this research implies the use
of statistical functions, correlation tools, as well as the
Excel Data Analysis tool, which will return some
coefficients expressed as percent so as to assess the
degree of influence of each of the four dependent values
over the dimensions of corruption as a phenomenon. By
applying these percent values to each independent
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variable, followed by the summation of the values of all
the four for each country, an ascending sorted chart will
be obtained. From comparability reasons, Romania will
be included in the 31-countries sample. Thereby, based
on successive comparisons to the values recorded for
our country, we will be able to perform a highly accurate
assessment of the dimension of corruption spread in
each of the 31 countries. Based on the average level of
corruption for the whole sample, three zones will be
delimited as follows:

e Zone one encloses the countries where corruption
has significantly lower levels, when compared
against the whole sample average;

e Zone two encloses the countries whose score is
close to the whole sample average;

o Zone three will enclose the countries having
corruption levels significantly higher than the
computed sample average.

After obtaining these rankings divided into zones, a map
will be built and subsequently commented and analyzed
from different perspectives.

As a result of the data collection process for the year
2014, a database was obtained, as synthesized in
Table 1.

As a result of using the statistical tool over the analyzed
population, a set of correlation coefficients were
obtained. The squared values of the correlation
coefficients resulted as percent values, computed for
each dependent variable, are as follows:

e The number of taxes and duties: 8.78%
e The time resources: 7.31%

e The taxation level: 10.12%

e HDI: 73.79%.

The database allows us to identify a few countries which
will enter zone three without any doubt, as their values
for time resources and taxation level are significantly
higher than the average. The first country that stands out
is Brazil, where an investor has to spend 2,600 hours a
year in order to pay all the taxes and duties.

Surprisingly, Brazil has only nine taxes and duties, which
renders the average time spent in order to pay a tax or
duty to become 280 hours, compared to the 5.12 hours
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in Romania. A significant time resource value is also
noted in the case of Bolivia, requiring 1,025 hours in
order to pay 42 taxes and duties. As comparison, we
may focus on Nicaragua, which also has 42 taxes and
duties, but a time resource cost five times smaller than
Bolivia, with 207 hours.

Significant time resources are also recorded for
Venezuela - 792 hours and Ecuador — 654 hours. None
of the aforementioned countries gets more than 50
points in the Transparency International chart,
paradoxically the higher score being recorded for Brazil
— 43 points, which sets this country at the same level as

Romania, also having 43 points in the chart of corruption

perceived level. At the opposite end of Brazil reside
Bahamas, having a yearly time resource value of 58
hours, rendering a spend of 3.22 hours for the payment
of a tax or duty, as Brazil was having a value of 280
hours for the same purpose. Second to Bahamas, and
the only one also having recorded yearly average time
resources under 100 hours is Saint Lucia — 97 hours for
32 taxes and duties, rendering an average of 3.03 hours
to pay a tax or duty, while the value for Romania is 5.12
hours. Even if the yearly average tax and duty payment
time resource for Romania is over 173 hours under the
average of the whole sample, our country is surpassed
by the sample average with over 10 taxes and duties.

Table 1. Database with the data pertaining to all the analyzed countries

. Perception of the Number of Time .
RIS corrur:)tion level taxes resources el il FAL
Antigua and Barbuda 74 57 207 41 0.783 24.86
Argentina 34 9 405 107.8 0.836 41.92
Bahamas 71 18 58 46.6 0.79 11.12
Barbados 74 28 237 40.8 0.785 2449
Belize 52 29 147 33.2 0.715 17.18
Bolivia 35 42 1,025 83.4 0.662 87.54
Brazil 43 9 2,600 68.3 0.755 198.32
Canada 81 8 131 24.3 0.913 13.41
Chile 73 7 291 21.7 0.832 25.3
Columbia 37 10 203 76 0.720 23.94
Costa Rica 54 22 226 63.8 0.766 2547
Ecuador 33 8 654 33.9 0.732 52.48
El Salvador 39 53 320 38.1 0.666 52.39
Grenada 63 30 140 45.3 0.750 18.01
Guatemala 32 7 326 40.9 0.627 29.05
Guyana 30 35 256 32.5 0.636 25.54
Haiti 19 47 184 404 0.483 22.02
Honduras 29 47 224 39.2 0.606 24.92
Jamaica 38 36 368 44.3 0.719 35.08
Mexico 35 6 334 53.7 0.756 30.93
Nicaragua 28 42 207 64.9 0.631 25.85
Panama 37 52 417 40.5 0.780 39.72
Paraguay 24 28 384 35 0.679 34.57
Peru 38 9 293 36.4 0.734 26.43
Dominican Republic 32 9 324 43.5 0.715 294
Saint Lucia 67 32 97 34.6 0.729 13.94
USA 74 11 175 46.3 0.915 19.12
Suriname 36 29 199 27.9 0.714 20.44
Trinidad and Tobago 38 39 210 29.1 0.772 22.29
Uruguay 73 33 310 41.9 0.793 30.58
Venezuela 19 71 792 61.7 0.762 70.94
Romania 43 39 200 42.9 0.793 32.97
Source: Authors’ compilation, 2016
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A front place is taken by Venezuela, having 71 taxes
and duties, the highest value for the whole sample,
followed by Antigua and Barbuda — 57 taxes and El
Salvador - 53 taxes. Perfect equality and values high
above the average a recorded for Haiti and Honduras,
having 47 taxes and duties each. The lowest value
belongs to Mexico — 6 taxes and duties, followed by
Guatemala and Chile with 7 taxes and duties each. Even
if the figures for Guatemala and Chile are quite the
same, and the yearly time resource are around 43
hours, the Transparency International chart reveals a
large gap in the perceived level of corruption for the two
countries, where Guatemala scores 32 points, while
Chile scores 73. This can be explained by the fact that it
is not the bureaucratic components who generate the
gap, but the taxation level, which is much larger in
Guatemala, and the Human Development Index, which
is a lot greater for Chile. Regarding taxation, a quite
unusual situation may be observed in Argentina, where
the taxation level is 107.8%. In other words, in order to

achieve a profit of 100 monetary units, an economic
entity has to pay 29.4% as work-related taxes, 3% as
direct taxation of profit, and another 75% with different
profit-related taxes and duties. High taxation levels are
also obvious for Brazil — 83.4% and Bolivia — 68.3%,
while the lowest levels are observed in the case of
Canada - 24.3% and Chile — 27.7%. The last variable,
the Human Development Index (HDI) depicts the life
standard of the people and is an important parameter for
measuring corruption. Countries with the highest HDI
values reside in North America — USA — 0.915 and
Canada - 0.913, followed by two Latin American
countries — Argentina — 0.836 and Chile — 0.832. Even if
the average for the whole sample is 0.734, Romania has
a significantly higher value — 0.793.

After applying the percentages to the four dependent
variables (the number of taxes and duties, yearly time
resources, taxation level and HDI), the result was a
series of scores, or rankings, which were used to assign
each country to a certain “zone”, as depicted in Table 2.

Table 2. Countries rankings and zones according to the estimated level of corruption

Country Ranking | Zone Country Ranking | Zone Country Ranking | Zone
Bahamas 11,12 1 Chile 253 2 Jamaica 35,08 3
Canada 13,41 1 Costa Rica 2547 2 Panama 39,72 3
St Lucia 13,94 1 Guyana 25,54 2 Argentina 41,92 3
Belize 17,18 1 Nicaragua 25,85 2 Ecuador 52,48 3
Grenada 18,01 1 Peru 26,43 2 Venezuela 70,94 3
USA 19,12 1 Guatemala 29,05 2 Bolivia 87,54 3
Suriname 20,44 1 Dom. Republic 29,4 2 Brazil 198,32 3
Haiti 22,02 1 Uruguay 30,38 2
Trinidad & Tobago 22,29 1 Mexico 30,93 2
Romania 22,97 1 El Salvador 32,39 2
Columbia 23,94 1 Paraguay 34,57 2
Barbados 24,49 1
Antigua & Barbuda 24,86 1
Honduras 24,92 1

Source: Authors, 2016

In order to properly establish the three zones, the
ranking of Brazil was eliminated, as it was significantly
biasing the general average, and the reference value
was 29.73 points. Oscillations were permitted around
this value, in a general marge of +/- 5 points. Therefore,
for the Zone 2, the interval was set between 25.3 points
(Chile) and 34.57 points (Paraguay). The countries
scoring less than 25.3 points were enclosed in Zone 1,
while countries scoring more than 34.57 points were
enclosed in Zone 3.
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In the “estimated level of corruption” chart, the
first place belongs to Bahamas which has the
best score — 11.12 points, followed by
Canada with 13.41 points and Saint Lucia
with 13.94 points. The three aforementioned
countries were noticed as having strong
positive situations since the build of the
database, as Bahamas and Santa Lucia were
the only countries with yearly time resources
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less than 100 hours for the payment of all the
taxes and duties. Canada registered very
good scores for the total number of taxes and
duties, and also a very good HDI value. As
compared against the sample average of
35.58 points, Romania scores 22.97 points,
which places the country in Zone 1, together
with Trinidad & Tobago, Haiti and Suriname.
The lowest score from Zone 1 belongs to
Honduras — 24.92 points, while the amplitude
of Zone 1 is 13.8 points.

Concerning the Zone 2 (the zone having values
close to the average of the sample), the first
position belongs to Chile — 25.3 points and the last
position belongs to Paraguay — 34.57 points, which
renders an amplitude of Zone 2 38.83% lower than
the amplitude of Zone 1. Zone 3 encloses the
countries with the highest perceived levels of
corruption, and also has the highest score
variations from country to country. Therefore we
can observe the lowest score in Jamaica — 35.08
points and the highest one in Brazil — 198.32
points. Brazil manages to establish the third
consecutive record when compared against the
other countries enclosed in the analysis. Since the
beginning Brazil stood out with a very high number
of hours for the yearly time resource — 2600, which
rendered an average duration of 288 hours
necessary for the payment of a tax, and now it is
the only country scoring more than 100 points, a
value 5.6 times higher than the average. When
comparing with our country, it can be said that
while Bahamas’s score is just two times lower than
Romania’s, the score of Brazil is more than 8.63
times higher than our country’s. The interesting fact
is that, even if it is placed last, Brazil has a number
of taxes and duties two times lower than Bahamas
and 4.33 times lower than Romania.

Based on the performed analyses and the
established rankings, according to the depicted
methodology, a corruption map will be built. The
map is meant to suggestively and easily present
the whole scientific work. The map which encloses
the countries of the American continent is depicted
in Figure 1, and each country is marked with a 1, 2
or 3, according to the zone where is enclosed,
based on the estimated level of corruption.
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Figure 1. Corruption Map for the American
Continent

Source: Authors, 2016

As a short conclusion we can state that in the northern
and central parts of the American continent, corruption is
at very low levels, while in Central and South America
there is an increase becoming more and more
pronounced as we advance south. Latin America has
the highest levels of corruption, the Zone 3 countries
prevailing in this area. Looking at the map as a whole, a
certain correlation may be noticed between the
economic potential of a country and the corresponding
level of corruption, and this is the reason a very
thorough research will be performed from this
perspective, so as to establish the real level of influence
economic potential has over the corruption level. The
correlation between the two may prove to be correct
even at global level, not only for the American continent.
The current investigation of the countries in America is
part of a larger research regarding the worldwide levels
of corruption and their correlations. The results obtained
from America will be compared and correlated with
results obtained on the other continents, so as the final
result will be a world map of corruption level.
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Corruption is a mass phenomenon which cannot
be isolated between the borders of a country or
even a continent, has a cross-border behavior, and
based on the authorities’ interests and efforts in the
area, it may be kept at low levels or, on the
contrary, it may develop to very high levels.

Even if corruption is an integral part of people’s
behavior, it may be increased or suppressed by
some specific measures.

As this study reveals, the bureaucratic component
of every state plays a central role in the spread of
corruption as a phenomenon, and the usual
explanation of the fact is that investors value their
time very much and, by consequence, they choose
to behave immorally by offering money, goods and
other advantages to public workers in order to
solve their problems as soon as possible. As proof
for this hypothesis we have the fact that countries
like Brazil and Bolivia which have the highest time
resource cost for the payment of duties, also have
the highest perceived levels of corruption from the
surveyed countries.

Another component having a determinant role in
the dimension of corruption is the Human
Development Index, which reveals that people,
apart from greed and the will to become rich
rapidly, also recourse to corruption in order to
ensure a decent life standard, or in some
situations, even to survive. As proof of this theory
are the two countries from North America, having
the highest HDI values (0.915 and 0.913), and both
having top positions in Zone 1, which reveals very
low levels of corruption.

Taxation level may influence corruption by the fact
that people may choose to break the social rules
not to survive or to save time, but also from pure
greed. They consider it is more efficient to commit
corruption acts and maximize profits, instead of
working more or develop their business. Such
countries, having a high taxation level are
Argentina and Bolivia, both having some of the last
positions of the chart, in Zone 3.

Following this scientific demarche, and also a study
previously performed by Straupenhurst, Ulrich and
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Strohal (2006) it can be confirmed that the
economic potential of a country is correlated with
the level of corruption in that country. According to
the current study, the more developed the country,
the lower the level of corruption (as in North
America), and the poorer the country, the higher
the corruption (as in Latin America).

Even if when the European Union is surveyed for
corruption, Romania occupies one of the last
places, when compared against American
countries, it is situated in Zone 1. The reason may
be that Romania recently cut the number of taxes
and duties from 113 in 2012 down to 41 in 2013
and to 39 in 2014.

The current research also validates a study
(Uslaner, 2008), which stated that countries having
totalitarian regimes are more prone to high levels
of corruption, when compared to democratic
countries. It is obvious that in the countries where
totalitarism is quite non-existent (like USA and
Canada), the corruption level is low, while in the
Latin America regimes are very restrictive and
corruption flourishes.

The highest time resources allocated for the
payment of taxes and duties are observed in Brazil
and Bolivia, while the average duration on the
American continent is twice as much as the
average duration for Romania.

The average taxation level for the whole sample is
46.43 percent, which is 3.53% higher than the
Romanian taxation level of 42.9 percent. An
interesting case is the one of Argentina, having a
taxation level of 107.8%, which results in the fact
that any company without external financial aid is
unable to get profit, as the profit tax is only 3%,
while the other 104.8% are taxation of the work
and various duties.

The lower level of corruption among the surveyed
countries is Bahamas, with a general score of
11.12 points, while the highest level of corruption is
found in Brazil, which has a score of 198.32 points.

In terms of the estimated corruption level score,
Romania falls within Zone 1, ahead of countries
such as Colombia, Barbados, Antigua and
Barbuda, respectively Honduras.
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Abstract

In the region of Czech Republic, the provision of public
goods is one of the State’s most important activities with
society-wide impacts. Therefore, the debate on the
structure and scope of public budgets is legitimate and
ongoing on a society-wide scale. Mainstream fiscal
theory considers public goods to be one of the failures of
market equilibrium, classifying them as being close to
positive externalities. In this case, the activity of the
State brings benefits to other entities that are not
involved in this activity and do not even directly pay for
it. The main characteristics of these goods include
irreducibility of their amount in society, non-excludability
and non-rivalry. There are a number of goods between
purely private and purely public goods which, to varying
extents, exhibit both elements. Today, the majority of
goods provided by the public sector are of such a
nature; as a result, the form of allocation and the
subsequent redistribution of resources are crucial when
analysing public goods. The present paper analyses
public goods in the Czech Republic from an economic
and legal perspective using Cost-Benefit Analysis,
including their efficiency and society-wide benefits.
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Until recently, the concept of public goods and public
services had no explicit definition in the positive law
of the Czech Republic. The Administrative Procedure
Act merely referred to the concept of public use
which will be mentioned later. This act, as well as
other sources (Hendrych, 2009), only allowed us to
indirectly infer legal and economic definition of public
(collective) goods, or the “collective consumption
goods”, in the Czech Republic. This changed on 1
January 2014, the effective date of the Civil Code.
However, it only laconically provides that a thing
intended for general use is a public thing (i.e. a
public good). It is therefore clear that in terms of
content and purpose, the definition does not capture
the economic essence of public goods.

One of the first definitions of collective goods is
mentioned in the neoclassical theory of equilibrium
and the Pareto optimality (Pareto and Schwier,
1927), which primarily addresses optimal allocation
of resources and their subsequent redistribution to
finance collective goods. The post-war period saw
the publication of well-known works by Wicksell
(1964) and Lindhal (1964), who considered the
“integral approach” for all functions of the public
sector (i.e. the allocation, distribution, redistribution,
stimulation, control and emission functions), that is,
the entire chain of activities from taxation to the
subsequent use of a public good or service
(MikuSova-Merickova and Stejskal, 2014). Also
known in the Czech Republic, the pioneering work of
Musgrave focusing on issues of Walrasian general
equilibrium and general optimum (Musgrave, 1959;
Musgrave, 1994) represents another impulse for the
development of the theory of collective consumption
goods. The theory of collective decision-making on
tax allocation and subsequent redistribution was also
dealt with by Bowen (1943). All of these, and many
other papers, resulted in a solution to the issue of
collective decision-making known as the “public
choice theory” formulated by Arrow (1963),
Buchanan, Tullock and others (Buchanan and
Tullock, 1962).

In most cases, these theories are based on market-
oriented and liberal economic thinking which does
not favour State intervention in the economy.
However, they admit the need for such interventions
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in the form of the allocation of public funds and
financing of public goods which are specific in terms
of their purpose, creation, financing and use, and
thus cannot be produced in a purely market
environment. The free market fails in the case of
public goods; therefore, the State has assumed
responsibility to supply these goods throughout the
society. Redistribution, being the result of a political
choice, in most cases results in a greater or lesser
degree of inefficiency which is justified by the need to
address the impacts of income inequality, the free
rider problem, or by political reasons in the social
area.

The reasons for this inefficiency include the issue
concerning the evaluation of ex-post benefit for the
consumers of collective goods or of their value. In
addition, the basic concept of neoclassical
economics is often in contradiction with the observed
reality around us (MikuSova-Merickova and Stejskal,
2014). The conclusions of neoclassical economic
theories do not necessarily have universal validity
given that they disregard the behavioural elements of
the analysed economic problems (Mises, 2006).

Another author who has previously dealt with the
concept of public goods was Samuelson in his book
The Pure Theory of Public Expenditure (1954).
Public goods bring common benefit in that the
consumption of that good by any individual does not
reduce the consumption by others. It is this quality
that distinguishes public goods from private ones.
Later, Samuelson further specified the term in his
economics textbooks. It is a commodity whose
benefits may be provided to all people without it
leading to costs higher than those associated with
the provision to one person. The benefits of these
goods are indivisible and individuals cannot be
excluded from their use (Samuelson, 2010).

Samuelson argued that the benefits of public goods
are indivisibly spread across all members of society
regardless of whether or not particular individuals
wish to buy them. Samuelson’s theory named three
economic functions of the State: promoting
efficiency, fairness and stability. Although
Samuelson’s classification of goods has been
criticized many times and several other
classifications were created later, all are based on
his original characteristics; this definition was also
adopted by the Macmillan Dictionary of Modern
Economics (Pearce, 1995). Public goods are defined
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primarily by the nature of their consumption rather
than by how they are produced or financed. The fact
that these goods are consumed by all consumers at
the same time and in aggregate allows the
conclusion that their consumption by one consumer
does not reduce the consumption by others and
therefore an extra unit of consumption involves zero
(or near-zero) marginal cost.

This paper aims to analyse the concept of public
goods from an economic and legal perspective and
to quantify and define the function of public goods in,
and their benefits for, the society. In order to achieve
this aim, we have employed the CBA - Cost Benefit
Analysis, as the most suitable input-output method
for public budgets and public goods and their
temporal discounting.

The above characteristics clearly show that it is
impossible to force consumers of purely public goods
to express their preferences through price because
the market price of these goods does not exist and
that there is non-rival consumption among
consumers. Therefore, there is a real possibility of
the “congestion effect” as the growing number of
fiscal unit members leads to exceeding the capacity
of the facility providing these goods and
subsequently results in a sharp decline in the quality
of consumption. This is due to the fact that if a good
is provided gratuitously and its market price is neither
known nor required, its consumption is likely to be
higher than the effective consumption level, as
consumers will require the good up to the point of
zero marginal benefit and will disregard the real, non-
zero cost of production.

This concept of public goods, now widely accepted,
was complemented by Stiglitz (1986) to include the
free rider problem. Stiglitz argued that a free rider is
an individual who consumes and uses a public good
without paying for it. As a result, he benefits from
those individuals who are willing to contribute to the
public goods (e.g. indirectly through the tax system).
Free riders cannot be excluded from consumption.
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The cost of exclusion from consumption would be
disproportionate. Other essential features and
characteristics of public goods include zero or very
low marginal cost of providing additional units of the
public good. For example, the cost of flood protection
measures will not increase even if the number of
residents in the flood area increases by one.
According to Stiglitz (1986), the second key feature
is that it is essentially very difficult, or even
impossible, to exclude individuals from the use of a
public good. Therefore, the price system cannot act
as a tool to “allocate” (provide) goods to consumers
which, considering a competitive market, leads to a
Pareto optimal quantity of goods because the good
can also be consumed by an individual who has not
paid for it. There is no reason why individuals should
uncover their true willingness to pay. Such an
individual can rely on benefiting from the
consumption of those who are willing to pay. The
provision and subsequent use of this good is
therefore characteristic for being non-excludable.

Non-excludability is a traditionally indicated
characteristic of public goods. Yet, today it can be
technically defined (particular individuals can be
excluded from consumption). These changes often
result from changing technologies. For example,
the development of cable television allows efficient
and selective collection of fees for watching certain
programmes, or computers significantly reduced
the cost of collecting certain fees so that it is now
possible to charge higher fees during rush hour or
tolls at different rates, different times and for
different cars, etc. (Stiglitz, 1997).

In this case, it is advisable to analyse whether or
not the exclusion from consumption through prices
is desirable or useful if the exclusion of an
additional consumers does not reduce the overall
benefit from the consumption of the good. In the
case of non-rival consumption with zero marginal
cost of consumption of an additional unit of the
good, it is Pareto optimal to enable the
consumption to all consumers whose benefit is
greater than zero. In this case, exclusion is
technically possible, but causes the loss of benefit
as shown in Figure 1.
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Figure 1: A good where exclusion is technically possible, but not desirable
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It is technically possible to collect toll to cross a bridge.
However, if the bridge has sufficient capacity (demand
Dy), itis not desirable to restrict the number of
passages. If, nevertheless, toll p is introduced, the area
under the demand curve Dy, delimited on the x-axis by
the interval [Qe, Qn], will symbolize the loss of benefit.
Demand exceeding the capacity of the bridge will lead to
negative benefits, the benefit of the consumers will
decrease (congestion effect, resulting in e.g. extended
travel time). At that moment rival consumption occurs
and market price could possibly regulate the number of
passages (Maly, 1998).

Measurement and evaluation of the benefit in the
provision of public services is complicated mainly due to
the quantification of outputs and outcomes. Measuring the
efficiency of public services is particularly challenging
because they are often provided without direct payment
by consumers or at a subsidized price. Therefore,
measuring the efficiency and performance of the public
sector has always tended to marginalize the outputs and
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results and focus only on the size of the inputs. However,
this approach is now obsolete and today we can use
multiple ways to measure output and efficiency in the
public sector (Benco and Kuvikova, 2011).

Measuring the efficiency of providing public goods and
services employs a range of methods from a wide range
of input-output methods. The CBA is a measurement
method which is probably the most suitable for the public
sector and public projects. This method is based on a
comparison of all considered costs and benefits of a given
project, regardless of their addressee. Therefore, it is also
referred to as the social form of cost-benefit analysis, with
inputs and outputs being measured in units of value.
Benefits are understood as any increase in utility, while,
conversely, costs are understood as its decrease. The
method can also be defined as a set of practical methods
of optimal choice in the field of public economics
respecting the criteria of maximum net profitability, all of
the considered costs and benefits being expressed in
monetary terms, whether directly or indirectly.
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Identifying and measuring the total cost of a certain public
programme (good) is not easy because measuring is
necessary at several levels and in different ways.
Likewise, it is relatively difficult to identify and quantify
their benefits (utility) which follows from their diversity and,
in some cases, from difficult measurability. Benefits
represent the sum of satisfaction of individuals or groups
of individuals which are provided by a particular public
programme (good). Applying the CBA method is therefore
dependent on the ability to define the overall costs and
benefits and on the possibility to assess them, preferably
in monetary terms for easier comparison.

As individual costs and benefits do not arise at the same
time, but are usually spread over several years, they
must be discounted with regard to the time factor. The
later a benefit is available, the smaller the discounted
factor. The present value will increase during the year to
the future value depending on the interest rate:

FV=PV*(1+1), (1)

where:

PV - present value,

FV - future value,

r —interest rate.

In the n-th year, the FV is expressed as:

FV=PV*(1+0), 2)

where:

n — number of years a public programme (good)
provides a benefit.

Subsequently, we need to compare the benefit of the
already defined and quantified costs and benefits:

M“]

I)t 0, (3)

where:
t — time period,

T - time horizon, where a public project (good)
completes its economic life,
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Bt — benefit in period t;
Ct - cost in period t;
r —interest rate.

The above equation implies that the public project
(good) is economically beneficial if the discounted value
of the benefits exceeds the discounted cost. The impact
of the amount of the provided public good g per one
economic entity can be expressed as CV (compensating
variation), which expresses unit welfare, change of
benefit for one member of society, or the quantification
of flows that would occur if the supply or demand of one
member of society changes while maintaining the
current volume of benefit.

The change in total welfare can then be expressed as
follows:

AW(Ag) = W1CV 1 (Ag) + w2CV 2 (g) + .. + wnCV n (Ag),

(4)
where:

CVe — compensating variation induced by changes in the
availability of a particular good q belonging to
entity e,

We — weighting of individual e-th CV impacting the
welfare function.

The provision of public goods is one of the tools to
multiply government spending. This case concerns an
increase in GDP due to an increase in government
provision of public goods by one koruna. The
government’s initial purchase of public goods sets in
motion a chain of costs, so that one additional koruna in
government spending will have the same effect as an
additional koruna in investment.

If people consume r from each additional koruna, the
overall multiplicative chain will look as follows:

1+r+r2+...=11-r=1/1-MPC = 1/1-MPS (5)

where:
MPC — marginal propensity to consume
MPS — marginal propensity to savings

However, the multiplier works both ways. If the
government decreases the provision of public goods,
then there will be a decline in GDP equivalent to the
multiplier effect, maintaining constant taxes and other
influences (ceteris paribus). This should be borne in
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mind when applying restrictive fiscal policy and reducing
spending on public goods.

There are many important aspects other than just the
zero marginal cost of consumption. These include, for
example, the fear of high income inequality. Limiting
consumption is then considered to be socially
undesirable, as it would be impossible for less well-off
individuals to afford the consumption. For this reason,
goods regarded as public include health care or rent-
regulated housing, even if the marginal cost of providing
such a good is definitely neither zero nor negligible. With
regard to the foregoing, Hirshmann (1981) noted that
changes in the consumption of public goods also occur
due to changes in consumer tastes. He demonstrated
that in history, there have been periodic variations
favouring one or the other way of providing goods —
privately or publicly. When consumers find that private
goods do not fully satisfy them, they start focusing more
on public goods. However, their expectations often
remain unsatisfied even in the public sector and, as a
result, consumers again return to private goods after
some time.

The concept of public goods was defined similarly by
Hyman (1990). He was more concerned with the
relationship between the non-excludability and non-
rivalry. Non-rivalry is especially a characteristic of pure
public goods where quality is indivisible. Consumption
by one user does not diminish the possibility of another
user to consume the good, i.e. it is impossible to
physically reduce the good. At the same time, Bénard
(1990) distinguished two characteristics of a good: the
manner of its allocation and the manner of its
consumption. According to the institutional criteria,
Bénard (1990) classified goods as market goods,
impurely market goods and non-market goods. The
criterion to distinguish between these types of goods is
the presence and characteristics of the market price as
the allocation mechanism. The price of market goods
(which are dominant in mixed economies) is the result of
interaction between supply and demand. In the case of
institutional classification, a political decision on how to
provide the goods is important. In principle, it is possible
to decide to provide any good in a non-market way or
directly or indirectly intervene in the price and availability
of the good. These government interventions may aim to
promote as well as discourage consumption. In other
words, it is about how the goods reach the consumer,
which can be set up by methods other than pricing tools,
such as political decisions or legislation.
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The existence of public goods is one of the signs of
market failure. The market system, i.e. the competitive
environment, is characteristic for legal or natural people
deciding on production, consumption and the allocation
of private funds. If the private sector is unable to provide
certain services because it is impossible to make a
profit, those services must be provided by the State and
territorial self-governments (i.e. public administration).
This is referred to as “allocation activity”. Providing these
public services (goods), which we call pure or mixed,
falls under the responsibility of public authorities at the
national, regional and local levels. The range of
competencies is established by law. It includes the
actual public administration, education, healthcare,
social services, social housing, justice, police, military,
culture and heritage conservation, physical education
and sport, science and research, public transport,
communications, information systems and media, water
management — including the regulation of water flows
and other activities — environmental protection, and
possibly also energy management (Pekova, Pilny and
Jetmar, 2008).

The economic criterion considers the way goods are
consumed as well as what happens to the benefits
provided by the consumption of the goods. It classifies
goods into pure public (more specifically, pure
collective), mixed and private. McKenzie and Tullock
(1978) believed that public goods are those where the
benefits provided by the consumption of such goods are
shared by a particular group (such as the inhabitants of
a country, region, city, etc.) as a whole when the good is
provided to or consumed by one person. Examples often
include goods such as national defence and efficient
public administration at the national level and the
traditionally mentioned lighthouses, street lighting or
controlled intersections at the local level. Although the
classification of criteria to economic and institutional
ones is clear and logical, its schema presents a certain
problem. Practice, as well as economic papers, often do
not distinguish between “non-market” and “public”; more
specifically, the term “non-market goods” is generally not
used.

The above has been developed and refined by a note
made by Maly (1998), previously presented by Sandler
(1977), which concerned the fact that only few public
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goods are purely public, i.e. those that simultaneously
and cumulatively meet the conditions of non-rivalry and
non-excludability. For example, if the army is
concentrated in the north, people from the south may not
be as protected as those in the north. Even the often-
mentioned lighthouses were typically operated by the
private sector in the past. Therefore, it seems that
Samuelson’s pure public goods play rather an important
role as one of the poles between which there are a large
number of real, existing mixed goods.

So the question becomes how to classify these
observable goods. One of the many possible
approaches is to take into account the characteristics of
public goods. The classification then takes the following
form as shown in Table 1.

Table 1. Schematic classification of goods

Consumption excludable non-excludable
rival A B
non-rival C D

Source: Author’s compilation, 2016

Pure public goods are symbolized by category D.
Category A represents pure private goods. Goods falling
under category B exhibit rivalry in consumption, but
exclusion is difficult or impossible. Freely accessible
resources are a good example. Contrary cases are
illustrated by category C. These goods are non-rival,
although exclusion from consumption is possible. If
capacity has not been depleted, the passage of another
vehicle over a bridge does not diminish the benefit of the
others; however, exclusion can be done relatively easily
by introducing toll. The same applies e.g. to theatre
performances, pools etc. In these cases, market
mechanism can be applied, although it can lead to
inefficiency. However, that does not mean that in all
these cases market failure must be remedied only by
state intervention. The efficient provision of these goods
can also be addressed by a private initiative. Developed
by Buchanan (1965), the theory of clubs serves as the
best example: the theory determines the conditions for
the optimal production of category C goods where they
are produced within a group of consumers.

According to the manner of distribution and redistribution
of public goods, we can, in principle, classify public
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goods into pure public and mixed ones. The
consumption of pure public goods is automatic by their
nature, as they are goods of pure collective consumption
(e.g. the army). Their characteristics include, in
particular, the impossibility to exactly determine the
share of an individual in the consumption of a particular
public good, as well as to prevent an individual from
consuming the good (that is, an individual cannot be
excluded from consumption). This characteristic is
referred to as the indivisibility of consumption, which
leads to non-excludability and is associated with non-
rivalry (i.e. non-competitiveness) among consumers or
users of a public good.

The quality of a public good is indivisible. Consumption
of a good or service by one user does not prevent other
users from the possibility of consuming it. However,
excessive consumption of the good may lead to a
decrease in its quality for all. An example is the
congestion of a road (hence the congestion effect)
resulting in slower traffic and other related aspects.

It is impossible to measure the consumption of a pure
public good and determine the share of individual
consumption, i.e. determine the amount of a “user fee”
charged for the good or service. At the same time, the
marginal cost of consumption of such a good is zero, or
near zero. Stiglitz therefore argued that it is ineffective,
as well as socially undesirable, to reduce the
consumption of such a good. An example is the
introduction of toll to cross a bridge. In this case, it is
technically possible to introduce a toll; however,
marginal cost (up to the maximum bridge capacity) of an
additional car to cross the bridge is zero. Their
introduction would only lead to a reduction in the overall
social benefit, as part of the drivers would bypass the
bridge and congest local roads.

Identically to pure public goods, mixed goods have the
nature of collective consumption goods. The benefit from
the consumption of such a good is individual. Unlike in
the case of pure public goods, it is mostly possible to
determine the exact share of a consumer in its
consumption. It is therefore possible to determine a kind
of “user fee” for consumption. Again, the term “free rider”
comes into play, i.e. someone who consumes and uses
a service or good without paying. However, quality (or
standard) is indivisible. For example, the more pupils in
a class, the lower the quality of education (compared to
a class with fewer pupils).

Based on the manner of their consumption, mixed goods
can also be divided into optional and mandatory
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consumption. In the case of optional consumption,
consumers may decide whether or not they want to use
the service; therefore, they have a choice. For example,
they may choose the preferred medical facility or school,
whether they will go by public transport or which social
service they will use. This is different in the case of
mandatory services. Here, the State (i.e. public
administration) lays down certain rules, thus determining
the manner in which consumers are to use a particular
good. An example is the system of basic education
which has a mandatory duration, manner, etc.

As already mentioned above, the legal regulation
governing public goods was introduced only on 1
January 2014 in the new Civil Code. Previously, the
Administrative Procedure Act only provided for “public
use”. The issue of public use relates to both public and
private law and represents one of the borderline areas
between the two. Public use is understood as the use of
generally accessible material goods which corresponds
to their intended purpose by an unlimited number of
users.

Depending on the creation of the possibility of public
use, we can distinguish two types of public use: general
use and special use. General and special use are of
public nature — the specific use of a material good
intended for public use is not affected by the expression
of the will of the owner (Hendrych, 2009). The user must
also use the good in a way that does not preclude the
use by other (even potential) users. Use that might limit
the other users to an extent other than usual should be
regarded as special use, or as prohibited conduct.

The legal possibility of general use arises directly from
the law. Its content can be determined positively, or it
may follow from various public-law restrictions relating to
the protection of the interests, which have the nature of
special interests in terms of the use itself. Alternatively,
general use may not be specified by a legal regulation at
all. In this case, one can conclude that such use must be
usual given the intended purpose determined by the
nature of each particular material good. For example,
road users are, inter alia, obliged to adapt their
behaviour to the construction and technical condition of
the road. They are obliged to behave considerately and
in a disciplined manner not to put the life, health or
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property of other persons (i.e. the other road users) at
risk.

The creation of the legal possibility of general use for a
particular user is not connected to any expression of the
will of any public administration executor, i.e. no
administrative action.

In contrast, the permission of special use for a particular
user is created based on an administrative act issued by
the competent administrative authority and is always
created for the intended user — the act’s addressee. The
content of special use mainly follows from the said
administrative act which usually has the nature of a
permit. It defines the manner and duration of the special
use; the law may also provide for modes — conditions of
special use.

Public use concerns material goods — both natural
goods and things created through human activity. They
may include water, roads, public spaces, landscape,
forest, some types of energy, radio spectrum, etc. For
example, public places involve squares, streets,
marketplaces, pavements, public greenery, parks and
other areas accessible to everyone without restriction,
i.e. intended for general use, and regardless of the
ownership of the area. The definition of a public space
(as can be seen) consists of a demonstrative definition
of public space under the condition of “accessibility to all
without restriction”. The imperative requiring a judicial
act to be determinate demands that a generally binding
ordinance determine such a space as accurately as
possible, i.e. so that its location is specific enough and
does not allow multiple interpretations. Public space is
thus defined, regardless of the ownership of the
immovable property where the public space is located.
The designation of private property as a public space by
a generally binding municipal ordinance cannot therefore
be considered as equivalent to expropriation, or forced
restriction of property right within the meaning of the
Charter of Fundamental Rights and Freedoms.

Public use can therefore also apply to material goods
which are privately owned. These may include parts of
public spaces, such as the right to go through a
passageway without the obligation of creating an
easement. In these cases, public use may be restricted
in some way (especially in terms of time — the public use
of passageways may not be possible at night, etc.). In
the case of certain material goods, the owner of such
goods is completely irrelevant. The general use of
forests applies both to State- or municipality-owned
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forests, as well as to private forests (Hendrych, 2009).
For example, everyone has the right to enter into a
forest at their own risk, pick berries and collect dry twigs
lying on the ground for their own use. In doing so, they
are obliged not to damage the forest, interfere with the
forest environment and to follow the instructions of the
owner or lessee of the forest and his employees.
Applicable law also regulates access to the countryside.
Everyone has the right to free passage across land in
the ownership or lease of the State, municipality or
another legal entity as long as they do not cause
damage to property or health of another person and do
not interfere with the rights to the protection of
personality rights or neighbours’ rights. In the exercise of
such a right, they must comply with the laws and respect
the legitimate interests of the owner or lessee of the
land. Arable land, meadows and pastures are excluded
from this at a time when it may cause damage to the
land cover or soil, or during pasture.

Historical research used public goods as an example to
illustrate their existence. Lighthouses save lives and
cargo, so it is most effective to provide for lighthouses
gratuitously, because warning one ship of a danger costs
the same as warning another one (Samuelson, 2010).

When Coase (1974), a British economist, described the
history of lighthouses in England and Wales and found
out that they were operated by private entities, the original
view of lighthouses as a public good somewhat changed.
Coase (1974) found that English lighthouses were
operated under licenses granted by the king, and were
financed by government “light fees” imposed on ships that
were using ports in the vicinity. Coase (1974) concluded
that, contrary to the view of many economists, the
lighthouse service may also be provided by a private
entity. In this case, we can see that if the provision of a
public good can be associated with another good or
service and if the government grants the right to collect
fees to private entities, there may be an alternative way of
financing the public good (Ochrana, 2011).

At present, public goods are overwhelmingly financed
from public funds and their independent existence is
predicated on the existence of public finances and the
State’s ability to allocate resources. This does not mean,
however, that they are financed exclusively by these
funds. Another way of providing for public goods is
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through non-profit organizations that are established for
this purpose by the State or local self-governing units,
i.e. municipalities or regions. This funding is used in the
case of a non-competitive environment where we cannot
select a supplier, if the monopoly of a private enterprise
is undesirable, or in the case of essential services,
particularly preferred public goods for which it is
necessary to ensure their absolute reliability (e.g.
education).

In the case of public goods, essential aspects also
include the public administration authority as well as the
type of public funds used to finance the particular good.
The State budget (through the Ministry of Transport) is
used to finance, e.g., the construction and repair of
motorways; by contrast, the construction and repair of
1si-class roads are financed by higher territorial, self-
governing units (regions). The same applies to the
financing of public universities, secondary schools and
primary schools. Public universities are financed from
the state budget through the Ministry of Education,
Youth and Sports, secondary schools are financed from
the budgets of higher territorial self-governing units and
primary schools from the budgets of local territorial self-
governing units (municipalities).

This financing method also applies in cases where it is
impossible to find (e.g. in a selection procedure) a
private legal or natural person willing to provide these
public goods to citizens (Pospisil, 2013).

Public goods are also provided through State and
municipal enterprises, especially when providing goods
difficult to be classified under market goods — the “half-
market goods”, where the market fails in their provision
(an example being the generation of heat or maintenance
of greenery) (Streckova, 1997). Another way of financing
includes a joint venture, e.g., between two municipalities
(micro-regions, voluntary associations of municipalities),
or a joint venture between a municipality and the private
sector, funding through contracts awarded to the private
sector in a competitive environment based on a selection
procedure, or funding through the civil sector represented
by publicly beneficial organizations.

When providing for various public goods for citizens, the
individual levels of public administration establish
organizations, which primarily operate on a non-profit
basis — these include subsidized organizations,
charitable organizations and organisational components
of the State, municipalities and regions. The provision of
public goods becomes decentralised as the State
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delegates its responsibility for the provision of certain
public goods to individual levels of territorial self-
government.

Public goods are considered a market failure and, in
terms of the types of market failures, they represent the
most common type of market failure throughout the
economy. They have an undeniable society-wide impact
and the participation and role of the State or its
components as the main provider of public goods has
been permanent and undeniable since the 1930s.
Before then, public spending was mainly channelled to
defence and foreign policy, but since the crisis of the
1930s the State’s activities have refocused primarily to
the public sector, the provision of public goods and
services and to the social area. This is also reflected in
the degree of redistribution of allocated resources, which
was increasing throughout the 20t century.

When allocating resources and subsequently providing
public goods, society, represented by the government,
must decide:

o What types of public goods will be provided by each
level of public administration;

o What quantities of a particular public good will be
provided, or the total population for which a particular
public good will be provided to reach “economies of
cost sharing” and minimize the loss of the effect of
centrally provided public goods;

¢ What standard of public goods can be provided
given the limited amount of public funds.

Mixed goods — meaning those that are irreducible and
excludable or reducible and non-excludable — may be and
are of a divisible nature (in some cases) and of an
indivisible nature (in other cases). Where it is possible to
value (quantify) the consumption of a mixed good, it is
also possible to determine a user fee per unit of consump-
tion of such a good. Their consumption is then either:

e Optional — individuals can independently decide
whether or not they will use the public good (public
transport). These types of goods are provided to
citizens for a user fee which is modified by price.
This is because mixed goods do not pass through
the market. They are not provided for profit and
therefore they are provided to users for a user fee
calculated on a non-profit basis.

¢ Mandated by the State (the law) — this primarily
applies to preferred goods such as basic education.
Their financing involves public budget funds. These
types of goods are primarily funded from taxes while
using redistributive relations within the system of
public budgets. Therefore, it is sometimes referred to
as redistribution services or redistributed (public or
mixed) goods.

The main defining feature of public (and mixed) goods is
the nature of their consumption rather than the nature of
their production or financing. The consumption of “pure
public goods” is fully irreducible among individual
consumers making it difficult to exclude anyone from
consumption through the price mechanism. The fact that
these goods are consumed by all consumers at the
same time and in aggregate allows the conclusion that
the consumption of one consumer does not reduce the
consumption of others. The marginal cost of producing
an additional unit of the public good and its use is
therefore zero. This characteristic logically leads to a
lack of interest of the private sector in the production of
such goods as well as the efforts of consumers to
participate in the allocation of funds for their financing.
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