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Abstract

Research background:Entrepreneurs enter into business with the aimaaiigg
the maximum possible profit. They are increasingijing to tolerate the effect of
a greater intensity of financial risk. Factors whiofluence the intensity of finan-
cial risk in a business are related not only togeuring of financial resources, but
also to crucial decisions on the parts of entregues or the ability to manage fi-
nancial risk during a crisis in small and mediuesi enterprises (SMES).

Aim of the article: The aim of the article is to define and quantifg significance
of factors which influence, by their character affikct, the intensity of financial
risk in the SME entrepreneurial environment.

Methodology/methods: The selection set represented 1,141 SMEs. It wased
out in the Czech Republic in 2015. We used theuiring in the form of an online
guestionnaire” method of ascertaining data. Tailftife main aim, we used the
methods of regression and correlation analyses thighaim of determining the
relationship between the intensity of financiakriéd the determinants thereof. In
the first step, we carried out descriptive staiss{jpivot table, scatter plot, skew-
ness, kurtosis, normal distribution plot, and hiséon). In the second step, we
verified assumptions by carrying out regression efloty and by testing the nor-
mal distribution of data in determinants, the agstimn of linearity, multicollinear-
ity and homoscedasticity of variables (t-test, #;te/IF test, Bartlett's test, F-
ratio), and interpreted the results (estimate duefft of parameters, coefficient

16



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

correlation, coefficient determination). All thealised tests were carried out on
a 0.05 level of significance using IBM SPSS StatsstVersion 23 software.
Findings & Value added: On the basis of the results of the questionnaivesti-
gation and using regression and correlative datdysis, we quantified the statisti-
cal significance of determinants which influence thtensity of financial risk in
the SME segment. The result of key factors senses éasis for proposing
measures in the context of preventing a business the intensity of financial
risk.

Introduction

Small and medium-sized enterprises (SME) are withaloubt an essential
part of every market economy (K§oikov, Belds, Kozubikova, & Pasek-
ova, 2016; Vojtow, 2016; Dubravska, Mura, Kotdli& Novotny, 2015;
Karpak & Topcu, 2010;). SMEs are a key factor ininta@ning and creat-
ing a functional market economy, particularly asaans of stimulating
competition, creating jobs, and promoting econobaost (Kessler, 2007).
They contribute also to the solution of economid aacial state problems
(Prasetyo, 2016; Virglerova, Dobes, & Vojtovic, B).1

In line therewith, Henderson and Weiler (2010)esthiat SMEs could
be characterised as the most important catalystdonomic growth. 99%
of all companies are from the SME segment in thegean Union and the
USA (Bhaird, 2010). Tamosiunas (2009) states thES are among the
most important factors of economic growth, whicts fen influence on
basic trends, the entire development of economlicypsocial stability and
the creation of new job opportunities. Therefore development thereof is
one of the most important developments ever.

Most business decisions are made in conditionsnckmainty. This
means that there is the same uncertainty and rameksrin the develop-
ment of conditions for business activities, durthgse activities and the
outcome thereof. If we are able to quantify thelitkood of diversion of
actual processes and outcomes from the expectedt lgg speak of risk.
Risk is thus quantified uncertainty (Fetisovoval 20

International study carried out by The Economisg¢lligence Unit and
Dun & Bradstreet proved that businesses not onlgpapa risks but also
regularly assess the success thereof so as tovadbedter results. In other
countries, management of financial risks and reskmnected with default is
considered a given (Belas & Sopkova, 2016). Cotpdresolvency and the
forecasting thereof is not an issue which shouldwerlooked Camska,
2016). The European society perceives financidd, isirrency risk and
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liquidity risk as the most serious risks (Christoles, 2016; Mentel &
Szetela & Tvaronaviene, 2016; Brammertz et al., 2009).

Research methodology

The main aim of the article is to define, quanéifyd determine the depend-
ence of significant factors which determine theeefffof the intensity of
financial risk in the SME segment. Scientific hypeges were defined in
order to quantitatively evaluate our objectives:

H: The intensity of financial risk in the SME segm@RR) is determined
by correct risk management by entrepreneurs (CRBhirepreneur
knowledge of credit conditions (KCC), the influenferedit risk during a
crisis (ICR), sufficient funds in SMEs (SF).

Statistical verification of data from businesses warried out with the
following procedure of steps: 1. Using a methodanfdom selection, 1,600
businesses were selected from a basic set of lmssis@perating in the CR.
These were acquired from the “Albertina” databasegi the “Randbe-
tween” mathematical function; 2. We contacted theifesses via their e-
mail address stated in the above-mentioned datatmabg searching on
web servers; 3. We addressed the businesses by moetdre inquiry meth-
od using online guestionnaire forms on a createdpage; 4. The busi-
nesses were asked to have a person responsibteafaging the business
(proprietor, administrator, director) complete thine questionnaire; 5. In
this manner it was possible to obtain statistiGtbdrom 495 businesses,
which represented a 31% success rate in addretb&ing 6. Subsequently,
businesses from which a reply could not be acquivede contacted via
telephone in cooperation with agents: students colidéagues at partner
Czech universities with related professional oaéot.

Through an incomplete statistical finding, it wassgible to acquire a
set of statistical data from 1,141 businesses (F0&6ess rate in addressing
businesses). 5,467 items of statistical data franeraire count of 60,476
from representatives of the selected set of busésewere used to fulfil the
main aim of the article.

In order to fulfil the main aim, we utilisedgression analysis with the
aim of explaining relationships between independaniables and the de-
pendent variable. We verified the Linearity assuampby using the scatter
plot graphic tool which verified the presence ohingear patterns between
the dependent variable and independent variablesurAing normal distri-
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bution of data we carried out the normal probabiiot for all independent
variables and, with a z-test, the descriptive atterstics of independent
variables (skewness, kurtosis). The critical vatidieacceptance of inde-
pendent variables into the regression mod#l|iz 1.9698 (578 degrees of
freedom, significance level at 0.05). Homoscedgsuias tested using
a point graph and by carrying out Bartlett's teghich confirmed the as-
sumption of homoscedascity if the p-value of thet teas higher than the
significance level. We verified the intensity ofpg@dence of the dependent
variable from the independent variables by meana ocbrrelation matrix.
The results of the regression model with three peddent variables could
challenge multicollinearity. We accept multicollaréy as long as “Vari-
ance Inflation Factor” is greater than 5 (Hair, @0IThe basic linear multi-
ple regression model is based on the followingtieiahip between the
dependent variable (IFR) and independent varia®M, RCC, ICR,
SF):

IFR :ﬂo + ﬂCRMX CRM"‘ﬁKCC x KCC +ﬁICR XICR + ﬂSFX SF, (1)

wherelFR — dependent variabl@, — constant Bcrv Srcc: Picr; Bse— parameters
of independent variables (CRM,RCC ICR,)SERM, KCC, ICR, SF - independ-
ent variables.

The credibility of the designed linear regressiondsi was verified
with the aid of the F-ratio parametric test for lgas of variance when the
p-value was lower than the significance level. Tagression model ex-
plains the variability of the dependent variabléhwhe aid of an Rdeter-
mination coefficient and an adjusted determinatioefficient (Adjusted
R?). Descriptive statistics such as contingency takled descriptive char-
acteristics were applied to fulfil the secondamy.aWe carried out calcula-
tion by means of sophisticated SPSS Statisticavaodt

Literature review

Financial risk ranks among economic (operationaRsr with defined im-
pacts on enterprise finance. According to MarkpWIlachynsky, Pone-
cova, and Vanc (2007), financial risk is the praligbof financial loss or
loss of profit as a result of operational developtmeompared with ex-
pected development. Financial risk is mainly causgdluctuations in fi-
nancial markets and changing attitudes of entiiegndividual financial
tools and in each transaction. The impact on enserpesults is immediate
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as soon as there is a carrier or source of risthénenterprise portfolio.
Enterprise results and performance can be meabyrpobductivity indica-
tors (Kletka, 2014).

In the next section we see authors who in thenlistufocused on fac-
tors which influence the intensity of financialkisMoro and Fink reported
that banks play an essential role in financing sirespecially SMEs, since
they have more difficulty accessing equity capitarkets. The process
used by banks to decide whether and how much tbrelres on different
lending technologies, and banks usually tend tonuzee than one technol-
ogy at once (Moro & Fink, 2013). According to Neuer and Réathke,
micro-enterprises are especially predisposed toriact selection and mor-
al hazard, and their access to debt financing esetbre limited. Small
firms are characterised by higher information aswtmynand credit risk
(Neuberger & Rathke, 2009). This opinion is conédrby Kirschenmann
and Norden, who argue that information asymmety laargaining power
are especially important in small business lendiagause small firms are
informationally opaque and bank-dependent. Accgrdm Frese, Gielnik
(2014), it is also possible to transfer financiakrto suppliers by way of
establishing contractual prices and introducingiagtisation system should
contract conditions be violated. If the risk ocgutsis possible (e.g. in
terms of non-compliance) that the incurred costs$ lvé refunded by the
supplier.

Business activities are significantly determinedthy environment of
the company, which forces it to use a particulathoe of behaviour and to
choose particular business goals and ways of dolgiethem (Belas &
Demjan & Habéanik & Hudakova & Sipko, 2015).

Financial risk refers to the possibility that thesk flows of a business
will not suffice to pay creditors and fulfil othdéinancial responsibilities.
The level of financial risk, therefore, relatesslés the operations of a busi-
nessper seand more to the amount of debt a business incufsyance
those operations. The more debt a business owesgndhne likely it is to
default on its financial obligations. Taking on Iy levels of debt or fi-
nancial liability therefore increases the levefiofincial risk in a business
(Guzman, 2015).

Results and discussion

Using a method of simple classification of theistaal sign of motivation
for starting a business, a sample of 581 businesh&h answered either
money or mission to the question of motivation weetected from the set
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of 1,141 entrepreneurs. The structure of entrepmsnéhus selected by
statistical selection was as follows: the motivenwiney was recorded in
330 entrepreneurs. The structure of entreprenelichvwnarked the motive
of money was: according to gender, 260 men and wpraecording to
completed education, 105 with completed higher atioe and 225 with
other education; according to sector of businessatipn, 11 in transporta-
tion, 113 in services, 102 in trade, 49 in condtoun; 52 in production and
3 in agriculture. The motive of mission was recaréte 251 entrepreneurs.
The structure of entrepreneurs which marked thevenaif mission was as
follows: according to gender, 179 men and 79 wonaeaprding to com-
pleted education, 106 with completed higher edanagind 145 with other
education; according to sector of business operafid in transportation,
113 in services, 102 in trade, 49 in constructkthjn production and 3 in
agriculture. The perception of financial risk inetbusiness environment
among the motives for starting a business is thgstiof Table 1.

Linear relationships between IFR a CRM, ICR, SFemeonfirmed by
graphic analysis carried out in SPSS. Graphic aiglyf normal distribu-
tion of data shows divergences from normal distiilsuin the KCC inde-
pendent variable. The results of the assumptiomoofal data distribution
are given in Table 1.

Table 1. Skewness, kurtosis and z- value of independerivas in the model of
intensity of financial risk

Independent variable Skewness z- value Kurtosis ziue Bagalz:t‘s
SPR -0.1684 0.5181 1.3962 1.2106 0.153
KCC 2.8473 2.6221 3.1874 2.9871 0.014
ICR 0.8721 0.9471 1.9782 2.5101 0.654
SF 1.4769 1.9685 -1.3879 -1.7149 0.415

Source: own calculations.

The results confirmed that the CRM and SF indepetndariables fulfil
the conditions of normal data distribution as veslhomogeneity of vari-
ances (Bartlett's test CRM, SF > 0.05). The indelpah KCC and ICR
variables do not fulfil the condition of normal dadistribution (standard-
ised values of the skewness and sharpness degerigharacteristics >
2.000). These independent variables can be insémtedthe regression
model with the aid of the t-test. We show the ressial Table 2.
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Table 2. Characteristics of the variables not includechimm model in the first phase

Independent variable Partial correlation t-value
KCC 0.4853 1.231
ICR 0.6516 3.147

Source: own calculations.

In Table 2 the calculated test characteristic ditribution in the ICR vari-
able is higher than the critical test value. WeeptdCR as an independent
variable in the linear regression model. The t-tdshe KCC independent
variable is lower than the critical value. KCC ista statistically signifi-
cant parametert] = 1,231). The intensity between the dependentiand
dependent variables is illustrated in Table 3.

Table 3 Correlation matrix of variables in the model wifeinsity of financial risk

IFR SPR ICR SF KCC
IFR 1
SPR 0.68514 1
ICR 0,59872 0.64710 1
SF 0,54125 0.42287 0.74135 1
KCC 0.21574 0.38511 0.18762 0.11987 1

Source: own calculations.

From the results of the z-test (see Table 1), tlestt(see Table 2) and
the correlation matrix (see Table 3), we acceptititependent variables
CRM, ICR and SF as statistically significant partane of the linear re-
gression model. The results of testing the sigaifee of the thus designed
regression model with three independent variabiesaown in Table 4.

Table 4.Characteristics of the regression model intendifynancial risk

Least squares multiple regression

R? 0.5614
Adjusted B 0.5496
Multiple correlation coefficient 0.7493
Residual standard deviation 0.1576
Regression equation
Independent variable Coefficient Std. Error | t- Stat | p-value VIF
(Constant) 0.8723

SPR 0.4583 0,2134 2.1476 0.0277 1.8532
ICR 0.2458 0,0131 18.688 <0.0001 3.1488
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Table 4.Continued

SF | 03957 | 00241 | 16424 <0.000} 2.7442
Analysis of variance
F-Ratio 84.141
Significant level <0.005

Source: own calculations.

Graphic analysis of the entire model confirmeddbeditions of lineari-
ty, homoscedascity and independence of deviatidhg conditions of
normality were also fulfilled by the results of thermal distribution graph.
The Variance Inflation Factor results demonstralfiedabsence of the effect
of multicollinearity (VIF independent variables aess than the critical
value 5: CRM = 1.8532; ICR = 3.1488; SF = 2.7442)e differences be-
tween the determination coefficient and the adlistetermination coeffi-
cient are minimal (R- 0.5614 and Adjusted?R 0.5496). The p-value of
the F-ratio of the entire regression model is tess 0.005. From the con-
clusions stated above (see Table 4), we proceéarrtaulate a regression
equation with a linear function which has the form:

IFR: 0.4583x CRM+ 0.2458 x ICR0.3957, SF,
(2)

where IFR — intensity of financial risk in the SMEsgment, CRM — correct risk manage-
ment by entrepreneurs, ICR — influence of credit during a crisis, SF- sufficient funds in
SMEs

We accept the hypothesis that the designed regressidel is statisti-
cally significant on a 0.05 significance level. Thariability of selected
independent variables (CRM, ICR, and SF) explaipmgaui56.14% of the
variability of intensity of financial risk in theNlE segment. Entrepreneur
knowledge of credit conditions does not have assizdlly significant in-
fluence and does not determine the intensity afrfanal risk. The determi-
nant CRM — correct risk management by entrepreneuras the greatest
influence on IFR. Contrariwise, the smallest infloe, if statistically sig-
nificant, is the determinant of the influence dddit risk on SMEs during a
crisis.
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Conclusions

The aim of our article was to define and quanti§ngicant factors which
determine the intensity of financial risk in the EMector in the Czech
Republic.

Our results showed that the statistically miogiortant factor is correct

risk management (CRM) by entrepreneurs, followedtn§icient financial
coverage of a business using internal and extemaices and the growth
of credit risk during a crisis had the smallestuahce on the variability of
financial risk in a business. Entrepreneur knowtedfjcredit conditions is
a statistically insignificant factor. The articlarcserve competent persons
responsible for business management when justifyiagheed for preven-
tative measures and may thereby contribute towanklsrmanent improve-
ment of risk management in a business.
We are convinced that our article has defined amahtified the factors
influencing the intensity of financial risk in tfeME segment. There is
a field for further demonstration of the significanof other factors by test-
ing and the quantified expression thereof.
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Abstract

Research background:Bankruptcy literature is populated with scores exfdno-
metric) models ranging from Altman’s Z-score, Ol'soO-score, Zmijewski's
probit model to k-nearest neighbors, classificati@®s, support vector machines,
mathematical programming, evolutionary algorithmmsneural networks, all de-
signed to predict financial distress with highestgision.

Purpose of the article:We believe corporate default is too an importasearch
topic to be identified with the prediction accuramyly. Despite the wealth of mod-
elling effort, a unified theory of default is yet be proposed. Due to the disagree-
ment, both on the definition and hence the timifigdefault as well as on the
measurement of prediction accuracy, the compaiiebpredictive power) of vari-
ous models can be seriously misleading. The purpbdee article is to argue for
the shift in research focus from maximizing accyraxthe analysis of the infor-
mation capacity of predictors. By doing this, weynyat come closer to understand
default itself.

Methodology/methods: We have critically appraised the bankruptcy redear
literature for its methodological variety and et findings. Default definitions,
sampling procedures, in and out-of-sample testiyaccuracy measurement have
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all been scrutinized. We believe the bankruptcy e®durrently used are, using
the language of Feyerabend, incommensurable.

Findings: Instead of what we call the population of modesadigm (the compar-
ison of predictive power of different models) prding today, we propose the
model of population paradigm, consisting in theneation a single unified default
forecasting platform for both listed and non-lisfechs, and analyze the marginal
contribution of the different information sourcés.addition to classical corporate
financial data, information on both firm's strategosition and its macroeconomic
environment should be studied.

Introduction

Corporate default is too an important researchctopibe identified with

the forecast accuracy (in the estimation sampfgnticular). Despite many
advances within theoretical studies, several issaethe very definition of

default, the moment it materializes, the nature thadsize of bankruptcy
(direct and indirect) costs, the interplay betweadifierent stakeholder

groups - to name just a few, are yet to be resolMedsurprise, no unified
theory of default has been formulated to date. \&leee it may partly be

because the focus of the empirical research islaged. Rather than con-
centrating on maximizing the model accuracy, redeahould focus on the
study of the information relevant to the defautiqass.

The wealth of tools that have been deployed siheelate 1960s in
econometric modelling of financial default is theegtest achievement of
the bankruptcy literature. Apart from the classi©Mdriven Z-score of
Altman (1980), logistic regression-led O-score ¢fi<dn (1984) and probit
model of Zmijewski (1984), there are countless otteehniques e.g. k-
nearest neighbours, classification trees, suppectov machines, mathe-
matic programming, evolutionary algorithms or néuratworks. Sectorial
and geographic cover of the empirical work is afspressive. Still, it is by
no means clear how much insight one can gain fiteesd models on the
very nature of bankruptcy. The models are freqyeatbitrarily defined,
one-period, dominated by corporate financial date change of the vari-
able levels (data dynamics), as opposed to stigticahceived level of the
variable itself, is also a rarity. There have ulsubéen no attempts to ac-
commodate for a potential profit management eitiibe issue is particu-
larly important when examining (accounting) vareblunder the control’
of a distressed firm.

Indeed, the arbitrary selection of variables i atsignificant weakness
of most models. Altman's classic model, using savimterconnected fi-
nancial indicators, is the best example. The need fdifferent model for
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non-listed firms, as the original one for the llstmpanies proved useless
in the new context, is also symbolic. In generaé models estimated in
one period for a given set of companies tend toerpetform when re-
estimated for a different firm sample. The somesrdeamatic drop in the
predictive power when the models are used in &wdifft setting without re-
estimation is also well documented (Grice & Ingra901).

All this may not only hinder the understanding bé tvery process of
going under but may even question the rationalitthe inter-model com-
parisons. As the dominant criterion is still modgbrediction power, the
risk of over-fitting is real. We believe there anany reasons why various
models should not be compared with each othed.aFigdtly, they usually
describe default differently. The existence of sangnsimilar terms e.g.
bankruptcy, default, financial distress may alreadgd a warning signal.
To make it worse, each of these concepts can heedéfinderstood in so
many different ways. Narrowly speaking, a defasltai judicial decision
declaring a company insolvent. In the US, it iseofidentified with the
creditor’'s or management’s filing for e.g. Chag@ror Chapter 11 protec-
tion. This definition is sometimes broadened tdude other forms of vol-
untary or forced reorganization (Boritz et al. 2)@&ferral of payments of
corporate liabilities, a government rescue suppartforced merger or
change of control following a collateral executi@Xitman et al., 1977),
failure to meet listing requirements or even adbwvid omission (Duffie et
al. 2007).

Different definitions of the “object researchedtelenines the moment
of registering it. Failure to pay interest on timecertainly something else
than filing for bankruptcy. However, even in thdikely case of the event
studied being identically defined in two paper® tksearch setting may
still make the results incomparable. As some pafaglr$o check the exact
dates of a) the default event registration andé)elease of financial data,
it is not uncommon that financial data releasedratie default event are
used as independent predictor variables (sic!)s Téads effectively to
“back rather than fore-casting” (Ohlson, 1980)déffining the moment of
bankruptcy proves tricky, what about the time thenpany faces financial
troubles? Platt and Platt (2002, p. 185) regret ‘tvhile there is abundant
literature describing prediction models of corpers@ankruptcy, few re-
search efforts have sought to predict corporaenfiral distress”.

Secondly, to compare the predictive power of variguodels one
should adopt similar (if not the same) predictivavpr (or model efficien-
cy) measures. The issue is probably even more tapioas, in contrast to
the challenges stemming from the default definionbiguity, the differ-
ences and interrelation between different efficjemeasures do not attract
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much attention in default literature. For examjgle,accuracy rate, defined
as the percentage of correctly designated ratofg85% may indicate both
a very poor model performance in the case of arkigresentative sample
of thousands of firms with, say, 3% of bankrupt pamies, as well as quite
an achievement for a model with matched pairs. dllvost unprecedented
richness of terminology used in a binary classiftrain not helpful either.
Most models quote the percentage of properly ifledtibankrupt compa-
nies, referred to as a true positive rate TPR [ftlobability of detection, a
sensitivity, or a recall), equal to 1 — a false ateg rate FNR (or a miss
rate) (e.g. Zmijewski, 1984). Others, especialbjigh authors, quote the
total of all (failed and healthy) correctly ideigil firms — the measure
known as an accuracy rate, or 1 — a total errgg T@&R. This is the
weighted average of TPR and TNR (a true negatites & a specificity,
equal to 1 — a false positive rate, the probabdityfalse alarm, or a fall-
out). Some authors (e.g. Altman & Sabato, 2007¢ @k arithmetic aver-
age of TPR and TNR. This measure, equal to 1 —~varage error rate, is
again referred to as accuracy rate (sic!). Needtesay, its reading may be
different from that provided by the “weighted” viens. We have listed but
a few examples of terms used. There are many naenipally confusing
names e.g. a positive predictive value, or a pi@tia false discovery rate;
a false omission rate; a negative predictive valtyen the classic terms
such as type | and Il errors may lead to confugrat debated in the de-
fault literature): type | error to Altman (1968) tise misclassification of a
failing firm as not failing, while to Ohlson (198Q)is the opposite: a non-
failing firm misclassified as failing (sic!). Othefficiency measures origi-
nate from the ROC (receiver operating charactespstcurve which illus-
trates the change of model efficiency with the gjeanf the cut-off point.
An AUC ratio (area under curve) is calculated @&safrea below ROC (Tian
& Yu, 2013), while an accuracy ratio is computedtaie the area be-
tween the ROC curve and the no-discrimination (i[Dean et al., 2012).
Many other ROC-related measures can also be usedélitve the meas-
urement of predictive power of default models desera separate treat-
ment.

The misclassification (error) costs is anotheriaaltissue. Surely, the
(economic) cost of branding a bankrupt firm as gaioncern is different
from the case when a healthy firm is recognizedirescially distressed.
Although the issue of misclassification costs imetimes mentioned (Alt-
man et al., 1977), it has been hardly invoked ertiative performance of
different models debate. The issue is ever mor®itapt as the weight of
misclassification errors may influence the cutqodint and affect the size
of both errors.

30



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

Another issue critical to a meaningful comparisérvarious studies is
the way the sample used has been selected. Thigrcenboth the size of
the sample as well as the way it was selected.sital size may not nec-
essarily be an artefact of small computing powethefpast. It is true that
e.g. Tian & Yu (2013) uses several thousands ofdiin a recent paper but
Sandin and Porporate (2008), in a not much oldet aee only 22. What
concerns the way the sample is drawn, “it is bymean obvious what is
really gained or lost by different matching procexfy including no match-
ing at all” (Ohlson, 1980, p. 112). What we knowufh is that the use of
balanced samples of defaulted and surviving firmay warry a risk of arti-
ficially increasing the efficiency of the model. Hewski (1984) proved
that "(...) group error rates are associated withparfrequency rates and
provide at least a partial explanation for the djeat distressed firm error
rates reported in previous financial distress sldi Apart from this
choice-based sample bias, he described a samgletisel bias resulting
from the selection of a complete data sample. Apzomg with financial
problems is clearly more likely to have incompldédaset.

Finally, if the predictive efficiency of any modelto be taken seriously,
it is out-of-sample precision that should be quaied subsequently com-
pared to the (out-of-sample) precision of other el@dParadoxically, we
may be here somewhat too optimistic. Out of dozspapers we have
reviewed, only around half do it. For example, hgvadmitted that the
comparison between various models would requirghfrdata, Ohlson
(1980) fails to provide out-of-sample validationedto lack of data. He
went on to explain that it should not matter asMas “not indulging in any
data dredging” (sic!) (p.126). Even when performigds not clear how
exactly the out-of-sample testing was done (e.gn8tay 2001). It matters
as there are many different out-of-sample validestigprocedures: e.g.
“matched” vs. random, the same vs. future periad ktis by no means
clear what the pros and cons of these proceduees ar

To summarise, we are concerned that because efetitf default defini-
tions, different prediction power measures, différgample selection pro-
cedures and the lack of out-of-sample validatiadhs, comparison of the
predictive power of different default models idestist dubious. Indeed, one
can even claim the models compared are, usingahgubge of Feyera-
bend, simply incommensurable. Despite this, thepaymon between the
predictive power of models, typically estimatedhtite help of small sam-
ples, based on predominantly corporate financidbsais still very popu-
lar. We brand such an attitudehe population of models paradigm In
the next section, we propose an altogether differeethodological ap-
proach to the default research.
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Research methodology

We believe our research proposal offers an altesnaind potentially very
rewarding approach. In contrast to the populatibmadels paradigm, our
methodology, referred to dse model of population consists in the esti-
mation of one model for all listed and non-listexinpanies. To do it suc-
cessfully, we intend to use an extensive datab&$tolish firms and di-
verse sources of (micro, mezzo and macro) data as@dedictors. Instead
of focusing on the maximization of the predictioower, our research is
aimed at quantifying the incremental change innleglel accuracy. Thanks
to some econometric tools, we hope to be ablentitcls' between different
subsets of information and hence capture their margontribution. It is
marginal predictive efficiency of the model conditional on the data set
used, rather than the maximization of a predictate that matters here. In
short, we intend to measure information capacitglifferent data within
one model rather than compete with other modekhemverall accuracy.

We plan to use extensive financial accounting datia an emphasis on
input that is more likely to be manipulated by fie in the face of finan-
cial troubles. Macroeconomic data will include G2Rchange rates, risk-
free interest as well as peer sector default priihatates and other indica-
tors e.g. oil prices. However, what distinguishes dataset most is the
extensive use of the data on the firm's competpiesition and attractive-
ness of the market in which it operates. Two ficharacterized by identi-
cal financial indicators but with different straiegpositioning could be in
a completely different situation as far as defaisk is concerned. For this
reason we intend to construct the in-house develdp#gex of Market At-
tractiveness and Index of Competitive Strength.aDatjuired will be se-
cured from the survey and subsequently refinedada-to-face interviews
with executives. By using various sources of infation, the model is
hoped to be useful even when the quality of cogofimancial data (for
non-listed companies in particular) is poor.

To sum up, the objective of the study is to creasengle unified default
forecasting platform for both listed and non-listeths, which, in addition
to corporate financial information, would includata on firm's mezzo
(sector level) and macro environment. Nominal lsewv&fl input as well as
their dynamics are expected to be used as indepemddables (Duan et
al., 2012). The model will be a multi-period one,tkat we should be able
to see not only the events of default, but the whpsbcess of approaching
(or avoiding) it. We believe, our approach, altjloufar from trying to
create a theory of default, may explain the impuartaof various sources of
information, and thus move us closer to understanttie very causes of
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default. This may ultimately help us move away fribra research on bank-
ruptcy to a broader theme of financial distresp@gulated by Platt & Platt
(2002).

The corporate financial information is sourced franteading business
information provider Coface Poland Credit ManageimBarvices The
database covers some 116000 individual annual amg 212000 interim
(quarterly and half-yearly, sparingly of other fueqcy) records on over
15000 companies (joint stock companies, privatetdidhliability compa-
nies, partnerships limited by shares) spanning 26@6-2015. Only com-
panies maintaining comprehensive bookkeeping, aftheast 10 employ-
ees, with annual sales of at least the equivale& » min (in 2006) are
included. Firms declaring financial activity asithmain focus (section K
in Polish Industry Classification, or PKD) are exaé¢d. The data provided
by Coface originate either from the National Cokdgister (KRS) or is
collected by Coface via direct surveys. The datbasludes information
about 35 different KRS-registered categories ofllegctions related to
different debtor protection schemes recognized wtie Polish law, in-
cluding notions filed and court decisions taken apeditor arrangement,
recovery, bankruptcy and reorganization. The def@efinition followed in
this project covers court decisions to open thevaboentioned proceed-
ings or dismiss a creditor arrangement proceeditigm on the grounds of
insufficient debtor’'s net worth. The very momentdgffault will be back-
tracked to the date of filing the notion initiatingespective court-approved
proceeding.

The macro and financial market data are taken tft@Central Statisti-
cal Office of Poland (GUS) and Warsaw Stock Exclea(f@PW) respec-
tively. Data on listed companies were collectednfitie OSIRIS database
compiled by Bureau van Dijk. Some computationaultsswill be com-
pared and tested against probabilities of defalaitasets provided by Cred-
it Research Initiative, Risk Management InstitUtigtional University of
Singapore.

The model is based on a double stochastic procébsmulti-period
prediction horizon up to 3 years (cf. Duffie et &007; Duan et al., 2012).
An i-th firm’s life is governed by a set of independéouble stochastic
Poisson processes with their own stochastic irtiessiEvery intensity is a
function of some state variabl&s. We distinguish between default, with
the stochastic intensity;;, and other exit (of dissolving, M&A etc.), with

! The database was financed by the National Sci€etere (NCN) as the part of the
OPUS 9 project “The Quality and Scope of Informatio the Context of Corporate Default
Prediction”.
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the stochastic intensity;; — both only known at or after time For the
company to survive any periad= [t, t + 7] the probability equals:

Ps = E, [e-ff”(liu+am)au]’

and the probability of default in periad= [¢,t + 7], having survivedu,
equals:

Py =E, [f;” e_fcm(liu”iu)d”)lisds].

We let the dependence of default or other exitryekénd of function of
state variableX;; as long as they are nonnegative and the defaelsity
(at the future time) 1;; = f;:(7) is no greater than the combined other exit
intensitya;; = g;;(7):

fit (‘L’) = eﬁo @ +B1(Dxit1+B2(DXie 2+ Br(DXi k ,

and
gie (0) = fir (D) + ePo@+B1(Dxit,1+B2 (DXt 2+ Br(Dxit e

Following Duan et al. (2012), we do not specify thaamics of the
state variablel;;. In this sense the model resembles the model &feDet
al. (2007) as long as= 0, it is when the forward intensity is equal to the
spot intensity.

Conclusions

Although it is corporate default forecasting thathe field of our research,
we do not intend to focus on the forecasting aayutaut on the infor-

mation used in the forecasting process. In pagicube focus on the analy-
sis of how the scope and quality of informationdjdeereafter referred to
as information capacity, influence the default éarst prediction power.
Marginal contribution of different information sets predicting default is

what in our opinion ultimately matters. Reachingsél to 100% forecasting
accuracy, which can be relatively easily achievét the use of advanced
econometric techniques and statistical modellindarge data sets (in the
test sample in particular), is therefore not oummate goal. Although a
skilful design of a model, employing input variabkignificantly broaden-
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ing the information set used, will by itself incegathe prediction power,
such an increase will be a by-product rather thamlgective of the ap-

proach. We believe an information set containinty @orporate financial

data (as it is the case in most bankruptcy modstsned to in the litera-

ture), especially in their static form, is too paorboth accurately forecast
the probability of default as well as the margiimdibrmational capacity of

the data used, for the non-listed firms in partdculOnly after the infor-

mation on strategic positioning and on its macraeocac environment are
incorporated into the model, the model is ablertapprly describe the de-
fault probability.

We concede the task is ambitious. Given the sasipke (over 15000
companies) and the extensive dataset of micro, opemzd macro infor-
mation, the model to be estimated may yet provedificwult to yield un-
ambiguous answers (due to the inadequacy of e.glelrgpecification,
variables definitions, estimation procedures éf¢e believe the challenge
is worth taking though as the switch in the mindsedtving away from
small models and inter-model accuracy comparisypsal of the popula-
tion of models paradigm, towards the study of maapicontribution of
information used, in line with the model of the ptation paradigm, should
eventually prevail.
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Abstract

Research background:The development of higher education (HE) is amongst
topical issues. The modern society recognises tti@atmost valuable capital is
a human being with his/her intellectual potentiat ¢his has become the main
resource for social and economic development. Ti@oitant component of the
HE systems of many countries is formed by Privaighkelr Education Institutions
(PHEIs), although in each case they have natioeallrities. Today PHEIs un-
dergo difficulties inherent to the entire systemedtication. The problem of finan-
cial sustainability and efficiency of HEIls is bagiag urgent. In this context, the
most important issue is to deal with developingrapphes for quantifying finan-
cial sustainability and identifying the indicatafits evaluation.

Purpose of the article:To analyse the financial sustainability of the ptassector
of HE in Latvia and justify the necessity of aneigitated indicator system for fi-
nancial sustainability evaluation.

Methodology/methods: Include methods of economic and statistic analyses
methods of the analysis and synthesis of econamficration, methods of group-
ing, comparisons, classification, summarising, dpon and prediction.

Findings & Value added: one of the major issues is the existing gap between
assessment of financial activities of a higher atioo institution (HEI) and its
education activities, which is asserted by acca#idin standards; according to
these standards, financial and education activitfesautonomous entities, hardly
interconnected.
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Introduction

Higher education institutions at all levels areifigoextraordinary challeng-
es at present time: demographic shifts, risingscosproviding HE, limited
sources of funding (Lapovsky L., 2014). Effectivesieefficiency and fi-
nancial sustainability become central concernstih@ HE sector. Only
those institutions that have sound financial stmeg and stable income
flows will be able to fulfil their multiple missian(Sazonov S., 2015). What
is the overall measurement of financial health?afiety of academic and
financial performance metrics are used to assesgetfformance. Howev-
er, there is no consensus on the best performaaasures.

There are many methods of analysis for the evalnaif the business,
including the use of various financial ratios. Bafore we begin, we must
decide on the viewpoint and purpose of our analfldedfert E., 1996, p.
111). Modern approaches to financial analysis offesessment from the
party in interest's point of view, i.e. stakeholsleFhere are several groups
of stakeholders which have interest in the findnaiall-being of HEIs,
whether public or private, profit or non-profit,cduas: regulatory agencies,
licensing officials, accreditation agencies anditygowners, whether pre-
sent or potential, and in the case of profit in$itins — funding and other
financial resource providers (e.g. donors), reciggeof institutions’ ser-
vices (students and their parents), faculty membads administrators, as
well as the public at large. (Montanaro M., 20133p In these days, the
important stakeholders are Education Quality Assess Agencies and the
universities' administrators responsible for thaligy of learning.

Today, quality assurance is one of the centrakssou HE debates. The
serious problems include assuring the quality gkidie academic institu-
tions and ensuring that they maintain standardeaifhing, admission, and
infrastructure. Quality assurance in the privatetmeis especially im-
portant given that a few other methods of contrsateother than market
forces. (Altbach, Ph.G., 2005, p. 8). “Standardsd @uidelines for Quality
Assurance in the European Higher Education Arealetbped by the Eu-
ropean Association for Quality Assurance in Higkelucation (ENQA),
specify that educational institutions should endthie availability of ade-
guate and affordable learning resources and stugigiort services rele-
vant to educational goals. This question focuseshtbn on two levels of
financial health: first, the institution's finantieapacity to successfully
carry out its current programmes, and second, nkgtution’s continuing
financial capacity to carry out its intended pragnaes for the expected
lifespan of the institution.
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At present, there is no single methodology for ssisg the financial
provision of educational services supplied by comuiaé companies in
Latvia. The objective of this article is to idemtithe set of financial sus-
tainability’s ratios, which are more appropriate fiigher education institu-
tions and to evaluate the private sector of HEdtvia on their basis.

Literature review

Broadly, sustainability refers to the ability of nagers to maintain an
organisation over the long term. According to trenoal “Fundamentals of
NGO Financial Sustainability” (Slabygt al., 2000), sustainability is a
measure of the organisation’s ability to fulfil iteission and serve its
stakeholders over time. Sustainability is a proceesan end. The organi-
sation does not “become” sustainable and rest ©utcess afterwards.
Sustainability involves all the elements and fumasi of the organisation,
and every major decision made within the orgaresat— from human
resources to finances to service delivery — musatdresidered through the
filter of sustainability. Financial sustainabilitgan be gauged by the
organisation’s net income (the surplus of reverawes expenses); liquidity
(the cash available to pay bills); and solvencyg (edationship of assets and
debt or liabilities). Financial sustainability refeto the ability to maintain
financial capacity over time.

The financial theory considers the concept of foiansustainability as
the provision of financial independence. For exanflavitskaya G. gives
the same definition of financial sustainabilityt i$ the subject’s ability to
function and develop and maintain the balancesohssets and liabilities in
the changing internal and external environment mgLts solvency and
long-term investment attractiveness within the latzuies of the acceptable
level of risk. The sustainable financial stategaahed provided the capital
adequacy, good quality of assets, sufficient l@fgbrofitability consider-
ing the operational and financial risk, sufficiéiquidity, stable income and
wide range of borrowing opportunities” (Savitskaya 2004, p. 536). The
efficiency of a company can be defined as the iozlahip between the
output of products or services and the input obueses necessary for their
delivery (Rees B., 1995, p. 157).
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Financial ratio analysis for HEIs

One of the classic options for assessing the fiaanondition of the enter-
prise is the analysis using financial ratios. Treeefive categories of ratios
used in financial statement analysis. These aleliqdidity ratios, which
measure a firm's ability to meet cash needs asahsg; (2) activity ratios,
which measure the liquidity of specific assets drelefficiency of manag-
ing assets; (3) financial sustainability ratiosjeshmeasure the extent of a
firm’s financing with debt relative to equity artd ability to cover interest
and other fixed charges; (4) profitability ratieghich measure the overall
performance of a firm and its efficiency in managassets, liabilities, and
equity and (5) market value ratios, which bringhie stock price and give
an idea of what investors think about the firm atsdfuture prospects.
(Brigham E., Houston J., 2016, p. 129). The adwmntd# the analysis using
financial ratios is that it not only allows to assdhe institution's current
financial health, but also compare it to the avesatpr the industry and
leading competitors (benchmarking) and identify elegment trends. Fi-
nancial performance may be used to signal acadeenformance and vice
versa.

For the last decades, the economic literaturevgngalebates about the
financial position of HEIs, and which indicatorseamost effective and
reflect the specifics of their activities. In Ocesl2014, Hanover Research
presented the overview “Financial Reporting in HigEducation”. Besides
considerations for financial reporting, the repdescribes financial key
performance indicators, which can be used by H&lsréate comparable
charts for benchmarking with peer institutions. Jédeatios can help an
institution answer questions like:

— Are financial resources sufficient to support th&titution's mission?

- Is the institution clearly financially healthy ootnas of the balance sheet
date?

- Is the institution financially better off or not e end of the year than it
was at the beginning?

— Did the institution live within its means or notrihg the year?
According to Hanover Research, there are three nagios for private
institutions: primary reserve ratio, equity ratamd net income ratio. The

primary reserve ratio addresses how long an itistituicould potentially
operate with its expendable reserves. The equity assesses the propor-
tion of assets that the institution owns. Finalhe net income ratio assess-
es whether unrestricted activities resulted inrales or a deficit.

Prager, Sealy&Co, LLC, KPMG LLP and BearingPoirfeotthe use of
strategic financial analysis tools. The strategaricial analysis is a com-
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bination of approaches, methods and tools to amakygaluate and com-
municate financial information on whether an ingidn is achieving its
mission from a financial perspective. The basisefifective management
is a clear institutional mission. Every institutishould have a clearly artic-
ulated mission and there must be measurement, fowthcial and non-
financial.

Financial analysis of private HEIs in Latvia

The system of HE in Latvia consists of two subsystepublic and private
education. In the academic year 2015/2016, 17 puaivld 14 private HEIs
functioned in Latvia, where they enrolled 57,02 d®,477 students re-
spectively (private HEIs enrolled 22.42% of alld#ats).Among the 14
private HEIs in Latvia, 11 HEIs are commercial camigs with the right to
earn and distribute profit, 10 HEIs have the stafumited liability com-
panies and 1 is a joint-stock company. 3 HEIs agsstered as non-profit
institutions without the right to earn a profit (@estana Z., 2016).

To assess the overall financial state and sustéityaif the private sec-
tor of HE in Latvia, the above-mentioned methodgloganalysis utilizing
financial ratios was used. The set of indicators selected from the ones
used by statistical (Latvian Statistical Bureaurdaft database) and state
bodies (Ministry of Education). For the calculasorhe public financial
statement data of 14 HEIs for 2015/2016 academde yeere used. The
results of the study are presented in Table 1.

Table 1.Analysis of the financial Ratios of Private HEIsliatvia

. . Recom-
Ratio Formula EUR Average Min. Max. mended
Liquidity ratios

Current Current assets 13 342 691
ratio Current liabilittes 12 118 031 1.10 0.12 231 >1
Quick Current assets- 13 342 691-
ratio Inventory 1039 859 1.02 0.78 2.74 03-1.0
Current liabilittes 12 118 031
Activity ratio

Total Net sales . .
assets Average total i; i%g égz 0.56 0.25 1.82 H'bgerl?errls
turnover assets
Fixed Net sales . .

27 213 197 Higher is
assets Non-current 24 707 435 1.10 0.03 2.7 better
turnover assets

41



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

Accounts Net sales

. 27 213 197 Lower is
receivable Aver‘age accounts 4640 655 5.86 2.48 22.33 better
turnover receivable
D:y:ble Average accounts 4 640 655 6 doa; ZO
guét ang.  payable 62.24 852 6839 | Owé’r s
. Net sales / 365 27 213 197/365
ing better

Financial sustainability ratio
. Total liabilities 16 827 856 <05-
Debtratio 15| assets 48170 351 035 002 072 43
Debt to .

. Total liabilities 16 827 856
equity Total equity 31012 269 0.54 0.01 2.62 < 0.45
Equity Total equity 31012 269
ratio Total assets 48 170 351 064 0.98 028 >0.55

Profitability ratios
Net profit Net income 2232786 >1
margin Net sales 27213 197 820 -0.503 1504 H'bgerlferrls
Returnon ot income 2232786
equity . 7.20 -0.81 9.9 >0.2
(ROE) Total equity 31012 269
Return on ot income 2232786
assets 4.64 -0.81 5.78 >0.15
(ROA) Total assets 48 170 351

Source: own calculations based on www.lursoft.|v.

Liquidity ratio analysis: This ratio shows the current assets available
to cover current liabilities at the balance shemtedand help answer the
question: whether the HEI be able to settle itbiliities when the time
comes while remaining a viable organisation. Inegah the current ratio
analysis revealed that the PHEIs are in the zorstatility and do not have
difficulties with the repayment of payables. BubtRHEIs have the indica-
tor below the norm. This is related to the acquisitof long-term loans.
The relatively high level of current ratio is exipled by the fact that HE
services are traditionally rendered on the prirecigl advance payment, i.e.
students pay their fees at the beginning of theeséen and the services are
rendered at a later date. Therefore, monetary aésetrage 57.43%) usu-
ally comprise a significant part of the PHEIs’ @nt assets. This is con-
firmed by the quick ratio value, which differs s$iity from the current ra-
tio.

Activity ratio analysis: The coefficients of this group show how well
the company manages its assets. These rates @hswellowing question:
how rational is the amount of each type of ligussdets in terms of current
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and predicted sales. The analysis showed thatsetsamostly consist of
the Non-current assets (an average of 51.29%), uxitsareceivables (an
average of 9.63%) and Cash (an average of 15.91P®).rates of Total

assets turnover and Fixed assets turnover aretlglighderstated and do
not correspond to the size of the gained profisydpayable outstanding
corresponds to the receivable repayment norms.

Financial sustainability ratio analysis: shows the ratio of the compa-
ny’'s borrowed capital to its own; it characterisies degree of risk and the
stability of the company. The financial stabilitytbe most HEIs is within
the normal range, although 6 of them are belownibren and are at risk.
The analysis of the borrowed funds’ structure shives only 14.35% of
them are loans to banks and other organisationgl%3are deferred in-
comes (usually unrealised funds of Grants), an@2®b. are students’ ad-
vance payments for studying. The remainder is tmeeat payables on
wages, taxes and current expenditures.

Profitability ratio analysis: a relative indicator of economic efficiency.
The enterprise’s profitability comprehensively eefis the degree of effi-
ciency in the use of material, labour, monetarg, etsources. Profit mar-
gins reflect the results of management effectiversesl all operating deci-
sions of the company. The analysis of the studmadeusities showed that
on average the profit margin values are high, withexception of 3 insti-
tutions that finished the fiscal year with a loss.

Conclusions

Financial sustainability is of paramount importarfoe universities, be-
cause this figure characterises the stability @f itstitution in the long
term. The specificity of HE lies precisely in thardtion of the provision of
services. It is recommended to implement an ass¥soh financial stabil-
ity as a criterion for evaluating the financial ddion of the institution
when conducting accreditation procedures and guakisessments. The
analysis showed that a number of universities @ precarious financial
position, and therefore cannot guarantee studehtghaquality education
for the future periods.

The next problem is the existing gap between #sessment of finan-
cial activities of a HEIs and its education actest which is asserted by
accreditation standards; according to these stdadfinancial and educa-
tion activities are autonomous entities, hardlyeiobnnected. Financial
performance may be used to signal academic perfarenand vice versa.
The institution should not be regarded as a privateas a socially signifi-
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cant economic entity developing the education’dityugystem. Such defi-
nition of the problem requires finding new integiadlicators uniting the
results of financial and educational activities.
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Abstract

Research background:Firms with low credit risk realize higher returtman firms
with high credit risk. This credit risk effect ihe cross-section of stock returns is
a puzzle because investors appear to pay a prefoiubpearing credit risk. A high-
er credit risk can reduce a propensity to invest.

Purpose of the article: The basic goal of the paper is to analyse andyvére
impact of the changes of financial and nonfinanaiatitutions’ credit ratings on
the rates of return of shares. The following hypstts have been formed: first,
differences in the strength and direction of thactien of stock prices between
financial and nonfinancial institutions have bediserved. Secondly, downgrades
of credit ratings have got a stronger impact onrtétes of return of shares than
upgrades thereof.

Methodology/methods: The analysis has been constructed for Europeamaom
nies for the period between 1995 and 2016 usingettent study method. The
sample has been divided according to: the direationhanges in credit ratings,
countries’ economic divisions, the character ofittsitution.

Findings & the Value added The prepared analysis suggests that nonfinancial
stock prices react to changes in credit ratingslaily to stock prices of financial
institutions. The moment of reaction is differetdh by taking the level of eco-
nomic development. Generally, a stronger reactionrédit rating changes in the
case of companies from lower and middle economéesiieen observed the than
from high-income countries.
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Introduction

One of the methods of measurement of credit andudtefisk is by using
credit rating to analyse the risk of investmenpeesally in the event of
banks. They are also taken into consideration tifyveredit risk in the
internal ratings based approach by financial iastihs.

The previous researchers explore the behaviouhefstock prices on
credit ratings changes in different subsamples.m@ntioned phenomenon
has been analysed for a group of countries or partcular one. The most
popular markets that have been researched arestdlok markets in the
United Kingdom (Barron et al., 1997, p. 497-509¢ tnited States (Av-
ramov et al., 2009, p. 469-499), and Japan (Miyam2016, p. 138-143).
The mentioned relationship is strictly connectethwie size of the stock
exchange. The previous analysis has also beenrprepa different sub-
samples, according to: the size of the companythadchanges of credit
rating agencies (Creighton et al., 2007, p. 1-it®,level of economic de-
velopment and political divisions (Chodnicka-Jawars2016), the emerg-
ing countries (Mateev, 2012, p. 28-41; Flores, 2M0n Han, 2009, p.
141-166), the moment of a financial crisis (Kieg€16, p. 20-31), the size
of credit ratings agencies (Chodnicka-Jaworska,6204un Han et al.,
2009, p. 141-166). Schweitzer et al (1992, p. 283)2ound that the reac-
tion of banks’ stock prices is weaker than of neaficial institutions,
which can be connected with the level of supemisg the former.

The type of investors and their reaction to creditngs changes has
been verified by Avramov et al (2009, p. 469-49R)ey found that after
downgrades a strong institutional selling has beleserved. On the other
hand, they have not found a strong differentiatbrates of returns across
credit risk groups in stable or improving credinddions. The mispricing
is generated by retail investors and sustainedlioyidity and short sell
constraints. Ahn et al (2014) found that negatieeiaions have signifi-
cantly stronger associations with bid-ask spreadsimavestors’ reaction to
ratings changes than positive deviations. They asigthat only negative
non-financial information in credit ratings is peieed as private, which
implies that managers are more willing to providel Imews to rating agen-
cies than they are to the general public. Ratirgneig@s incorporate nega-
tive information in ratings, which should comfonbse who are concerned
that the issuer-pay model leads to inflated ratings

The prepared literature review suggests that tiseeelack of research
about the comparison between the reaction of gicicks on credit ratings
changes for financial and nonfinancial institutioAs a result. the aim of
the paper is analyse and verify the impact of thenges of financial and
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nonfinancial institutions’ credit ratings on thaas of return of shares. The
first hypothesis seems as follows: differenceshim $trength and direction
of the reaction of stock prices between financrad aonfinancial institu-
tions have been observed. The second one is: tvagilades of a credit
ratings have a stronger impact on the rates ofmraifishares than upgrades
thereof. In the next section the methodology and daed in the analysis
have been described.

Method of the Research

The analysis has been constructed for companies Eoropean countries
for the period between 1995 and 2016 with the uséh® event study
method. Data have been collected from the ThomseuteRs database.
Daily rates of return are taken as dependent agalihe independent
factors comprise long-term issuer credit ratinggppsed by Fitch, S&P’s
and Moody’s. To verify the direction of credit rajs changes the linear
decomposition proposed by Ferri, Liu and Striglt299) has been used.

The sample has been divided into subsamples aogptati the direction
of credit ratings changes, economic divisions, Wweetn institution is fi-
nancial or nonfinancial. The grouping of countriess been presented in
Table 1.

Table 1 Country groups singled out according to the foiahdevelopment divi-
sion criterion.

Type of classification Countries
High income countries Austria, Belgium, Croatiap@ys, Czech Republic, Denmark, Esto
nia, Finland, France, Germany, Greece, Hungariarck Ireland,
Italy, Latvia, Liechtenstein, Lithuania, Luxembouhdalta, Monaco,
Netherlands, Norway, Poland, Portugal, San Ma$toyakia, Slove-
nia, Spain, Sweden, Switzerland, United Kingdom.

Middle income Albania, Algeria, Belarus, Bosnia atetzegovina, Bulgaria, Geor-
gia, Macedonia, Montenegro, Romania, Russia, Sefuikey
Lower middle income Armenia, Moldova, Ukraine

Source: own elaboration.

The analysis has been prepared by using the ety methods. Its
goal is to verify the response of the rates ofrretf shares to credit rating
changes in a short period of time. The analysisbieas prepared for three
periods of time. The first period is named as en¢ window, and relies
on the observation of the rates of return from ty&me to two days before
the event. The event period starts from one dagrbahe event date and
ends on the third day after it. The post-event wimdepresents twenty

48



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

days after it. To verify the impact of credit ragnchanges on the rates of
return of shares abnormal differences in the végiatithin each event
window are used to construct cumulative abnorméeminces (CAD),
with an assumption that no other factors occumetiat time. To verify the
significance of the influence of credit ratings Bbas on stock prices the t-
Student test is used.

Findings

The analysis of the reaction of stock prices talitreatings changes has
been started on to verify the impact of upgrades downgrades of notes
(Table 2). In the case of S&P’s rating a significempact has been noticed
only for downgrades. The comparative results betwae increase and
decrease of notes suggest that stock prices reamet strongly to down-
grades than upgrades. The mentioned situatiomisistent with the results
of the previous studies. In the case of Fitch natsgynificant impact has
been noticed at the moment the information aboubherease of notes was
published. The growth of Moody's ratings causesisiteally significant
abnormal rates of return during the pre-event wwngeriod of time. The
strongest reaction to Fitch notes has been notiefdre the moment the
information about a decrease of ratings was pubdisin the case of
Moody’s and S&P’s notes a stronger impact has lobserved during the
post-event window. The described situation can tenected with the
types of companies that have been analysed. Asult,rihe next step of the
research has been to verify the influence of creatings changes on the
rates of return by taking the sector type into aersition.

Table 2 Impact of credit ratings changes on the stoc&gsriof European compa-
nies.

agency Fitch Moody S&P
direction upgrade | downgrade | upgrade| downgrade upgrde | downgrade
pre-event window
coef 0,00646 -0,0112 0,008 -0,0011 -0,0002 -0,0048
t-Student -1,39 (-1.92) (-1.65) (-0.18) (-0.06 .24)
N 75 275 151 389 608 1165
event window
coef 0,00689 -0,00929 -0,002 -0.0103 0,00123 -0.0113
t-Student (-1.94) (-1.77) (-0.75) (-2.05) -0,59 .86)
N 75 275 151 389 608 1165
post-event window
coef -0,00229 -0.00844 -0,007 -0.0181 -0,00392 -0.0219
t-Student (-0.44) -2,24 (-1.44) -3,24 (-1.32 -5,43
N 75 275 151 389 608 1165

Source: own calculations.
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The analysis of the reaction of stock prices talitnatings changes ac-
cording to the type of sectors has been present@dhble 3 for Fitch, Table
4 for Moody's, and Table 5 for S&P’s. The studytbé impact of credit
ratings changes on stock prices, taking into adcthwnsector type and the
level of economic development, has been prepametivio groups. Entities
from high income countries and lower and middleome economies have
been used in the studies.

In developed high income economies stock pricesonifinance enti-
ties react only to downgrades of notes. The moroétiie reaction is dif-
ferentiated (a reaction to Fitch credit ratings rgfes has been observed
before the moment of publication of notes, for Mged- during the post
event window, and for S&P’s — during and after thement of publica-
tion). In the case of middle and lower income ecoies significant ab-
normal rates of return are higher than for entitiesn high income econo-
mies. The reaction has been noticed both in the oAslowngrades (to
Moody’s notes — before and after the publicatiar, $&P’s — after the
publication) but also for upgrades (Fitch — durthg pre-event window,
S&P’s — during publication and after it). The mentd situation can sug-
gest that investors treat investment in the congsariiom developing
economies as a good place to allocate their capidédlcan generate addi-
tional profits.

The analysis of the impact of banks’ credit ratimg@nges on stock
prices taking the level of economic developmenb inbnsideration can
create similar results. Just as for the previowgrof entities, a higher
influence of credit ratings changes has been obdefer banks from de-
veloping economies. In the case of Fitch notesatirermal rates of return
are observed for downgrades, but in the case of S&Hor upgrades of
notes. In the case of banks from high income c@asithe mentioned reac-
tion has been observed both for upgrades and dagagrof notes present-
ed by Fitch and Moody’s, and only for a decreas&&P’s credit ratings.
The presented results also suggest that the abhmatea of return are ob-
served during or after the moment of publishingiinfation about credit
ratings changes. The described situation can beect&d with supervision
over banks and the stability of credit ratings.

The received results suggest that there is a straegction in the case
of financial institutions than for non-financialtéies. The presented situa-
tion is different from the opinion presented in hrevious studies. As it
has been noticed before, it can be connected wéthuse of credit ratings in
the decision-making process of banks. Abnormalsratereturn are be-
tween 1 and 2%, so the reaction of the financialkketais weak. The de-
scribed situation can be connected with the leffeconomic development.
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As a result, the analysis of the impact of credfitngs changes on stock
prices has been prepared by taking into considerahie level of economic
development.

The last part of the study, which relies on thelysis of the results for
other financial institutions and insurance compsnigas been prepared
only for entities from high income countries. Thesdribed situation has
been connected with the small number of observationthe entities from
the middle and lower income countries. For thehFitotes a statistically
significant impact on stock prices has been notfoedhe mentioned enti-
ties after the moment of publishing information aba decrease of notes.
The strength of the impact has been higher thdhercase of other institu-
tions. Abnormal rates of return for the mentionedites have not been
observed for Moody’s ratings changes. In the cds®&®’s credit ratings
changes a significant reaction has been observedpigrades. Abnormal
rates of return have been noticed during the ewemdow for insurance
companies, and for other entities — also aftemtbbenent of publication of
notes.

Conclusions

The basic goal of the paper has been to analysegaaifd the impact of the
changes of financial and nonfinancial institutioasgdit ratings on the rates
of return of shares. The received results sugdmdtrto significant differ-
ences between the impact of credit ratings changefinancial and non-
financial entities’ stock prices have been obseryedtronger reaction has
been noticed for downgrades than in the case ofa@ease of notes, which
confirms the second hypothesis. The level of ecanamvelopment has a
statistically significant impact on the creationaifnormal rates of return.
The described situation suggests that investortotfind additional profits
on these markets, and publication of informatioroudbcredit ratings
changes is a good measure of the default probakifil creation profits.
Also the moment of reaction is differentiated. hre tcase of developing
countries abnormal rates of return are observest it moment of publi-
cation of the information about credit ratings ajes For these stock pric-
es both upgrades and downgrades are significarthdncase of entities
from high income economies the stock market alaotssbefore and during
the mentioned period of time. Only downgrades hagignificant impact.
The described situation can be connected with ¢lae 6f investors. The
received results also suggest that stock pricest reare weakly to credit
ratings changes. The moment of the business catlalso have a signifi-
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cant impact on the mentioned reaction. The mentiateterminant will be
taken into analysis in the future research presemyehe authors.
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Abstract

Research background:One of the possibilities for entrepreneur who ysnig to
start-up a successful business or grow a busiiessensure the business from an
economic perspective. Entrepreneurs can use augaaibternative forms of financ-
ing. Despite the wide range of programs, grantssatisidies, the most commonly
used form of financing is still a loan which is pided by the bank institutions.
The relationship between entrepreneurs and banigtigutions is mainly connect-
ed in the area of lending and guarantees for fugdiherefore the perception and
the evaluation of the credit risk by entrepreneanstributes to a better understand-
ing of needs of both sides.

Purpose of the article:A comparison of the evaluation of factors whicfeef the
perception and management of the credit risk byepntneurs. Not only socio-
demographic factors (gender, level of educatiomage of entrepreneurs) but also
the nature of corporate activities in the busiresaronment for small and medi-
um-sized enterprises in the Czech Republic.
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Methodology/methods:During data collection, method of random firm’sesgion
using specialized database of companies “Albertwa% used. Afterwards, the
method of interview with responsible managers & tlompany and method of
online questionnaire survey were used. Data frodlldnterprises in 2015 from
all 14 regions of the Czech Republic were collectedthe first step of our re-
search, the descriptive statistics (pivot tablés, gharts) were conducted. After-
wards, the two-sample t-test to compare a mearesaifithe perceptions of credit
risk factors and verify the conditions for its cdetpn (Histogram, Q-Q plot,
Goodness of Fit Test, Pearson coefficient of cgetity, t- test).

Findings & Value added With an increase of the time of operating in Huesi-
ness environment, the amount of women as a redgen=sople for business man-
agement is decreasing. Entrepreneurs are unitdeiopinion that the importance
of credit risk during the crisis increases. Thene statistically significant differ-
ences between entrepreneurs by a gender and agadrprises with a time of
operating on the market between 5-10 years thaimpertance of credit risk dur-
ing the crisis increases.

Introduction

The business environment of small and medium-sizadrprises (SMES)
is a current area of theoretical research and ipghcipplications in the
European Union (Belds and Sopkova, 2016a; KozubikBelas, Kljgni-
kov, & Virglerova, 2015; Dubravska, Mura, Kotyli & Novotny, 2015 ;
Belas, Demjan, Habanik, Hudakov4, M. & Sipko, 2028icro, small and
medium-sized enterprises can be included amondpdises factors which
determine the economic growth in each country apdsitively impact the
social and economic system of the country (Hendegs@eiler, 2009).

The relationship between bank institutions and rpnies operating in
business environment affects many risks (Belas gk8ea, 2016b; Mentel,
Szetela & Tvaronavienre, 2016; Betakova, Lorko & Dvorsky). The credit
risk is characterized by the possibility that tleerbwer will not be able to
fulfil the obligations arising from the loan relatiship to the creditor on
time or even at all. It represents the risk of fjmedailure of the contrac-
tor, which leads to non-compliance with the contefnthe contract and to
financial losses of the counterparty in the sammtilt can be represented
in a form of a direct credit risk, risk of equivate or settlement risk.

The importance and intensity of credit risk incesaas for banks as well
as for business particularly during a crisis. Dgrthe crisis period, it is
found that innovative SMEs are credit rationed fralinother sources of
external finance and that is suggesting an absotettit crisis for the inno-
vative firms (Lee, Sameen & Cowling, 2015).
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From the bank’s perspective, causes that influeheeemergence of
credit risk are divided on the reasons relatedvio decisions of banks:
credit terms toward entrepreneurs, client’s credglithiness, default meas-
urement, duration of credit risks and etc. (Belucnikov, Vojtovic,
Sobekova-Méajkova, 2015). Other types of causeghtaree which are de-
veloped by the economic and political situatiothie country.

Berger & Udell (2002) states that it models theemmworkings of rela-
tionship lending, the implications for bank orgatisnal structure, and the
effects of shocks to the economic environment enabailability of rela-
tionship credit to small businesses. Relationskipding depends on the
accumulation over time by the loan officer of 'sofformation.

According to Neuberger & Rathke (2009), micro-eptes are espe-
cially predisposed to incorrect selection and mdratard, and therefore
their access to debt financing is limited. Smain§ are characterized by
higher Business Administration and Management imfdion asymmetry
and credit risk.

A political support for SMEs in the form of subsdj government pro-
grams and the possibilities of co-financing with Eldds (Vojtovi, 2016)
are one of the key activities to increase an ecan@utivity, a level of
solvency and an export growth of the company. Thate plays a very im-
portant role within its business environment (Kfiikov & Sobekova Maj-
kov4, 2016). Through its legislative environmehg state can be helpful to
entrepreneurs in their activities or it can burdesm (Virglerova, Dobes,
& Vojtovi¢, 2016).

Research Methodology

The main aim of the article is the comparison @ddrrisk assessment by
entrepreneurs according to selected socio-demoigrdpbtors and their
variations. The comparison between the relationglgiception between
persons responsible for the company managementdicgao a gender,
age and achieved education and the arguments negadcdgranted loans
by banking institutions, will contribute to the kmiedge of a different atti-
tude with a respect to the examined factors.

To meet the objectives of this article, followingatsstical hypotheses
have been evaluated:

H1A: With an increase of the time of operating ba tmarket, the number
of women which are responsible to company’s managésrdecreases.

58



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

H1B: Between men and women representing the eigerpith a compe-
tence between 1-5 years in the business environnieme is not a statisti-
cally significant difference between opinions oe #rgument that the im-
portance of credit risk during the crisis tendinwease.

H2A: Among entrepreneurs with age under 45 and @lts years which
represents a company with a competence betweenyB&lt8, there is not a
statistically significant difference in attitude dme argument that the im-
portance of credit risk during the crisis tendgtease.

H2B: Between entrepreneurs with the achieved usitieeducation and
higher education which represents a company witbrapetence between
5-10 years, there is a statistically significarffedence in attitude on the
argument that the importance of credit risk durihg crisis tends to in-
crease.

The scope of the statistical data represent 16&9m@mises. We managed
to collect data from 1141 (70%) companies succgsiDuring data col-
lection, methods of random selection in “Albertindétabase were used.
All enterprises are operated in the Czech RepuBliterprises in the first
phase were contacted via e-mail contact that has beentioned in above
mentioned database, or searched on the web selvéhng case where they
did not respond to our request, they were contamyguhone.

To evaluate the statistical hypotheses about cris#tiarguments, entre-
preneurs could select from following options on-fmenulated arguments:
strongly agree (score = 2), agree (score = 1)nltd@ve an attitude (score
= 0), disagree (score = - 1), strongly disagreerése -2). The importance
of assigned qualitative assessments of entrepreraut their quantitative
statement is used not only for the need of stedistevaluation of per-
formed tests but also for the possibility of weighttings toward individual
gualitative assessments.

For draw conclusions and answers to our formulatatistical hypothe-
ses in the area of credit risk evaluation, sta@$tiools of descriptive statis-
tics in the first step were used, as follows: agbiart, pivot tables - sorting
businesses by two or more factors, characteriatidsvariability - absolute
and relative frequency, mean, variance and scotes.score is calculated
by the sum of all ratings. To compare the enteegrisy selected socio-
demographic factors, two-sample test (unpaired) thie same variances is
used. Hypotheses where differences between meapsvaf the sample is
zero (null hypothesis) versus non-zero differenegvben the mean values
(alternative hypothesis) were tested. All testsewmrformed at the signifi-
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cance level of 0,05. Critical values for a confitiba or rejection of the
null hypothesis with the usage of the numbers gfreles of freedom are
represented as the subject of evaluation of tha matables (t- Statistics
and p-value (P (T<=t))). Critical value of test a=® follows: gender —t =
1,969 (0.05, 243 degrees of freedom), achievedagidunc—t = 1,973 (0.05,
703 degrees of freedom), age — t = 1,969 (0.05,d&¢Bees of freedom).
To verify the assumption of normality, the graphiaaalysis of data (his-
togram, Q-Q graph) and tests of good complianceo{f@ess-of-fit) were
used. To verify the hypothesis of equality of vades between samples, F-
test was used. The conditions which were imposecel@vant testing by a
two-sample t-test with a same variances in indi@idselected groups of
entrepreneurs were met. Calculations have beenucted through a so-
phisticated statistical software SPSS Statistics.

The structure of entrepreneurs which filled out questionnaire survey
are persons responsible for business managemtwdiircompanies: men -
75% women - 25%; age: up to 35 years - 25%, 35edsy- 28%, over 45 -
47%:; according to motivation for starting a bussenoney - 28.9%, seen
as a mission - 22%, other motivation - 49.1%. Ergaeurs who represent
enterprises which have the following charactersstiny size: the number of
employees up to 10 - 64.9%, between 10 to 50 erapby 26.8%, between
50 to 250 employees - 8.3%; according to the tifneperating of the en-
terprise in the business environment: 1-5 yearsl.5%, 5-10 years -
16.7%, and over 10 years- 61.8%. According to nati@conomic focus of
the company on the market: 33% trading companiZ¥%, @ manufacturing
companies, 14% construction companies, 6% transpmmipanies, 3%
agriculture companies and other companies whicimdidnentioned indus-
try specification.

Literature Review

The credit risk in the company may be influencedelternal as well as
internal factors. The next chapter specifies thte@s who have dealt with-
in their studies with factors influencing credigki

Yildirim, Akci, & Eksi (2013) have examined thierh-specific charac-
teristics that affect the access to credit fromkiseior SMEs. They find that
SMEs with larger asset base can have more accdesntal credit rather
than SMEs with small asset base. Because, larget base can signal the
bank that, the SME will be able to pay the extendads by liquidating the
assets. Higher asset turnover and internationdé tagtivities are positively
associated with higher possibilities for SMEs to gedit from the banks.
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However, they do not find any significant relatibigs between firm age
and availability of credit.

More than 10 years old was able to use 1.3% oktaddit than those
firms were less than 2 years old. Hence, the agleofirm was also im-
portant in getting the trade credit during the gtpdriod. However, when
then firms were getting larger they have incregbedusage of trade credit
and suppliers were able to trust them to providarfce due to a gradual
increment of the asset base. The result also fohadSpain and Ireland
significantly reduced the bank financing to SMEsimiy the crisis and it
encouraged the firms to use the alternative souotdsinds. (Casay &
Toole, 2014).

The survey showed that young SMEs were twice agdylikredit con-
strained than established firms and more imposgtah#d.1% for young
firms did not receive any form of finance from thank. On top of that,
13.5% young SMEs reported the problem of accesbank finance in
compared to 2.5% of the established SMEs. Hencepibssible to say that
business age has a significant impact on bank dingnin the Scottish
market (North, Baldock & Ekanem, 2010).

Carter, Shaw, Lam & Wilson (2007) examined the afig gender in
the bank lending process to the small business weioan applicant is a
female or male. They have found that, when conisigean application,
applicant education plays an important role, lovexel of education for
female applicant mostly rejected. However, whensatering for the high-
er level of education, the gender criteria for Igracessing diminishes. It
is found that, when the loan applicant is male |tla@ officer is most likely
to know about the business plan, financial histomg general characteris-
tics of the applicant.

Results and Discussion
Using a pie chart, relative frequency of person® wahe responsible for

business management according to their gendethandngth of operating
on the market of enterprises have been graphiitiaifrated (figure 1).
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Figure 1. The structure of persons who are responsible fsiness management
according to the|r gender and the Iength of ofregain the market of enterprises

Number of years

ss: 5-10 years Number of years ss: over 10 years

38,4%

» Gender
\en

Source: own calculations.

Above mentioned graphic analysis in absolute atative frequency of
businesses by the gender and the time of operatnghe market of
enterprises shows that the amount of women redpensor business
management decreases with an increasing competantdee business
environmentHypothesis H1A is confirmed.

Results of credit risk evaluation and its growtlrinly a crisis among
entrepreneurs who are operating in companies batée 5 years are the
subjects of Table 1.

Table 1. Credit risk importance during a crisis has aneéasing tendency among
enterprises traded between 1-5 years on the market.

o Gender Education Age
Characteristics - - - -
Men | Women | Other education | University education| -45 45+

Number of entrepreneufs 151 94 143 102 222 23
Score 82 39 76 45 109 12
Mean 0.543 0.415 0.531 0.441 0.4910.522

t — Statistics 1.729 1.581 0.351

P(T<=t) 0.042 0.057 0.363

Notes: -45- age of entrepreneurs till 45 years, 4&ge of entrepreneurs over 45 years.
Source: own calculations

Entrepreneurs agree with an argument that thetatiekliduring a crisis
had higher importance in enterprises with a timep#rating on the market
between 1-5 years. The average evaluation of eetmeprs without dis-
tinction of a gender, achieved education or agertfepreneurs is in the
interval < 0.415; 0.543 >. Men are mostly agreetth whis statement (mean
— 0.543). Between men and women is a statistisadiyificant difference in
the attitude toward this given statement (see Talke (T <= t) = 0.042).
Between statistical variations of character sucheagler and age of entre-
preneurs, there are not significantly differengeshie attitude to the given
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statement (see Table 1: education P (T <=t) =0.8§e (T <=1t) = 0.363).
Hypothesis H1B of above mentioned statement istegje

Results of credit risk evaluation and its growthiigi a crisis among en-
trepreneurs who are operating in the companiesdmstvit-5 years are the
subject of Table 2.

Table 2. Credit risk importance during a crisis has aneéasing tendency among
companies which are operated on the market betivéeyears.

. Age Education Age
Characteristics - - - -
Men | Women | Other education | University education| -45 45+
Number of entrepreneufs 138 53 131 60 137 54
Score 78 37 79 36 78 37
Mean 0.565 0.698 0.603 0.600 0.5690.685
t — Statistics 2.133 0.213 1.924
P(T<=t) 0.017 0.831 0.028

Notes: -45- age of entrepreneurs till 45 years, 4&ge of entrepreneurs over 45 years.
Source: own calculations

Entrepreneurs agrees with a statements that at cigddiduring a crisis
has a higher importance in the companies whichadgstbetween 1-5 years
on the market. The average evaluation by entreprengithout a distinc-
tion of a gender, level of education and age ofegméneurs is in the range
of <0.565; 0698>. The highest achieved educatioentfepreneurs has not
statistically significant effect on assessmentmifepreneurs who are oper-
ated in business environment between 1-5 yeaflwilCzech Republic (see
Table 2: P (T <=ty 0.831).Hypothesis H2A is confirme&8etween statis-
tical variations of character such as gender amdafigentrepreneurs, there
are statistically significant differences withirtitatdes to the given state-
ment. (see Table 2 .: gender P (T <=1t) = 0.01&,(ag<=t) = 0.028)Hy-
pothesis H2B is confirmed.

Conclusions

Different positions of persons who are competentciedit risk manage-
ment and leadership by the time of operating onntlagkets and by their
socio-demographic factors (gender, age, achievedagion) has been ex-
amined in this article.

Our research confirmed that the longer time of ajieg on the market,
the less women in the position of competent personbusiness manage-
ment are occurred. With an increasing time of djregeon the markets by
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enterprises in the Czech Republic, the growing idente between entre-
preneurs that credit risk has higher importancandua crisis has been
found out. It can be confirmed that there are $icgmt difference in the
assessment of this statement between types ofpests according to time
of operating on the market. Younger entreprenetgscanvinced that a
crisis does not have so significant impact on theadrtance of credit risk in
the company; older entrepreneurs are convinced tli&timportance of
credit risk during a crisis increases.

Factors such as gender, age or the highest achesiwgzhtion does not
have an influence on the assessment of the statéhatrnhe importance of
credit risk increases during a crisis in companidsch operates on the
market for more than 10 years. Among selected faatdich influence the
ability to pay company’s liabilities at the giveme and amount toward a
bank, we advise: depth knowledge of credit cond#iby entrepreneurs,
transparency of bank’s conditions toward entrepienand credit history
of the companies.
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Abstract

Research background: Banks play an important role connected with finagci
pro-ecological investments made by enterprisesy Bapport pro-ecological activ-
ities of the entities applying for financing or effsaving/investment products relat-
ing to the environmental impact. In terms of theiternal pro-ecological activities
there can be distinguished two groups of banks.fifsiegroup offers a wide selec-
tion of products and pro-ecological services ad agluses the tools of environ-
mental risk management. The second group concestran offering selective
products and services as well as is active in tba af pro-ecological marketing.
Purpose of the article: The main objective of the study is to identify aagkess
some chosen aspects of ecological activities ob#rks listed on Stock Exchang-
es in CEE countries and included in sustainablecésd such as: RESPECT,
CEERIUS and VONIX. The scope of this analysis engasses selected dimen-
sions illustrating banks’ activities in terms ofvddnmental protection.

M ethodology/methods. The analysis of the investigated dilemma was bas&id-

ly on the desk research of digital and documerdgatyces.

Findings & Value added: The results indicate relatively huge differeneesoss
environmental care in value-based banks comparecbtwentional banks, and
small differences between value-based banks theesel

I ntroduction

F. de Clerck (2009, p. 4) estimated that the dédimiof social banking is
not clear because “social, ethical, alternativaasnable development and
solidarity banking and finance are denominatiorsd &ve currently used to
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express particular ways of working with money basednon-financial

deliberations. A precise and unified definitiontbése types of finance as

such is not available and perhaps not possibleusecatf the different tradi-
tions from which the ethical finance actors haveryad”.

The proper interpretation of social banking will pebably the object
of continuous search and presumably it will evahgewell. However, for
the purpose of the research, to reach the assuosdrmamely:to identify
and assess some chosen aspects of ecological activities of the banks listed on Sock
Exchanges in CEE countries, the definition byJ. Niven at the Global Alliance
from Banking on Values (GABV) was taken. He defities goals of social
banks as follows: “to make an impact directly —ibgreasing our lending
and investing to people and organizations that fitemeople, the environ-
ment and culture. Making an impact by influencintess indirectly, both
by showing that a different approach to bankingdth possible and neces-
sary and by actively engaging in important widescdssions about the
future of the financial industry (J. Niven perabimterview in O. Weber,
S. Remer, 2011, p. 2).

R. Milano (2011, p. 31) classified social banksaading to their mis-
sion statement enlarging, by the same token, thgeraf the entities. Ac-
cording to the author, there are four groups ofadd@anks:

1. Banks and other similar institutions, which conérgocial banking ac-
tivities — (e.qg. reflected in social responsibldiges, union credits).

2. Banks and other similar institutions, which traeehew road from an
economic point of view — (e.g. members of FEBEAAISE, GABoV,
socially responsible investment funds).

3. Banks and similar institutions, which open new retsk(microcredit
and microfinance in general) — (e.g. members of EEBINAISE,
GABYV, socially responsible investment funds).

4. Banks especially engaged in charitable activitiesg. children’s banks
— The Children’s Development Bank, charity founolasi).

Referring to the above classification, a wide speutof activities of the
so called social banks is visible. The author eefinis name strictly to
banks and other financial institutions operatingtbe basis of different
legal foundations. Apart from the entity divisidhgre is also the object
division in which financial institutions may be k&l typically social insti-
tutions as well as those which combine the featofesocial and commer-
cial banks. The above divisions may reflect custyn@a cultural differ-
ences. The culture consists of customary belieflsvatues that ethics, reli-
gious and social groups transmit fairly unchangetfgeneration to gen-
eration.
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Ecological activity of the banks

The interest in pro-ecological projects of banlwis is growing as well as
bank offers. Such interest arouses from at leastreasons. First of all,
high standards of environmental protection impasemterprises searching
for such products which are to solve ecologicabfgms. Here, the related
costs should not be excluded. Although the simpteemic logic suggests
that restrictive ecological standards should ineeethe costs of enterprise
activities, and consequently influence negativalirt profitability, still the
growing number of empirical evidence indicates sitpee relation between
the enterprise value and its positive influencahtaenvironment. R. Klas-
sen and C. McLaughlin (1996) while conducting aarg\study found con-
siderably abnormal returns, the moment an enterpeseived a reward for
eco-innovation, and significant negative returnterafin environmental
crisis. G. Dowell, S. Hart, B. Yeung (2000) statkdt corporations seated
in the United States and adopting restrictive emrimental standards have
a much higher market value than those with lessicége environmental
standards. The second reason is connected witwfiolg) the rules of envi-
ronmental protection as a common good which shbealdoreserved for
future generations. Therefore, the growing socmhsciousness makes
entrepreneurs search for pro-ecological solutions.

Resear ch methodology

The object of the research included banks listetherStock Exchanges of
Central and Eastern Europe such as: Warsaw StockaBge, Vienna
Stock Exchange, Bucharest Stock Exchange, Bulgeé8tack Exchange,
Prague Stock Exchange, Budapest Stock Exchangkafmowas listed on
the Lublajana Stock Exchange in the analyzed pgriadorder to select a
uniform research sample, 24 banks were chosen a@®t@nks. The re-
maining two banks are listed simultaneously on meammarkets and have a
much bigger experience in conducting environmeietivities, hence
adopt much higher standards. Some of the analyaekisbare concurrently
listed in sustainability indices: RESPECT (5 banRéPNIX (2 banks),
CEERIUS (2 banks). One bank is listed in both RESPERnd CEERIUS
indices.
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The analysis involved the following set of acti@giwithin the scope of

environmental issues.

1. Environmental reporting and certification.

2. Environmental care in practice: reporting policljextives, data, prod-
ucts/services.

In order to realize properly the research goal meetl earlier, a re-
search method was developed, i.e. content analysih is to analyze the
content of websites. The study was preceded bypfypnd examination of
available literature. Thanks to this method, thessage of particular com-
panies referring to environmental activities waareied and evaluated. In
particular, the type of published information pusuto the criteria speci-
fied for the research purposes. The methodologybyleuckena (2004,
p.389-392) with a slight modification was used asadel’ So, only the
scope of research was limited. The original apgrdag Jeucken encom-
passed a much greater range, namely socially redpermpractices (includ-
ing the environmental one). The paper included dhly environmental
dimension. Therefore the first modification resdlta further consequenc-
es, i.e. the adjustment of weights to particuldivdies pursuant to the
ecological approach. Simultaneously, the reseam$ adjusted to the cur-
rent conditions of Central and Eastern Europe ntankeluding the current
phase of developing pro-ecological activities om iiarket.

As a result of adjusting a selected research apprage defined four main
groups of criteria on the basis of which we pregasab-rankings in the
next stage as well as the main ranking of the aedlyanks. As it is clear-
ly noticeable, the greatest attention was put &dtiterion ,generic pub-
lished information” (40%), which consisted mainly quantitative and
qualitative data referring to internal and exteraelivities as well as the
goals of the companies in terms of ,environmentakt A smaller atten-
tion (30%) was given to green products availablah@nmarket, however,
we limited ourselves only to: time deposits, inwesnt funds, loans and
credits, leasing and ,other products”. The thircdhgidered criterion was
,communication” (20%). This highly demanding critar was based on
three components: environmental policy, environmentports and I1ISO
14001, 2600 standards or EMSs. The last criteriana ygocial issues and
charity”, which consisted of the support for ediarzl and scientific activ-
ities, activities conducted by higher educatiortiiugons, and activities for

L A similar model was earlier applied by B. Janilddaf Kolodziejczyk in the analysis
of the banks listed on the Warsaw Stock Exchangetla@ results of which were published
in (Janik, Kotodziejczyk, 2016, pp. 13-20).
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local societies as well as the level of employéegblvement in environ-
mental projects.

Unfortunately, chaos and lack of systematizatiorthef website contents
hosted by certain banks was an obstacle met wbdbzing research as-
sumptions, in particular in terms of social resjloilig/, including the ref-
erence to the natural environment.

Results

The research results were discussed pursuant teolaksification of the
criteria presented above. In terms of generic phblil information, there
has appeared a contrast between banks listed vatuially responsible
indices and the remaining banks. A special attaptimwever, should be
also put on trans-border activities of the bankemnghgood practices in
terms of environmental protection are being intcetujointly in all coun-
tries. Here, it refers especially to one bank (ERSGROUP BANK AG)
listed on the majority of stock exchanges in Cdratnal Eastern Europe. On
the other hand, the results of another group arghwiaying attention to (9
banks out of 24 analyzed), namely these banks wdtithined zero points.
The analysis shows also the third characteristagyrwhich as a matter of
fact gained some points but it was only due tonadetailed criteria.

The second main criterion took into account greexdycts offered by
the banks. There were 5 detailed criteria enumerakbe current offer,
however, did not seem to be outstanding. Only greeastment funds
enjoy a relatively rich offer among the researam@a (11 banks). Still, it
should be emphasized that the main contributiorhbtiy be assigned to
investment funds as such since banks only distileir offers. A rela-
tively huge number of banks offered also loans eredits supporting pro-
ecological activities (5 banks). In the case of ids@aining products, only
one bank offered pro-ecological deposits and oweeprironmental leas-
ing.

The most demanding challenge for the analyzed bs@émsed to be the
communication of their environmental activities. tirese terms we can say
about a peculiar dualism among the banks. Therdghardeaders who in
more or less formalized way work on their sociakgponsible image in-
cluding their engagement in natural environmentidss There are also
banks which do not show any proper interest inaagsponsibility, in-
cluding ecological one. As far as the leaders areerned, the moment the
research was being conducted, two banks includéaeiiRESPECT Index,
one in the CEERIUS Index and one in the VONIX Inddstained a pres-
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tigious certificate 1ISO 14001, which certifies timgplementation of a for-
malized system of environmental management in tvapany. The re-
maining banks, though active in a selected critearea, were proud most-
ly of their environmental reports, most of all withsocial responsibility
sphere. Only six banks communicated their own prdrenmental activi-
ties on the basis of environmental reports, empghagithe importance of
environmental issues in their own activity. It Isaworth mentioning that
a considerable number of banks (7 banks includitigtdd within socially
responsible indices) informed about passing them environmental poli-
cies by publishing at least the copies of prop@udeents on their websites.

In terms of the support for pro-environmental sbisisues and charity, a
considerable majority of the banks showed onlyghtshctivity.

Table 1 presents a bank ranking based on earlferedecriteria. This
comparison clearly indicates a significant diffdiation in the approach to
environmental issues. Among the analyzed grougethiank groups were
distinguished: Active Banks (AcB) — 8 banks, PréwenBanks (PrB) — 7
banks, Passive Banks (PaB) - 9 banks. The firstmeconsistently faces the
challenges of green economy. Their activities dbtake a ‘stock’ charac-
ter but can be characterized by their systematicgaowing degree of for-
mality. Among these banks as many as 5 are alsallin socially respon-
sible indices. One bank operates strictly to suppr-ecological activities
(BOS Bank) and the remaining banks are a part efctpital group dis-
persed in the majority of CEE countries and, bydame token, they have
unified environmental standards (ERSTE GROUP BANRB)AThe second
group includes the banks which notice the imporapicthis area, proved
by the attempts of undertaking pro-environmentéivdies, however, they
are rather at the starting point towards more dexigndertakings. None-
theless, the estimates are poor for the third grdingse banks make an
impression of being completely indifferent towaeswironmental issues.

The research indicated that green products offegethese banks are
still more an exception rather than a rule in tffercavailable on the mar-
ket.
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Table commentary:

1. Selected bank groups: llIG — 0-2.14 environmengalspve banks
(PaB), IIG - 2.14-6.31 environmental preventivaksa(PrB), IG —
6.31-14.40 environmental active banks (AcB).

Selection to the group: grouping using the cluatelysis, k-means.
Group Il : 2.14 and less [X < means -0,5*skanal deviation]
Groupll: 2.14-6.31 [means -0,5*standdediation < X <
means +0,5*standard deviation]

Group | : above 6.31 [ means +0,5*standadalion < X]
Right-enclosed compartments.

Conclusions

The research results indicate some attempts baake mo conduct envi-

ronmental protection activities in CEE countriebeTscope of the analysis
includes only the banks listed on Stock Exchangiesieans that the re-
search encompasses only these entities that skhold standards higher
than their proper counterparts whose stocks arelisted on Stock Ex-

changes. It results from the transparency rulenges of strong communi-
cation with stakeholders and taking care of thein @gmage. Among active
banks, the majority is listed within socially reggible indices (5 banks).
Only three banks listed within socially responsitmidices were classified
into neutral banks and none into passive baflsn, system-like activities

conducted by the banks to protect the environmeméwoticed within one
capital group. Although one of the capital groupksa(Erste Group Banks)
is listed within the socially responsible indexe.iVONIX, high standards
are followed by each bank. It may mean that theiireqments set by the
index itself were not the only reason for their iempentation. Moreover
the conducted research does not exhaust the sasjscich. From the cog-
nitive perspective, the analyses of evolution oargjes in the income-
maximization axiom for stakeholders to a multi-erid optimization con-

sidering such factors as income and concern alomidl<or ecological val-

ues, all seem interesting. Still, the conflict be#én the responsibility to-
wards a society and effective use of resourcessdbhake at their disposal,
though is somehow alleviated, remains crucial.
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Abstract

Research background:The year 2016 ended the period of migration froniona

al payment services to the SEPA instruments ahdstbecome apparent that some
problems remained unresolved. Overcoming them regdinding suitable techno-
logical solutions. The potential of distributed ded technology (DLT) is currently
explored by financial sector and its implementatiogy affect the SEPA schemes
in a variety of dimensions.

Purpose of the article: The aim of the article is to determine the potdritnpact
of the DLT transfer to banking sector on the fut8EPA’s functioning. The paper
presents SEPA’s assumptions and the project’s musttus as well as DLT's
concept. It describes the technology transferigafibns for banking industry and
compares currently operating SEPA schemes withethmmsed on DLT. It also
indicates opportunities and threats being the apresece of the new technology
implementation and their significance for SEPA.

Methodology/methods:In the article the qualitative analysis is suppated by
the quantitative one. While characterizing the fioming of the main pillars of the
SEPA Schemes the elements of descriptive statiatesused. The final conclu-
sions are based on the comparative analysis of SftRédmes and developed DLT
applications.

Findings & Value added The existing problems might be solved by suppleme
ing currently operating SEPA payment schemes with dpplications based on
DLT. The developed systems shall provide requireal-time processing and a
global reach as well as extend the SEPA schemastifunalities with the ability to
transfer other currencies. The technology implemt#or shall result not only in
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new financial products but first of all — in cre®inew business models. Conse-
quently, we shall expect the modification of cuthgroperating SEPA schemes,
based rather on their supplement than total repiaogin a short time horizon.

Introduction

Since the establishment of the Economic and Mopéfaron, the Eurosys-
tem has aimed to create a single market for firzrsgrvices. In order to
implement the idea various measures have beerdinteal, including the
Single European Payment Area (SEPA). The year 20iléd the period of
migration from national payment services to the SHfstruments and it
has become apparent that some problems remainedalved. Overcom-
ing them requires finding suitable technologicdliBons. The potential of
distributed ledger technology (DLT) is currentlypéored by financial sec-
tor and its implementation may affect the SEPA s in a variety of
dimensions.

The aim of the article is to determine the poténtigpact of the DLT
transfer to banking sector on the future SEPA'scfiaming. The starting
point for further considerations is the presentatiof the SEPA’s assump-
tions and the project’s current status. The follmyvcharacterization of the
distributed ledgers concept combined with the deson of the technology
implications for banking industry provides grourfds comparison of cur-
rently operating SEPA schemes with DLT-based sarhgti It also allows to
identify occurring opportunities and emerging tlseaeing the conse-
guence of the technology implementation and inditlagir significance for
SEPA.

Methodology

The article presents the results the Authors irttdapalysis of the current-
ly operating SEPA Schemes as well as developed Bdsed solutions
tailored for banking industry.

The qualitative analysis has been supplementetidygtantitative one.
The newesPayments statistics published by the EBC, presenting compara-
ble information separately for each EU member agritave been the
ground for compiling the information regarding tekare of non-SEPA
transactions in total value of transferred fundsde and outside the Euro-
zone. The findings are presented in the articthénform of graphs.
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As analyzing future consequences of assumed DLiEfeafrom virtual
currency schemes to banking sector cannot be @seplantitative data,
the Authors have decided to use the comparativigsisaf SEPA schemes
and developed DLT applications. This has led tooaxgish the article’s
aim, giving grounds for the formulation of finalra@usions.

The creation of the Single Payment Area and the maiSEPA schemes

In 2002, the EU Authorities launched the Singledpean Payment Area
(SEPA) process, consisting of a series of initegiaimed at the introduc-
tion of common instruments, standards and infrattres for retail pay-
ments in euro. The main objective was to allow sisermake payments in
euro throughout Europe from a single bank accousitjg a single set of
payment instruments, as easily and securely dsimational environment
(Kokkola, 2010, pp. 187-188). SEPA was also to eamage a shift from
cash to electronic payments. As empirical evidenaggests that migration
to electronic payment instruments might stimuléke teal economy (Silva
et al., 2016, p. 406), it was assumed that standardizati transaction and
their electronic processing might bring substanbehefits for various
stakeholders.

The SEPA Credit Transfer (SCT) Scheme and The SBiPéct Debit
(SDD) Core and Business to Business Schemes aubrl parts of the
project. The former enables payment service prositie offer a core and
basic credit transfer service for either singlebatk payments, the latter
serves as basis for processing direct debits irptivate and business cus-
tomer sectors.

The migration from national payment services to$liPA instruments
ended in 2016. Despite this a significant part xdcaited transfers in the
EU is categorized as non-SEPA. This refers alsmtmtries with the sin-
gle currency in use. For the whole euro-area moae & half of all trans-
fers (taking into account their value — not the bemof transactions) were
the non-SEPA ones — in 2014 as well as in 201%edDidebits more often
met the requirements of SEPA. In the Eurozone, onlg third of direct
debits executed in 2014 and one fifth of those detad in 2015 were de-
scribed as non-SEPA.
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Graph 1. The share of non-SEPA credit transfers in the vafual credit transfers
— the Eurozone
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Graph 2. The share of non-SEPA credit transfers in thee/alf all credit transfers
— the EU countries with national currencies
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Graph 3. The share of non-SEPA direct debits in the vaitidirect debits — the
Eurozone
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Graph 4. The share of non-SEPA direct debits in the vaitidirect debits — the
EU countries with national currencies
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It can be assumed that the cause of these staféaot are funds trans-
ferred outside the SEPA, transfers in other cuiesnand transfers being so
called instant payments. As expectations for imaiedbayments are grow-
ing, the SCT scheme seems to be insufficient “rgfhaml retail payments
market in EU, especially in the context of the nearintegration. There-
fore, the SEPA Credit Transfer Instant (SCT Insghe&ne is being
launched to the market. It is going to enter irffect in November 2017.
Nonetheless, the SCT and SDD Schemes still havegpertunity for fur-
ther growth based on new participants. Those scéigpagticipation crite-
ria express some aspirations to expand the gedgedscope of the SEPA
beyond the EU and the EEA (European Economic Area).

DLT applications tailored for financial industry

Execution of real-time payments as well as expandeographical scope
of SEPA requires the creation of adequate finanofahstructure. Number
of national currencies in EU countries as well B®S&'s potential partners
shall prompt the extension of the SEPA scheme<ttionalities with the
ability to transfer other currencies. A possibl&igon to all indicated prob-
lems is the development of payment schemes baselistibuted ledgers
— the technology derived from virtual currency sobe that were launched
to the market with the advent of Bitcoin.

In a distributed ledger system, multiple copieshaf central ledger are
maintained across the established network by a laigmber of private
entities. Transactions are validating with techgae derived from cryp-
tography, allowing a consensus to be achieved sanesvork members
regarding validity of the ledger (Hat al., 2016, p. 18). For some the key to
understanding this phenomenon is to think of i gsotocol, akin to those
that underpin the Internet. It is an open, glolb&astructure upon which
other technologies and applications can be buiitisT it allows people to
bypass traditional intermediaries in their dealimgth each other, thereby
reducing costs of transactions and speeding up girecessing (Under-
wood, 2016, p. 15). It has broad implications floe tvay of transacting
over electronic network.

Technologies classified as asset-centric are patignthe most interest-
ing category for the transaction banking and payméomain. They con-
centrate on the exchange of digital representaifoexisting assets — e.g.
fiat currencies — using the non-public version cfhared ledger. The net-
work participants use the system to issue digisskets, used next as the
base of executed transfers. Direct links creatéwdmn system users allow
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payment service providers, forming the nodes ohsustwork, to transact
with trusted partners on an exclusive basis witlamuexposure to activities
of third parties (Euro Banking Association, 2016, ¢, 9-10).

Existing studies have not analysed the effectivernésieveloped solu-
tions, especially from technical perspective (Yiihino et al., 2016, pp.
21-22, 23-24). Nevertheless, the technology is ebgokto lead to the
emergence of innovative payment solutions. Themduction would pro-
vide various benefits among which the most impdréae:

- transfers in multiple currencies with the use aiirggle transaction sys-
tem;

— global reach;

- real-time payments;

— 24/7/365 processing;

— cost-effectiveness;

— automatic recording of transaction from differeatdtions combined
with secure and cost-effective data storing sohtio

According to World Economic Forum’s analysis, némahcial services
infrastructure built on distributed ledgers “wikdraw processes and call
into question orthodoxies that are foundationabttay’s business models”.
It will be one of the technologies that form theufidation of next-
generation financial services infrastructure (Wolistconomic Forum,
2016a, p. 18). So far, information technology hasticbuted significantly
to the evolution of financial markets, without, hewer, revolutionising the
way in which financial institutions interact withe another. DLT may
change this bringing about revolution in the se¢Rinna & Ruttenberg,
2016, p. 2)

DLT solutions competing with SEPA systems
DLT-based applications shall prove to be more cditipe compared to

the systems currently ensuring the functioning BPS. The summary of
basic characteristics of both systems is showhertdble below.

81



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

Table 1. Comparison of currently operating SEPA schemesdawtloped DLT-
based solutions

Systems characteristics SEPA schemes DLT-based dains

credit transfer at initial stage

credit transfers S
of systems functioning,

payment instruments direct debits other instruments introducdd
in the next phase
currency euro at least the main currenciges
coaraphical scope European countries being lobal
geograp P SEPA members global
dependent on payment
clearing and settlement | instrument, usually delayeg instant payments
for one day
processing differing, dependent on the 24/7/365

system’s type

Source: own work

The solutions based on distributed ledgers wilvjgte the possibility of
transferring various currencies on a global scatkraake instant payments
become a standard. There are grounds for presutmtghe ultimate costs
of DLT transfers will not be higher than the SEP#es. On the other hand,
the potential savings related to the new technologytementation should
not be overestimated. Estimates as those made dlysts at Santander
InnoVentures specifying that by 2022 the technolagyld save banks
more $20 billion annually as a result of savingsettlement, cross-border
payment and regulatory costs (Fanning & Centers62f. 56; World Eco-
nomic Forum, 2016b, p. 8) seems to be unreliabieyTare also made in
isolation from the technology set up and transgioosts.

There are, however, other areas, where DLT-baspticafjons could
prove their superiority over currently operatingP2Eschemes. The ex-
pected shift to instant payment execution offersopportunity for new
processes and technologies. And decentralized payneworks are con-
sidered as one of main alternatives that can fgapibbvide real-time ser-
vices (Mai, 2015, p. 1, 11).

In fact, systems based on distributed ledger tdolgres should not be
regarded as conflicting with the main idea undedyihe Single European
Payment Area and solutions that have arisen omgitthend. Due to their
multi-currency option, they could ultimately cobiute to further financial
integration in the EU, where several national aquzies besides euro are in
use and the common payment system for only onemcyrseems to be
insufficient. They might also realize the idea otemding SEPA’s geo-
graphical scope.
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At the moment, EBC recognizes the technology asnmaiure enough
for use in central banks market infrastructure cluding their settlement
services operation in a DLT environment. Insteagl tibonsider central
banks interoperation with DLT-based settlementisesvoffered by exter-
nal entities (Mersch, 2016).

Finding satisfactory technical solutions does rmiwever, guarantee
smooth functioning of the single payment markeyrRent habits are slow
to change, and payment market still differs actegmpe. The successful
introduction of SEPA does not automatically trateslato convergence of
actual payment behaviour in EU countries (Martikaiat al., 2015, p. 81).
Nonetheless, systems based on distributed ledgendtgies could signif-
icantly support the convergence process as thesefleetion of the present
trends: globalization, virtualization, networkirggtive users’ participation
and striving for cost reduction. Thus, they havgoad chance of general
acceptance (Mikotajewicz-Waiak, Scheibe, 2015, p. 375).

Conclusions

With the establishment of the Economic and Monetamyon, it was clear
that streamlining of complicated processes wouldeggential to making
cross-border payments faster and more cost-efteciile Eurosystem has
been working to put in place a harmonized financitbstructure facilitat-
ing the task. The creation of the Single Europeayntent Area has been
one of this infrastructure’s pillars. The migratifsom national services to
the SEPA instruments, completed in 2016, has peavitle achievement of
the main project’s objectives, but stopping at #tegye would mean leaving
many problems unresolved and resigning from furtbepanding the
SEPA'’s geographical scope.

The mentioned problems might be solved by suppléngrcurrently
operating SEPA payment schemes with those bas#tedalfistributed ledg-
er technology derived from virtual currency scheltied were launched to
the market with the advent of Bitcoin. The devetbpgstems shall provide
required real-time processing and a global reachedlsas may extend the
SEPA schemes’ functionalities with the ability tartsfer other currencies.
It might be crucial for EU countries using natiocalrencies and potential
new partners from various parts of the world. Inhsa scenario, a regional
integration would be replaced with the global one.

The anticipated benefits of the distributed ledgehnology implemen-
tation in various sector of financial market motezanarket participants,
infrastructure providers and central banks to engptbe technology. It shall
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result not only in new financial products but ficdtall — in creating new
business models. Thus, the technology implememtatith lead to reshap-
ing the market infrastructure and transactionatesys. It may also form
the basis or further development of the SEPA Crddénsfer Instant
Scheme. Consequently, we shall expect the modditatf currently oper-
ating SEPA schemes, based rather on their supptettmam total replace-
ment in a short time horizon.

The distributed ledger technology has undoubtedlg@ormous poten-
tial to improve the effectiveness of individual tingions as well as the
whole financial market, but it is not yet complgtahature. Furthermore,
critical operational, legal and governance issuesstll not enough clari-
fied. Depending on their governance distributedyézd-based solutions
will remove existing shortcomings of SEPA systeamdying various issues
relating to financial integration in the EU, or inmk a re-fragmentation of
the market. This is therefore a great challengeirfstitutions involved in
realization of the SEPA project.
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Abstract

Research background: The global financial crisis started in the USA and
extended to the European market in 2009 — 2010canded significant problems
in the banking sector. Czech banks were not sianfly affected and recorded
a profit in many cases and there was no need fegrgment intervention.

Purpose of the article: The purpose of this papeianalyze the effect of the
economic situation of the Czech Republic on thdgparance and profitability of
the banking market through selected determinardasttucting a linear regression
model predicts the values of the dependent varifiolen the variability of the
values of the independent variables.

Methodology/methods: In particular, the final report focusses on meiaguthe
performance and profitability of the banking seaising the method of “Multiple
linear regression”. The basis for multiple lineagmession model is to estimate the
effect of each independent variable Xi to the deleen variable Y. The force of
the impact, determine the regression coefficiefisalso determining which
independent variables have the greatest and thikesteffect on the dispersion of
the dependent variables. In other words, how muthhe variance of the
dependent variable is explained by selected inddg@nvariables. In addition,
a literature review and analysis of secondary aset on data published on or
before 1. February 2017.

Findings: This paper clarifies the structure of the Czechkb®& sector and it is
focused on the performance and profitability in tledined time period and how it
compares with the selected banking sector and atalis in other countries. On
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account of data availability for all the years exaed, only selected banks were
included.

Introduction

The banking sector plays a fundamental role inet@omic growth of the
selected countries in this paper and gained ever mgportance due to the
global economic crisis in 2009. The Czech bankigiesn is highly stable,
fairly competitive and profitable enough for banksth international
capital.

The purpose of this research is twofold. Firstle axamine selected
indicators of the banking sector in the Czech RépuB004 - 2015. We
use the dataset of Czech banks, which covered &b of the Czech
banking sector. The Czech sector has developedasiynio the banking
sectors of other Central European transition caoesmitr Secondly,
constructing a multiple-linear regression model, predicts the values of
the dependent variable from the variability of adues of the independent
variables. We would like to verify how bank probtéty, a dependent
variable (ROA- return on assets, ROE- return oritggican be influenced
by independent variables. Based on the literatevéew, we have set the
parameters for the independent variables for osearh. We have two
models investigate using a multiple linear reg@ssnodel, which allows
you to examine the effect of the independent véegbn the dependent
variable value ROA, ROE. Independent variables are:

— CA (Capital Adequacy);

- IMR (Interest Margin Rate);

— GDP (Dross Domestic Product) per capital.
— ROA (Return on Assets);

— BS (Balance Sheet Total);

- Inflation rate;

- IR (interest Rates) CNB.

Research methodology

Through the multiple-linear regression model wil investigated once the
dependency between the dependent variable ancsittl®o independent
variables. In the case of a multiple regressiorlyaisabased on the values
of the dependent variable are looking for fromreedir combination of two
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or more independent variables. The resulting fancis registered using a
formula that is similar to the formula for the ftion of the simple linear
regression, and that:

Y=B+ B X+ BXy+ AL X g, o0 Y =B+ BX +&

i=1
where Y is dependent variablef,, 5 i=1,...,n are the regression
coefficients (or partial regression coefficients)X, i=1,...,n are
independent variables argl is random foldei =1,... ,n.

The coefficients of the regression functions aréemeined by least
squares.

Before doing the regression analysis, it is necgssa fulfill the
specified requirements. Assumptions of multipleresgion analysis are set
according (VAUSS, 2002, p. 343-344). The assumptibmormality is
next to the graphical assessment recommends thavenify the tests by
one of normality on significance level 0.05, sushkalmogorov-Smirnov
test, Shapiro-Wilk test.

Literature review

We will study the literature review focused on theterminants of bank
performance and profitability in the last decadee W#ét a set of bank
characteristics, macroeconomic and regulatory atdis as well as
financial structure variables in order to explaiank profitability. This
paper examines the effect of defined independemhlas (bank-specific,
macroeconomic, and industry-related) on the proifityg of the banking
industry in the Czech Republic. In the literatubgnk profitability is
typically measured by the ROA (return on assets) ROE (return on
equity). It is usually expressed as a function mierinal and external
determinants.

Internal determinants are influenced by specifiokisa decisions and
policies, which can be changed by banks; Molynd®98, p. 17). External
determinants of bank profitability are influencegl bvents outside the
banks, industry-related and macroeconomic varialtheg reflect the
economic and legal environment where the finanicisiitution operates.
Later, the internal and external determinants wergsidered together and
authors tried to describe the relationship betwdéamking structure,
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performance, concentration or market share (SHE¥9, p. 209-219;
Bourke, 1989, p. 65-79), and Molyneux (1993).

Ho and Saunders (1981, p. 581-600) described howkirig
profitability is based on interest margins and ries¢ rates. This paper was
supported by a lot of in-depth studies describing main relationship
between lenders and borrowers and based on th¢haemterest margin is
influenced by two main components, the degree ahpmdition in the
different markets and client credibility (McShaneda Sharpe, 1985, p.
115-136; Angbanzo, 1997, p. 55-87). In the modelMzfudos and de
Guevara (2004, p. 2259-2281) the bank is vienwasld risk-averse dealer
in the credit market and the interest margins ifuienced by a phase of
economic growth and the environment of macroeconstability in which
financial markets have shown low volatility

Hoggarth et.al. (2002, p. 825-855) explained thBXPGrariable is not
statistically significant in explaining profitald§i and takes into account
private and corporate default possibility. An opgfspinion was put forth
by Bikker and Hu (2012, p. 55), writing that graksnestic product (GDP)
is one of the very important profitability deterraits. Staikouras and
Wood (2011, p. 3-6) wrotevariations in bank profitability can be strongly
explained by the level of inflation rate. An im@rt indirect influence on
commercial banks lies in the impact of inflationtbeir customers and the
consequent changes in the demand for differenskifidinancial servicés
and expected that the effects of inflation canuiestantial and undermines
the stability of the financial system and the #pilof the regulator to
control the solvency of financial intermediaries.

A number of authors have described that bank adafity is influenced
by a balance sheet total indicat@ernohorsky and Prokop (2016), using
macroeconomic factors like taxation rate as welbasking-specific and
institutional factors. Capital and reserves stmegdlare very important for
the banks as well. It should be mentioned thattahjind reserves are
usually significantly higher than minimum capitebuirements for almost
all banks.

The most valuable for this paper is the Bank of é6ee Research,
Determinants of Bank Profitability in the South teas European Region.
This study examine the profitability behaviour ainlx sector related on
macroeconomic, industry-related and bank-spec#iemininants, using an
unbalanced panel dataset of South Eastern Eurog8&k) credit
institutions over the period 1998-2002; Athanasogl@elis and Staikouras
(2006).
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Economic situation of the Czech Republic and selead
independent variable

The financial system of the Czech Republic is cotterized by the
dominant role of the banking sector, which is orette most stable
markets in the Central and Eastern European regiith,a high degree of
client loyalty. There are three “big” bank§g, CSOB and KB) with 70%
of the market shareC(\B, 2017)

Gross Domestic Product of the Czech Republic atketaprices
increased by 2,5% in 2016 compared to the last year it is less than the
figure of 4,5% published in 2015. A sharp changeadispredicted for 2017
(2,6%) or for 2018 (2,4%). This very positive deyghent is caused by a
macroeconomic situation and a combination of mageteonditions
followed by a huge growth in investment activityotlp state and private),
steady growth in household consumption and suadefgstign trade. The
sole source of risk for the Czech economy is argialedeterioration of
economic activity in other advanced countries (esslg the Euro curreny
area, specifically Germany). We can say that thereese of GDP
significantly improved unemployment in the Czech p&dic. This
indicator fell to 4,0 % in 2016, one of the loweates in the EU.C(NB,
2017)

Negative price shocks have contributed to low tidlarates in recent
years. Inflation rate (measure by HICP) was 0./19%016, higher than in
2015 (0,3%), and it is expected the move back tdsv@fs inflation target
of the Czech National Bank'sThe scenario of stronger growth in rates,
which might have a negative effect on borrowerslitghto repay, would
thus be a consequence of an adverse external shtwdr than domestic
developmenty,CNB, 2017)

In the current low-inflation environment, total kaloans to the private
sector rose by 5.8% and total deposits by 7.0% geayear in 2016. The
long term interest rates was at 0.4% in 2016, @ésterates on new loans to
households, and building society loans were at%.9lhe interest rate on
loans for house purchase were 2.24% and mortgayes lvere at 3.41%.
The low interest rates on the new mortgage loaasiged by banks could
caused that the sensitivity of households to anpiaterise in loan interest
rates not accompanied by growth in their inco@®U (2017)
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Figure 1. Macroeconomic Indicators in Czech Republic in ye488-2018 (2017,
2018 is prediction)
2008| 2009 2010( 2011| 2012| 2013| 2014 | 2015 | 2016 2017 | 2018

GDP (growth in
%)
Consumption on
Household 29| -0,71 10| 03| -1,2] 05| 18 31 2,71 24| 24
(growth in %)
Avarage Inflation
Rate (%)
Emploment
(growth in %)
Unemployment
Rate (avg. In %)
Convergency
Interest Rates (%4 4,3| 3,98 3,89] 3,7| 1,92 2,2| 0,67 0,49] 053] 06| 1,1
p.a.)
SourceCSU (2017)

31| -45| 25| 18| -0,8] -05] 27 45| 25| 26| 24

6,3 1 15 19| 33| 14| 04 03| 0,7 2] 16

16| -1.4 -1 -0,3] 04 1| 08 14 18 03| 03

441 6,71 73| 6,7 7 7 6,1 51 4 39| 3.9

The financial crisis (2008 — 2010) was started ty fall of investment
bank Lehman Brothers in September 2008. This ctaished financial

and banking sectors all over the word. The Figush@ws the fact, how
financial crisis 2008/2009 affected banking seatdhe Czech Repubilic.

In Figure 2 is analyzed banks” performance anditpholity due to the

development of Annual Profit Indicators for EuroeArduring and before
the crisis. Three ratios were used to represerk pesfitability measures.

Figure 2. Annual Profit Indicators for Euro Area (1996 - 20%6)
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Source: FRED (2017).
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The impact of the crisis is investigated by usin@/R(return on assets),
ROE (return on equity) and NIM (Net Interest Margidicator). ROE and
ROA are two of the most important profit indicatdes evaluating how
effectively a company’s management team is manatiegcapital that
shareholders entrust to them.

The results showed that the financial crisis haggative impact on the
bank profitability in the Euro Area. The most recstudies, where authors
examined the profitability during crisis periodspnsider a similar
combination of bank-specific, industry-specific, dammacroeconomic
factors in both pre-crisis and post-crisis time igas; Dietrich and
Wanzenried (2011).

The long-standing environment of low interest rateduces banks’
traditional interest income and the decrease inNhé value after 2009
results from this fact. In these days there arentldeposit rates already
close to 0% and the year-on-year decline in intewes on client deposits
(by 0.15 pp to 0.47%) and client loans (by 0.38t@@.2%) continues in
2016/2017in the Czech Republic.

Multiple linear regression analyses of the performace
and profitability of the Czech Banking sector

MODEL I. Addiction indicator ROA (Return on Assetsh CA (Capital
Adequacy), IMR (Interest Margin Rate) and GDP (BroBomestic
Product) per capital was investigated using a leltiinear regression
model, which allows you to examine the effect & thdependent variables
on the dependent variable value.

MODEL Il. Addiction indicator ROE (Return on Equjtyon ROA
(Return on Assets), BS (Balance Sheet Total), ioflarate and IR (interest
Margin) CNB was investigated using a multiple lineagression model,
which allows you to examine the effect of the ineleglent variables on the
dependent variable value.

The result will also be the quantification of thelationship with
subsequent verification provided for the null hypstis of statistical
significance through appropriately selected siatibttest. This step is
included in the regression diagnostics, which wi evialuate the multiple-
linear regression model, fully assembled.

From the above, it is therefore fixed the null hyyesis H: the selected
indicator is not statistically significant on thbosen level of significance,
as well as the null hypothesisqyHassembled model is statistically
insignificant.
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Figure 3. Result of MODEL 1., II.
Result of MODEL I.

Dependent variable: ROA

Coefficient ERROR t-stat p-value

CA 2,31620 0,581579 -3,983 0,0073 *
IMR 0,0271602 0,046397®,5854 0,5796
GDP(per capital) -0,0220668 0,0181734,214
0,2703

Coefficient of determination 0,669

Modifi.coefficient of determination 0,48%D

P-value (Anova) , 086904

Result of MODEL II.
Dependent variable: ROE

Coefficient ERROR -stat p-value

ROA 0,570387 0,169254 -3,370 0,0199
BS 0,0953903 0,0368753 2,587 0,0490 *
Inflation rate  —-0,00684273 0,01377400,4968
0,6404
IR CNB -3,02793 1,38946 -2,179 0,0812
Coefficient of determination 049
Modifi.coefficient of determination 0,110B8
P-value (Anova) 0,65904

Source: own calculations based on MODEL |., Il.

The parameters in bold type in above of text werdicated as
statistically significant in terms of testing ssdittal significance at a level
of 0.05. Statistical significance was not confirnfiedthe other parameters;
this is most likely caused by the length of the eimeries or an
inappropriately selected function type, i.e., tekested linear function was
not the most appropriateThe equations with statistical significance
demonstrated for most parameters showed the valutheo index of
determination fluctuating at an average of 30%,cWwipoints to a higher
definite level of correlation. For the equationghmiinconfirmed statistical
significance, the index of determination's valuenains in single digit
percentage.
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Conclusions

This paragraph should provide a brief summary efttpic of this paper
and offer the possible directions of future resear€his paper has
examined the literature review dealing with intérrend external
determinants of bank performance and profitability. addition many of
the results confirm findings from former paperstmank profitability and
this paper also investigates the impact of findnciigsis 2008/2009 to
annual profit indicators for Euro Area. The ressh®wed that the financial
crisis had a negative impact on the bank profitighih the Euro Area and
on macroeconomic indicators in the Czech Republic.

The purpose of this research is twofold. Firstle axamine selected
indicators of the banking sector in the Czech RépuB004 - 2015. We
use the dataset of Czech banks, which covered &b of the Czech
banking sector.

Secondly, constructing a multiple-linear regressioodel, we predicts
the values of the dependent variable from the tdityaof the values of the
independent variables. This model is done for thec Republic (2004 —
2015).

Finally, we can say that in the first model is @it that ROA has
a statistically significant effect pointer CA, arnttat the decline in
indicators CA leads to a decline in ROA and vicesae Other indicators
were verified as statistically insignificant. Thecend model is evident that
ROE has statistically significant impact indicat&®®A, BS and IR CNB.
Effect indicators ROA and BS is a direct indicabdriR CNB is indirect.
Inflation rate indicator has been verified statislly insignificant.

The possible directions of future research will the fact that “The
Czech National Bank has decided to continue inténgeagainst the Czech
crown to keep the exchange rate at around 27 crpamnsuro in the second
half of 2017.” CNB, 2017) and how this fact change the macroeconomi
environment in the Czech Republic in a short amgterm period.
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Research background:The article refers to the introduced bank regulegiaim-
ing at maintaining capital adequacy of banks amsthble situation in the banking
sector, allowing to keep the financial system statila time of a possible financial
or systemic crisis.

Purpose of the article: This article aims at presenting methods of pratgct
banks. It mostly focuses on the capital structuré the use of capital assets to
repay liabilities in a situation that poses a riskthe continued functioning of
a banking sector or a financial system.

Methodology/methods: Our research was conducted by ways of analystacph
ture on using bail-in in the banking sector duramgordered bank restructuring or
a winding up process. Data analysis was conducitdtiae use of statistical meth-
ods, including correlation analysis, followed bgamparative analysis of obtained
results. The level of interdependence was detenome the basis of Pearson’s
correlation analysis, and the results were verifigth the use of J. Guildford’'s
classification of interdependence.

Findings & Value added The article presents bail-in — an instrument aignat
performing ordered restructuring or winding up dbank in the context of capital
adequacy of banks in the European Union. The teoivs how quickly and strong-
ly capital adequacy rate of banks was changingéctific EU member states be-
tween 2006 and 2016, including the variation vadwaluated with regard to the
division into developed and developing countriehaVis more, the article also
points at current directions of changes in cagtalcture of banks in EU member
states.
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Introduction

Efficient operation of central and commercial baeksures proper func-
tioning of a financial system. It also allows fopeoper flow of cash and
economic growth. Any disturbances in the way tmaricial system func-
tions arising from problems of banks can have negatonsequences af-
fecting the economy. The financial crisis of 200002 is a perfect exam-
ple of such a situation, when the disturbancesimkifunctioning resulting
from excessive involvement of banks in risky fin@henstruments led to
serious problems in the financial system. Only wigttional financial help
could the financial situation stabilize and theafigial system could func-
tion under its normal conditions. However, in toldwing years, this cri-
sis also led to the implementation of new reguteiaiming at creating an
ex ante protecting mechanism for collecting capitad using it at a time of
crisis. This mechanism is supposed to protect #nkibg sector and pre-
pare for any kind of risk and the necessity to mlevadditional capital to
the banking sector when it loses its liquidity. §hrticle aims at presenting
the mechanism of ordered restructuring or windipgofi banks (bail-in),
together with an analysis of their capital-relasgdation. European Union
banking sector is characterized by a significaarsiof bank assets in rela-
tion to GDP (fig. 1).

Figure 1 Bank assets as a percentage of GDP (2013)
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Source: www.marketoracle.co.uk, access date: 28 PBH®.
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Bail-in legal grounds and mechanism

In order to create a mechanism protecting the logn&ector from the loss
of liquidity and to fight destabilization of thenfincial system in the Euro-
pean Union, an implemented package of CRD IV / GRR been use€d.
Another step in the process of creating the reguiatvas to introduce
BRRD? to provide a specific order in obtaining capitglt@anks in order to
regulate required liabilities. BRRD (fig. 2) endessthe possibility to fi-
nance restructuring of banks with the use of owoapital, subordinated
debt, but also with clients’ deposits over EUR 000, placed in the bank.
These resources are not covered with a guaranteeding to DG& A
minimum level of deposits that can be used for baskructuring has been
determined at a level of min. 8% of bank’s liab

Figure 2 The functioning of bail-in introduced pursuant tBRD
Covered deposits )

Households and SMEs > EUR
100,000

The minimum of 8 %

L of liabilities (Art. 41

of BRRD)

Credits and deposits of enterprises
> EUR 100,000

Subordinated debt

Capital instruments (Common
equity Tier 1, Additional Tier 1,
Tier 2)

| Loss-absorption (Art.
51 of BRRD)

Source: Magnus, Backman, (2015, p. 4).

! The package includes the following documents:

— Regulation (EU) No 575/2013 of the European Pariainand of the Council of 26 June
20130n prudential requirements for credit institutioasd investment firms, amending
Regulation (EU) No 648/201(Zapital Requirements RegulatiddRR)

- Directive 2013/36/EU of the European Parliament afithe Council of 26 June 2013
on access to the activity of credit institutionslahe prudential supervision of credit in-
stitutions and investment firmamending Directive 2002/87/EC and repealing Direc-
tives 2006/48/EC and 2006/49/ECapital Requirements Directive 'ZRD V)

2 Bank Recovery and Resolution Directive.
3 Directive on Deposit Guarantee Schemes.
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Restructuring and ordered winding up of banks atdtidimensional
processes and pose a challenge when it comesnhinfpnew legal stand-
ards. Moreover, the creation of a current protectieechanism is focused
on forming security measures and several checkpging requirements of
capital adequacy) alarming about a possible diffisituation of a bank.
Overview of literature on the functioning of bail-in and the support for
banks

The mechanism of restructuring and ordered windipgf banks (bail-
in) at the time of crisis is based on obtaininggbarces of financing liabil-
ities in a specific order (fig. 2). In literaturese can find studies on the
capital structure in enterprises, such as the relsemnducted by Modi-
gliani and Miller (Modigliani, Miller, 1958, pp. 26297), later developed
in the study (Modigliani, Miller, 1963, pp. 433-448y Kraus and Litzen-
berger (Kraus, Litzenberger, 1973, pp. 911 — 92@jiphed in 1973. Men-
tioned studies were based on the analysis of aepbraf capital structure.
On the basis of the conducted studies, Myers anguM@lyers, Majluf,
1984, pp. 187 — 221) initiated Pecking Order Theagcording to which
the financing sources should be used in a spemifier. In bail-in, the order
of using bank financing sources is significantt jas in the case of enter-
prise financing sources. In the context of bankis, order mostly refers to
one’s owned capital required by a regulator, but negulations introduce
the possibility to use clients deposits as a pA€RD IV/CRR package.
Capital requirements are to reduce the risk ofreutdestabilization and
regulate any possible winding up of banks. Durimgricial crisis banks
assets were shrinking very fast and it has impacystem (Frey, 2016, pp.
90-113). System risk significantly affects fut@®onomic fluctuations and
practice of banks, which, when combined with imgtomanagement, fail-
ure to observe other types of risk or to notice es@roblems at an early
stage of their development by regulators or statbagities, can result in
serious problems or even a crisis (Zenios, 20165p9 — 606). The finan-
cial crisis of 2007 and its long-term consequemesslted in a necessity to
introduce changes in the banking sector in ordeedoice risk, including a
system-related one. The potential recovery dependspecific of financial
crisis and wide variety of financial instrumemsolved in crisis. The re-
covery from recession lasted long and it coulddimmarable to Great Con-
traction in 1930 and recession in early 1990s (Bpkhubrich, 2017, pp.
527 — 541). This situation was related to the faat conforming to marker
rules (market discipline) ceased to be a prioiitythe sake of maintaining
the financial system stable (for financial stap)litout also to the stratifica-
tion of legal and financial system (Biljanovska1BQpp. 105 — 135). Sta-
bility is really important in sensitive banking $ys and this is why stress
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tests was conducted in many banks as a instruroestieck resistance on
recession (Klepczarek, 2015, pp. 81-98). Drawingctgsions are useful to
enter new regulatory actions in banks stabilitycpdures.

Research hypotheses

Our research was based on verified hypotheses vgeicled as a basis for
presented generalizations and conclusions.

Hypothesis 1 (H1): Irregular increase of capitaéquhcy indekfor banks
in European Union member states.

At the time of a financial crisis (2007-2009) ardtoring stabilization
in the following years, enterprises — includingg@adn the banking sector —
were also in the process of intensive concentrafiorsome cases, these
companies were still big institutions commonly edll“too big to fail”
(TBTF). An appreciation of the owned capital toeissratio due to new
regulations was expected; however, in the Europrdon member states,
this process could be asymmetric.

Hypothesis 2 (H2): Verification of capital adequaieglex in EU15 states in
the context of countries that have joined the Eidesi2004 (EU13).

A significant increase of the ratio of bank asset&BP in EU15 coun-
tries should be based on a large share of capitedlation to assets. Our
task is to carry out a comparative analysis of @gr@age capital to assets
ratio in EU15 countries and in new Member Statds$1(®).

Methodology

This research was conducted on the basis of WoaddkB data on the
banking sector in the European Union (EU). Thestaders to the capital
level as compared to the assets, and also to #ffiadent of variation of
these factors in relation to the GBP in a givenntgu The study includes
data on the banking sector in the European Unidleated from 2004,
based on the analysis of individual countries,disd on the comparison of

* Percentage capital to assets ratio of banks
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two groups of countries: those which had been inkgfbre 2004, and
those which joined EU in 2004 and later.

The studies were conducted on the basis of litexain the use of bail-
in in the banking sector during ordered restruogiror winding up of a
bank. The data was analysed with the use of stafishethods, particularly
including a correlation analysis, followed by a qarative analysis of
obtained results. The level of interdependence dedsrmined on the basis
of Pearson’s correlation analysis, and the resudt® verified with the use
of J. Guildford’s classification of interdependence

Verification of hypotheses

The introduction of capital requirements for banksans that own capital
of a bank will increase. The aim is to determire lgvel of capital adequa-
cy in individual EU member states and carry outudfification (table 2).
The level of capital of banks to assets ratio wadeu appreciation in 2006—
2016 (table 1). The highest level was reached itb2@nd the lowest one
in 2006. The coefficient of variatidmvas the highest in 2008 and 2011 at
the time of financial crisis in the world (2008)dathe debt crisis in the
Mediterranean countries (2011). The share of péagencapital to assets of
banks ratio, as well as standard deviation, ine@as EU member states.

Table 1Indexes of capital to assets ratio of banks in EU
2006| 2007 | 2008| 2009| 2010| 2011| 2012| 2013| 2014| 2015| 2016

EU 28 — average [%9) 6.37 | 6.69| 6.42 6.84 7.00 690 7.88 7/86 821 85558

EU 28 — median [%] 6.40| 6.53| 6.0 6.46 6.58 592 6.0 7{14 731 71.81068

EU 28 — standard

- 1.85| 2.11| 237 216 222 2834 264 2/58 278 2.4948Pp
variation [pp]

EU 28 — the coeffi-

; L 0.29| 0.32| 037 032 03 037 036 033 034 0226D
cient of variation

Source: Own analysis on the basis of World Bankt:d

® The coefficient of variation was calculated witte following interdependency: stand-
ard deviation / average.
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Table 2 Verification of correlation between changes in widiual countries and
EU average (capital to assets ratio of banks, ¢nidication of H1)

Hypothesis 1 (H1): Irregular correlation of changein capital to assets ratio of banks in EU coun-
tries
Interdependence classification glfucrgﬁﬁf Share of coun- Positive or negative correlatio
according to J. Guilford tries tries (%) 9
|r|=0|r|=0 — no correlation 0 0.00%
0.0<|rk0.1— slight correlation 0 0.00%
0.1<|rk0.3 — weak correlation 0 0.00%
0.3<|rk0.5 — medium correlation 2 7.14% 100% — positivereation
0 i . J
0.5<|rk0.7— high correlation 5 17.86% | 80% — positive correlation, 40%
— negative correlation
. . 91.67% — positive correlation
J— 0,
0.7<|rk0.9 — very high correlatior] 12 42.86% 8.33% — negative correlation
0.9<|r|<1.0 — almost full correlatign 9 32.14% 100% — positive correlation
|r|=1|r|=1 — full correlation 0 0.00%
TOTAL 28 100.00%

Source: Own analysis.

The objective of Hypothesis 2 is to perform a corapae analysis of
countries which, for the purpose of this articlande classified as devel-
oped (they had belonged to EU before 2004 — EUwWiB) the countries
classified as developing, which have joined EU &ig@04 (EU 13). The
average value of capital to assets ratio of bamldeveloped countries (ta-
ble 3) reached the highest level of 7.26% in 2@ili6) standard deviation

of 1.8 pp. The lowest capital to assets ratio whaseoved in 2011 and
amounted to 5.17%.
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Table 3Indexes of capital to assets ratio of banks in

2006 | 2007 2008 2009 2030 2011 2012 2(*)13 2014 202616

EU 15 —
average | 544 | 549| 4.84 552 547 517 565 6.27 6)68 7.36.267
[%]

EU 15 —
median 512 | 525| 470 544 532 505 55351 639 650 6.83247
[%]

EU 15 —
standard
deviation

[Pp]

164 | 131 111 094 0.9 0.87 1.02 1.0 197 221801

Source: Own analysis on the basis of World Bankt:d

An average bank capital to assets ratio in devetppountries (table 4)
had an upward trend, similarly to that in the deped countries. However,
the ratio value was different, being significarittyver in EU 13. The low-
est level for the EU 13 countries observed in 20083%) was still higher
than the highest level in the EU 15 countries (%036 2015).

Table 4Indexes of bank capital to assets ratio in EU 13

2006 | 2007 2008 2009 2010 2011 2012 2013 2014 202616

EU 13 —
average | 7.83 | 8.23| 825 835 878 9.0/ 955 10[03 10.29 81p.B.87
[%]

EU 13 —
median | 7.60 | 8.00| 8.19| 8.0 858 9.01 949 10{35 10.31 110.10.15
[%]

EU 13 —
standard
deviation

[Pp]

1.07 | 197 212 219 19 226 242 243 235 188731

Source: Own analysis on the basis of World Bankt:d

Conclusions

This article focuses on bank capital adequacy wipecial emphasis on
the endorsements of the Basel Committee and thepEan Parliament,
introducing new rules to protect banks from systésk. This study in-

cludes an instrument related to ordered restruguor winding up (bail—

in) of banks, which uses deposits over EUR 100dfl@cted in banks to
repay liabilities. New rules are to allow for andered management of
banks, and, in particular, to normalize the sitwatat a time of possible
disturbances and crisis. Capital requirements aarg@us moments are
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extremely demanding due to the significant capghiat banks have invest-
ed. During such time, state support in fact mehasise of resources com-
ing from tax payers (bail-out). With new regulasao monitor and prevent
the lack of capital in unpredicted situations, thitsiation has been chang-
ing.

This study was based on the analysis of foreigndomdestic literature,
but also of other available data on capital adegaddanks in European
Union member states. Hypotheses were verified stitistical methods.

This study presents the functioning of bail-in, lalgo capital require-
ments applicable to banks in EU countries. Thedaod regarding varia-
tions in the capital to assets ratio of banks ini&td increase this value in
order to provide security of future liquidity of fiks. The correlation level
is very high or the correlation is almost full irsignificant number of cases
(H1), which means that these countries introdugetalanorms to a differ-
ent scope, but significantly in the whole sectoneTvariation of capital
adequacy was higher in the EU 13 countries dutliregfinancial crisis of
2007-2009 and the debt crisis of 2011-2012 (H2jvéder, in 2015-2016,
a higher variation was observed in EU 15 than in18U

Presented studies are limited by the availabilgstnictions of detailed
data of banks in EU. What is more, introduced noams regulations have
only recently started to function or are still hetstage of deployment.
Business practice may look better after a few yestiewing the benefits
and risks of introduced changes more clearly. Thdyson regulations of
banks and protection from hazards can be exterkigdre research can be
based on the verification of capital adequacy iedexn relation to the
liquidity coefficients, or the level of financiakverage in banks. Subse-
guent studies can be multidimensional.

The results of these studies can be used by itistifuperforming eval-
uations of or controlling macroeconomic situatidritee banking sector in
EU, but also by banks in order to determine thedtiion of future changes.
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Abstract

Resear ch background: The so far conducted studies have not been atsleswer
the question of whether there is a relationshipvbeh gender composition of the
board and the firms financial performance. BecaniS¢he tendency to legally
regulate the gender balance of boards of direet®iis was, among others, planned
in the draft of the EU Directive on improving thergler balance among non-
executive directors of companies listed on stoatharges, which admittedly has
been rejected, however, indicates the existenceedhin trends among decion-
makers, the issue of determining the relationsldfwben gender composition of
the boards and firms performance becomes an exyémportant issue.

Purpose of the article: The paper aims to answer the question on the nuofber
women in the highest organizational bodies in Podisterprises and whether there
is a relationship between the compositions of beahae to gender of their mem-
bers and financial results achieved by the compganie

M ethodology/methods: For the analysis companies listed on the WarsawkSt
Exchange were analyzed. Following indicators: deltio (DR), debt to equity
ratio (D/R) and the long-term debt to total assat® were chosen. Using statisti-
cal analysis the financial indicators were juxtaggbsvith the number of women on
boards.

Findings & Value added: The paper provides insight into the composition of
boards in Polish companies listed on the Warsawk3fxchange due to gender. It
shows that boards of these companies are highlgutinas. Nevertheless the paper
tries to show if there are any dependencies betwieramount of women on
boards and the financial performance of the congsani
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I ntroduction

Nowadays certain tendencies to regulate gander asitign of boards of
directors can be observed. One example can ber#ite af the EU Di-
rective on improving the gender balance among non-executive directors of
companies listed on stock exchanges, which obligates certain organization
to disclose non-financial and diversity informationgood practices sug-
gested by inter alia Warsaw Stock Exchange to afieclinformation on
corporate governance and gender composition obtzd (Maj, 2016)
The directive admittedly has been rejected by several EU MembatieS
and thus so far put on ice by the EU. Accordind\ttams (2016) between
2008 and 2015 32 countries have implemented 42ipslregulating gen-
der composition of boards. This shows that theeeattempts being made
to regulate gender composition of the boards aedetbre that decision-
makers belief that gender composition somehow émibes the organiza-
tions functioning.

Some research suggests, that indeed, companies wathen on
boards perform better. Catalyst (2007) (2011) amayFortune 500 firms
regarding return on equity (ROE), return on saR®$%) and return on in-
vested capital (ROIC) and came to the conclusiahithgeneral companies
with more women on boards outperform those witk l@smen on boards.
Similar results were presented by Mckinsey (200 &redit Suisse
(2012). However, those research results were addany consulting com-
panies and not in an academic research, therdiereesults must be con-
sidered with caution. Nonetheless, also academiesl to determine,
whether there is a relation between gender composiff the board and
firms performance. Post and Byron (2015) came & dbnclusion, that
female representation on boards is positively cotatewith inter alia ac-
counting returns and monitoring and strategy ingoient. However, they
also found, that the relationship between femapgesentation on boards
and market performance is not significant. Alsot&ieet al. (2015) came
to the conclusion, that if no other factors aresidered, the mere represen-
tation of women on boards does not correlate wiiin financial perfor-
mance. However Isidro and Sobral (2015) came topgosite conclusion,
that women representation on boards is positivelynected to financial
performance i.e. return on assets and return en sal

Therefore, due to the mixed evidence on whethedgenomposition
influences firms financial performance but also tlu¢he fact that organi-
zations are searching for factors, which could glvem competitive ad-
vantage without the necessity of using advancetdntogy (Bbenek,
2016) the authors of this paper decided to analbether, based on the
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data proved by Polish companies, it can be deteunih such a relation
exists, which is the main objective of this paper.

M ethod of the research

For the purpose of this paper 281 organizatiotedisn the Warsaw Stock
Exchange were analyzed. Financial reports for 28&&n under considera-
tion. Not all organizations listed on the WarsawcBtExchange could be
included as some of them until the day the repsete collected (February
1-10, 2017) did not disclose that information anlecs did not disclose
information regarding their corporate governancd #Hre composition of
their board. The reports were analyzed towardsthrdicators: debt ratio
(DR), debt to equity ratio (D/R) and the long-tedebt to total assets ratio.
The financial data was then juxtaposed with the lmemof women within
the supervisory board, the management board andnizajions, were
women were presidents of the boars. The mentionéidators were cho-
sen, because the present an important part of iaegaoms finical perfor-
mance. However they also imply important informaticegarding the
openness and willingness to risk as well as infeionaregarding the open-
ness and willingness to investments and developmiettie organization
itself. Therefore, when analyzing the data preskirtehe paper is must be
taken under consideration, that a certain leveleddt, especially long-term
debt may be an indicator of the organizations gnosrid not necessarily
financial problems of the organization.

Resear ch findings

The first general conclusion refers to the genesahber of men and wom-
en in the supervisory and management boards. [B8dllanalysed organi-
zations women were represented only in 91 manageboainds. More than
one woman was present in only 150 supervisory lsodddly in 19 of the
analysed companies women were presidents of thed&oBRurthermore,
even in the boards, were women were present, tiilegmnstituted a mi-
nority with 12% of all management board members % of all supervi-
sory board members. Therefore it is evident thatneim are underrepre-
sented in the most important bodies of the orgainiza and therefore have
a more limited access to power and decision-making.

The relation of the first indicator, the debt ratmothe gender composi-
tion of the boards was presented on the Figure 1.
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Figure 1. Relation of DR to the gender composition of thenagement board,

supervisory board and the gender of the presidethiedboard.
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Source: own calculations.

The analysis of the relation of the gender compmsivf the most im-
portant bodies of the organization to the debtorédR) shows, that the
indicator is slightly higher in organizations wavemen are represented in
the management and supervisory bodies as well #ose organizations
were women are presidents of the boards. Howegpeeadtally regarding
the organizations with female presidents, the lonmber of such organiza-
tions makes it difficult to draw convincing condlss. Because with the
DR, the higher the indicator, the higher the congmebt and in conse-
qguence the higher the costs of servicing the Itlaem,conclusion can be
made, that organizations with women on boards tentave a slightly
higher debt and therefore manage capital worsear@zgtions with a fe-
male president of the board have an average DR6Gf &d organizations
with a male president of the board have an avetdgef 0,47. The aver-
age value of DR in organizations with women on nganaent boards is
0,53 and without women is 0,46. In organizationthviémale representa-
tives on supervisory boards the average DR is @il in organizations
without female representatives it was 0,45. Howewesrder to determine
whether the presence of women on boards led tbigier debt or whether
women joined the boards with an already higher DRh&r analysis, in-
cluding a wither time frame, would have to be caridd. As the DR indi-
cator is also strongly connected with the secterdityanization is active in,
it should also be checked in which industries trganizations with female
representation on boards are active in.

The DR may also be analyzed based on the numbeowien within
management and supervisory boards. In organizatithghree women on
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management boards, the average DR was 0,94. Iminagi@ns with two
women it was 1,26 and in organizations with one aont was 0,37. In
organizations with four women on a supervisory ddahe average DR was
0,35. In organizations with three women it was Op6organizations with
two women on a supervisory board the average DROybwhile in organ-
izations with one woman it was 0,55. It is therefbard to indicate a de-
pendency.

The second chosen indicator was the debt to ecality. Its' relation to
the gender composition of the boards was presemtéde Figure 2.

Figure 2. Relation of D/R to the gender composition of thanagement board,
supervisory board and the gender of the presidethiedboard.
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Source: own calculations.

As the value of the debt to equity ratio (D/R) cator should estimate
around 1,0 to 3,0 all of the analyzed organizatitims ones with and with-
out female representation fall within the optimuompartments. Organiza-
tions with female representation on managementdsoecord a slightly
lower D/R. The average value of the D/R indicatmr drganizations with
female presidents of the boards is 1,71 and foaroegtions with male
presidents is 1,51. The average value of the DdiRa@tor for organizations
with female representatives on management boartd8¥%and for organi-
zations with only male board members the D/R is Tl& highest differ-
ence can be observed in relation to the gender asitiqgn of the supervi-
sory board. In organization with female represéoathe D/R is 1,94 and
in organizations without female representativesiffe is 1,06. The debt to
equity ratio may suggest a higher willingness apenmess to risk. This is
not necessary a negative situation, as it may stigggreater openness for
innovation and development. However, if the riskl dherefore also the
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debt to equity ratio is to high it may lead to eas financial problems for
the organization.

The D/R may also be analyzed based on the numbeofen within
management and supervisory boards. In organizatithghree women on
management boards, the average D/R was 7,54. @hereowever only 3
such organizations. In organizations with two wonitewas 1,93 and in
organizations with one woman it was 1,01. In orgatibns with four
women on a supervisory board the average D/R wasl,organizations
with three women it was 1,84. In organizations witlb women on a su-
pervisory board the average D/R was 2,13 whilerganizations with one
woman it was 1,93. Similarly to the DR it is alsardh to indicate a depend-
ency in the case of D/R.

The third indicator analyzed is the long-term dibtotal assets ratio.
The relations between this indicator and the gendeposition of the gen-
der composition of the most important bodies of dnganization is pre-
sented on Figure 3.

Figure 3. Relation of long-term debt to total assets ratithie gender composition
of the management board, supervisory board andehder of the president of the
board
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In all three situations, the long-term debt to ltatssets ratio is higher in
organizations, were women are represented in tlaedboas well as are
presidents of the board. In organizations with fienpaesidents the average
ratio was 0,76 and in organizations with male plesis the ratio was 0,44.
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In organizations with female representatives onagament boards aver-
age the long-term debt to total assets ratio waS @nd in organizations
without female representatives it was 0,43. In oizitions with female
representatives on supervisory boards averageotigetérm debt to total
assets ratio was also 0,55 and in organizationsowitfemale representa-
tives it was 0,37. Assuming that this ratio shoutd be higher than 1, nei-
ther the organizations with female representataredoards nor the ones
without are in liquidity threat. The long-term debay be a result of bank
loans aimed at investments. Therefore, if theyahneeasonable level, they
may be a positive indicator of development, growtid reasonable invest-
ments undertaken by the organizations.

Also the long-term debt to total assets ratio mayabalyzed based on
the number of women within management and supewvisoards. In or-
ganizations with three women on management bodndsaverage long-
term debt to total assets ratio was 3,82. In omgdiuns with two women it
was 0,93 and in organizations with one woman it @84. In organizations
with four women on a supervisory board the avetagg-term debt to total
assets ratio was 0,24. In organizations with thweenen it was 0,27. In
organizations with two women on a supervisory batel average long-
term debt to total assets ratio was 1,18 while ngaoizations with one
woman it was 0,24. It is therefore hard to indiGatdependency.

Conclusions

The presented analysis of the distribution of teétdatio (DR), debt to
equity ratio (D/R) and the long-term debt to ta@abets ratio among organ-
izations with female representatives on boards shbat in general organ-
izations with female representatives on boards tendave higher ratios.
This may not necessarily be a negative trend becaass it was already
suggested above, it may be a sign of organizatideaklopment and in-
vestments undertaken by the organization. Therefoganizations with
minimal debt related ratios might be organizatiombjch struggle with
stagnation.

The paper presents only a small part of the orgdinizs financial
statement and financial performance. In order talge full picture on how
gender composition of the boar affects the orgaiozs financial perfor-
mance other financial indicator should be analyfadthermore, it would
be beneficial to analyze how the indicator changest time and juxtapose
it with changes of the gender composition of thardo As suggested, it
would have to be checked, in which point and wHidancial situation
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women joined the organizations boards or becamsidmet of the board.
Furthermore a cross industry analysis would als@fbmterest, as many
finical indicators differ significantly across diffent industries. Also a con-
duction of more advanced statistical analysis waadeneficial.
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Abstract

Research background:ln epidemiology, qualitative models have been tged
and applied to study the propagation of infectialiseases since the 1920s.
A version of these models is based on the rumonpagation. The main idea be-
hind these models is that spreading an infectiagssade or disseminating infor-
mation are analogous phenomena. Recently, this hdsabeen used in several
areas to analyse how a rumour affects the finamugistry. The success of going
public depends on many aspects including the piaallity and visibility of the
initial public offering candidate, enormous growpltential and no signals of
a failure. However, the wide public of investorgghti be reached by rumours af-
fecting significantly the success of initial pubtitferings.

Purpose of the article: This paper examines the impact of rumours on sscoe
failure of initial public offerings. Rumours mighktgnificantly affect the decision-
making of uninformed investors while consideringdatments in newly issued
shares and thus are an important phenomenon wgthiing public procedures.
Methodology/methods: The ISS (Ignorant-Spreader-Stifler) model is agplio
study the impact of rumours on initial public offey success or failure. We as-
sume that the information asymmetry is one of thestmimportant reasons for
spreading rumours. A case study experiment is atiedun order to validate the
model.

Findings: Our analysis of spreading rumours suggests fltateie is a qualitative
model consisting of a set of scenarios and a tianal graph, the decision makers
may predict the development of ignorants (1), sgega (S) and stiflers (R) in time.
In such a case, no variant is overlooked, i.entbeel covers all possible changes
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of the situation in time. Supposing that rumours ander control of the issuing
company, i.e. if detected in a timely manner aridatifve actions are introduced by
decision makers, any reputational damages andititied public offering failure
can be averted.

Introduction

In epidemiology, qualitative models have been dgwedl and applied to
study the propagation of infectious diseases gimed 920s. The SIR (Sus-
ceptible-Infected-Removed) compartmental model byernkack &
McKendrick (1927, pp. 700-701) represents a milesto the development
of such models. It was used in public health wkilelying spreading infec-
tious diseases and plague (Piqueira, 2010, pisiige the beginning of the
1960s, the transmission of ideas as an “epidemiatgss has been studied
to analyse how rumours affect marketing strategitsck markets, etc.
(Goffman & Newill 1964, pp. 225). The analogy besmespreading an
infectious disease and the dissemination of inféilonavas mathematically
formalized by Daley & Kendall (1964, p. 1118).

Here, the Ignorant-Spreader-Stifler model (hereaftso ISS model), as
a generalisation of the Daley & Kendall model, pplged to study the im-
pact of rumours on the success of initial publiehgs (IPOs). Palmoat
al. (2009, pp. 210) reports that business magazinasetisas high-tech
information intermediaries such as websites, begs social networks are
very often a source of confounding announcemerstisate likely to affect
decision-making of uninformed investors; hencesituations when ru-
mours are spread targeted communication campagrestb be introduced
by going public companies and their investment bankorder to avoid an
IPO failure.

As far as we know, there is a lack of knowledgéhm academic litera-
ture how rumours might affect a target populatidrinestors and thus
their demand for newly issued shares while goinglipuThese are sup-
posed to have different risk and return charadtesi€compared to already
traded shares because of informational asymmegs ¢sg. Paganet al,
1998, pp. 36).

The methods employed in this article include systiéerand logical lit-
erature analysis, collecting of original data fremperts, qualitative analy-
sis, a case study approach, comparison, and erpsretations.

The rest of this paper proceeds as follows. Rivetreview the literature
on the adverse selection theory. Section 3 provateoverview of the

117



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

methodological approach. Section 4 presents ddtéiibelings and the last
sections discuss and summarise the main conclusions

Theoretical background

Although the continental financial system is trewthlly focused on bank-
ing, there has been an increasing interest in tibek gnarkets and initial
public offering implementation in recent years (€gganet al, 1998, pp.
27-28; Black & Gilson, 1998, pp. 244-245; Chemma&tulghieri, 1999,
pp. 249-250; Ritter & Welch, 2002, p. 1795; lhigka & Czapiewski, 2016,
pp. 175-194). This process has been acceleratadebglobalisation phe-
nomenon and changes leading to a growing role t#rdependencies
among economies and capital markets in both engrgind well-
developed countries (Balcerzak, 2009, pp. 711-Baf;erzak & Pietrzak,
2016, pp. 231-241; Pohulatetedowska, 2016, pp. 451-466; Orylski,
2009, p. 47; Pietrza#t al, 2016, 61-77; Zineckest al, 2016, pp. 416-421,
Faldzinski et al, 2016, pp. 189-194). Hence, going public is baogm
more and more popular for young and small companfeke raising exter-
nal capital. This strategy, however, requires minamsparency towards
prospective investors considering buying newly éskshares. As reported
by Blajer-Gotbiewska & Kos (2016, p. 11), there is an agreemerihe
academic literature that reputation affects inuastdecisions. Therefore,
the reputation of a company is “a strategic asséti@said to have an abil-
ity to create wealth”.

The scarcity of information for young and smalhig may put forward
financial analysts’ and columnists’ recommendatidrtserefore, both col-
umnists and financial analysts represent very ateaurce of the “intellec-
tual epidemic” (Palmomt al, 2009, p. 210), which is highly influential in
decision-making of uninformed investors. GoffmannN&will (1964, p.
225) characterized the “epidemic” process as “itims from one state
(susceptible) to another (infective) where the gitiaom is caused by expo-
sure to some phenomenon (infectious material)”. {féwesmission of ideas
is analogous to the transmission of viruses; “carcendividual is infected
with an idea he may in turn, after some periodiroet transmit it to oth-
ers”.
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Research methodology

In this paper, the ISS (Ignorant-Spreader-Stifteodel is applied to study
effects of rumours on the success of going puldigetiding on many ex-
ogenous and endogenous aspects including e.gredectability and visi-
bility of the initial public offering candidate, sigrowth potential, the busi-
ness cycle etc. (Supriya, 2016,pp. 40-43). Basetti®@study of Nekoveet
al. (2007, pp. 457-470), the total population (T)rofdstors is divided into
three groups. The first group is represented byigherants (I) who have
not heard the rumour but they are susceptible twrbe informed. The
second group of investors, the spreaders (S),diedndividuals that are
spreading the rumour. The stiflers (R) representivg third group have
heard the rumour but they are no longer spreadifijqueira, 2010, pp. 1).

Our approach that models spreading of rumoursdrctimtext of IPOs is
of a qualitative nature. This means that shalloewWedge on spreading of
rumours is available only as a verbal descriptiasedl on trends: decreas-
ing, constant, or increasing. It means that thezena quantifiers, numbers,
and fuzzy/rough sets (Dohnal, 1992, pp. 539-543).

Trend based models (TB) use different types of Equoless Heuristics
(EHE). They differ according the derivative ordeffie algorithms given
below are based just on second order derivatitasakes no sense to in-
corporate the third and higher orders derivativa. é&ample of the first
order EHE is as follows (for details see LindgrerB&ndhold, 2002, pp.
47-101):

If HCQ is increasing then MCD is increasing. 1)
If HCQ is decreasing then MCD is decreasing.

Where: MCD -marginal cost of dekdnd HCQ -home country institutional
quality.

An example of the second order EHE is as follows:

If HCQ is increasing, then MCD is increasing morelanore
rapidly.

If HCQ is decreasing, then MCD is decreasing mare more
rapidly.

)

Information intensity of traditional statisticalagsis generates pressure
on artificial intelligence experts to develop newrhal tools, see e.g. Rus-
sel (2009, pp. 180-240), which are not as precisstatistics but can take
into consideration such information items as EH&sHa & Dohnal, 2008,
pp. 70-78). The TB methods presented in this papebased on four TB
values:
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Positive Zero Negative Any Value

Many shallow knowledge items are available justerdal descriptions
based on trendslecreasing, constant, increasingnly (Yanet al, 2013,
pp. 1-12). For examplaf the management of the issuing company im-
proves reporting towards investors then the infaioraasymmetry tends
to decrease and the probability of a successful IP@creasing.Typical
examples of such pair wise trend relations arergird-igure .

Figure 1. Examples of qualitative pair wise relations

—

24

7

X X

Y Y
V \26
X X

Source: own processing

All pair wise relationsX, Y in Figure are trend relations. It means that

nothing is quantified. For example the relation R®.indicates that:

— The relation is increasing, i.e. the first derivatis positive.

— There is a “saturated” relationship betwééandX, i.e. the second de-
rivative is therefore negative.

- If X =0, thenY = positive value.

The scenario based analysis are relatively wellnsee e.g. (Bohen-
sky et al, 2011, pp. 876—893). The scenario concept hasrdiit interpre-
tations, see e.g. (Derbyshire & Wright, 2017, gp1-266). Scenario meth-
ods are often qualitative in their approach rathan quantitative (Derby-
shire & Wright, 2017, pp. 254-266). Such mixturésjaalitative and quan-
titative features can be used to distinguish séesaforecasts and visions
(Lindgren & Bandhold, 2002, pp. 47-101):
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Scenarios Forecasts Visions
Possible, plausible futures Probable futures edduture
Qualitative or Quantitative Usually qualitative antitative

An intuitive definition of qualitative transitioncenarios has been car-
ried out by McDowall (2014, pp. 1-14). Differentryespecific definitions
have been carried out by e.g. in Kroger and Scl{ate6, pp. 64-81).

Predictive scenario approaches are likely to rasufiolicies that per-
form poorly under severe information shortages.(IE)s inevitable to
combine an adaptive policy-making framework ancbmguter based ap-
proach to generate and explore many scenarios.

The set of variables is as follows:

Xy, Xpreon X, )

A set ofm TB n-dimensional scenarios is described by a sequenti o
triplets, for details see (Vicha & Dohnal, 2008, @f-78):

[(x,,DX,,DDX,),(X,,DX,,DDX,)....,(X,,DX,,DDX, )] , (5)

Wherej = 1, 2, ...,m. DX is the first andDDX; is the second tim&B
derivatives. The scenarios used in this paper aefi@etl by the set of tri-
plets (5) and the triplets are quantified by thiiea (3).

A TB shallow model, studied in this paper, is a setvgfair wise rela-
tions, see Figure :

P(X.X ), v=12..,w. (6)

This set of relations can be solved to evaluatsaharios satisfying the
model (3). For example the following set of relaga@an be studied:

Shape X Y
1 22 (see Figure ) Xi X (7)
2 26 (see Figure) X3 Xz

A solution of qualitative models is a combinatotetk and is not stud-
ied in this paper, for details see (Vicha & DohriZ008, pp. 70-78). The
solution of the model (7) provides us with 13 scarsa
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X1 Xz X3

1 +4++ +++ -
2 +4+0 ++4+0 +——
3 +4+— +4+-— +-—+
4 ++—- ++—- +-0
5 +4+— +4+— +——
6 +0+ +0+ +0-
7 +00 +00 +00 (8)
8 +0- +0-— +0+
9 +—+ +—+ ++-—
10 +-0 +-0 ++-
11 +—— +—— +++
12 +—— +—— ++0
13 +—— +—— ++-

The interpretation of the results (8) is as folloeg., the triplet (+ + +)
which describes the time behaviour of the variahl®f the first scenario
indicates thaiX; is positive; DX; is positive; DIX; is positive, see (5). It
means that the variab}§ is increasing more and more rapidly.

Any additional relation or equation is restrictiiéherefore, the number
of scenariosn (2) will decrease or be constant if a model extanss per-
formed. The following qualitative equation is addedhe model (7):

Xy + X=Xz 9)

The following set of scenarios provides us witlolison:

X1 Xz X3

1 +++ +++ +—— 1
2 ++—- ++—- +-—-+ 3
3 ++—- ++—- +-0 4
4 ++—- ++— +—— 5§
5 +0+ +0+ +0- 6
6 +00 +00 +00 7 (10)
7 +0- +0- +0+ 8
8 +—+ +—4+ ++-—- 9
9 +—— +-—— +++ 11
10 +—-—— +-—— ++0 12
11 +-—— +-——- ++-—- 13

The right column shows the identification of theresponding scenario
of the model (7). The scenarios Nos. 2 and 10 efstt (8) are not in the
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set (10). A complete set of all possible one-dirfared transitions is given

in Table 1.

Table 1.A list of all one-dimensional transition

From To Or Or Or Or Or Or
1 + + + ++0
2 ++0 + + + + + —
3 + + — ++0 +0-— +00
4 +0+ + + +
5 +00 + + + + ——
6 +0- +——
7 +-+ +-0 +0+ +00 O0O-+ 00+ 000 O0-0
8 +-0 +-+ +—— 0-0
9 +—— +-0 0-—- 0-0
10 0++ ++0 + + — + + +
11 0+0 ++0 + + — + + +
12 0+— ++-—
13 00+ +++
14 000 +++ ———
15 00- ——-—
16 0—-+ ——+
17 0-0 —--0 ——+ ——-—
8 0-—- —-—-0 ——+ ——-—
19 —-++ —+0 O0++ 0+0
20 - +0 —+- —++ 0+0
212 -+- -+0 -0- -00 O+- 00— 000 O0O+O
22 -0+ —++
23 -00 —++ ———
24 -0- ——-
25 —-——+ ——-0 -0+ -00
26 ——-0 ——— ——+
27 ——— —-0

Source: own elaboration

As an example, the third line of Table 2 indicatest it is possible to
transfer the triplet (+ + —) into the triplet (+{. This transition is not the
only possible one. There are two more possiblesttians. Figure 2 pro-
vides a TB description of an oscillation using tme-dimensional triplets
= 1 (5). The time sequence of the one-dimensioraisttions shown in
Figure 2 corresponds to Table 1.
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Figure 2. TB one-dimensional time record
(+02)

(++-) ‘ (+--)
(0+0)

/4‘ . / Time
(--+) J (-++)

Source: own elaboration

Table 1 is not a dogma. It could be modified oradrhoc basis. The on-
ly requirement is that the transitions must satesfyommon sense reason-
ing of the user. A transitional graghis an oriented graph. Its nodes are the
set of scenarioS and oriented arcs are the transitidns

GS,T). (10)

The set ofn-dimensional transition¥ can be generated by the corre-
sponding set of scenari@using the one-dimensional transitions (see Ta-
ble 1). All n one-dimensional transitions must satisfy requirgimeset in
Table 1 ifn-dimensional scenarios are studied. A fatls an oriented se-
guence of scenarios. The grah(10) can have loops and therefore a path
P can pass through the loop infinitely many times.

Empirical Results: A Case Study Analysis

We applied the methodology described in the previobapter within a
case study in order to investigate the impact afaurs on the success of
going public. An IPO can be considered succes$faldufficient demand
for shares has been drum up, which results inaledf issued shares at the
highest price while also providing investors withportunities to cash earn-
ings in the long-term.

We assume that the wide public of uninformed inmestmight be
reached by rumours affecting significantly the ssscof initial public of-
ferings. There are two confounding announcemenisgid A2) involved
into our case study:
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Al: Top managers are leaving the company after beistgdi thus, the
earnings of the going public company might decrease

A2: Trading activities of top management prior goingblpei are investi-
gated. The managers are suspected of bribing pafiakers and the scan-
dal might be far more widespread than earlier bedig.

Both announcements are published by a columniatl@&ading business
magazine and reveal information which is new fa public and is likely
to affect negatively the sale of newly issued shavehin the IPO proce-
dure. Findings carried out by Palmenal. (2009, pp. 230) suggest that an
announcement is potentially confounding and “trigga larger market
reaction” if a columnist’'s recommendation “makegerences to manage-
ment officials, or contains merger and acquisitiemws”.

The total populationT)) of investors is divided into three groups: the ig
norants (), spreadersgj and stiflers R). Moreover, we introduced the var-
iable seroprevalenc®), which is calculated as:

s (11)
S+R

Goffman and Newill (1964, pp. 227) assume homogsnmixing
among the members of the total population and tescleterministically
the whole process while using a system of diffeadeqquations. Hence, we
obtain our qualitative model as follows:

DI =
DS=1-S-S(S+R)
DR=S-(S+R)
DIl = -lI
DSS = II- SS — SS(SS + RR) (13)
DRR =SS (SS + RR)
(S+R)-P=S
(SS+RR) PP =SS
We consider the following restrictions:
Shape X Y
1 23 (see Figure 1) I Il (14)
2 23 (see Figure 1) R RR
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Due to a lack of numerical data a qualitative aiethd-based approach
has been applied to solve our model. A solutiothéosystem of differential
equations (13) requires application of the qualigasummation and multi-
ples. In this case, we are looking for all possilddants of ordered triplets
corresponding to the defined equations (see TgbEazh row represents a
scenario how the number of the ignoramjs gpreadersS) and stiflers R)
might develop in time. The rows are divided inteeth parts linked to the
variabled, R, S P (concerning the rumour Al) ahld RR SSandPP (con-
cerning the rumour A2). Each variable is describaddle using a triplet,
e.g. the variabléin the first row is given by the triplet (+ — *fhe ordered
triplets are just a different way how to definentte of the individual varia-
bles describing either the rumour Al or the rumadr For example, the
triplet of the variable | (+ — *) represents a d&ging trend (see Figure 1).
The interpretation of the individual componentstaf triplet is as follows:

| DI DDI
+ - *
Positive value Decreasing trendAcceleration (2nd derivation) unknown

Table 2.Scenarios

Scenario | R S Il RR SS P PP
1 +—* +4* +4* +* 4% +4* +4* +4*
2 +* +4* +4* ¥ +4* +4* +4* +0*
3 +* +4* +4* +* +4* 4% 4% +—*
4 +—* +4* +4* +* 4% +4* +0* 4%
5 +—* +4* 4% ¥ 4% 4% +0* +0*
6 +—* +4* +4* +* 4% +4* +0* +—*
7 +—* +4* 4% ¥ 4% 4% +—* 4%
8 +—* ++* ++* +—* ++* ++* +—* +0*
9 +* +4* +4* ¥ 4% +4* +* +—*
10 ¥ 4% +0* +—* +4* +0* +—* ¥
11 +—* 4% +—* +* +4* +—* +4* +4*
12 ¥ 4% +—* +—* +4* +—* 4% +0*
13 +—* 4% +—* +* +4* +—* +4* +—*
14 ¥ 4% +—* +* +4* +* +0* +4*
15 +* 4% +—* +—* 4% +—* +0* +0*
16 +—* 4% +—* +* +4* +—* +0* +—*

17 ¥ 4% +—* +—* +4* +—* +—* +4*
18 +—* 4% +—* +* +4* +—* +—* +0*
19 ¥ 4% +—* +—* +4* +—* +—* ¥

Source: own elaboeation

We intend to use our set of scenarios (see inddichws in Table 2) to
describe the dynamic behaviour of our model. Figr plarpose, a sequence
of scenarios has to be carried out. A transitigmaph is a suitable tool (see
Figure 3). Its (numbered) nodes represent thefsatemarios and oriented
arcs represent the transitions. The scenariosmbimtion with their tran-
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sitions enable us observing the dynamic behavibthreoqualitative model,
which describes how the rumours A1 and A2 mighsjread.

Figure 3. Transition graph

Source: own elaboration.

The dynamic behaviour of the varialffiecan be used as an example.
The node No. 1 is defined as the initial one; & trientation of arrows
between individual nodes remains unchanged, weatdime the following
path (from a set that is possible):

1 >2 >3 >6 -5 —>4—>7—>8—> 9 > 10 —..

..—> 19 - 18 » 17 - 14 —» 15 - 16 —» 13 —» 12 — 11

When we use the ordered triplets (see Table 2)pdlie can be also de-
scribed in the following form:

L S o e A = S S i G & S & S

I L I e T S S S S R ST S L S

When the above trends of the variaBlare ordered consecutively, we
can obtain a figure describing its developmens flgure corresponds to a
numerical solution (see Figure 4). Table 3 shovesdivelopment of other
observed variables incorporated into our model.
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Conclusions

Supposing that both rumours included into our cdedy might be under
control of issuing companies; if detected in a timaanner and effective
actions are introduced by decision makers, anytatipnal damages can be
averted. Our set of scenarios and the transitignabh represent a tool
which makes sure that no variant is overlooked, davers all possible
changes of the situation in time. Thus, the marsgércompanies going
public are not just passive observers. If thera igualitative model, the
decision makers may predict the development ofrgms (), spreadersS)
and stiflers R) in time. If investors’ choice relies largely omnnours pub-
lished in columns, blogs or social networks, iessential for companies
going public to know the number of investors witktiie individual groups.
Next, targeted communication campaigns can bedoted to reduce in-
vestors’ concerns in relation to a failure of tR®©l For example, support-
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ive resources of information might be publishedwadl as press releases
refuting rumours or claims convincingly.

The main advantage of the TB analysis is that noarical values of
constants and parameters are needed and the T Btsaenarios / solutions
is provably complete. It means that a decision make/or forecaster has a
simpler task to solve, namely to choose from amiset of variants. No
reasonable variant can be overlooked if the armigsbased on a feasible
TB model.
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Abstract

Research background:Making decisions concerning the payout policy deisen
on many diversified neoclassical and behaviorakmsinants. Although these
factors are well-described in the literature, thisrstill a research gap concerning
the lack of a comprehensive impact model of paymlicy determinants on the
investment attractiveness of shares.

Purpose of the article: The aim of this paper is to present the diverderaaof
relationships between different forms of cash tiem® the shareholders and in-
vestments attractiveness of public companies incitrietext of determinants of
payout policy. The possibility to achieve this attjee was conditioned by empiri-
cal verification of research hypothesis stating tha diversify of payout forms is
accompanied by the different determinants of paymlicy which condition an
effective investment of stock investors capital.

Methodology/methods: The empirical research was conducted on the elmetr
chanical companies which were listed on the WarSawck Exchange in years
2006-2015. The data for analysis were mainly ctdliécfrom databasélotoria
Service SAandStock Exchange YearbooKRde calculations were carried out using
the methodology of taxonomic measure of investrnatractiveness, as well as
dividend premium and share repurchase premium.

Findings & Value added The final conclusion of our research is that ¢henpa-
nies conducting the payout policy in different farof cash transfer differ in terms
of many characteristics, such as: financial stagndimarket value, ownership struc-
ture, company’s size and age. Moreover, their itaenst attractiveness differs
according to regularity of payment, stock exchasgeation and shareholders
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preferences. The value added of this paper is aappsoach to the evaluation of
capital investment with a special emphasis on #terchinants of payout policy.

Introduction

The aim of this paper is to present the diversarpadf relationships be-
tween different forms of cash transfer to the shalders and investments
attractiveness of public companies in the contéxteberminants of payout
policy. This intention fits into the current and signifitatream of research
oriented to finding the fundamental factors deteing the form, type and
way of conducting the payout policy in public comfgss. Furthermore, this
aim is also important due to the efficiency of tapinvestment. For the
implementation of the aim of this paper a resedngtothesis was formu-
lated. This hypothesis states that the diversifpafout forms is accompa-
nied by the different determinants of payout poligfich condition an
effective investment of stock investors capital.

Determinants of payout policy — a brief literaturereview

The termpayout policyhas a broader meaning thdividend policyand
includes in its essence the transfer of funds ¢osthareholders in a form of
dividend, share repurchase, or both (Allen & Midia2003, p. 337; Brav
et al, 2005, p. 484; Kulchania, 2016, p. 981). An impdemation of payout
policy is conditioned by many different determiranfmong the most
frequently mentioned in the literature determinamoftspayout policy are
micro- and macroeconomic factors, as well as benaMiactors.

One of the microeconomic factors is the financiahding of company.
The majority of authors pay attention to such feiahdeterminants as: the
financial liquidity (La Porteet al, 2000, p. 34; Grullon & Ikenberry, 2000,
p. 41); the profitability of company (Braat al, 2005, p. 521) and the capi-
tal structure (Jenseet al, 1992, pp. 247-263; Wiemer & Diel, 2008, p.
301). Moreover, the form of payout policy dependstlte market value of
company (Charet al, 2004, p. 463; Billett & Xue, 2002, p. 1649), the
company'’s size and age (DeAngeloal, 2006, pp. 227-254) as well as the
ownership structure (Shoet al, 2002, pp. 105-122; Ginglinger & L'Her,
2006, pp. 77-94)In turn, to the macroeconomic determinants of payou
policy belong e.g. the economic situation (Kowerg&d10, p. 19-34) and
tax rates (Hung & Chen, 2010, p. 101; Jacob & Ja20h3, p. 1241).
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Among the behavioral determinants of payout poligyshould point at
the shareholders preferences and needs (Gajdka, g0130), the anchor
effect (Fisher & Statman 2000, p. 72) and the medeounting (Szyszka,
2013, p. 38). Furthermore, according to the cagetfieory of dividend, the
payout policy should be carried out in the formpafyment which is pre-
ferred by the shareholders (see Baker & Wurgle®42@. 1125; Li & Lie,
2006, p. 293). It is also noticed that if the oppoities for the economic
growth are seen by investors as strong, they prefeto be paid the divi-
dend and leave the net profit in the company feestiment (Gajdka, 2013,
p. 143; Fuller & Goldstein, 2011, p. 457).

Research methodology

The empirical research was conducted on a groy2 afompanies operat-
ing in the electromechanical industry sector, whigre listed on the War-
saw Stock Exchange in the years 2006-2015.

An empirical verification of research hypothesisswaarried out using
the taxonomic measure of investment attractive(tess) (see Tarcziski,
1994, p. 275-300). As the diagnostic variables d@pted 13 determinants
of payout policy, such as: company’s financial iitity (CR, QR andMR),
profitability (ROS ROE and ROA), debts D/A and D/EBITDA), market
value of companyp/BV andp/E), company’s sizelifAs9 and ageAge), as
well as the share of majority shareholders in thenership structure
(Sharg. The taxonomic measure of investment attractisertenai) based
on the selected determinants of payout policyf@lawing function:

. b D pp
tmait = f(CR‘QR’MR‘ROS‘ROE‘ROA‘Z'm’W'E'

InAss, Age, Share)

The diagnostic variables were divided into stimtsa@R QR MR,
ROS ROE ROA InAss Age Sharg and destimulantsD{A, D/EBITDA
p/BV, p/E) and then restated for comparability and normdlierabiski et
al., 1989, p. 93). The taxonomic measure of investraéirictiveness was
calculated using the Euclidean distantmal) and weights ttai,) (see
Luniewska & Tarczyski, 2006, p. 43-45).

The empirical research on the investment attracéise of companies
implementing different forms of cash transfer wes¢ended to such de-
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terminants of payout policy as: the regularity afments, stock exchange
situatiorf and investors preferences. The investors prefesemere ex-
pressed — according to the extended catering thefodividend — as the
difference between share repurchase premium aridedid premium in
yeart®. This differenceDIF,) can be calculated using the following formu-
la (see Jiangt al, 2013, p. 41; Baker & Wurgler, 2004, p. 11; Gajdka
2013, p. 152-153):

DIF, = RPF~NR — ppp-=ND

where:
RPR~NR _ a share repurchase premium in ytear
DPP~ND _ a dividend premium in year

The results of empirical research on the determinats of payout policy
and investment attractiveness of companies

The analysis of companies operating in the elecairanical industry sec-
tor in years 2006-2015 showed that the averagadinhliquidity of divi-
dend payers was higher than the average sectquadlity. The dividend
payers were more liquid than the companies repsmefashares, those
conducting payout policy in both forms of cash sfen, as well as the non-
payers. The dividend payers were also profitablapgamies. Their profita-
bility ratios were higher than sectoral ratios lmwter than the profitability
ratios of companies conducting the payout policyoath forms of cash
transfer. Moreover, the debts ratio of dividendgraywere lower than the
average debts ratio in that sector. What is mdre nmarket value of divi-
dend payers was high, their average age was ldhgerthe age of compa-
nies repurchasing shares, and the average sharejofity shareholders in
the ownership structure was 66% (see Table 1).

! As the regular payments we understood such casisfers which were conducted at
least 3 times during the 5 previous years. Thisragsion was made in accordance with the
WIGdiv index methodologyRocznik Gietdowy2013, p. 104). Otherwise, we considered
that the payments to be irregular.

2 The division of research period into the yearshef fall and the rise in the stock ex-
change was made on the basis of the level of Wiiéxrin those years.

3 We assumed that in the year when the differenteds® share repurchase premium
and dividend premium)IF,) was positive the shareholders preferred compaejasrchas-
ing shares to dividend payers. WhBiF,; was negative we assumed that stock investors
preferred dividend payers to companies repurchagiages.
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Table 1. Average values of chosen determinants of payoutyahd investment
attractiveness of companies
Spec. CR QR MR ROROE ROA D/A D/Eb p/BV p/E LnAss Age Share
D 3,40 2,61 1,03 0,13 0,13 0,09 0,32 3,38 1,75 18,42 11,93 45,67 0,66
D&SR 2,78 1,91 0,64 0,15 0,16 0,12 0,35 3,64 2,16 20,09 12,24 50,86 0,67
SR 1,791,34 0,36 0,02 0,08 0,05 0,48 5,21 1,11 17,79 11,90 32,00 0,29
NP 2,08 1,67 0,58 0,06 0,07 0,04 0,91 3,94 1,64 37,7029,42 19,50 0,69
Total 2,59 2,01 0,74 0,09 0,10 0,06 0,73 3,77 1,67 26,14 16,48 46,64 0,64
Note: D — dividend payers, D&SR — companies coridgdhe payout policy in both forms
of cash transfer, SR — companies repurchasing shidfe — non-payers, Total — all compa-
nies in the electromechanical industry sector.
Source: own calculations based on Notoria SerwishNgional Court Register, Stock Ex-
change Yearbooks and Emerging Markets Informatienvi€e.

The empirical research on the investment attractige of companies
conducting the payout policy in different formsoaish transfer showed that
the dividend payers had the highest investmeraditeness. In turn, the
companies repurchasing shares reached the lowesstinent attractive-
ness (see Table 2).

Table 2. Investment attractiveness of companies accordintgeadorms of payout
policy

Specification tmai tmai,
Dividend 0,65 0,53
Dividend & Share Repurchase 0,52 0,43
Share Repurchase 0,18 0,22
No Payout 0,25 0,30
Total Sector 0,51 0,50

Source: see Table 1.

An evaluation of involvement of investors capit@anducted regarding
to the regularity of payments, showed that the stment attractiveness of
regular dividend payetsvas very high in comparison to irregular dividend
payers. In turn, the highest investment attracttgsnof companies repur-
chasing shares was observed in cases of irregudae sepurchasegsee
Table 3).

* The regular dividend was pattle most frequently by: Apator SA and Hydrotor SA
(each of them paid 10 dividends), Introl SA andfaReet SA (7 dividends), as well as Es-
System SA, Lena Lighting SA and Sonel SA (6 dividen

5 In the research period, the share repurchasesaverkicted most frequently by Ami-
ca SA (6 times).
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Table 3. Investment attractiveness of companies accordinthéoregularity of

payments
Specification tmai tmai,
Regular Dividend 0,53 0,58
Irregular Dividend 0,31 0,46
Regular Share Repurchase 0,10 0,18
Irregular Share Repurchase 0,70 0,62

Source: see Table 1.

The analysis of investment attractiveness of cornggaconducting the
payout policy in different forms of cash transfemswextended to the stock
exchange situatiSnWhen there was a rise in the stock exchangehitre
esttmai was observed in the companies conducting the payalicy in
both forms of cash transfer. In the years of aifathe stock exchange, it
was worth to invest in the non-payers (see Tahle 4)

Table 4. Investment attractiveness of companies accordinfpdostock exchange
situation

Specification tmai tmai,
Rise in the stock exchange

Dividend 0,33 0,44

Dividend & Share Repurchase 0,56 0,50

Share Repurchase 0,11 0,16

No Payout 0,24 0,33
Fall in the stock exchange

Dividend 0,35 0,53

Dividend & Share Repurchase 0,30 0,37

Share Repurchase 0,10 0,16

No Payout 0,70 0,57

Source: see Table 1.

An evaluation of investment attractiveness of thmganies implement-
ing the different payout policies was also caribed considering the share-
holders preferences expressed as the differeneeebrtshare repurchase
premium and dividend premium. The results of radeahowed that in the
majority of years stock investors preferred divideno share repurchases
(see Table 5).

5 For the years of fall in the Warsaw Stock Exchawgetook the years in which an an-
nual rate of return of WIG index was negative, 2608 (-51,07%), 2011 (-20,83%) and
2015 (-9,62%) (see Parkiet.com).
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Table 5. Difference between share repurchase premium arndedid premium in
years 2006-2015
Spec. 2006 2007 2008 2009 2010 2011 2012 2013 2@@u5
DIF, -0,04 -0,90 -0,11 -0,38 -0,89 -0,02 -0,54 0,43 &0,2-1,23
Source: own calculations based on Stock Exchangebdeks.

In the years when the stock investors preferreitiéeid (i.e.DIF; < 0),
the highest investment attractiveness was obsdordtie dividend payers.
Moreover, the companies conducting the payout pdhcboth forms of
cash transfer were also seen as a good investrppottanity. When divi-
dend premium was high, the investment attractiveoésompanies repur-
chasing shares was the lowest. In turn, when thek shvestors preferred
the companies repurchasing shares DI, > 0), the highest investment
attractiveness was observed in those companiectatucted the payout
policy in both forms of cash transfer. Furthermdre investment attrac-
tiveness of companies repurchasing shares wadgio{dee Table 6).

Table 6. Investment attractiveness of companies accordintheoshareholders

preferences
Specification tmai tmai,
High dividend premium (DIf< 0)
Dividend 0,51 0,36
Dividend & Share Repurchase 0,34 0,32
Share Repurchase 0,09 0,15
No Payout 0,29 0,25
High share repurchase premium (Q0)

Dividend 0,49 0,35
Dividend & Share Repurchase 0,70 0,35
Share Repurchase 0,29 0,33
No Payout 0,11 0,26

Source: see Table 1.

It should be also noted that in the years whenstbek investors pre-
ferred share repurchases to dividends, the investratractiveness of
companies repurchasing shares was higher thareiryglrs when share-
holders preferred dividend (see Table 6).

Conclusions
The analysis showed that the form of payout pdkcgffected by different

determinants. One of them was the financial stapdih company. The
financial condition of dividend payers was betterelation to the financial
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condition of companies repurchasing shares (i®dilidend payers were
more profitable and liquid, their debts were lowand market valuation
was higher). Those companies also differed in tafreompany’s age and
ownership structure. The companies repurchasingsheere younger than
the dividend payers, and their ownership was higidpersed.

The highest investment attractiveness was obsenvite: dividend pay-
ers and the lowest in the companies repurchasiageshAmong the divi-
dend payers, the most attractive for investors vileose companies that
paid dividend regularly. In turn, the analysis ampanies repurchasing
shares showed that stock investors preferred tegular share repurchas-
es. Moreover, when there was a rise in the stockange, the most attrac-
tive for stock investors were those companies timatducted the payout
policy in both forms of cash transfer. When them@sva fall in the stock
exchange, shareholders preferred the non-payerthefonore, in the years
when stock investors expected to receive dividehd, dividend payers
were more attractive for them.

In addition, it is worth nothing that the presentedults of research re-
late to the electromechanical industry sector ddilsl not be generalized.
The research should be extended not only to otbenamic sectors, but
also to other determinants of payout policy.
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Abstract

Research background:In the economic literature there are many argumprés
sented by critical supporters and opponents of orgas and reporting compre-
hensive income. There is a justified need to exarttie relevance and usefulness
of comprehensive income, especially the predicpegver of comprehensive in-
come for forecasting future earnings. It may beauamxd that the comprehensive
income has a better predictive power for futurekierformance than net income,
because this measure includes many elements, peddarthe statement of chang-
es in equity.

Purpose of the article: The major subject in this paper is the evaluatbrthe
usefulness of comprehensive income for predictiagkb’ future earnings. Reali-
zation of the fundamental objective of this papesveentered around the main
research hypothesis, stating that in economic jpacf banks listed on the War-
saw Stock Exchange it can be assumed that ther@dsitive predictive power of
financial result in forecasting financial standimighese entities.
Methodology/methods:The research comprised bank joint-stock compdisieesi
on the Warsaw Stock Exchange (qualified on 15.0%P0Empirical data for the
study was obtained from the quarterly financiatesteents (the period from 2009
to 2015) from EMIS. The research method was theessipn analysis conducted
by means of Spearman’s rank correlation coefficeamt by two regression models
in two versions.

Findings & Value added The research showed that the analyzed bank caegpan
were characterized by a diversity usefulness ofpretrensive income for predict-
ing banks’ future earnings. Nevertheless, it muststressed that the calculated
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Spearman’s rank correlation coefficients confirmmast instances a positive char-
acter of dependence between the comprehensive emeah future return ratios.

The results of the estimation of econometric modhatswvs the positive association
of comprehensive income with future profitabiliti/lmanks.

Introduction

Profit of every economic entity is a measuremenemterprise effective-
ness, on the other hand it is an instrument of twveggowth that is identi-
fied with comprehensive income (Hendriksen, & varda, 2002, pp. 294-
295; Szychta, 2012, p. 66). Within the first cortddae financial result that
is calculated based on current operating profitaated as a measurement
of management effectiveness that undoubtedly coscbasic enterprise
activity and is generally characterized by contnund repetitiveness.
According to the concept of comprehensive incomefitpis generated
when a value of net assets of entity (equity) atehd of accounting period
is higher than their value at the beginning of thatiod. In these terms,
capital is identified with wealth while expressiagalue that was generated
or lost by an enterprise in a given period.

The main purpose of the paper was to verify a rebelaypothesis stat-
ing that in economic practice of banks listed oa Warsaw Stock Ex-
change it can be assumed that there is a positegigbve power of com-
prehensive income in forecasting financial standihthese entities. Justi-
fication of the purpose of study results from higdefulness of presenting
comprehensive income in financial reporting notyanl the banking sector
(Eccheret al., 1996; Evangt al., 2014; Parlet al., 1999; Petroni & Wah-
len, 1995; Venkatachalam, 1996). These aspecteropehensive income
of banks are a result of providing reliable infotioa that shape a picture
of future effects of activity of these entitiesabting to undertake and con-
trol creating and realization of future conditiomsys and results of action.
Furthermore, revealing bank comprehensive incongeitarchanges allows
users of financial statements to make proper rsifieation and calculation
of more adequate volumes of future earnings thaitevdoing so based on
a traditional profit and loss account. Ignoring sovalues in calculating net
profit (loss) can, on the one hand, lead to maaijng or polishing finan-
cial results, on the other, it can limit accessnportant information that
influence predictive value of presented resultaaifvity and development
of banks.
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Research methodology

Presented empirical research concerns banking auegdisted on the
Warsaw Stock Exchange (as of 15 September, 20168y der to realize the
aim of the study, a 7-year research period wastadape. years between
2009-2016 in the aftermath of the need to prepatements of compre-
hensive income by Polish listed companies from dgnd, 2009. Thor-
ough analysis covered quarterly financial statemefitbanks where, due
to availability of data, the last studied accoumtieriod was the second
quarter of 2016. Empirical data was taken fromEMIS (Emerging Mar-
kets Information Services) database and from thbsites of analysed
companies.

Presented research problem is realized on the lbasevaluation of
profitability of analysed companies by means oflittanal ratio analysis
and using accounting measures. Analysis of depenskeibetween com-
prehensive income in a given reporting period aglécted measures of
profitability in absolute and relative terms in seuent accounting peri-
ods, was conducted by means of Spearman’s ranklaton coefficients
while usingt statistics to study significance of these depeoiésn

A leading dimension of evaluation of predictive povof comprehen-
sive income in shaping future profitability of banWwas oriented at using
two single equation models (M1 and M2) in two vensi (A and B) i.e.
influence of comprehensive incometiperiod on profitability int+1 and
t+2 periods (Brattemt al., 2016, p. 290) (see table 1).

Table 1.Analytical forms of applied single equation models

Model version Analytical form
M1A InNI; 4 =X+ X INNI; +0¢, X InCli+X3X N4+,
X (InNI; X InA;) + u

M1B InNI;,p =g+ X INNI; +0¢, X INCl+X3X N4+,
X (InNI; X [nAy) + u

M2A ROA; 1 =X+ X ROA; + X, X InCl 403X InAg+o<,
X (ROA; X InAy) + 1

M2B ROA¢;; =Xg+X X ROA; +X, X InCli+X3X InA +0o¢y
X (ROA; X InAy) +

Marks:
NI, — net income(I, — comprehensive incomB0A, — return on asset.
Source: own study on the basis of (Bratteal., 2016).

! For two banks (SANTANDER and UNICREDIT) due toKaf individual reports data
from consolidated financial statements was used.
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Taking into account the fact that enterprise patiiity is associated
with productivity of specific outlays (assets, italp sales) and determines
a scale of generated profits, the measures of pesfitability in absolute
and relative terms used in these models were a#ditbrby means of vol-
ume of total wealth of a given bank (Brattral., 2016, p. 290). This type
of approach is justified by excluding a possiblg@att of scale of conduct-
ed activities on bank comprehensive incomes.

In the abovementioned models time asymmetry betwsmiods that
were profitable for banks (profits) and unprofi@losses) should be taken
into consideration (Basu, 1997, pp. 3-37). Howekenring in mind values
of quarterly earnings generated by 16 analysed$ankwvhich in 95% of
analysed accounting periods positive financial ltisswere noted, it was
assumed that the problem of asymmetry was minimazebiwhat followed,
no additional artificial variables were introducé@raumoeller, 2004, pp.
807-820).

Predictive power of comprehensive
income — overview of literature

Total financial result, defined in the literature global and overall, is also
referred to as comprehensive income. It is undedsés a change in equity
that appeared as a result of transactions and ®eéimer than changes re-
sulting from transactions with owners acting agshalders (Buk, 2013, p.
9). It can be stated that comprehensive income deegall elements of
profit and loss account as well as “other comprstvenincome”, which
includes: changes from revaluation of wealth eleseactuarial profits and
losses from programmes of specific employee bengfitofits and losses
resulting from recalculating a position of finarci&atement of an entity
active abroad, profits and losses from revaluatibelements of financial
assets available for sale as well as an effectart @f profits and losses
connected with a hedging instrument within caskfleedges. Other com-
prehensive income provide information about posrprofits or losses,
which an entity realizes in the subsequent peri@g] which already
caused these changes in a current period (see figur

Comprehensive income is a clearer financial rethah net profit for
users of reporting as, among others, it expressagger potential of enter-
prise to generate profits in the future (Kanagaastet al., 2009, p. 352), is
more consistent and compliant with the theory ofemise valuation
(Dhaliwal et al., 1999, p. 45), shows a higher correlation wittesatf re-
turn on shares (Biddle, & Choi, 2006, pp. 1-32)J above all, it seems to

145



Proceedings of the § International Conference on Applied Economics
Contemporary Issues in Economy: Finance

be less vulnerable to accounting manipulations iamglementation of a
strategy of legal or illegal management of finahmsult (Chamberst al.,
2007, p. 561).

In literature provides some statements that congm&kie incomes are
an irrelevant and inconstant resulting item (eleimef other comprehen-
sive income are characterized by the biggest WyatiGoncharov, &
Hodgson, 2011, pp. 27-59), to a slight extent tasy linked to a rate of
return on shares, they are unreliable reflectiorfimdl measurement of
enterprise performance as well as they do not teefprecast future flows
and revenues (Dhaliwat al., 1999, p. 45; Bartost al., 2010, pp. 753-89).
Statement of comprehensive income additionally udet external and
unclear components (Rees, & Shane, 2012, p. 79¢hvdiminish a pos-
sibility of predicting long-term results (O’'Hanlo&, Pope, 1999, pp. 459-
482) and show different usefulness in creating rente value (Louis,
2003, pp. 1027-1047).

Figure 1. Comprehensive income against changes in equity

Changes in equity

Investments
Comprehensive income and payments
for owners
. Resulting Capital income/costs
income/costg
Balance sheet Oth?r cha_ng-
. ) es in equity
Net income corrections of
. (not for
current period
owners)

Aggregate effects
of changes in
Income equity resulting
from accounting
policy
Source: (Gerbaulet, 1999, p. 54).

Critics of the category of comprehensive incomeo alsdicate that
changes in fair value that is a base for evaluaifotomprehensive income,
are only temporary and related to short-term movesén the market,
which have not much in common with expectationsceoning future fi-
nancial results (Chisnall, 2001). As a result, coehpnsive income is more
volatile than categories of traditional financiakults (Barthet al., 1995;
Hodderet al., 2006) and is subject to a bigger measurement énad
weakens reliability and predictive value of thieemic category (Lands-
man, 2007). Furthermore, there is an opinion teatgia fair value to eval-
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uate enterprises contributed to market crash inydaes 2007-2009, forc-
ing, first of all, banks to use unjustified corieas down to fair values of
assets, leading at the same time to a diametrex@kedse in market value
(Bhatet al., 2011; Bowen, & Khan 2014).

Results of empirical studies

The results of empirical studies show that calede®pearman’s rank cor-
relation coefficients indicate a positive characedependencies between
comprehensive income achieved by examined banks given quartile
(CI;) and future net incoméV(;., andNI,,,). What is important, analysed
dependencies turned out to be statistically sigaift and showed a consid-
erable impact of comprehensive income on the fypuoétability of banks
in absolute terms (see table 2).

Table 2.Spearman'’s rank correlation coefficients betweealysed categories

Relations

Values of correlation

Statistical significance

coefficients (level 0,05)
Cl; vS.NI; 4 0,799
Cl; VvS.Ni;,, 0,784
YES
Cl; VS.ROA. 44 0,448
Cl; vS.ROA,,, 0,444

Source: own study on the basis of quarterly finaln@ports of companies available in
EMIS.

Conducted analysis of multiple regression that mesessary to evalu-
ate four single equation economic models (M1A, MMRA, M2B), with
one dependent variable and four independent vasadthowed that direc-
tions of impact of the main independent varialtt& () on dependent vari-
ables (nNI;,, InNI;,,, ROA;,.,, ROA,,,) were positive, and estimated
parameters at this variable proved statisticallynificant at confidence
level of 0,05. At the same time it can be indicéteat future profitability of
analysed banks, both in absolute and relative tewas positively influ-
enced comprehensive income (see table 3).

It has to be undeniably emphasized that valuestohated parameters
at thelnCI, variable were, yet, lower than &tNI, andInROA;, whose
influence on dependent variables also proved statily significant. This
situation can be translated into slightly weakezxdmtive power of com-
prehensive income in forecasting bank profitahildgntrary to net income
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and return on total assets, calculated by mears todditional financial
result.

Table 3.Results of estimation of M1A, M1B, M2A, M2B models

\l/\(/le?ggln Independent| Parameter| t Statis- sn-;ﬁ?ftl \gllttjlgzl( gfoggg:mf
(dependent  variables values tics cance | whena = nationR2
variable) level 0.05
InNI, 0,775 2,846 0,005
M1A InCI, 0,180 2,964 0,003
(InNlp4q) InA, 0,483| 2,960 0,003 069
InNI, x In4, -0,030 -1,154 0,244
InNI, 0,615 2,266 0,024
M1A InCl, 0,396 6,613 0,000 0.70
(InN1p4,) InA, 0,512| 3,148 0,002 ’
InNI; X InA, -0,035 -1,385 0,167
ROA; 3,290 7,363 0,000 1,960
M1B InCI, 0,242| 3,327 0,001 0,43
(ROA.44) InA, -0,205| -2,481 0,014
ROA; X InA, -0,387 -5,899 0,000
ROA, -0,268 -0,851 0,395
M2B InCI, 0,031 0,609 0,543 0,29
(ROA+,) InA, -0,042| -0,736 0,463
ROA; X InA, 0,088 1,889 0,06(

Statistically significant independent variables stnewn in bold.
Source: Own study on the basis of quarterly finahoeports of companies available in
EMIS.

It is worth stressing that in the fourth model (M28Bdirection of influ-
ence ofROA; variable on dependent variables was negative. Meryén
this only model, estimated parameters at all inddpet variables proved
statistically insignificant at the confidence lew#|0,05, thereby, relations
between examined categories cannot be unequivamaifirmed.

Conclusions

Presented results of studies on the role and gignide of comprehensive
income in forecasting profitability of selected kanindicate numerous
important and complex problems concerning a prooésaanagement of
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information about financial results of entities. Anportant role of com-
prehensive income in shaping future gains is vésiblincreasingly wider
application of fair value as a basis for evaluatbrelements of assets and
liabilities of economic entities in recent years.

Analysis of collected and processed figures coriograxamined banks
points out that there are positive dependenciew/dest comprehensive
income and future gains of these entities, botlalsolute and relative
terms. Estimated coefficients of correlation canéid that there is a posi-
tive relation between analysed categories, howstier character of these
relations was either significant or moderate, laditat is important, statisti-
cally significant. Estimated values of parametdrfoar economic models
also indicated a positive direction of influencecofmprehensive income on
future financial net results and return on totaleds, which is confirmed by
the set research hypothesis about a positive pinaglipower of compre-
hensive income in shaping future financial standifigntities.

While forecasting bank profitability it must be ehngsized that there is
a certain dominance of net income category andrretn assets over com-
prehensive income, which enables to reflect, amaihgrs, effects of com-
bined influence of many media and components ofitpllity, which
however, create premises of conducting further eleeg theoretical-
empirical studies. Hence, presented results sHmilcdtgarded as a founda-
tion for further theoretical studies as well as &gl studies on the pre-
dictive power of comprehensive income, its compdsiem particular, in
shaping future financial results of bank. They @inget, claim to be re-
garded as generalized reflections and scientificiusions.
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Abstract

Resear ch background: Competitive counts the provider that renderedheydus-
tomer service better than the other and throughgtiadity strategy overcomes the
competitors and reaches a commercial successem @f the particular attention
should be paid to the quality of the service whs@mificantly affect the customer
loyalty. The aim of this study was to investigate tmportance of quality in cus-
tomer service individual commercial banks. For fhuspose a SERVQUAL using
the questionnaire especially by which was calcdlaliéference between expecta-
tions and insight from the consumers on the areasgbaudited quality customer
service.

Cooperative Bank in Kalisz Pomorski (Pomeranianvipree), Bank of Environ-
mental Protection in Bydgoszcz (Kujawsko - Pomaskand a third bank, who
reserved to publish their data in research.

Purpose of the article: The aim of this study was to investigate the ingace of
quality in customer service individual commerciahks.

M ethodology/methods. The method used in the work to analyze the resiitee
survey method was SERVQL.

Findings & Value added: Each subject area of service quality in the assest
of customers' needs some improvements, becausecmad them there is a dis-
crepancy between expectations and insights. Baslsgvice companies must be
aware that the quality of service, appropriate camication with the client, con-
tributes not only to improve their image, but priityabecomes a factor distin-
guishing them from competitors.
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I ntroduction

In a market economy quality it is one of the magpaortant determinants of
corporate success - both manufacturing and serViee level of quality of
services in the enterprise depends on the levaluefomer satisfaction.
Therefore, any company providing services shoutdgeize the consumer
as the central entity of its activities. Customare; concern for its satisfac-
tion contributes to maintaining long-term relatibips, and thus becomes
an important factor in the success of companies.

In the banking services sector in Poland awareoketds importance of
guality in the competitive struggle on the marlkegiiowing. The quality of
banking services is best described by customermy,Tdiccording to their
experiences, preferences, and needs, decide theeseof which bank they
will use and who does not meet their expectati@anks as service com-
panies must be aware that the quality of servioeynaunication with the
client, can not only help create positive opinibof most of all gives the
opportunity to stand out among the competition.

Resear ch methodology

The study was conducted with the application of $iEERVQUAL method
using a questionnaire that allowed to evaluatedifference between ex-
pectations and perceptions of customers regardiagquality of service
provided. The aim of this study was to investighteimportance of quality
in customer service individual commercial bankde&en of respondents
in the sample had a non-sampling nature, random stidy was conducted
from 1 May to 30 June 2016 among people who usesdingces of com-
mercial banks.

The study used materials provided by three commakebainks contain-
ing a list of customer service quality standardsother source of data were
also individual interviews conducted with represgéimes of banks, as well
as objections regarding the handling of custometbe bank, which were
indicated during individual interviews. The worksalbenefited from sec-
ondary sources, including literature and artictesnf newspapers.

On the basis of information provided by the bariksjain standards of
individual customer service quality was identifiéalwhich the banks place
the greatest emphasis in their materials, they are:

1. The quality of direct service.
2. The appearance of the facility.
3. Appearance of employee.
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4. Telephone support.

5. Handling of correspondence.

6. Staff attitude.

The method used in the work to analyze the resfilise survey method
was SERVQL. It involves "measuring the differenevieen the level of
satisfaction of expectations and perceptions ofiees by the client” (Ka-
raszewski, 2009, p.280). The concept is implemetgdneasuring the
expectations of the client first, and then percgigervices. The quality of
the service is expressed in the difference betwhenexpected and the
received services. This method therefore allowgHeridentification of the
so-called vulnerabilities, where the quality ofwees differs from the cus-
tomer's expectations (Xian-ying & Qin-hai, 2007131.0). The general
logic of the SERVQUAL method is illustrated by Fi@. It presents five
situations in which the quality of services may r@ase. They include
(Lipowski, 2003, p.43):

— 1 gap - the difference between customer expectfod perceptions of
expectations by managers of the company;

— gap 2 - illustrates the difference between peroepbif customer expec-
tations by management of the company and theaedatd of quality of
service;

— gap 3 - is the difference between the applicalaladsrds of service and
the actual performance of services;

— gap 4 - represents the difference between the npesfice of the service
and external communication with customers;

— gap of 5 - illustrates the difference between tkgeeted service and the
service received.

The study focuses on gap 5 which shows the diftarém the provided
service and service expected by the customer (\Aol& Skotnicka-
Zasadzien, 2012, p. 1242). To assess the magnitfudéferences within
the gap, the study was based on a research to@stignnaire. It consisted
of five statements concerning the expectationspandeptions of individu-
al customers of commercial banks regarding quadityservice. These
statements have been divided into five standasmls, i
1. The appearance of the employee - the test areapiearance of bank

employees.

2. Handling o correspondence - the test area: diligeénadrawing up the
documentation.

3. Staff attitude - the test area: the waiting timedervice.

4. The quality of direct service - the test area: einguprivacy when mak-
ing a transaction.

5. Appearance of the facility - the test area: thation of the bank.
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Figure2. Service quality model (gap model)
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Source: M. Lipowski (2003)Bank Marketing. Management of the demand and supply of
services, Publishing House Lublin: The M. Sklodowska - Cudieiversity, p.1.

The essence of customer service

One of the basic objectives of the enterprisewsatts to achieve success is
marketing activity and focus on the potential diefhe consumer should
be here seen as a central link, the driving fordéch meet the needs of the
main goal of the company. Because it depends @rtuilstomer how long
the company will remain on the market. This emptessPh. Kotler, claim-
ing that the company, which focuses on the custansgr find it easier to
succeed (Kotler, 1994, p.32). However, wanting ¢bieve this objective,
the company must not only produce and deliver prtedof higher and
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higher quality, but above all, still seek the faword recognition among
new and existing customers (Guo, 2015, p. 178).

Referring to the issue of customer service we nid¢awhole range of
needs, which the customer at the time did not iffeahd did not specify"
(Biesaga-Stomczewska & méka-Knop, 2000, p.7). The task of the com-
pany is, however, to recognize these needs angossible a quick re-
sponse. Thus, the level of customer service cangfsmany factors, such
as (Leland & Bailey, 1999, p.25):

- "Knowledge of not only the needs but also the éssand expectations
of customers, knowledge based on experience,

— product knowledge and conveying its features irgiodfits

— commitment of the trader.

The way to success is the ability to create ardiitie and unprecedent-
ed way of meeting needs by offering a unique prodloat entails many
benefits. But simply acquiring a customer is nabwggh, you must keep it.
In the concept known as relationship marketings itoted that the success
of the company consists of not only the ease ofiidiog a growing number
of customers, but above all, the ability to maimtai solid and loyal cus-
tomer base (Wilmaska-Sosnowska, 2011, pp.11-12).

In every enterprise customer service it is justngsortant as the cus-
tomer itself, because as says J. Rewers "the a®greates support and
service creates a clientele, and the client andstdreice must equate”
(Rewers, 1997, p.55). This relationship stems ftbenfact that the way to
treat customers when direct contact is essentiaéquurchase by the cus-
tomer in the company.

Therefore, proper customer service, having regaitstcare and satis-
faction, which makes it possible to maintain relaships with customers,
is becoming an important factor in the successoafiganies in the econo-
my, which is characterized by increasing competitindeed, according to
K. Zigba the positive experience of a single client @ga good image of
the company (Rudawska & Sah@009, p.342).

Quiality policy in Palish banks

Banking services play an increasingly importane nol the Polish econo-
my, which is highly competitive. Currently, thiscser is characterized by
very strong competition and difficulty in obtainiagd maintaining existing
customers. The banks to attract new customers andgainst competitors
must provide their services at ever higher levélgmlity (Paul et all,

2016, p.618).
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Understanding customer needs, as well as an inaticat what the ben-
efits of use of the service offered is a startingnpfor shaping the appro-
priate quality of service. The problem is, therefappropriate definition of
the concept of "quality". W.E. Deming defines gtyain relation to interac-
tions occurring between the product or service iglezv and consumer
(Deming, 1986, p.7). It is presented in Figure 1.

Figure 1. Service quality model

Products/Services

TN\

Suppliers Recipients/Clients

& »
< |

Source: S. Smyczek (199Quality Policy in Polish banks, "Marketing and Market", No.
1997-1911, p.1

Due to the complexity and comprehensiveness, wliiehcharacterized
by banking services, testing of the quality is idifft. This requires an
evaluation of services in relation to multiple dm®ns (Smyczek, 1997,
p.15):

. "tangibility: physical existence,

2. reliability: good exercise of duties for the fitshe,

3. attitude: willingness to provide services,

4. communication skills: information for a customeran understandable

language,

trust: honesty and openness,

security: physical security and discretion.

competencies: knowledge of procedures and profigien their appli-

cation,

8. politeness: respect and friendly attitude.

9. professionalism: knowledge of procedures and utaleding the cus-
tomer,

10.availability: ease of contact ".

However, not all of the above dimensions of quaditg equally im-
portant for each customer and for each bank. Toereft is necessary to
develop by the individual bank its own quality pgliISO 8402 defines the

[EnY

No o
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guality policy as "general plans and courses dabaatoncerning the quali-
ty, as determined by management of the entity" (02, 1996). The
main premise of the standard is also the fact ithaach bank should be
developed appropriate quality policy, which is detent with other lines of
action, as well as understood by the banking stéérefore, quality issues,
definitions and targets should be formulated inemrcand understandable
way for everyone. The main tasks of the qualityigyotleveloped in bank-
ing services is (Smyczek, 1997, p.16):

— characterizing the features relating to the opemnatif services,

— proper selection of traits and determining theiels

— standardization and indication of the differengesearvices

— choice of operating systems of the services.

In order to better satisfy newer needs of potertistomers, the bank
from the point of view of the market, must introducew utility traits of
services to make the offer became more favoraldeeacouraging for the
buyer (Tseng, 2016, p. 210).

Proper planning of the quality policy of the bardcbmes a key task for
the board. The development of effective qualityiqgyols necessary due to
the fact that many of the problems faced by baallay is the result of an
earlier lack of plan for specific actions (Monferidrado at all, 2016, p.
240). In contrast, the correct planning of the\aiogis results from the fact
of the substance of quality policy, which is (Klewiski, 1994, p.23):

— "a guideline for directions and methods of managernmeterms of qual-
ity,

— the basis for the creation of operational plans,

— signpost for the directions of action, formally iimented in the quali-
ty manual and procedures,

— means of communication between employees,

— part of the company's marketing,

— guideline when making a decision,

— the basis for building quality assurance systentbhérbank ".

In the Polish banking sector should increase aveserof the im-
portance of the highest quality in the creatiom @bmpetitive market posi-
tion.
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Examination of theimportance of quality in customer service
on the example of the banking sector

The aim of this study was to investigate the imgace of quality in cus-
tomer service individual commercial banks. Selectibrespondents in the
sample had a non-sampling nature, random.

In this study were investigated service qualityndtads for individual
clients in three commercial banks: Cooperative BanKalisz Pomorski
(Pomeranian province), Bank of Environmental Pricdecin Bydgoszcz
(Kujawsko - Pomorskie), and a third bank, who resdrto publish their
data in research. The study was conducted withath@ication of the
SERVQUAL method using a questionnaire that alloviedevaluate the
difference between expectations and perceptiosssibmers regarding the
guality of service provided. The study was conddidtem 1 May to 30
June 2016 among people who use the services of eacrahbanks.

On the basis of information provided by the bariksjain standards of
individual customer service quality was identifiéalwhich the banks place
the greatest emphasis in their materials, they are:

The quality of direct service.

The appearance of the facility.

Appearance of employee.

Telephone support.

Handling of correspondence.

Staff attitude.

The first stage of the analysis of the resultdefresearch was to identi-
fy areas where customer expectations regardingtyudlservice in com-
mercial banks are not fully satisfied by the sesvicovider, i.e. it pointed
out the differences between expectations and peoospof customers.
This is achieved by calculating the average scaued then were calculated
the differences between the perceptions and expewaof the client. The
above analyzes are shown in chart 1.

As chart 1 shows, the greatest difference can Berged between the
average value of perceptions and expectations aheuvalue of waiting
time for service. The difference between the olzteus (4.23) of custom-
ers and their expectations (6.8) has the valu®&7-2This indicates that the
waiting time for service is the area most unsadsfoy bank employees.
However, regarding the appearance of a worker ifferehce between the
average expected value (6.8) and the value oflibergations (6.26) is the
smallest, and is "-0.54". This indicates that thpeetations about the ap-
pearance of the operating personnel is mostlyfeatipy bank employees.
Ensuring privacy during service is another arearlgosatisfied by bank

ogkwnNE
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employees. The difference between the observa{mAdg) and the expec-
tations (6.85) in this field is set to "1.41." Atsanilar level ranks the dif-
ference in the area of bank location. Here, thieihce between observa-
tions (5.5) and expectations (6.84) of a client-1s34", which testifies to
the fact that customers' expectations as to thegitot of the bank are rela-
tively satisfied.

The results show that each area is beyond negdthis.in turn indi-
cates negative gaps in each of the areas analgzesfomer expectations
regarding service quality is thus significantly watghed by the facts. Cus-
tomers increasingly require high quality of sendicevery respect, so that
their needs are becoming more demanding and difficuachieve by
banks.

Chart 1. The results of the measurement of expectationsa(d)observations (S)
of clients and the difference S-O (N = 100)
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Source: own study based on studies.
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The next stage of the research was to assess wafgah of service qual-
ity are most important for individual clients oframercial banks. The re-
sults were presented in chart 2.

Chart 2 shows that for the customer area the nigsifisant while ser-
vice is waiting time for service, which scored Zbpbints. In turn, the area
of the least significance for the respondentsésaippearance of employees
with only 14.25 points. The location of the banklie second largest area
of least importance to the client (18.95 valueigl8ly higher ranks got the
diligence in drawing up the documentation, with30points. In second
place in terms of importance to the customer's ar@s ensuring privacy
(20.75 value). Looking at individual areas in teraismportance for the
customer it can be seen that the value of the weigfall these areas ranks
at a similar level and none of them goes beyondethe of 50 points. One
can conclude each service area is significant dspondents, and this in
turn proves the extensive requirements for bankstdners expect “clari-
fied" service in every respect.

Chart 2. The importance of the considered areas in thesasgmnt of the quality of
clients (N = 100)

Employee imag
(14,25)

Source: own study based on the research.

The study shows that subjective customer expeatatfor quality of
service in banks outweigh the assessed facts. Rdspts who use banking
services expect that they will be provided at tlghést level. This applies
to all dimensions of quality, both material dimemsireliability, response
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to customer expectations, professionalism and tgstvell as empathy.
This represents a difficulty for the bank, becatiserequirements for the
provision of services - customer service - are beeg increasingly pro-
hibitive. Thus, to better meet customer needs, muost first know its ex-
pectations.

The study shows that the importance of individuaha, in the opinion
of customers is as follows (from the most important
The waiting time for service.
Ensuring privacy.
Diligence in drawing up documentation.
Location of the bank.
Appearance of employee.

arwnNpE

Conclusions

After analyzing the results it can be inferred teath subject area of ser-
vice quality in the assessment of customers' nsed¥ improvements,
because in each of them there is a discrepancyebetwxpectations and
insights. Banks as service companies must be aWware¢he quality of ser-
vice, appropriate communication with the clientptributes not only to
improve their image, but primarily becomes a faawtinguishing them
from competitors. The customer of the bank as @wmer should be here
seen as a central link, the driving force, whictetrtbe needs of the main
goal of the company. Because it depends on themesthow long the
company will remain on the market.

The Bank using the highest quality strategy, wdt@me a noticeable
and appreciated by customers. Because nowadagtig¢heis looking for a
service provider providing a service of the highgsality. On the other
hand, the study's findings indicate that the exanchibanks in many re-
spects do not meet fully the requirements posebeim by customers. As a
reason for this phenomenon one can point to theegusituation on the
banking market. Banking services are one of thiesagrowing sectors of
the Polish economy and bank managers strive tdleeta stand out from
the competition, which set goals or make promikas they are not able to
realize. As a result, the services expected andabytprovided vary con-
siderably.

The research shows that customers expect fromahk &bove all fast
service and as much as possible to ensure privheywwnaking a transac-
tion. Thus the bank as a service company in tlgsneat should make the
biggest steps. To focus on those aspects thaebreant to the customer.
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Neat and well-groomed appearance of employee dmtesvershadow cus-
tomer dissatisfaction arising from long waits fendce. In order to achieve
a strong market position the company should cotigtamonitor the needs
and expectations of customers and constantly siviveeet them.
Nowadays, customer is looking for a service provjgteviding the ser-

vice at the highest level. Therefore, the succéslseobanks consists in the
adjustment of their operations in order to meetamsr needs in such a
way that it felt satisfaction and contentment. &fustool here are custom-
er service quality standards applied by commetugalks. From the point
of view of the bank, they are a useful tool for amting turnover, but from
the perspective of the customer they provide tlyh heével services. The
bank can focus its attention on areas that ardrgssrtant to the customer,
which cannot see the actual needs and expectatia@msumers.
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Abstract

Research background:Institutional aspects of a well-functioning privagquity
and venture capital market are emphasized in tbhenteacademic literature. In
particular, a favourable tax and legal environmermssential, since formal institu-
tions enable the industry to attract a larger vawhinvestors and thus to contrib-
ute more efficiently to the growth of GDP. In theegCh Republic, however, legal
barriers represent an essential obstacle affeetirather poor scope of resources
available to domestic private equity and ventuigitahfunds.

Purpose of the article:This paper examines the current tax and legarenrient
for private equity and venture capital investmeintshe Czech/ Republic. Pro-
posals for prospective improvements of legal axdftamework are made in the
empirical part of the study.

Methodology/methods:As the phenomenon under study is complex and erapla
tory in nature, qualitative data with content as@yproved to be the best way how
to assess institutional framework for PE/VC in @eech Republic. Data collection
methods cover a comparative analysis of scienliféctature documents and re-
ports, as well as primary data from interviews wétkperts in the industry. The
results of both secondary and primary data analgie categorized and core
lacks in the institutional framework were identifi@and discussed. Finally, pro-
posals for prospective improvements of the insthal framework are made.
Findings & Value added The conducted analysis implies that the issu¢hef
legal and organisational structure suitable for\REfunds may be deemed re-
solved in the Czech Republic. A Czech equivalerd tamited Partnership (SIC-
AR), i.e. a limited partnership with investmenttdarates, has already with pro-
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vided with sufficient support in the legislationterms of the legal form. The legal
form is a necessary, yet not sufficient conditidntax handicap was identified
implying that it is necessary to amend the tax &mwthat the legal regulation ex-
tends the tax exemption. Another amendment to pipdicable legislation should
then be directed towards eliminating or mitigatthg barriers imposed on pension
funds when investing in PE/VC funds.

Introduction

The new institutional theory proved to be a poptifeoretical foundation
for exploring a wide range of scientific topics time entrepreneurial re-
search inclusive of private equity and venture tedgBrutonet al, 2010,
pp. 421-440; Almstorm & Bruton, 2006, pp. 299-320;& Zahra, 2011,
pp. 95-111; Lerner & Tag, 2013, pp. 153-182; Baakyr 2009, 711-739).
Private equity and venture capital (PE/VC) is ofidhe most important
sources of financing for start-ups and high-groptitential businesses in
both well-developed and emerging economies (Almst&rBruton, 2006,
p. 299). The phenomena of uncertainty and inforonagisymmetry, how-
ever, play an essential role in terms of its awéity because of transaction
problems (Li & Zahra, 2011, p. 95).

Recent academic literature on PE/VC documentedbibidt formal and
informal institutions represent the proper incesgisupporting investors in
reducing transaction problems and thus enhancigig ithvestment activity
(Almstorm & Bruton, 2006, p. 299; Li & Zahra, 201d.,95; Lerner & Tag,
2013, p. 153). There are several elements of destastitutional frame-
work as shown by Almstorm & Bruton (2006, p. 3G®)redictable rule of
law and enforcement regime to facilitate and sadedhe investments,
efficient markets for corporate control and capétatl minimal corruption.
The concept of quality of institutional system isrently considered as the
core of institutional economics (for more detade €. g. Balcerzak & Pie-
trzak, 2016, p. 68; Lidskaet al, 2016, p. 286; Waniak-Xchorek, 2016,
p. 130).

According to the statistics dfivest Europg€2016a), the Czech Republic
took the last place in CEE countries in terms efshare of PE/VC invest-
ments to GDP (Invest Europe, 2016a, p. 18). Based aomprehensive
review of empirical research in the area, we asdimaiethe development of
the PE/VC market in the Czech Republic is adveraéfigcted by the fol-
lowing set of institutional drawbacks, which arewever, essential for
a higher level of commitment of both domestic aackign investors: in-
flexibility of corporate law, tax obstructions andn-transparency of fund
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structures (see Zinecker, 2011, pp. 541-551; Pa&ddarek, 2011, pp. 30-
33).

Therefore, in this paper, we examine the currentated legal environ-
ment for PE/VC investments in the Czech Republiantswer the question
whether the institutional framework after incorporg legislative changes
between 2012 and 2016 is comprehensible and campeftiom the per-
spective of both domestic and foreign investorghtnempirical part of the
study proposals for prospective improvements of itfstitutional frame-
work are made.

Research methodology

This research assesses formal institutional enmeott for PE/VC invest-
ments in the Czech Republic from the perspectiviegél structures, tax
transparency and investment obstacles. The anasy$isinded on the as-
sumption that Czech Republic as an emerging ecorf@ayess-developed
formal institutional structures and many institatb differences compared
to well-developed countries (see also Almstorm &tBn, 2006, p. 303).

The research approach was developed after an exdereview of re-
cent academic literature on institutional econongiod venture capital in
well-developed and emerging markets (Almstorm &tBn, 2006, pp. 299-
320; Li & Zahra, 2011, pp. 95-111; Lerner & Tag,130 pp. 153-182;
Balcerzak & Pietrzak, 2016, pp. 66-81; igkaet al, 2016, pp. 285-296;
Wozniak-tchorek, 2016, pp. 129-151; Caselli, 2009; Cummi2@l0;
Gregoriouet al, 2011; Cumming & Johan, 2013).

As the phenomenon under study is complex and eafganin nature,
gualitative data with content analysis proved totte best way how to
assess institutional framework for PE/VC in the @zRepublic. Data col-
lection methods cover a comparative analysis argific literature docu-
ments and reports, as well as primary data. Exfients PE/VC industry
(investors as well as CVCA Tax and Legislation Cdtrea members)
were interviewed to gain primary data. The keydtemovered within face-
to-face and phone interviews were as follows: taa Eegal factors affect-
ing PE/VC funds structures in the Czech Republit the EU, defining the
tax and legal environment for limited partners &mt management com-
panies, available PE/VC fund structures within Pperothe tax and legal
environment for PE/VC in the Czech Republic, tad éegal barriers pre-
venting the establishment of a standard PE/VC farte Czech Repubilic,
and legislative amendments of corporate law. Thestjons were open
response because the novel nature of the topic.intbeviews were con-
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ducted and transcribed. The results of both secgnalad primary data
analysis were categorized, a set of variables wéinall, and core lacks in
the institutional framework were identified and aldissed. Finally, pro-
posals for prospective improvements of the instingl framework are
made.

Private equity and venture capital fund structures
and taxation of capital gains

The first part of the analysis focuses on the mebeguestion: Does the
current Czech regulation allow establishing legad arganisational form
of the PE/VC fund which is competitive in the Eueap context in terms of
domestic and foreign investors?

On the basis of the literature review, e.g. Jerking@008); Metrick &
Yasuda, (2010, pp. 2303-2341), and the interviews imvestors and ex-
perts from the PE/VC industry, it may be stated tha legal form which
the investors prefer is tHamited (Liability) Partnership(in United King-
dom) and its variations, such &vciété d'investissement en Capital a
Risque(SICAR) in Luxembourg. The most frequently citeshsons and
fulfilling these criteria by means of various ledafms established in the
Czech legal system is analysed in the followingageaphs, whereas the
summary of the qualitative analysis is shown inl&db

Investment funds are now regulated gt on Investment Companies
and Investment Fund®No. 240/2013 Coll.). Two structures are important
for PE/VC funds: a joint stock company with varmbkegistered capital
(hereinafter only as the SICAV, according to thexémbourg Société
d’'investissement a capital variabland a limited partnership with invest-
ment certificates (hereinafter only as the KSILpTim of these legislative
changes was to make the Czech Republic more atedot foreign inves-
tors Explanatory memorandum of the Act on Investmentpaoies and
Investment Fund013).

SICAYV fund issues two types of shares, i.e. fourslares and invest-
ment shares. It belongs to open-end funds, wheteglso maintains the
legal personality and it may establish sub-fundth wiifferent investment
strategies.

The closest to the SICAR type is the KSIL, with gameral partner with
unlimited liability for debt, whereas the sharediwited partners are repre-
sented by investment certificates.
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It may be concluded that the current legislatiorcépt the area of taxes,
as specified further) has already set up acceptaiiditions. For details
see Table 1.

Table 1. Content Analysis Results - PE/VC fund structurethim Czech Republic
from the perspective of legal conditions

Criteria
Flexi- | Taxtrans-| No duty | Possibility | Possibil-| Possibility | Various
ble parency | torepur-| of estab- ity of of limiting | types of
capital chase the lishing for | capital the share | member
rules share a definite calls transferabil-| securi-
term ity ties

Limited

partner-

ship with

invest- v v v v v v

ment

certifi-

cates

Joint

stock

company

with v v v v v v

variable

registered

capital

Limited

partner- v v v v

ship

Joint

stock v v v v v

company

Limited

liability v v v v v

company

Source: Own elaboration on the basis of the liteeatesearch (secondary data) and inter-
views (primary data).

But there has been no investment fund in the K&gal form registered
in the list kept by the Czech National BarRRe@ulated institutions and
registered financial market entities listét may be assumed that the reason
for this consists in the substantially discrimingttax conditions, as speci-
fied below.

Taxation is in the Czech Republic regulated byAbton Income Taxes
(ITA) (1992). The tax conditions of PE/VC fundstire Czech Republic are
largely unfavourable both on the level of taxatwrfunds themselves, and
their investors (for details see Table 2). Firsttyjs impossible for the
KSIL to apply the tax exemption concerning the nes@ shares in profits
and income on the sale of shares held in the leng;twhich is essential to
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a PE/VC fund. Next, it is impossible to offset thes of individual invest-
ments to the profit. Third, it is impossible foetimvestors in PE/VC funds
to apply the tax exemption:

If the fund uses the KSIL legal form;
If it is an investor outside the EEA;
If it is an investor with an investment share ie tARE/VC fund lower

than 10%;

Last, the withholding tax for funds investors maythe case of some
non-residents amount to 35%.

Table 2.Content Analysis Results - Differences betweenvindial types of fund
structures established in the Czech legislatiomftioe perspective of taxation

Criteria Yes No
Upon meeting other conditions:
Tax transparency for the fund | Joint stock company, SICAV, limited | Limited liability
(according to the fund’s legal liability company, cooperative, (Europe-partnership,
form) an Company, European Cooperative | KSIL
Society)
Upon meeting other conditions:
Tax transparency for the investof Joint stock company, SICAV, limited | Limited liability
(according to the fund’s legal liability company, cooperative, (Europg-partnership,
form) an Company, European Cooperative | KSIL

Society)

Tax transparency for the fund
(according to the share size)

Upon meeting other conditions:
At least 10%

Less than 10%

Tax transparency for the investol
(according to the share size)

Upon meeting other conditions:
At least 10%

Less than 10%

Tax transparency for the investol

Upon meeting other conditions:

Countries outside

(according to the tax domicile) | EEA Member States the EEA
Reduced income tax rate for the Basic investment fund under the ITA Other investment
fund funds

Increased tax rate for the investare | 1o ovens Others

(according to the tax domicile)

Tax-deductible loss of investmery
for the fund (according to the

assets in which the fund invests)

tFor example, shares for trading or real
property

Significant shares
in companies

Source: Own elaboration on the basis of the liteeatesearch (secondary data) and inter-
views (primary data).

Discussion and conclusions

The conducted analysis implies that the issueefdbal and organisational
structure suitable for PE/VC funds may be deemedlved in the Czech
Republic. A Czech equivalent to a Limited Partngr¢8ICAR), i.e. a lim-
ited partnership with investment certificates aheé tCzech version of
SICAV funds, i.e. a joint stock company with vat@legistered capital,
have been provided with satisfactory legislativeditons of their legal
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forms. Unlike the KSIL, funds of this legal formeaalready been estab-
lished in practice.

The current situation, however, points to the fawt some of the
changes of the conditions for PE/VC capital onlykenaense if they are
performed in interdependence. This is demonstragetie non-existence of
even a single representative of the limited pastmerwith investment cer-
tificates, where the suitable legal regulation @nmg the legal form is
overshadowed by absolutely unsatisfactory tax ¢mmdi. Our analysis has
shown that the legal form is a necessary, yetufficent condition.

Our research results imply the following proposalsove all, it is nec-
essary to amend the IAT so that the legal regulaidends the tax exemp-
tion.
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Abstract

Research background: Firms use discretionary accounting choices to manag
earnings disclosures around the time of certaiegyqf corporate events. The IPO
provides an opportunity to earnings managementusecaf the significant infor-
mation asymmetry between investors and issuergedtrhe of the offering.

Purpose of the article: The main aim of the study is to empirically inigate the
links between the earnings management and theopertif primary and secondary
shares sold in IPO.

M ethodology/methods: In order to investigate whether the earnings mamsmt
influences the issue of new shares and the sadeaaindary shares | use Tobit and
logit regressions, where discretionary accrualstlaeeproxy for earnings manage-
ment.

Findings & Value added: Using a sample of 221 firms from WSE between 2005
and 2015 | do not find evidence that the incredgae PO discretionary accruals
positively affects the sale of primary shares ia RO, but the analysis revealed
that the reporting less limits the probability bétnew shares issuance. In turn, the
sale of secondary shares in the IPO is more likelyompanies using a conserva-
tive earnings management. Furthermore, negativeradisnary accruals increase
the portion of secondary shares in the IPO.
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I ntroduction

Initial public offering (IPO) as a strategy of shapthe size and structure
of the company's equity is determined by a numlbetifeerent factors. In
this context motives for going public are particlylamportant. As Huy-
ghebaert and Hulle (2006, p. 318) indicate, the®of the shares sold in
the IPO, that is newly created shares sold by énepany and the outstand-
ing shares sold by existing shareholders, actulifiiinguish subgroups of
firms with different objectives for listing. Thelsaof primary shares pro-
vides an opportunity to increase the company'suregs. In turn, offering
the secondary shares allows original shareholdereduce their capital
commitment in the company and receive the proceeds.

The main aim of this study is the empirical evaluabf the relationship
between earnings management in the year priordditbt listing of the
company's shares on the stock exchange and thsiatecin the sale of
primary and secondary shares in the IPO. In batlasons, when the pur-
pose of the IPO is to raise additional funds to ¢bmpany, as well as if
existing shareholders want to sell shares in om@ash out and cut back
their holdings, earnings management can be pugiction.

In this paper | address two central questions. fiflse one regards the
source of shares sold in the IPO. Specifically, thbethe use of earnings
management prior to going public determines the tyfshares sold in the
IPO. I investigate the links between earnings mansmt and the general
motives for going public such as raising additiocapital to the company
or execute the divestment process. The secondrcbsgaestion expressed
in this study refers to the scale of the sale ohary and secondary shares
in the IPO, than it is: how earnings managemergcsdf the scale of the
issuance of new shares and the scale of the seyositlres sale by share-
holders in the IPO. Therefore, it can be expeched the extent to which
earnings were managed before the IPO will be asatiwith the demand
for additional capital into the company submittgdthhe managers and the
shareholders' desire to exit their earlier investme this firm. Thus, an
expression of these needs intensity is the podfgerimary and secondary
shares sold in the IPO.

Earnings management in IPO: evidencefrom prior research
and hypotheses development

Numerous empirical studies have investigated tleeafi®arnings manage-
ment by IPO firms, but their mixed results do nikdva to draw clear con-
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clusions. On one hand, prior studies of Teoh e(1898, pp. 1935-1974),

DuCharme et al. (2004, pp. 27-49) suggest thatirggmanagement tend
to be used in companies around the IPO in ordeais® reported results.
Issuers adopt such accounting accrual adjustmbatguse inflated earn-
ings are translated directly into a higher offenmiggce. On the other hand, a
growing body of literature indicates that the pp®labnormal accruals are
not the result of the opportunistic behavior ofidess but arise from the

growth potential of such companies (Armstrong et 2016, pp. 1316-

1338). Moreover, because financial information ingpectuses are an ob-
ject of intense scrutiny, it makes that IPOs dtelyi to report less and more
conservatively in this crucial period (Ball & Shiwanar, 2008, pp. 324-

349; Venkataraman et al., 2008, pp. 1315-1345; &dwsom et al., 2003,

pp. 243-266).

Earnings management is likely to influence the tltian structure.
Considering issues of new shares, the manage®Qdé may deliberately
report high earnings in order to raise additiorsgdial to the company from
the stock market. Linck et al. (2013, pp. 2117-l48icate that the reduc-
ing the firm's financial constraints may be the Igofathe earnings man-
agement. Managers can adopt aggressive earningagsraent to raise
extra funds and achieve adopted goals in the fututteout the threat of
occurrence of significant financial constraints.sa on this | posit the
following hypothesis:

H1: The sale of primary shares in IPO is positivediated to the earnings
increasing management activity.

As far as the sale of secondary shares in the $R€@rncerned, creation
of the firm's initial value by earnings managemeraty have a significant
impact on the decisions of the original sharehad&he implied increase
in the IPO offer price makes that implementatiorewit strategy becomes
more attractive at this point. For example, Darfoagd Rangan (2005, pp.
1-33) show that decline of current reported eamibgfore IPO due to an
increase in R&D spending is negatively correlateith vinsider selling.
Klein and Li (2009, pp. 1194-1212) provide evideotgositive correla-
tion of window-dressing with secondary share offgsi. This leads me to
posit the following hypothesis:

H2: The sale of secondary shares in IPO is posjtieated to the earnings
increasing management activity.
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However, the research shows that for shareholasskirgy to sell their
holdings the IPO only starts the divestment proeggksthe relevant reduc-
tion of the capital commitment in company occutsrgPaeglis & Veeren,
2013, pp. 104-123). The offering of secondary shar¢he IPO aims main-
ly at increasing the liquidity of shares (Huyghei&eHulle, 2006, p. 313-
314). A too aggressive earnings management beferéPO can generate
negative effects, because the implied increasdeéninitial value of the
company is not sustainable (Xie, 2001, s. 357-3TBg opportunistic
strategy could spoil the market reputation and wqukvent a later profit-
able sale of shares held by original owners. Thaeiss of particular im-
portance for such market participants as privatétgfunds (Nahata, 2008,
pp. 127-151). Thus, the bigger incentives to ieflaarnings do not arise
before IPO, but it will occur after the IPO, whéeretlockup expires and
subsequent sale of secondary shares is possibblen Giat borrowing from
future earnings encounters significant limitaticarsd cannot be pursued
indefinitely, you can expect that before the IPiie tompany will report
less, not more aggressively. Taking into accouistahgumentation | posit
an alternative to the H2 following hypothesis:

H3: The pre-IPO use of conservative earnings manage is positively
related to secondary shares sale in IPO.

Resear ch methodol ogy

The study sample consists of Warsaw Stock Exch@wifeE) IPOs that
satisfy the following criteria:
a) their shares were listed on the main market ofM8E for the first time
between 2005 and 2015,
b) their offer does include the sale of primary, selsoy or both primary
and secondary shares,
c) the company’s shares were not previously publichded (e.g. New-
Connect, MST-CeTo),
d) foreign companies, banks and insurance compareesxatuded.
Then | exclude 14 companies for which it was ndagilale to obtain the
required figures. The final sample includes 2214PO
The leading research methods used in the studyh#ordiagnosis of
links between earnings management and the salenody and secondary
shares in the IPO are:
a) logistic regression model in which the endogenweariable is a
dummy variable PRIMARY (SECONDARY) that takes thalue of one
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when new shares are issued in IPO (the originaleosvisell secondary
shares in IPO) and zero otherwise,

b) Tobit regression model in which the dependentiée is PRIMARY
(SECONDARY) PORTION, that is the ratio of numbertbé new issued
(secondary) shares sold in the IPO relative totdke pre-IPO number of
shares.

First, as a proxy of earnings management, | dyegfle information
about the level of discretionary accruals for eammpany (DACC). | apply
Larcker and Richardson (2004, pp. 634) model, wiscimore appropriate
for the assessment of accruals in growing compaiig&liminate the het-
erogeneity of analyzed firms | follow Ecker et @013, pp. 190-211) and
estimate accruals models separately in the cradgeefor each decile
group of a similar size, measured by lagged tcsts.

However, because reducing or increasing of earmmagsdifferently af-
fect the decision on the sale of primary and seapndhares in the IPO, |
follow Teoh et al. (1998, p. 1948) to assess tlpe tyf earnings manage-
ment strategy in individual firms. The first growpnsists of companies
with the lowest discretionary accruals (below tingt fquartile) i.e. applying
the conservative earnings management strategy.phexy of such a strat-
egy | use a dummy variable DACC <Q1 that is seh&m/firm is classified
to this group and O otherwise. | act in the samg idantifying companies
with the strategy of aggressive earnings managemenpreviously, as a
proxy | use DACC> Q3 that is dummy variables andads 1 for firms in
this group and O otherwise.

Regarding the conclusions from the priori reseangtactors affecting
the sale of primary and secondary shares in the lIlR€e a set of addition-
al exogenous variables, controlling the influenéeoter factors on the
floatation structure (see Table 1).

Table 1. Symbols and description of the control variables

Variable Description

DR The debt-to-assets ratio.

ROA Return on assets

TC Total assetgin millions of PLN].

AGE Age of the company at the IPO.

MV/BV Market capitalization scaled by the book valof equity before IPO

HOT Dummy variable which takes the value of 1 if fre tyear of the firm's IPO there is
more new companies on the WSE than the average iwhbke study period, and 0
otherwise.

PE A dummy variable that takes the value 1 when tivate equity fund is a shareholder
of the company at the time of the IPO, and O otherwis

STATE A dummy variable that takes the value 1 whenState Treasury is a shareholder of

the company at the time of the IPO, and 0 otherwise.
In logit and Tobit regressions | use natural latani (Ln) of this variable.
Source: own study.
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Empirical results

Empirical research on the practice of IPO in thésRostock market indi-
cates that the decision to go public is connecti¢hl tive wish to implement
a variety of strategic goals. Table 2 presentsrg#de statistics on the
types of shares (primary and secondary sharesjedffm the IPO. The
information indicates that the dominant reasongmng public on WSE is
the need to raise new capital to the company.

Table 2. Summary statistics for offering types and proceeds

Specification Mean Median Std. dev. Min Max Q1 Q3
Pure primary offerings N=120
Primary portion 0,3383 0,2649 0,2741 0,0034 1,896 0,1751 0,4322
Primary proceeds 124.08 26.72 599.49 0.14 5968.81 13.36 51.90
Pure secondary offerings N=27
Secondary portion 0,4044 0,3629 0,2379 0,0587 1,0000 0,2520 0,4888

Secondary proceeds 704.82 178.20 1290.43 35.81 5371.48 58.72  568.75

Combined offerings N=74

Primary portion 0,2525 0,2000 0,1981 0,0504 1,1896 0,1255 0,3250
Primary proceeds 57.55 29.60 66.70 3.75 370.50 18.54 70.54
Secondary portion 0,1890 0,1507 0,1586 0,0082 1,0000 0,0801 0,2628
Secondary proceeds 60.01 26.56 113.78 0.74 689.00 10.33 46.46
Proceeds in total 11756 6742 167.01 5.43 1059.50 31.25 103.75
Whole sample N=221
Primary portion 0,2682 0,2086 0,2554 0,0000 1,8956 0,1000 0,3569
Primary proceeds 86.64 2250 444.79 0.00 5968.81 9.61 52.50
Secondary portion 0,1127 0,0000 0,1854 0,0000 1,0000 0,0000 0,1660
Secondary proceeds 106.20 0.00 501.94 0.00 5371.48 0.00 34.79
Proceeds in total 192.85 43.05 661.13 0.13 5968.81 20.00 97.38

Proceeds is the number of shares times the ofieg fin million PLN].
Source: own calculations.

Table 3 presents some descriptive statistics o€tliagacteristics used in
the study as variables for the full sample of 2RD$. The data indicates
that the going public strategy is adopted by fimikh the diversified prof-
itability, varied size and structure of liabilitiesften using various strate-
gies of earnings management.
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Table 3. Descriptive statistics of the explanatory variable

Specification Mean Median Std. dev. Min Max Q1 Q3
DACC 0,0090 0,0011 0,1239 -0,3377 0,6094 -0,0520 0,0683
DR 0,5157 0,5458 0,2559 0,0058 2,3219 0,3399 0,6699
TC 541.15 76.21  2237.45 0.29 21762.09 28.82 213.21
ROA 0,1226 0,0871 0,1274 -0,0984 0,8170 0,0451 0,1595
AGE 23,47 15,00 25,44 3,00 149,00 9,00 23,00
HOT 0,6063 1,0000 0,4897 0,0000 1,0000 0,0000 1,0000
PE 0,1719 0,0000 0,3782 0,0000 1,0000 0,0000 0,0000
STATE 0,0860 0,0000 0,2810 0,0000 1,0000 0,0000 0,0000
MV/BV 7,08 3,77 13,95 -103,63 88,30 1,83 8,31

Source: own calculations.

In order to recognize, which of the characteristised as explanatory
variables affect the type of shares offered to stmes | estimate six logit
models, that are presented in Table 4.

Table 4. Determinants of the likelihood of primary and sedary shares sale in
the IPO - Logit regression results

Sp(ta;:(ljfr;ca- Sale of primary shares Sale of secondary shares
21,0118 27,2524 20,6000 -10,6321 -11,8087 -10,1716
Intercept (4.2014)"  (4.3416)"  (4.2682)"  (-4.6936)"  (-5.0261)"  (-4.6637)"
1,9341 -1,7798
DACC (0.4955) (-0.9280)
-2,7649 0,9603
DACC<Q1 (-2.7037)" (2.3480)"
0,4913 -0,2134
DACC>Q3 (0.6697) (-0.5055)
0,4854 15232 0,5468 -0,7989 -0,8304 -0,7113
DR (0.3283) (0.9519) (0.3673) (-0.8565) (-0.8877) (-0.7645)
-11,2486 -14,5114 11,2137 8,2264 8,8751 7,6842
ROA (-2.6635)"  (-3.3635)"  (-2.8294)"  (3.6482)"  (4.1585)"  (3.5467)"
-1,3433 -1,7657 -1,3344 0,6582 0,7148 0,6280
Ln(TC) (-3.6654)"  (-3.9757)" (-3.7694)"  (3.7062)"  (3.9962)"  (3.6361)"
-0,3914 -0,4985 -0,3431 0,5631 0,6283 0,5501
Ln(AGE) (-0.9295) (-1.1358) (-0.7920)  (2.2718)" (2.4651)" (2.2188)"
-0,0717 -0,0808 -0,0694 0,1048 0,1103 0,1018
MV/BV (-1.1848) (-1.2370) (-1.1388)  (2.9969)"  (3.1260)"  (2.9258)"
1,7963 2,0398 1,7817 -0,0120 -0,0336 -0,0211
HOT (2.6654)"  (2.8748)"  (2.6464)" (-0.0326) (-0.0895) (-0.0574)
-2,3850 -3,0500 -2,3281 1,9561 2,0086 1,9370
PE (-3.5522)"  (-3.8667)" (-3.5117)"  (4.1168)"  (4.2260)"  (4.0661)"
-1,0947 -1,0275 -1,0579 -0,6528 -0,5950 0,6132
STATE (-1.2324) (-1.1306) (-1.1850) (-0.9849) (-0.8956) (-0.9257)
LR stat 74.3537 82.5265 74.5648 65.5874 70.4098 64.9751
p-value 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000

Numbers in parentheses are z-statisficS., and™ represent statistical significance at the
10%, 5%, and 1% levels, respectively.
Source: own calculations.
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The use of earnings management before the IPOtaffee likelihood
of the sale of the specified type of shares onlgdrtain cases. Across the
proxies for earnings management only coefficiem9DACC<0 are statis-
tically significant. For the issuance of new sharwe coefficient on
DACC<O is negative. It indicates that the intensibreporting less in the
period preceding IPO reduces the likelihood ofdhke of primary shares in
the IPO. In turn, there is a positive relationshgiween negative discre-
tionary accruals and the reduction of the origislaareholders' holdings.
Consistent with hypothesis 3, the coefficient on@X0 is positive and
significant at the 0.05 level.

The data show that the issuance of new sharesris likely in the case
of smaller companies with lower profitability. larh, in the case of older,
larger, characterized by the higher profitabilitydamarket-to-book ratio
firms there is a greater likelihood of the salsefondary shares in the IPO.
If a private equity fund is one of the original sftaolders, it increases the
probability of the sale of secondary shares antyrm, limits the likelihood
of creating new issued shares in the IPO.

The next part of the research focuses on the dmatysthe links be-
tween the use of discretionary accruals and thke sifasale of secondary
shares, as well as newly created shares. Tablesemis the results of anal-
ysis using Tobit regression.

The results explaining the primary portion in Tabldo not indicate the
existence of the relationship between the scal¢hefissuance of new
shares and the use of discretionary accruals b#ferO. In contrast, the
figures indicate that the adoption of conservataorting strategy prior to
the IPO results in the increased scale of secorstames sale.

The data in Table 5 provide additional evidencé shaaller companies,
characterized by lower profitability and lower gitbwpotential offer the
larger proportion of primary shares in the IPO. Blrer, the growth of the
firm's debt and favorable market conditions promibite increase of the
issuance scale. In contrast, the presence of prizquity fund among the
shareholders negatively affects the primary shpoeton. Regarding the
sale by original shareholders, there is a statsifyisignificant, positive link
between the firm size, age and portions of secgrsfares sold in the IPO.
Furthermore, the higher profitability also positivaffects the growth of
the secondary portion.
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Table 5. Determinants of the portions of primary and seconddares - Tobit
regression results

Specification Primary portion Secondary portion
1,1371 1,2127 1,1379 -1,1606 -1,2807 -1,1213
Intercept (6.5983)"  (6.9755)"  (6.8585)" (-4.9870)" (-5.4692)" (-4.9079)"
0,0341 -0,1855
DACC (0.2126) (-0.9195)
-0,0530 0,1120
DACC<Q1 (-1.5768) (2.7543)"
0,0362 -0,0175
DACC>Q3 (0.9958) (-0.3912)
0,2207 0,2242 0,2303 0,0021 -0,0027 0,0095
DR (2.8241)"  (2.9062)"  (2.9479)" (0.0216)  (-0.0282) (0.0967)
-0,4357 -0,4956 -0,4863 0,8727 0,9502 0,8159
ROA (-2.4082)" (-2.9536)" (-2.7789)"  (3.8253)"  (4.4507)"  (3.6855)"
-0,0773 -0,0813 -0,0786 0,0721 0,0775 0,0694
LnTC (-5.5043)" (-5.8685)" (-5.7279)" (3.9719)" (4.3581)"  (3.8801)"
-0,0174 -0,0211 -0,0152 0,0056 0,0632 0,0558
LnAGE (-0.8317)  (-1.0093)  (-0.7245) (2.1418)" (2.4451)" (2.1142)
-0,0100 -0,0103 -0,0102 0,0056 0,0057 0,0054
MV/BV (-3.5271)" (-3.6759)" (-3.6238)" (1.5839)  (1.6460) (1.5152)
0,0659 0,0669 0,0659 -0,0134 -0,0128 -0,0147
HOT (2.0739)"  (2.1143)"  (2.0786) (-0.3355)  (-0.3249)  (-0.3667)
-0,1211 -0,1236 -0,1184 0,2391 0,2461 0,2377
PE (-3.2440)" (-3.3214)" (-3.1711)" (5.5130)" (5.7599)"  (5.4392)"
0,0452 0,0456 0,0512 0,0398 0,0443 0,0429
STATE (0.7324) (0.7469) (0.8305) (0.5698) (0.6524) (0.6114)

Numbers in parentheses are z-statisfics, and™ represent statistical significance at the
10%, 5%, and 1% levels, respectively.
Source: own calculations.

Conclusions

In this paper | investigate the links between ewysimanagement in the
period preceding the company's going public anditeésion on the sale of
primary and secondary shares in the IPO. Amongstineeyed IPOs there
are companies which, by earnings management,toigdprove the finan-
cial results presented to the public, as well emdiwith negative discre-
tionary accruals.

The empirical research allows me to formulate thiéowing conclu-
sions. Firstly, the data do not show that managerew stock companies
use an aggressive strategy of earnings managementgthe IPO to raise
additional financing to the company. However, altfo | do not find evi-
dence that the increase of pre-IPO discretionacyuats positively affects
the sale of primary shares and its scale in the tR®analysis revealed that
the deliberate conservative reporting limits thebability of the new
shares issuance. Secondly, as far as selling aatiomitial shareholders is
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concerned, inflating earnings do not encourageaieduheir shareholding

in the company. On the contrary, the sale of semgndhares occurs in
companies with the lowest discretionary accrual®reethe IPO i.e. the

ones using a conservative earnings managemerdggtrathis suggests that
shareholders with the intention of cut back theidmgs tend to report less
before the IPO, anticipating the possible negatmesequences of window-
dressing. Furthermore, intentional conservativerapy increases the por-
tion of secondary shares sold in the IPO. Thisassibly due to the fact

that such IPOs may struggle with the negative aqunseces of reduced
liquidity of the stock, as the negative discretignaccruals decrease the
probability of the primary shares offering.
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Abstract

Research background: Prior studies suggest that companies which go eubli
manage earnings in order to inflate the issue pHaavever, for PE funds the use
of such activity can be costly in terms of the tagion capital as they are repeti-
tive stock market players.

Purpose of the article: The main aim of the study is to empirically invgate the
use of pre-IPO earnings management by private eduitds in the process of
divestment conducted on a stock exchange.

M ethodology/methods: | provide comparisons between PE-backed compamies
firms with a similar initial market value and grdwpotential, using the method of
single-linkage clustering to build the study sampheorder to assess the pre-IPO
earnings management | apply the discretionary atsrmodel of Larcker and
Richardson [2004].

Findings & Value added: | do not find evidence that the presence of Pidfu
among the shareholders of the company in the pesiededing first listing of
shares on a stock market constrains the use ofngarmanagement prior to the
IPO. The difference between the discretionary adsrin PE-backed and matched
companies, when controlling for the market valuel &wook-to-market ratio, is
statistically insignificant.

I ntroduction

The stock exchange enables private equity (PE)sfundimplement the
divestment process and to sell shares of compdmns their investment
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portfolio. Although the final sale of the compangtsares may occur even
several years after the first listing on the stoekket, this type of exit from
investment is known as the initial public offerifiO). However, the stock
exchange is not just a place where PE funds cam @astheir best and
successful investment, but also a place to createaacumulate good repu-
tation. A large stream of studies suggests thatpemmes conducting the
initial public offering (IPOs) engage in the eagsnmanagement in order
to inflate the issue price (Teoh et al., 1998, pp35-1974). However,
while such activities may generate benefits folesglof shares at a going
public event, in the long run they will result ihet subsequent negative
changes in the company's performance and value l{@ua et al., 2004,
pp. 27-49). Thus, the use of earnings managemdsgrigficial only for a
selected group of stakeholders. Especially for il that are repetitive
stock market players who accumulate the reputaiigital such a strategy
of the wealth transfer from less informed stocleistors may be very risky.
The main aim of this study is to investigate the akpre-IPO earnings
management by PE funds in the process of divestommtucted on a stock
exchange. Some studies suggest that PE funds rkayattvantage of the
privileged position, preferring their own needs \abthe interests of other
groups of shareholders, both present and futung @014, p. 173). Due to
the significant information asymmetry, the timeward IPO is ideal to take
this type of action (Teoh et al., 1998, p. 193Hug, in this paper | address
the question whether the presence of a PE funteicdmpany's ownership
affects the scale of earnings management pridrddRO. The incentive to
manage earnings in order to increase the sale fwigarticularly high.
Without a doubt, PE funds have the purpose, oppityttand ability to
undertake such activities. Nevertheless, literaamphasizes the key role
of PE funds in the supervisory process and theiefieial effect on the
applied corporate governance standards (Hochb&dg,2. 430). Moreo-
ver, the significance of divestments undertakenthsy IPO in building
reputation capital of PE funds is highlighted (Nah2008, pp. 127-151).
To fulfill the aim of the paper | posit the hyposie that the scale of
earnings management in the period preceding theilPtbe PE-backed
companies is lower in comparison to the non-PE-eddompanies that go
public. For PE funds the good reputation is esaktti build a stable and
strong position in the very competitive private iggunarket. The market
evaluates the achievements of individual fundsughothe track record of
the portfolio companies. Since the increase insthere price triggered by
the earnings management is only temporary and doesause a lasting
increase in the value of the company (DuCharmd.ef@04, pp. 27-49),
engaging in upward window dressing around the IRy negatively affect
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how the PE fund is perceived by the market paditip. The loss of trust
and positive opinion can significantly hinder oreavprevent the divest-
ments on the public securities market in the futlifeus, it is in the interest
of the fund to establish the appropriate corpogdgernance solutions,
oriented towards accumulation of the reputatioritahpnd preventing the
use of aggressive earnings management prior tantheduction of the

company's shares to the stock trading (Hochbertf,26 430).

Literaturereview

Although earnings management is widely discussediterature, there is
no agreement among researchers about the essethqeugose of such
activities. Healy and Wahlen (1999, p. 368) emj#eathat this practice
occurs when managers use judgment in financialrtiegoand in structur-
ing transactions to alter financial reports to @itmislead some stakehold
ers about the underlying economic performance @tttimpany or to influ-
ence contractual outcomes that depend on the eghaccounting numbers.
Therefore, this practice can be useful in redudhey cognitive value of
reported earnings and may lead to the wealth teansffavor of better-
informed groups, mainly managers and original dhalders, at the ex-
pense of other users of financial statements (Gs&hi2016, p. 33).

In spite of the fact that earnings management islsnaeen as if sneaky
managers pulling the wool over the eyes of naiveaeyw by manipulating
accruals (Wdéjtowicz, 2015, p. 142), such actiony mat always be per-
ceived negatively and result from opportunistida. It can be used to
increase the informativeness of the company's filmhmesults, so that the
internal, true and important for external userstimfation is provided to the
public (Subramanyam, 1996, pp. 249-281).

While growing literature shows the use of it by 1RO firms, only a
few studies directly investigate the role of PEdsirin financial reporting
guality. Examining the quality of profits in PE-tka&d IPOs Morsfield and
Tan (2006) document that the presence of funds groompany owners is
associated with the lower level of discretionargraals. They suggest that
PE fund's involvement in the company and the ineestto monitor its
business effectively constrains the earnings manege actions. Also,
Hochberg (2012, pp. 429-480) points out that theUpld's presence reduc-
es the level of window dressing in the firm at IB@ such companies are
more likely to be conservative and less aggressiveerms of earnings
management than similar non—PE-backed firms.
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Although many papers emphasize the positive ceatifin and monitor-
ing roles played by PE funds, there is also a gngwiody of literature,
which seems to question that findings. The studafrough and Rangan
(2005, p. 1-33) shows that the portfolio comparie$E funds strive to
present higher reported earnings to the publicdgycing R&D expendi-
tures in the year of the IPO. Wongsunwai (2013,286-324) emphasizes
the importance of reputational concerns for tharfmal reporting strategy
and points that only portfolio companies of highegrlity PE funds, which
are willing to protect the standing they have, t@ms aggressive earnings
management prior to the IPO. Hu et al. (2012, f51-268) provide evi-
dence that the participation of the PE fund loweamiings management in
the period preceding IPO and increases earningggeament in the post-
IPO year in order to increase the accounting egsnin the time in which
the lock-up period expires.

M ethodology
Sudy sample

Empirical studies undertaken in order to verify biypothesis of a different
scale of earnings management in the IPO procesed?E funds’ portfolio
and other firms have been conducted on a groupmpanies whose first
listing of shares on the Warsaw Stock Exchange fBa&e between 2005
and 2015. The analyzed firms have their headqsaimePoland and their
IPO includes the sale of primary or secondary shdrethe first stage, out
of all companies that met the above selection r@iteidentify those, in
which IPO is conducted because of the divestmeartgss of the PE funds.
In total, 38 companies meet this criterion.

In the next stage of research | distinguish comgmnivhich constitute
the control sample. | use the following criteria &electing these compa-
nies:

- the initial market value of the company (MV),
- the company's initial book-to-market ratio (BV/MV).

Then | use cluster analysis in order to assign eongs similar to those
which are backed by PE funds. | use the methodngleslinkage cluster-
ing on a set of standardized data, where the distartween the grouped
objects is expressed by the Euclidean metric. fipdication of these pro-
cedures allows me to identify companies with a lsimnitial market value
and growth potential. As a result | select, forttier empirical analysis, a
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total of 76 companies, which are divided into tveua groups (see Table
1):

Table 1. Some descriptive statistics of the initial markalue (MV) and book-to-
market ratio (BV/MV) of both samples.

MV
I (in thousands PLN) BVIMV
Specification
Matched Matched
PE sample PE sample

sample sample
Mean 327196.1 287112.8 0.2209 0.2286
Std. dev. 293972.3 340979.9 0.2201 0.2180
Lower quartile 85844.2 98427.8 0.0851 0.0912
Median 266145.1 211670.9 0.1569 0.1587
Upper quartile 415476.6 332203.5 0.3040 0.3063
Number of comanies 38 38 38 38
Kolmogorov-Smirnov Z test p-value>0.1000 p-valuge00

Source: own study.

What is especially important, p-values correspogdom the Kolmogo-
rov-Smirnov Z test of difference in the distributioross pairwise subsam-
ples do not indicate that these two groups, in $eoh both MV and
BV/MV ratio, differ from each other in a statistilyasignificant way.

Earnings management detection

In order to investigate the application of earninggnagement in a given
firm | use the discretionary accruals (DACC). Fiistis necessary to dis-
aggregate total accruals (TACC), which is the d#fiee between the net
earnings and cash flow from operation, into two ponents: the discre-
tionary and non-discretionary part. In most empiristudies on earnings
management to estimate the value of discretionecyuals, the model de-
veloped by J. Jones is applied, which assumesthatliscretionary accru-
als result from the changes in sal&SELES) and gross property, plant and
equipment (PPE), or its modified formula of Dechetal. (1995, pp. 193-
225), which additionally takes into account fludtaas in trade receivables
(AAR). However, Ball and Shivakumar (2008, pp. 328j3dmphasize the
significant limitations of these models and theppléication leads to an
overestimation of discretionary accruals. Therefdraise Larcker and
Richardson (2004, p. 634) extension of a modifieded (1991, pp. 193-
228) model, which is more suitable for assessirgguads for fast-growing
companies. They add the company’s BV/MV ratio te ffiandard model,
which refers to the growth option and cash flovasrfroperations (OCF) to
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control the influence of the firm's operating penfance. In general, the
model is estimated as follows:

TACG, [ 1 ASALES -AAR PPE, N OCF,
P0G | SR o PP o )] 5 o

and the residual value from this model is discrediy accrualsTA., is the
total assets at the beginning of the ye#.t... , §, are the regression coef-
ficients, andg, is the error term in a regression equation, whilefers to
the fiscal year before the IPO year.

To eliminate the heterogeneity of the sample lofelEcker et al. (2013,
pp. 190-211) and combine companies into a relgtivemogeneous sets of
observations according to their size measured diyeld total assets. First, |
divide all 221 new stock companies into 10 subsampf firms of a simi-
lar size, and then | estimate the structural patarsef the accruals model
separately for each decile group.

Empirical results

As an overall view, | first report the mean and raadf some characteris-
tics of the companies included in the study saraplk comparison results.
Table 2 indicates that there are some differenetsden the two groups of
companies. Especially, when the floatation striectsiconsidered.

Table 2. Characteristics of companies qualified to the aes®e sample
Wilcoxon
t-test of rank-sum test
Specification Mean difference Median )
in means O.f dn‘fergnce
in medians
p-value for p-value for
PE Matched t-statistics PE Matched z-statistics
sample | sample sample | sample
Panel A: Firm characteristics
SALES 209.25 165.06 0.5802| 82.81 84.45 0.4268
EAT 17.35 8.17 0.2449 8.10 5.34 0.2342
OCF 11.96 6.40 0.2382 3.68 4.11 0.4268
ASSETS 158.41 156.70 0.9770[ 105.33 79.92 0.6217
DR 0.4973] 0.5786 0.2963| 0.5203| 0.6186 0.2342
ROA 0.1447| 0.1424 0.9495 0.1072| 0.0872 0.6969
AGE 22.37 23.50 0.8295 15.00 16.00 0.7711
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Table 2. Continued

Wilcoxon
t-test of rank-sum test
Specification Mean cilrl]ffrerfsgr?: Median of difference
in medians
PE | Matched p-value for PE | Matched p-value for
t-statistics Z-statistics
sample | sample sample | sample
Panel B: IPO transaction characteristics
IPO PROCEEDS 86.55 60.85 0.1984 52.33 36.20 0.4030
PRIMARY PROCE-
EDS 21.18 39.98 0.0204 12.13 29.19 0.0176
SECONDARY PRO-
CEEDS 65.37 20.88 0.0198 33.79 0.00 0.0005
PRIMARY POR-
TION 0.1646| 0.2595 0.0242| 0.1257| 0.2608 0.0037
SECONDARY POR-
TION 0.2240, 0.0921 0.0023| 0.2176| 0.0000 0.0003

SALE is total sales. EAT is earnings after taxe€FQs operating cash flow. ASSETS is
total assets. DR is debt to total assets. ROA Iisiegs after taxes to total assets. AGE is
firm age at the IPO. IPO (PRIMARY, SECONDARY) PROEIES is the number of total
(primary, secondary) shares sold in IPO times fifer grice [in million PLN]. PRIMARY
(SECONDARY) PORTION is the ratio of new (existirg)ares sold in the IPO relative to
the total number of shares pre-IPO.

Source: own study.

The information in Table 2 indicates that the sifehe primary and
secondary portion as well as corresponding procaseglsignificantly dif-
ferent between PE-backed IPOs and the matched sdupthe difference
in the total amount of money collected is stat@tjcinsignificant.

To analyze whether the presence of a PE fund artfemgompany's
shareholders affects the quality of financial réjpgr of companies con-
ducting IPO, which is expressed in earnings managgnfirst, | estimate
the value of discretionary accruals for all 221 $Pgualified for the study
sample. Figure 1 shows the results of these cdicnta

The scale of earnings management is diversifiedngntioe whole sam-
ple although it is dominated by companies in wtitah ratio of discretion-
ary accruals scaled to total assets varies betwkegrand 0.1, i.e. a double
peak is observed in the histogram. Then one cathsegmall advantage of
companies deliberately reporting lower financiaules, i.e. with negative
discretionary accruals.
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Figure 1. Distribution of discretionary accruals for theéalossample of 221 IPOs
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Source: own study.

Next, | turn my attention strictly to the issueearnings management in
PE-backed companies and the matched sample. Tamles8nts descrip-
tive statistics and results of the analysis.

Table 3. Summary statistics of discretionary accruals f&-tRacked IPOs and

matched sample
Specification Mean Std. dev. qLL?;':te”L Median q%%?tﬁ; Min Max

PE sample 0,0129 10,1177 -0,0503 0,0094 0,0474| -0,2871 0,3525
Matched samplg 0,0218 0,1605 -0,0976] -0,0025 0,0967| -0,2266 0,5974
t-statistic, t-test of difference in means 0,2754
p-value from a t-test statistic 0,7838
z-statistic, Wilcoxon rank-sum test of differenognedians 0,815p
p-value from a Wilcoxon rank-sum test statistic -0,2337

Source: own study.

In the PE-backed IPOs the average discretionamuals scaled to total
assets amount to 0.0129 and it is slightly smaliercompared to the
matched sample in which the mean is at the levél.@218. In turn, the
median of discretionary accruals is lower in thetahed sample and
amounts to -0.0025 in comparison to PE-backed caiepavith the medi-
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an of 0.0094. However, both the t-test and the ®¥ibn test show the lack
of the statistical significance of the observededdnces. In the matched
sample | observe greater differentiation of thelym®a category. In this

group of IPOs DACC varies between -0.2266 and A%9W from -0.0976

in the first quartile to 0.0967 in the third quitiOverall, my findings do

not indicate that the presence of PE funds amoagstiareholders of the
company in the period preceding the process ofggpublic has a signifi-

cant impact on the scale of earnings managementt farithe IPO and are
not in line with the hypothesis | posit.

Conclusions

In this paper | investigate the issue of the PEIsummpact on the quality
of financial reporting in the companies that go lmuand | draw the fol-
lowing main conclusion. In contrast to previousd#s | do not provide
evidence that companies using PE financing havedggressive financial
reporting. The analysis shows that the differenegvben the level of dis-
cretionary accruals in PE-backed and other compamiaen controlling
for the market value and book-to-market ratio tadistically insignificant.

However, there are several limitations to the tssptesented in this
study. First, the Polish private equity marketdkatively small in compari-
son to the developed markets of Western EuropdtentlS, so the study
sample size is considerably reduced. Then, | asad@grning management
using only the discretionary accruals. The issuéhefreal earnings man-
agement activities used by managers of PE-backedter companies in
the period preceding IPO is an interesting researea.
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Abstract

Resear ch background: Corporate reputation and image are two valuabknit
ble resources of the company, aimed at buildinglatg)-term competitive ad-
vantage and market value. Although reputation amage are interrelated catego-
ries, they should not be identified with each arotfThe differences are not only
in the definition and character, but also in theehamism of formation and tools to
create these resources by the company. Imageié$uaey perceptions and associa-
tions about the company in the minds of consumehich may be created using
the tools of PR and advertising in a relativelyrsipeeriod of time. Reputation is a
review of the company and its activities, formuthleyy various stakeholder groups
on the basis of not only the advertising, but alache basis of the assessment of
real activities of companies in the long term.

Purpose of the article: The cognitive objective of the article is to poout the
fundamental differences between reputation and éntagthe basis of the analysis
of approaches and theoretical concepts. The pehailgective is to make an at-
tempt to identify the differences and relationshipswveen reputation and image on
the basis of empirical analysis, therefore theaesewas conducted in the Polish
banking sector.

M ethodology/methods: In order to evaluate the image and reputation sthreey
method was used aimed at the customers of bankatopeon the Polish market.
Findings: The results allowed formulating the thesis tiat banks that are charac-
terized by a consistent, unambiguous and posithage have higher rates of repu-
tation. Due to some limitations of research coneldctmainly concerning the size
and methods of sampling as well as the method egftir measuring the corpo-
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rate reputation and image, the relationships ifledtishould be treated as a start-
ing point for broader research and for conductimgher discussions in this area.

I ntroduction

Image and reputation are part of the company's\gitée resources that
can be built on its long-term competitive advantagd market value. Im-
age is a picture, a set of imaginations and assmgesaabout a company
which is emerging in the minds of its audience assalt of the interaction
of information coming from different sources. Corgie@ image is very
important for the company because it can be a wepprtant decision cri-
terion for different stakeholders, especially costos (Scott and Lane,
2000; Cornelissen, 2002, 2006; Caputa, 2015). Répat on the other
hand, is the opinion about the company, formuldtedifferent stakehold-
er groups based on an assessment of the varioestagsyf its activities.
Good reputation fosters greater customer loyaltguaing solid business
partners and investors, attracting talented emplmyand encouraging the
administrative or local community. All this trantda into better market
performance, financial profits and goodwill (Figi€2013, pp. 55-63;
Dabrowski, 2010, pp. 232-249, Szwajca, 2016b, pp4@b-

An image and reputation of the company are categaiiat have a
common pedigree, which were originally treated esantically related
concepts and used interchangeably, with the mareramly used concept
of an image (Bbrowski, 2010, p. 72) Although the essence andraatf
the relationship between image and reputation lwasbaen settled une-
quivocally, most of the authors share the opinlwat they are not the same
concept (Bernstein, 1986; Fombrun and Rindova, 1%Uélker, 2010).
Corporate image may be created relatively quicklyhe use of advertising
or Public Relations actions, while a reputationncanReputation is built as
a result of ongoing interactions between the ent&pand its key stake-
holder groups, where their experience is consistdtht the values the en-
terprise claims to uphold as well as with promisesakes through adver-
tising and other marketing communications (Rindowélliamson et al,
2005; Rindova, Pollock et al., 2006; Chovanova Rapé et al., 2016, p.
85; Szwajca, 2016b).

In this study it was assumed that both resoureeagé and reputation
are needed by the company needed and they are Imusupportive.
Without good reputation, it would be difficult toeate a desired positive
image successfully, but good reputation withoutgemaupport would not
allow the company to make full use of its potenbatause the company
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would be poorly visible and recognizable, and gopihions would be too
slow and could not reach everyone.

A cognitive purpose of the article is to indicabe fundamental differ-
ences between reputation and image on the batie ahalysis of concepts
and theoretical concepts in the context of therprite's processes and
management tools. A practical purpose is an atteéonjaientify differences
and correlations between reputation and image enb#sis of empirical
analysis based on research conducted in the Plo#isking sector. The
method of survey addressed to clients of banksatipgr on the Polish
market was used to evaluate both, the image andatsm.

In order to accomplish the purpose adopted, tHeviiohg research hy-
potheses are formulated:

H1: Banks with a better reputation are charactdrizg a more consistent
and unambiguous image, while banks with a worseatagjon are charac-
terized by a more dispersed and less unequivo@ajem

H2: Banks with a better reputation have a moretpasimage, while banks

with a worse reputation have a less positive image.

H3: Banks with a better reputation are charactdrizg a higher level of

compliance with declarations and advertising slsgan

Resear ch methodology

In order to calculate the corporate reputation xnaed to identify the cor-
porate image a methodology of measurements was basdd on survey
research. A questionnaire method was used, whichaiaed at the cus-
tomers of retail banking. The group of respondeotsprised of part-time
undergraduate and graduate students from the Famfudrganization and
Management of the Silesian University of Technolégyn four facilities:
in Zabrze, Katowice, Bytom and Rybnik, who havdeast one bank ac-
count opened. The questionnaire was sent to tluests via e-mail to the
e-mail of the university. The research was conduetethe turn of year
2015 and 2016.

1137 people took part in the resedrdhcluding 67.5% of women and
32.5% of men. The age structure was as followsethere 67.1% of peo-
ple at the age of 19-25, 20.7% at the age of 28r2b12.2% of those at the

1 Over 2000 completed questionnaires were collelstedor the purpose of the analysis
1137 questionnaires were chosen among the custahéng seven banks that were most
strongly represented. The limit of representatigen@as set at 100 customers of a given
bank.
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age of more than 35 years old. These were the roessoof the following
banks: ING BSK (22.6%), PKO BP (20.2%), Alior Bafilb.8%), mBank
(15.4%), BZ WBK (13.7%), Pekao S.A. (12.3%). Duetlhe selection
method (target selection method), the size of Hmpde and its relatively
low level of representativeness, the research neagdmsidered as pilot
research.

The index of bank reputation was determined orbt®s of evaluation
of the selected aspects, suggested by the creastthie Fortune methodol-
ogy andReputation Quotien(see: Nawrocki, Szwajca, 2016; Szwajca,
2016a).

In order to identify an image of the banks, on¢hefforms of the test of
imagination was used - the test of association asitimals, which belongs
to projection techniques, and to be more preciepersonification and
animation techniques (Kaczmarczyk, 2011, pp. 29B-3Mazurek-
topaciska, 2011; Szreder, 2004). The respondents ansulezegluestion
which of the given animal images best suited thekbdhe respondents
had a choice of six animals: a dog, an owl, a lmoat, a fox and a snake.
Animals were selected in such a way as to reprds®htpositive and nega-
tive traits.

As can be seen from the quoted characteristicthattd to individual
animals, positive associations refer to a dog,wlnamd a lion, while nega-
tive to: a cat, a fox and a snake.

Presentation of results

Identification of banks' image was made on thesasbian analysis of the
association test results’ with animals, which iswh in Table 1.

Table 1. An image of the surveyed banks on the basisea#sociation test with
animals

Tested banks Dog Owl Lion Cat Fox Snake
ING BSK 1,7% 4,2% 89,6% 0,7% 1,9% 1,9%
PKO BP 13% 43,2% 23,3% 7,2% 11,9% 1,4%
Pekao S.A. 12,3% | 42,7% 21,1% 4,6 17,6% 1,7
mBank 25,3% 39,3% 6,8% 9,6% 15,1% 3,9%
Alior Bank 12,5% 37,5% 24,7% 9,1% 12% 4,2%
BZ WBK 12,6% 30,1% 19,3% 5,1% 10,4% 22,5%

Source: own work based on the findings.

As can be seen from the table, an image of alleyi@d banks was rated
as positive because they were mostly attributethéoimages of animals
with positive symbolism, iea dog, an owl, a lionefiitely the best and
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most clearly seen ING BSK, however, is due to #e that this bank has
in its logo just a lion's image.

Other banks were most often associated with ovwgkao S.A. and
PKO BP were mentioned the most often , whereas BZKvdnd Alior
Bank were mentioned the least often. Relativelg,rttost negative associa-
tions (with a cat, a fox and a snake) were repome8Z WBK (38%),
mBank (28.6%) and Alior Bank (25.3%).

An assessment of the degree of image uniquenessasad on the level
of dispersion (concentration) of indications peinal (Figure 1).

Figure 1. Image of tested banks

shake owl

e=p==|NG BSK
=== PKO BP
==fr==Pekao S.A.
e MBank
e=ie== Alior Bank

=== BZ WBK

fox

Source: own work based on the findings.

Of course, ING BSK (89.6% associations with a ljoajd PKO BP
(43.2% associations with an owl) and Pekao SA @2associations with
an owl) are the most consistent and unmistakabég@s In turn, the least
consistent/concentrated and unambiguous image dingoto the level of
indications of associations with owls are: BZ WBBD(1%), Alior Bank
(37.5%) and mBank (39.3%).

A reputation of the surveyed banks was determimethe basis of four
attributes that could be assessed by the cliemtt)e quality of services,
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social responsibility, the level of trust and thaxtiveness of the bank as
a potential employer. The results are presentdcie 2.

Table 2. Indicators of a reputation measurement of theestest banks
Quality of Employer Social re- Reputation
Tested banks serviges attracﬁivgness sponsibility Level of trust e'ijndex
ING BSK 91,7% 76,5% 78,3% 90,4% 84,2%
PKO BP 88,1% 62,4% 67,2% 89,7% 76,8%
Pekao S. A. 87,9% 63,2% 70,4% 82,1% 75,9%
mBank 92,4% 59,3% 63,2% 96,8% 77,9%
Alior Bank 84,5% 49,2% 45,7% 79,8% 64,8%
BZ WBK 71,8% 43,7% 50,8% 83,1% 62,3%

Source: own work based on the findings.

As we can see, the highest overall reputation vieteireed by ING BSK,
while the lowest by BZ WBK. In general, the highgstality of products
and business ethics was assessed, and the lowegtwas the attractive-
ness of the bank as an employer.

As already stated, reputation is a reflection & tonsistency of what
the company declares and promises with what itadlgtdoes, ie the con-
sistency of words with deeds. If you assume thatittage is a collection
of images created largely by the company itselfvgaiising messages,
document declarations, ethical codes, etc.) anepatation is an assess-
ment of the company's actual activities, then basethe identification of
the degree of conformity of the declaration witk #ttions, an assessment
of the degree of conformity of an image with a tegon can be done
(whether the image was positively verified). In @rdo do that, customers
were asked a question whether the bank's actiatiesonsistent with the
declarations and advertising slogans. Table 3 pteske results.

Table 3. Assessment of the compliance of the surveyed baitksdeclarations
and advertising slogans

Tested banks Definitely Probably yes Probably no Definitely ng
yes
ING BSK 17,2% 74,1% 8,7% 0%
PKO BP 17,4% 69,5% 13,1% 0%
Pekao S. A. 7,6% 69,3% 23,1% 0%
mBank 17,5% 70,1% 12,4% 0%
Alior Bank 12,5% 66,0% 12,5% 0%
BZ WBK 9,8% 65,8% 24,4% 0%

Source: own work based on the findings.

ING BSK received 91.3% of positive responses, fedd by mBank
(87.6%) and PKO BP (86.9%). The biggest discremanaiere noted with
BZ WBK (75.6%) and Pekao S.A. (76.9%).
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Based on the results presented, the hypothesesbearverified.
Confirming hypothesis H1 (Banks with a better rggion is characterized
by a more consistent and unambiguous image, wiaifkk9 with a worse
reputation are characterized by a more diffuselessl explicit image) is a
comparison of reputation ratios with the assessmiobncentration / scat-
tered image (Table 4).

Table 4. Comparison of a reputation ratio with the concatign of an image of
the surveyed banks

Tested banks Reputation index I mage concentration degree
ING BSK 84,2% 89,6%
PKO BP 76,8% 43,2%
Pekao S. A. 75,9% 42,7%
mBank 77,9% 39,3%
Alior Bank 64,8% 37,5%
BZ WBK 62,3% 30%

Source: own work based on the findings.

According to the data in the table, banks with kinghest reputation
rates also have the highest concentration of imageh is characterized
by the most consistent and unambiguous image, vidaitgks with lower
reputation have lower levels of image concentratishich show less co-
herence and unambiguity of their image.

Verification of the second hypothesis that bankih i better reputation
have a more positive image, while banks with legsutation have a less
positive image requires a comparison of reputatiios with positive and
negative associations of banks with animal imagesummary of indica-
tors is presented in Table 5.

Table 5. Reputation indicators and positive and negatigdeaiations of image

Tested banks Reputation index Positive associations Negative associations
ING BSK 84,2% 95,5% 4,5%
PKO BP 76,8% 79,5% 20,5%
Pekao S. A. 75,9% 76,1% 23,9%
mBank 77,9% 71,4% 28,6%
Alior Bank 64,8% 74,7% 25,3%
BZ WBK 62,3% 62,0% 38,0%

Source: own work based on the findings.

As can it be seen from the table, for almost atiksa(except for Alior
Bank, which has a relatively high compliance rating high reputation
ratio corresponds to a high percentage of posithage associations with
positive animal images, such as dogs, owls and.lion

Verification of the third hypothesis that reputabignks are character-
ized by a higher level of compliance with adveniisdeclarations and slo-
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gans has been compiled on the basis of a compasfdtie reputation ratio
with the degree of compliance of the bank's addisitvith declarations and
advertising slogans (Figure 2).

Figure 2. Reputation and bank compliance index with bantestants

ING
BSK

Alior
Bank

—o— Reputation

——-Image and
reputation

Pekao

mBank SA

Source: own work based on the findings

The biggest discrepancies between an image angdutaten are with
banks BZ WBK and Alior Bank, the ones with the I@tveeputation ratios.
The smallest discrepancies are with Pekao S.A.alsat with ING BSK,
mBank and PKO BP, which are banks with relativabpd reputations. It
can be assumed that the third H3 hypothesis waspamtially confirmed.

Conclusions

An image and a reputation of the company are twoalde intangible as-
sets that can be used to build long-term competiidvantage and market
value. Currently, the management and marketingiaigs are of the opin-
ion that these are separate categories. Differeaniss from the perception
of their essence, character, the way they are. lAnlimage is an image of
an enterprise created in the minds of the stakehsldvhich is shaped pri-
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marily by the company's communication with the emwvinent. It is indi-
vidual, can be positive, negative or neutral, gjron weak, consistent or
blurred. An image as a reflection of reality carapificially created by the
company in relatively short time using image adserty and public rela-
tions. On the other hand reputation is an assegsshéme company formu-
lated by its stakeholders not only on the basisashmunication but also
their own experience with the company and the opmiof other entities
having their experience. It evaluates the credjbdf a business, based on
the confrontation of words with deeds, promises @eclarations with their
fulfillment. Reputation is social in that it affecthe collective, aggregated
opinion of different stakeholder groups. It can p@sitive or negative,
strong or weak. It is built in a relatively longn, based on the identity and
real business operations. It is relatively hardemanipulate, maintain and
control than an image. It has relatively stablerabi@er and is comparable.
An image and a reputation affect market behavidr stakeholder business
decisions, so businesses try to manage them cas$giand effectively.
Among the authors there are divergent views onirttexdependence be-
tween these categories: some believe a reputati@ntool for an image
building, others suggest that this image influenegsutation. The paper
expresses the view that image and reputation citevdh one another: a
positive, coherent image strengthens a reputagiod,a good, strong repu-
tation favors the creation of a desired corporatage. Such a position
confirmed the results of the research conductetherexample of Polish
banking sector. It turned out that the banks whih best reputation have a
consistent, positive image, while banks with a vesaleputation have a
more blurred and less positive image.

It should be noted, however, that the researchwtird, due to its nu-
merous limitations and shortcomings (ie size arecien of the samples,
the methods of measurement of a reputation andchagd) do not allow to
generalize and formulate categorical theses. Homélvese reflections and
conclusions can be treated as an attempt to igletitd relationship be-
tween an image and a reputation and can be inigirfar further in-depth
research.
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Abstract
Resear ch background: SMEs often operate in markets where they compette wi
large companies. A fight for the customer, payntetklogs, problems with debt
collection and new branches make management séatioss that will influence
positively on the situation of financial companibintaining liquidity and gener-
ating income are the primary steps to build a cditipe position and a progres-
sive development of enterprises. One of the mostula® methods that allows
companies to do profitable business and increasie ¢thances for safety is opera-
tion within group purchasing organizations. Curheirt the market there are many
different types of GPOs ( Group Purchasing Orgdiuna). The choice of the right
one is a chance to improve their financial situatio
Purpose of the article: This article presents functioning of enterpriseishi
group purchasing organizations and their impadirancial situation of enterpris-
es. In the article the classification of groupsiime and there are shown the bene-
fits that commercial enterprises operating in ttgam. The article presents some
obstacles to join specific group purchasing orgations and difficulties faced by
companies operating in them.
M ethodology/methods. The studies will be carried out on the basis ofSBOEs.
These companies operate in five Polish GPOs. Tlepgr were divided into
branch and multi-branch ones. The study period real¢he years 2013-2015. In
order to analyze the impact of purchasing groupshenfinancial situation of en-
terprises there were used selected groups of fialaratios and a preliminary anal-
ysis of financial balance sheets and profit and bxcount was conducted
Findings: The analysis showed that the choice of an apfatgpgroup purchasing
organization has a large impact on financial siturabf companies. Different op-
portunities can be offered by a sectoral purchagimgip than the multi-sectoral
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one. Research has shown that better results telatgnamics of revenues, costs,
liquidity, profitability that gives the operationithin the sectoral purchasing
groups.

I ntroduction

Small and medium-sized enterprises are forced edayyto fight for con-

tracting parties with big corporations. Competitiabhout a customer is
difficult because very often companies, when chapsi supplier, take into
account only a price. SMEs acting alone in the maake not able to com-
pete with the big players. They do not have tooyrgptions in terms of
price reductions, and when buyers choose theirlgugpey pay attention
to three items: a price, a merchant credit anditgudrice is still a key

element in choosing a supplier. Next there are tieijins that deal with
the merchant credit. Quality is often overlooked ace but lately it has
been noticed that buyers are increasingly stattnigke this element into
consideration when deciding to choose a supplier.

However, more and more attention is paid to thetfaat many tasks are
performed better when working in groups. This isyvthe popularity of
small and medium-sized enterprises is being woarbgrganization called
a group purchasing organization. This form of oigation is already
available in every industry. The joint operatiovag a great opportunity
for companies operating in the group purchasingmizations, which posi-
tively influences their finances, the prices ofeoffd goods and the oppor-
tunities for the merchant credit.

M ethod of the research

In order to determine the impact of group puramgsirganizations on the
financial situation of a company, companies wexéddid into two types of
groups, i.e. branch and multi-branch. Then the @gpyate analysis meth-
ods were chosen to answer how functioning withi ghoup purchasing
organizations influences the financial situatioreaferprises. The analysis
was carried out in two stages. The first one carexthe preliminary anal-
ysis and the second the indicator analysis. Thaygperiod were the years
2013-2015. The research covered 60 retail businegserating in 5 GPOs.
The financial data of individual entities were fraime public financial
statements of the audited companies.
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Group purchasing organizations

A groups purchasing organization is a unit compasiedompanies and a
group holder called an integrator. The integrattthe central unit that
manages the entire organization, most often itdpexially appointed com-
pany that make up the GPO. The central unit magrbexternal company.
A consolidation of members of a given group is blasis for negotiations
with producers (Blair, Durrance, 2014, pp.433-448).degree has a big
impact on the success of the group. The purpo&P@s is to defend indi-
vidual companies against strong competition andhtoease negotiating
power. (Prakash, 2009, p.22). This is possible lmgoint operation and
economies of scale give for businesses many opitietsi to improve their
financial situation. Purchasing group is an entiitgt uses collective pur-
chasing power to obtain a discount (Yang, ChenggDii, 2107, pp. 581-
589). This is the effect of scale which is chanastie for GPOs. A group
purchasing organization can be defined as a gréwgorpanies from the
same or another sector that combine to make a printhase. They are
managed by a specially created central unit, whiahs to carry out the
tasks assigned by the purchasing groups (Zimon7,2@1675-682. The
broader definition of a group purchasing orgamirais based on Martin
Christopher's logistics and supply chain definisi@md it is as follows: The
group purchasing organization is a group of codperacompanies that
jointly control and streamline the flow of goodsfarmation and money
from suppliers to final recipients. Participantsuch a system form a sepa-
rate central unit, whose main task is to meet tr@gyset by the companies
operating in the system (Zimon, 20%$. 319-327). There is a flow of in-
formation, money and goods between the central amit the individual
companies. The same possibilities of co-operatind arganization of
flows have businesses among themselves. Such scfwuld strengthen
the competitive power of enterprises, operati@adéty, and affect posi-
tively the financial position of a company. Faceithwncreasing pressure
to meet short-term financing needs, companies @wkirlg for ways to
unlock potential funds from within the supply chgipekkakos, Serra-
no,2016, pp. 367-392). This way to do this isreate a purchasing group.
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Figure 1 Organization scheme

Central Unit of
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Source: own research.

The central unit of a purchasing group is ofteemefd to as a purchas-
ing group. This is the most important part of amgup because it deals
with the organization of the purchase of strategods or materials. It is
an ideal situation when the central unit of a pasihg group is a company
formed by all participants in a given group. Thésai very good solution
because it is strictly controlled by all participgrand most importantly it is
not geared to profit. Its main task is to negottatens and conditions of the
transaction with manufacturers. When analyzing ftivectioning of pur-
chasing groups, it is worth dividing them into brhnand multi-branch
ones. This is an important division due to the affef scale that these
groups can achieve. In the branch GPOs, the nuaflsmppliers is limited,
so the scale of the negotiations is strong. In iuénch ones this effect is
"blurred.” Many suppliers divide businesses intoalken groups, which
makes purchasing power smaller. In the case ofrehpse of certain ser-
vices or materials these divisions may not occut,sbich a division exists
in the multi-sectoral groups in the situation wreepurchase of strategic
goods or materials for the unit is made.

Significant cost decisions are made in the ardagétics of group pur-
chasing organizations. Companies operating in miagkend purchasing
groups may organize deliveries in several waysedeéimg on the fact that
they have the central warehouse that can serve distribution point.
Choosing the right procurement method has an impactosts. A rational
strategy is to improve the profitability of a comggRushton, Croucher,
Baker, 2010, p.27) In purchasing groups with thetreé¢ warehouse, organ-
ization of delivery can be divided into four varian

It is not easy to join a purchasing group. Theeesome entry barriers
to be followed if companies operate in this typeogjanization. The most
important barriers for branch and multi-branch goare (Zimon, 2016,
pp.219-229):
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1. Territorial barriers, this restriction is relatealthe fact that there cannot
be several companies operating in the same purchagbup in the
same area. This limitation allows a company opegati a given area to
compete effectively with other entities. The absen€ this limitation
would allow the creation of successive units inigeg region with
a similar competitive force, which would limit tfieancial performance
of the two entities.

2. Economic barriers, there are restrictions on acvgnwhich companies
should implement.

3. Environmental barriers, the environment of the gtse is important.

4. Positive recommendation by members of the growdiyidual members
of the integrated supply chain must accept the unaty

5. Only those companies that operate in the same Ibrare allowed to
operate in branch purchasing groups. There aragnits o this.

Theimpact of group purchasing organizations
on cor por ate finance

Companies should grow and expand their positicinénmarket. Function-
ing of GPOs just in terms of help is the norm. Ehare a number of fi-
nance areas where purchasing groups’ role is eiséspecially in the fi-
nancial management areas. See Figure 2 for details.

When analyzing fig. 2, one can state that functignvithin GPOs has
a positive effect on profitability and liquidity. dlaboration within the
groups influences significantly on working cap@ald the individual com-
ponents that make it up, i.e. receivables, inveesoor liabilities. An effi-
ciency improvement in these areas significantle@# the profitability of
SMEs. (Pais M.A, P.M., 2015, pp.341-358). In additithe central unit has
an opportunity to negotiate long payment terms. [Ewel of commitment
will depend on the individual management stratédye liability manage-
ment strategy has a big impact on corporate philfiia (Madhou, Mossa,
Ramiah, 2015). The effect scale allows to get apowe for goods, which
directly affects the costs. Low prices are a weapdhe fight for business
partners, there is a chance to win new customenghashould increase
sales revenue.Running together reduces the ridiquiflity loss. Loans,
mutual transactions- all this helps improve ligtydiBusinesses in GPOs
have a number of opportunities to improve the carggmances. Their use
and level of benefits in particular areas are dyea#ependent on the strate-
gy that the business manager implements and otypleeof a purchasing

group.
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An analysis of the impact of GPO on the financialation was present-
ed in a group of 60 companies operating in 5 groups
— Branch group A - 26 companies
— Branch group B - 7 companies
— Multi-branch group C - 5 companies
— Multi-branch group D - 6 companies
— Multi-branch group E - 16 companies

The first element that was analyzed was the dyrmoficales revenue.
Joint purchases and an opportunity to get a losepsind a long merchant
credit gives an opportunity to encourage new buyEable 1 provides in-
formation on the dynamics of sales revenue.

Table 1. Changes of sales dynamics in the years 2015-2013

GPO Growth Decrease
A branch 19 7
B branch 5 2
C multi-branch 4 1
D multi-branch 4 2
E multi-branch 13 3
Total 45 15

Source: own research

When evaluating the dynamics it is clearly visithlat in most compa-
nies approximately 75% of revenue were recordetienyears 2015-2013.
In other units, revenues declined.

Another measure compared the dynamics of revemsasts in en-
terprises during the period considered. And as wetlenue, there was a
greater increase in revenue over costs or a higberease in costs over
revenue.

In 75% of the surveyed companies, the dynamicewnues and costs
can be assessed positively. The details are showalile 2.

Table 2. Change of costs and revenues dynamics in the ydar5-2013

GPO Revenues increase Costs increase
A branch 19 7
B branch 7 0
C multi-branch 4 1
D multi-branch 4 2
E multi-branch 8 5
Total 45 15

Source: own research

Then the financial liquidity was assessed. Theati coverage of cur-
rent liabilities (table 3)
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Table 3. Average ratio of financial liquidity in the yea2815-2013

GPO 2015 2014 2013
A branch 3,6 3,8 2,2
B branch 3,2 2,7 2,6
C multi-branch 1,6 1,5 1,4
D multi-branch 1,6 1,4 1,4
E multi-branch 2,4 2,9 2,5

Source: own research

When assessing financial liquidity, it can be stateat all the purchas-
ing groups have liquidity at a safe level. The gsial showed that the larg-
est groups A, B, E generating the highest reverhéeged very high li-
quidity, it can be said over liquidity. The smatlesits scored at 1,4-1,6. A
detailed analysis has shown that only in the migktiglinary groups the
companies that have difficulty in maintaining lidity emerged. However,
they represent a small share - three companies.

Another concerned the profitability of sales. Thefiability of sales in
all groups was reported to have risen in comparis@013. The best result
was recorded by the sectoral group A. In additeath company operating
in a professional group earned profit in the pegiadder consideration. In

the case of 8 companies operating within multigletsral groups, losses
occurred.

Table 4. Average profitability sale ratio in the years 8362013

GPO 2015 2014 2013

A branch 0,043 0,041 0,039
B branch 0,024 0,022 0,020
C multi-branch 0,032 0,024 0,032
D multi-branch 0,032 0,024 0,026
E multi-branch 0,034 0,003 0,029

Source: own research

Then the inventory management, current receivabidscurrent liabili-
ties were assessed. The details are shown inJable

Table5. Inventory turnover of receivables and liabiliti@s/entory in days. Aver-
age for the period 2015-2026

GPO Receivables Inventories Liabilities
A branch 66 59 63
B branch 61 69 53
C multi-branch 74 49 80
D multi-branch 49 70 83
E multi-branch 56 67 76

Source: own research
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The high level of receivables should be assesssitiyiy, it is not due
to difficulty in debt collection but it results fno the favorable merchant
loans that are offered to customers. Such oppdsngive companies an
ability to operate in purchasing groups, as thegik@ an attractive mer-
chant credit as a result of negotiations condubiethe central unit. They
do not have to rush to pay, and therefore theyatsmoffer their customers
a favorable time to pay their debts. They can applaggressive debt col-
lection policy. In the case of commitments veryeafin the sectoral pur-
chasing groups additional discounts for early repayt of liabilities ap-
pear. Companies have high liquidity, have the oty to use such op-
portunities that have a positive impact on liquiditherefore, in these pur-
chasing groups, the turnover ratio of liabilitiesdays is clearly lower than
that of the multi-sector groups. The choice of tight commitment man-
agement strategy has a big impact on the compamgndes (Banos-
Caballer, Garcia-Telurel, Martinez-Solano, pp. 121294).

Inventory management needs to be positive, resuttisaverage and
group purchases are higher than actual needs. foheréne stock is often
beyond the actual demand. This is the cost a coypears because of the
desire to get a low price for a product. Howevdéeracomparing the cost
of maintaining of inventory excess and the priceashieved the company
policy of buying over the demand is favorable. Audially, this action
increases the level of liquidity or security of thaterprise.

Conclusions

The analysis conducted has shown that joint adiorgs financial benefits
to companies. This is evident primarily in the dielof liquidity, profitabil-
ity and management efficiency. Functioning in mbhanch and branch
GPOs increases the financial liquidity of busines3dis is due to the pur-
chase of goods often over demand, extended payteawlines, increased
sales, the use of discounts for early payment. grbétability of sales is
most affected by the decrease in cost items ivahee of goods sold at the
purchase price. Certain costs groups such as iomenhanagement,
maintenance costs of the central unit increase.ddew the reduced price
of purchased goods and materials compensatesese ttosts. An attractive
price allows to attract new customers and keepettisting ones which
positively influences an increase of sales reveAmeanalysis of cost and
revenue dynamics is beneficial for 75% of compariésen analyzing the
results of all groups, it is important to note tiia companies that are ac-
tive in the branch purchasing groups are more sgéak In this type of
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group there are no additional divisions, which pesly influences the
effect of scale and the negotiating power of thetre¢ purchasing organi-
zation.
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