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Editorial Note
Regional Science Inquiry, Vol. IX, (1), 2017

This issue, Journal of No 1 Volume IX, June 2017 provides a range of approaches towards
regional macro-economic issues covering a wide area of scientific and research interest,
promoting an in depth understanding of these topics, promoting, motivating, and supporting
every interested scholar and reader, particularly within the current financial and economic
environment, based on selected papers a wide range on modern topics, such as:

e Output, growth, and convergence in a creative region: an analysis of
measurement issues of the coefficients of a related cross-region growth
regression.

e Moving regional economic policy modernization, providing rationale for the
systems basis for organizational and deblocking mechanisms of a discrete
regional modernization process.

e Payment technologies and money demand as evidence from dynamic panel
on banking system and the total effect of these innovations on money
demand and financial innovation.

e Inter-jurisdictional competition for sales tax revenues: a natural experiment
of destination retail outlets as an increasingly popular development strategy.

e (able and pipeline corridors under the legal framework of unclos end the
energy treaty. Geopolitical considerations at the eastern Mediterranean sea

e C(Cities and enhancement of their historic centre and heritage: educational
communities’ and visitors’ perspectives, conceptualising cities’ educational,
cultural and urban/regional/transnational development aspects.

e Indicators and a mechanism to ensure economic security of the regions as
one of the most important components of national security of the state.

e Regional strategies for dealing with structural change, increasingly intended
to strengthen the innovative and technology capacity of regions in European

periphery.

e Relationship between greenspace agreement, external diseconomy and
residents’ risk assessment as an effective method to promote the
conservation and creation of greenspace.

e Uncoverd interest parity puzzle (uip): evidence from major currencies,
highlighting the weak relationship between exchange rates and interest rates.

e Regional inequalities and effects of fiscal consolidation, exploring the impact
of fiscal consolidation on regional inequalities on national levels among 13
EU member countries for period 1995-2009.

e Migration and its causes in Monchengladbach — a city for living and
working, providing a high quality of life and work for citizens and
employees in a specified location.

e Unemployment rate growth model in the euro area

e Methodological aspects of construction of the dynamic model for the
development of the institutional environment of the innovative multiclusters,
allowing to monitor the effectiveness of the regional cluster policy over the
long term.
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e Determinants of inclusive growth in Iranian regions (sure approach in panel
data) in order to investigate the relationship between income inequality and
GDP growth in Iranian provinces over the period of 2000-2014.

e Effects of financial innovation on the demand for money in Malaysia using
the ARDL approach to cointergration, investigating how money demand
function plays a vital role in monetary policy formulation.

e FEconomic contagion under uncertainty: CGE with a Monte Carlo
experiment, quantitatively investigating how economic shocks of a certain
country influence a different country.

The Journal wants to thank each one and all of the contributors and share the belief of this
issue being a platform aiming to enable readers to develop an understanding of current best-
practice and evidence-based approaches.

On behalf of the Editorial Board

=

Associate Professor Dr. Aikaterini Kokkinou,
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OUTPUT, GROWTH, AND CONVERGENCE IN A GREATIVE REGION: AN
ANALYSIS OF SOME MEASUREMENT ISSUES '

Amitrajeet A. BATABYAL
Department of Economics, Rochester Institute of Technology, 92 Lomb Memorial Drive, Rochester,
NY 14623-5604, USA.
aabgsh@rit.edu

Abstract
We study some measurement issues that arise when analyzing the long run behavior of the

Jth creative region’s time & log output per creative class member (i ®) when this region
is part of an aggregate economy of J=1 ..N creative regions. We focus first (second) on

absolute (relative) convergence. In the absolute (relative) convergence case, the N creative
regions are similar (dissimilar) in that they all have the same (different) balanced growth path

. vBGP (U_BGP]
(BGP) level of log output per creative class member denoted by - ] " In the
absolute convergence case, we analyze how to estimate the speed of convergence parameter

() and then discuss the relationship between the variance of Yi () and that of ¥ ©) In the

relative convergence case, we study the error associated with estimating @ wusing the

wBGP — rx-|—ij

methodology of the absolute convergence case. Finally, suppose 7 where &7

is an explanatory variable such as creative capital and & and b are positive constants. Here,

we study how to estimate b from our knowledge of the coefficients of a related cross-region
growth regression.

Keywords: Convergence, Creative Capital, Economic Growth, Measurement, Output

JEL classification: R11, C18

1. Introduction

1.1. Preliminaries and objective

In the regional science and urban economics literatures, much has now been written about
the notion of creativity in general and about creative regions in particular. This state of affairs
is primarily due to the work of Richard Florida® who has popularized the twin notions of the
creative class and creative capital. Florida (2002, p. 68) helpfully explains that the creative
class “consists of people who add economic value through their creativity.” This class is made
up of professionals such as doctors, lawyers, scientists, engineers, university professors, and,
notably, bohemians such as artists, musicians, and sculptors. From the standpoint of regional
economic growth, these people are significant because they possess creative capital which is
the “intrinsically human ability to create new ideas, new technologies, new business models,
new cultural forms, and whole new industries that really [matter]” (Florida, 2005a, p. 32).

As noted by Florida (2005b), the creative class deserves to be studied in detail because this
group gives rise to ideas, information, and technology, outputs that collectively promote a
region’s economic growth. Therefore, in this era of globalization, cities and regions that want
to be successful need to do all they can to attract and retain members of the creative class
because this class is markedly responsible not only for a region’s economic growth but, more
generally, for its welfare as well.

In their own ways, several researchers have now pointed to a connection between a
region’s output or income and the activities of this region’s creative class. For instance,
Markusen et al. (2008) focus on the Boston area and point to the importance of the size of the

! Batabyal acknowledges financial support from the Gosnell endowment at RIT. The usual disclaimer applies.
? See Florida (2002, 2005a) and Florida et al. (2008).
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creative economy in formulating sound cultural policy and in forming creative regions. Waitt
and Gibson (2009) concentrate on Wollongong in Australia and show that if one is to
comprehend the surprising ways in which urban regeneration occurs then it is necessary to
first conceptualize the pertinent creative economy qualitatively in place. Currid-Halkett and
Stolarick (2013) ask whether the creative class generates economic growth and show that
although creativity matters in general, different sub-groups within the creative class have
differential impacts on unemployment and growth.

Lee (2014) focuses on different regions in the United Kingdom and shows that creative
industries drive both wage and employment growth in other sectors. Correia and Costa (2014)
analyze the connection between creativity and economic growth in European Union member
states by evaluating the relative performance of alternate indices of creativity. Porter and
Batabyal (2016) study a model with two regions and show how to decompose the difference
in the logarithm of the output of the knowledge good per raw creative capital unit between the
two regions into the contributions of education and that of all other factors.

The papers discussed in the preceding two paragraphs have certainly advanced our
understanding of the link between the activities of the creative class in a region and economic
growth in this same region. However, to the best of our knowledge, the existing literature has
not studied some measurement issues that arise when analyzing the long run behavior of the

Jth creative region’s time ¥ log output per creative class member (i ®) when this region

is part of an aggregate economy of # = L. ... N creative regions. These measurement issues
arise because of our interest in determining the speed at which ¥i ® converges to its long run
value and from the fact that there are two different ways in which we can study the question
of long run output convergence in a creative region. Given this lacuna in the literature, our
objective in the present paper is to shed light on these measurement issues. We now discuss
these measurement issues in greater detail.

1.2. The measurement issues

Consider a stylized, infinite horizon region / that is part of an aggregate economy of

i=1...N regions. These N regions are all creative in the sense of Richard Florida. This
means that they all possess a vibrant creative class and that the individual members of the
creative class possess creative capital. Hence, we can think of each creative class member as a
creative capital unit. In the remainder of this paper, we shall treat these creative capital units
as essential inputs into a production process that results in the output of a knowledge good

such as a smartphone. Let ¥i ®) denote the log output of this knowledge good per creative
capital unit at any time &-

We first consider the case of absolute convergence. In this case, the long run or balanced
growth path (BGP) level of log output of the knowledge good per creative capital unit in the

Jth region is vZEP and this value is the same in all the ¥ regions under consideration. In
addition, the evolution of ¥i® over time is described by the differential equation

2O _y,0=-ob;0-y77)

(1

where @ is the speed of convergence parameter. There are now two measurement issues

to contend with. First, we want to estimate the speed of convergence parameter & as

accurately as possible. Second, we would like to characterize the relationship between the
variance of ¥7 &) and that of ¥ ©@)-

Moving on to the case of relative convergence, the BGP level of log output of the

. EGFP
knowledge good per creative capital unit in the /tk region is ¥'i and this value is different
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in all the ¥ regions under consideration. Moreover, the evolution of i ® over time is now
described by the differential equation3

dy; @) _ .
——=Y;O=-o{y;O-v7"}.

2)

The two measurement issues that we study in this case are the following. First, we want to

delineate the nature of the error stemming from our estimation of @ using the methodology
BGP
for the absolute convergence case. Second, suppose that the BGP value of i ®) or ¥; can

BGP _ g 4 bX;

be described by the linear relationship ¥i where %7 is an explanatory variable

such as creative capital and & and b are positive constants. Here, we want to estimate b
from our knowledge of the coefficients of a related cross-region growth regression that is
described in greater detail in section 3.3 below.

With this introductory discussion of the measurement issues out of the way, we can now
say that the remainder of this note is organized as follows. Sections 2 and 3, respectively,
focus on the case of absolute and relative convergence. Specifically, section 2.1 derives a

linear relationship satisfied by ¥i (- Section 2.2 provides an estimate of @+ Section 2.3
specifies the relationship between the variance of Yi (®) and that of ¥i (0)- Section 3.1 derives
a new linear relationship satisfied by ¥i () Section 3.2 stipulates the error involved in
estimating ¥ using the methodology of section 2.2. Section 3.3 discusses the estimation of

the coefficient P from our knowledge of the coefficients of a particular cross-region growth
regression. Section 4 concludes and then offers two suggestions for extending the research
delineated in this paper.

2. Absolute Convergence

2.1. The linear relationship

Our task now is to describe Yit) as a linear function of the explanatory variables

BGFP . . . . ., -
¥;i(0),y"", 0. and time t- Given equation (1) and the fact that ¥ BGF s a constant, it is

. . . . . . . . . _ . BEF
clear that the time derivative of ¥i @) is the same as the time derivative of ¥i@)—¥ .

Therefore, we can rewrite equation (1) as

_(+y_ 1, BGP
dLV_I {ﬂdt}’ } — —J{}Fj ®)- }TBGP}'

3)

. . . . . (+)— vBGP .
Inspecting equation (3), it is straightforward to confirm that the quantity ¥i @-v is

growing over time at rate —&- This finding allows us to infer that

v @)~ ¥5EP = e {y; (0 - 5P}, 4)

Isolating Vi (®) on the left-hand-side (LHS), equation (4) can be rewritten as

y; @) = (1 - e 9 )yBEF 4 ey (0). (5)

3 . . . . .
In the macroeconomics literature, the notions of absolute and relative convergence are sometimes referred to

as unconditional and conditional convergence. See Romer (2012, pp. 178-188) for additional details.
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Equation (5) gives us the linear relationship satisfied by ¥'i ) that we seck. We now use
this particular relationship to show how we might provide an estimate of the speed of

convergence parameter -

2.2. Estimating the speed of convergence

As a prelude to estimating 9 suppose that the true relationship satisfied by ¥i @) is the
right-hand-side (RHS) of equation (5) plus a random component (2; ®) that has zero mean
and is uncorrelated with ¥7 (0). Then, we have

yi@®)= {1 - E_JE}}TBGP + E_JE}FI )+ z; (@) (6)

Now, in the process of estimating - suppose we run a cross-region growth regression of
the form

yi®)-yi0) = a + By;0) + ¢, (7)

where @ and B are positive constants and the error term i has the standard statistical
properties.

To provide an estimate of @» we shall first have to determine the relationship between
£ and 7- We know from standard econometrics---see Kelejian and Oates (1981, p. 56)---that

the coefficient £ in equation (7) can be expressed as

_ Covly; -y, ), y; @}
- Var{y; ©)} , (8)

where Co¥(*) is the covariance function and ¥ar(*) is the variance function. Now,
using standard formulae for the covariance and the variance of random variables---see Ross
(2003, pp. 53-61)---we can simplify the RHS of equation (8). This tells us that

Cav{yj @), y; )}
T Var LVj )} . )

Using equation (6), the numerator in the fraction on the RHS of equation (9) can be
simplified to

Cﬂiﬂt‘fj ). ¥ (ﬂ]} = Cﬂl’l{(l - E_JE}}FBGF + E_JE}FJ' 0+ Zj (). ¥i (ﬂ]} (10)

Now recall that }’BGP is a constant and that Yi (0) and Zi®) are assumed to be

uncorrelated. Using these two pieces of information, we can simplify the RHS of equation

_ -t
(10). This yields Covdy; @ y;@}=e " Varly;} gypeituting this last finding in
equation (9), we get

ot
e™” V:xr[vj{ﬂ]}_ oty

b= VCITLVI{U]} B . (11)

Simplifying the RHS of equation (11) by taking the natural logarithm, we get
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In(1 + 5)

7= t (12)

Equation (12) gives us the answer to a measurement issue in the absolute convergence
case that we are studying presently. Specifically, we see that once we run the cross-region

growth regression described in equation (7), we have an estimate of B- Given this estimate of
B. we can then use equation (12) to provide us with an accurate estimate of the speed of
convergence parameter - From equations (7) and (12), we see that as the marginal impact of
a change in the initial time log output of the knowledge good per creative capital unit on the
corresponding time I log output rises or, equivalently, as rises, the speed with which the
Jth creative region’s time £ log output converges to its BGP level falls. We now proceed to
study the relationship between the variance of ¥i (®) and that of ¥ (@)-

2.3. Relationship between two variances

From equation (6), we can derive the variance of ¥'i ) we get

Varly;®} = e ** Varly; @} + Var{z; ®)}. (13)

Now first consider the case where £ in equation (7) is negative. This means that creative
regions that are wealthier on average grow less than creative regions that are poorer on

average. From equation (12), we see that <o implies that the speed of convergence
parameter or 7 = 0. What does this mean for the variances of ¥i®) and ¥i @) we would

like to have a situation where chr{yj ®} < Va:r{yj @} This would mean that the cross-
region variance of log output per creative capital unit is declining. However, this inequality
between the two variances does not have to hold. This is because of the variance of the

Var{z; )}

random component of log output denoted by in equation (13). In other words,

when B is negative or when @ is positive we have a scenario in which the dispersion of log
output is attenuated. However, this attenuation can be counteracted by the random component
of log output which tends to increase the dispersion of log output.

Next, let us consider what happens when B in equation (7) is positive. This condition tells
us that creative regions that are wealthier on average grow more than creative regions that are
poorer on average. Since this case is the opposite of the case discussed in the preceding

paragraph, we now have @ < 0. In addition, we also have Varly; @} = Varly; (0} p,

differently, the upshot of £ = 0 or @ <0 s to increase the dispersion of log output and this
effect tends to strengthen the effect of the random component in equation (13) which also
tends to increase the dispersion of log output. This completes our discussion of measurement
issues in the absolute convergence case. We now analyze some measurement issues in the
case where convergence is relative.

3. Relative Convergence

3.1. The linear relationship

Our first task is to derive a linear relationship between ¥i ®) and the explanatory variables
¥i©),%;,0. and time t- Now, note that given equation (2) and the fact that

BGP _ . . . . N .
¥y = a+bXj g constant or time invariant, an analysis similar to that employed in
section 2.1---see equation (5) in particular---tells us that

¥i (t) = {1 - E_JE}{CI + bXJ} + E_JE}FI{UJ. (14)
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Equation (14) gives us the linear relationship satisfied by i (®) that we seek. We now use
this relationship to delineate the error involved in estimating the speed of convergence

parameter @ using the methodology of section 2.2.

3.2. Deducing the speed of convergence

P

(o = v B . .
Vi@ =Y¥;"" 1Zj. where Zi is a mean zero random component as in

Suppose that
section 2.2. In addition, ¥i ®) s given by equation (14) plus a mean zero random term £i and

we assume that X»Zj» and €i are uncorrelated with each other. Suppose we run a cross-
region growth regression of the form

yi@®) -y =a +Lyj@+¢;. (15)

where the error component € has, as in section 2.2, the standard statistical properties.
What we want to know now is the magnitude of the error we would make if we deduce the

value of @ from our estimate of # in equation (11).
To determine this magnitude and for comparative purposes, let us first compute the

estimate of £ implied by the model of this section in which convergence is relative and not
absolute. Using equation (15) and the methodology employed in section 2.2, once again, we
get
_ Cav{vj{ﬂ,}?j{ﬂ]}_ 1
Var L‘U’j {ﬂ]} (16)

The numerator in the ratio on the RHS of equation (16) can be simplified because we have

Covly; . y;@} = A - e 7 )Cov{yFCF, y; @} + e “*Var{y;(0)}. (17)

Because i) = FI’BGP t2j = a+bX;+Zji e can tell that
Var{y; @)} = b*Var{X;} + Var{z;} (18)
and, because Xi and Zi are assumed to be uncorrelated, we also get
Cov{y?,y; @} = Covia + bX;, a + bX; + z;} = b*Var{x,}. (19)
Now, substituting equations (18) and (19) into equation (17) and then simplifying, we get
Covly; ), y; @)} = b*Var{X;} + e " Varlz;}. (20)
Using equations (18) and (20) to simplify equation (16), we get

-(1 - e Warlz j}
B b’Vm“{XI-}+ Vrrr{zi}' Q1)

We are now in a position to use equation (21) to solve for the speed of convergence

parameter @ explicitly. Isolating the term e™" and then taking the natural logarithm of both
sides of the resulting expression gives us
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In

{szarEi{iT}{—;?ar{zj }}E N 1]
t (22)

Inspecting equation (22), observe that the ratio in the curly brackets on the RHS or
(bEVar{Xj} + Vrrr"{zj })/
[Vm-"{

Zj)} = 1.

This last piece of information and some thought together tell us that if we were to use

equation (11) or (12) from section 2 on absolute convergence to deduce @ in the case of
relative convergence then this action would result in our estimating a value for this speed of

convergence parameter that is oo small in absolute value. In other words, as long as @ = 0.

using the section 2 methodology to estimate @ would result in an underestimate of the true
speed of convergence. We now proceed to our last task in this paper and that is to estimate the

BGP _ )
coefficient P in the relationship ¥i = &+ bX;

a particular cross-region growth regression.

from our knowledge of the coefficients of

3.3. Estimating the coefficient of a BGP relationship

Suppose we run a cross-region growth regression of the form

yi)-yi@0) =a + By; 0+ 6X; + €. (23)

where the error component &/ has the standard statistical properties. Our specific goal in

this section is to come up with an estimate of the coefficient b from our knowledge of & B.

BGP _ _ . . .
and 0- Using equation (14), the fact that Y7 =a+bXj. and the assumptions in section
3.2, we deduce that

yi®)=(1- e'ﬂ}}r}sw +e 7ty (0) + 5. (24)

Subtracting ¥i (0) from the LHS and the RHS of equation (24) and then substituting

(o) = BOF . . . .
¥j@) =¥ + Zj jnto the resulting equation gives us

yi®©-y;@ = (7" -1)z; + 5. (25)

—at

Let 0= (e™"—1). Then we note that the cross-region growth regression given by

equation (23) is equivalent to projecting the term on a constant, ¥ i©) and Xi and it is
understood that the random error term €i is uncorrelated with the just mentioned RHS
variables. We can now rearrange the equation ¥7 {0 =a + bXj + zj 1o solve for Zi- We get

z; = —a—ij + y;(0). (26)
Multiplying both sides of equation (26) by 4 we get

AZj = -Aa. -AbXj +Ayj(0) 27)

Inspecting equations (23) and (27), we see that the estimate of £ in (23) provides us with an

estimate of A in (27) and, similarly, the estimate of 6 in (23) provides us with an estimate of
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-Ab in (27). With these two pieces of information in hand, we infer that our estimate of b i

the negative of the estimate of 0 divided by the estimate of B+ In symbols, we have

B 0. (28)

Equation (28) provides us with the answer to the central question of this section. This also
concludes our analysis of output, economic growth, and absolute and relative convergence in
a creative region.

4. Conclusions

In this paper, we studied some measurement issues that arose in the context of the long run
behavior of the /tR creative region’s time £ log output per creative class member @)

when this region was part of an aggregate economy of F=1uuN creative regions. We
concentrated first (second) on absolute (relative) convergence. In the absolute (relative)

convergence case, the IV creative regions were similar (dissimilar) in that they all had the
same (different) BGP level of log output per creative class member denoted by

yBGP (},Jsr:p )

convergence parameter (&) and then discussed the relationship between the variance of i ®

" In the absolute convergence case, we analyzed how to estimate the speed of

and that of ¥i©®) In the relative convergence case, we studied the error associated with

estimating @ using the methodology of the absolute convergence case. Finally, we supposed

BGPF _
that ¥i = =@ +bX; X

where “*/ was an explanatory variable such as creative capital and @

and & were positive constants. Here, we studied how to estimate b from our knowledge of
the coefficients of a related cross-region growth regression.

The analysis in this paper can be extended in a number of different directions. Here are
two suggestions for extending the research described here. First, it would be useful to

explicitly allow for economic interactions between the N creative regions and to then
conduct a convergence analysis of the sort carried out in this paper. Second, it would also be
instructive to study in greater detail the extent to which differences in the growth rates of, for
instance, log output between different creative regions are dependent on their initial positions
relative to their balanced growth paths (BGPs). Studies that incorporate these aspects of the
problem into the analysis will increase our understanding of the nexuses between a creative
region’s economic interactions and its initial position on the one hand and its log run
economic growth prospects on the other.
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Abstract

The paper objective is to provide rationale for the systems basis for organizational and
deblocking mechanisms of a discrete regional modernization process. Basing on methodology
of systems analysis, the paper offers an author’s conceptualization of a systemic regional
economic policy modernization in the present-day Ukraine. The author’s original contribution
is his profound idea of the modernization process being discrete, non-linear, and following a
changeable trajectory. These properties of the system have influenced considerably the
interpretation and revaluation of the current state of the modernization process and its
“tension lines”. Starting out from the properties of “system material” and the author’s general
concept of the regional economic policy modernization in Ukraine, the paper identifies two
actual mechanisms for ensuring stability of a desired modernization trajectory — a mechanism
of modernization process organization, and a mechanism deblocking the process of
modernization. For each of them, the reasons for existence and “tension lines” are determined
and rationalized. Finally, an important conclusion is drawn that the proposed logic of
analyzing the mechanisms to support regional modernization can be applied both in Ukraine
and in other counties, providing a way to purposefully affect the procedure and structure of
governance mechanisms in accordance with the set priorities.

Keywords: regional economic policy, systems approach, mechanisms, Ukrainian
modernization

JEL classification: O38, R58, R50

1. Introduction

Problems of renewal of sub-national economic policy have become the object of economic
and regional studies relatively lately after shifting beyond the pertinent scope of the national
governments. The vast majority of these papers were presented since early 1980s. Most of
them were caused by rapid economic and political development inside the EU as well as
growing globalization and competition between countries, major cities and odd regions.
Rethinking a new role for regions as well as levels of economic and spatial organization of
supranational entities has caused new scientific theories (Markusen, 1996; Sapir et. al., 2004;
Worldbank, 2009), numerous academic discussions between teams from reputable
organizations (Barca, 2009; CAF, 2010; OECD, 2009 and others) and certainly generated
some whole new generations of regional and investment policies in the countries and
economic blocks (like EU and MERCOSUR). The most common mainstream in such
research can be fit in a logical chain "from a macro-stability - towards regional development
alignment - towards disclosure of unused regions' potential". Eventually, a sub-regional-level
policy is began to be increasingly considered beyond a national "fairway" absorbing the
expectations for greater, increasing regional subjectivity (Pike, 2006; McCann, 2008), and the
official motto "Europe of Regions" is so fine confirmation for this.

But modern challenges faced by the most of countries on the European continent - from
the ultra-right rhetoric and the Brexit to Asian migrants and painful renewal of all the public
institutions in modern Ukraine and Georgia — indicate that the old habitual recipes are likely
be ineffective again and again. I think, now it's time to look into how to ensure succession and
steadiness of advance towards desirable changes, to reconsider a structure of the
governmental and sub-national (regional) policy as a very complicated system of numerous
relationships inclined to persistent changes.
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One of possible answers to this is to look at policy modernization as on a discrete,
intermittent process of generating new systems capable to more definitely move along a given
trajectory.

Clearly, any development is an interruption of a steady state due to emergence of new
phenomena, disturbance of a static equilibrium. Since modernization brings about social
conflict between traditions and innovations, it can be regarded not as a linear process, but as a
discrete one. Thus, modernization preconditions “a situation of unsteady equilibrium i.e. a
sort of balance of forces of its supporters and opponents” (Medushevskyi, 2014 : 11) giving
rise to a “reformer dilemma”, which determines an optimal development of social processes.

The dialectics of modernization changes with regard to its discreteness allows a more
profound understanding of modernization processes abstract structure. At the moment of the
“unsteady equilibrium” destabilization, that is misbalance of influencing forces, a
modernization trajectory is shifted along the propagation velocity axis. It is the point, prior to
which endogenous contradictions between factors of different states — figuratively speaking
“traditional” and “new” — are to manifest themselves most particularly (Image 1). In its turn,
the process of a discrete change of the system states is affected by a change of “dominating
generations” (Maievskyi, 2011), or predominant combinations of factors (technologies,
cultures).

Image 1 : Discreteness in an abstract modernization process
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Practically all the developing countries, in order to save time and extremely scarce
political and financial resources, engage in “catch-up modernizations”. These do not appear as
evolutionary processes, but rather as “destruction of trends established in the course of
institutional and technological changes” (Martynov, 2010 : 21). It means that modernization
of this kind is characterized by mostly discrete shifts, also followed by knowingly discrete
and controlled adaptation changes of institutions, including political ones. That is to say, we
discern at least two manifestations of discreteness that may be asynchronous, which adds risk
to public administration. However the key point is that both of them manifest a controlled
discrete process.

Definition of key notions

Before proceeding to discussion of the conceptual issues, it is necessary to define the key
specific notions,

— by modernization, a “growing capacity for social transformations” (Roxborough, 1998)
is meant;

— by a regional economic policy, we mean a socio-economic policy of multilevel
development of a region and its territorial communities, which includes a system of integrated
and coordinated plans and actions of local development subjects, aimed to reduce internal
economic inefficiency and social inequality;
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— by regional economic policy modernization, we mean “qualitative controlled social
transformations of complex administrative and economic relations at the regional and
interregional levels that manifest themselves in a different way depending on the system of
values and priorities under specific historical conditions” (Dunayev, 2015 : 19).

2. Methodology

In this paper, a methodological research chain will embrace a logical passing along two
working hypotheses.

Hypothesis 1. On the sub-national level, a public relations modernization provides a
transition from a stable, regular development of the project towards development and
dissemination of values and sustainable balance between the interests of the local community,
the state and local business. A messaging with clear reasoning along this assumption would
allow moving to the next, purely managerial assumption.

Hypothesis 2. A transition mentioned above in the first hypothesis, needs some specific
management mechanisms, namely some mechanisms for organization of modernization
processes. What is their specificity, and what their administrative nature? The point is a
comprehensive vision of sub-national governance inevitably meets with at least two
fundamental questions of "what are their purpose and objectives?", and "what does prevent to
do it as before?". Obviously, maintaining a current status-quo is cheaper and easier in terms of
political capital and of ability to simulate reform by ruling power... However I think that the
answer is, first, in a historical moment when the Ukrainian regions have got opportunity to
reform their small "economic universe" and, secondly, in accumulated "clots" in "vessels" of
social relations. It's like crucial "tension lines" that defines a special nature of those ways of
governance at the sub-regional level.

Unveiling it determines a methodological logic of this paper.

An apparent complication to research it along the first hypothesis needs some additional
methodological refinements. It is concluded in three important methodological areas.

Firstly, the properties of discrete processes are the starting point. So, the cybernetics theory
shows that, based on a “possibility of changing process control strategies” criteria, discrete
processes are subdivided into controlled and uncontrolled ones; based on predictability of
process behavior, into stochastic (probable) and determinate; and by process flow time, into
unlimited, time-limited, and instantancous. Hence, an ideal task of the process of
administrative relations modernization is maintaining its controlled nature, determinateness,
and time-limitation.

Secondly, a theoretical projection of similar processes on time-boundless renewing the
way of public-administrative organization makes the systems approach application feasible.

Along with the proliferation of systems analysis to solve applied problems and to establish
somehow a kind of standardization of procedures to implement it, now there is a variety of
methodological approaches to run this analysis that is reflected in two main approaches,
namely, the "systems approach" and the "management approach”. In general, their distinction
is in emphasis to study: the first one focuses on processes into an object of management
(Chelleri et al., 2015; Fiksel, 2006; Arnold & Wade, 2015; Pearson & Pearson, 2014), the
second distinction focuses on the way of organization in a subject, in a regulator (Pollitt,
1990; Cendon, 2000; Holmes & Shand, 1995; Lopez-Portillo et al., 2016). A choice in favor
of a proper approach depends on a distinction in regulating procedures, as long as the
"systems approach" determines a systematic design of an object, but the "management
approach" stipulates for a systematic design of a way of management implementation, that
then will acquire its expression in specific methods and tools of analysis and mechanisms of
public administration. Notably, the various approaches have their drawbacks. In particular,
the systems approach requires special tools and subjectivity-oriented procedures when setting
the aims and when determining difference between natural (evolution) and technical
(development). And vice-versa, the management approach requires deployment of special
procedures to formalize long-term planning and to eliminate excessive subjectivity in decision
making. And avoiding these shortcomings is very actual task for governance in terms of
transformation processes in Ukraine. This paper will be based on the "systems approach"
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because of it's needed to keep a right focal point on regional (sub-national) governance
instead of micro-level of an organizations or institution.

In the recent years, the systems approach has become almost a universal requirement to
researching any sort of problems. The general theory of systems analysis gives an apt answer
to this by explaining the properties of a system:

a) a system is integral, all its elements being interrelated and united,

b) a system is divisible, discrete and can be subdivided into homogeneous and
heterogeneous elements;

¢) a system is multiple, since the state and behavior of any of its parts are unique, and a
mere totality of its components does not describe its general quality.

Applying the systems approach to study of regional modernization processes in sub-
national policies, some authors (Sukhodolia, 2005; Shchedrovitsky, 2003; Maddens &
Swenden; Hooghe et. al, 2010) indicate a need to reconsider the factors of subjectivity and
process dynamics. It’s possible by distinguishing opportunities to regulate them (e.g.,
regulating the processes on their directions, intensity as well as parameters) and by fostering
them (using object's own volition to "move spontaneously") (Hooghe & Marks, 2016;
Burgess, 2006). Notably, the "governance" is run in full subordination of an object to a
subject (organizational and administrative subordination, legal regulation of activity) and the
"management" covers "own initiative" of a controlled object and should consider its aims and
incentives. That's why the mechanisms of governance in modernizing sub-national economic
policy should include legal regulatory tools and incentives (management) to improve the
efficiency, flexibility and integrity of a sub-national economy.

For the present paper, the systems analysis methodology of G. Shchedrovitsky is chosen as
the basic “systems approach” methodology to imply and to enable more clearly the process,
structural, and functional components of systems analysis (Shchedrovitsky, 1982, 2003)
(Image 2). This selected approach involves description of a managed object as a system
through its components: bounds of a system, elements of a system, processes of a system, ties
structure of a system, functional structure of a system, organizational structure (orderliness of
material), and material of a system

Image 2: A model of systems representation of a controlled object (by Shchedrovitsky’s
methodology )
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Finally, the third point is the peculiarities of tracking the wishful transitions along different
statuses. There are two core assumptions:

1) Tracking trajectory along conventional statuses. There is a complicated dialectical tie
between administrative institutions development and social relations development (e.g., in
local communities). The administrative institutions development is a reflection of society, is a
source for organizational strategic development, as well as it's believed as an additional
management task. Applying an analogy with the social "roles-statuses," that are commonly
used in sociology (Katz, 1973, Masolo, 2004) and in behavioral leadership (Vroom, 1984;
Fielder, 1967; Hollander, 2009; Avdeev, 2016), we would then more clearly describe a
discrete modernization transit for the purposes of sub-national governance. A particular link
with a “stuff” and a “structure” of a system, that are proposed by some methodologists of
system analysis theory, is playing an important role here. And it is logically connected with a
following assumption.

2) A discrete alternation of internal processes. Its' known, that a discreteness is expressed
in alternation of internal system processes of evolution (emancipation) and transformation
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(qualitative jump of a system). It is associated with the phasing characteristic: it is irreversible
and consistent, that is it's impossible to "jump over" a separate development stage but it's
possible to dip it "below." Each next stage has its more complicated and differentiated
structure where previous qualities can be displayed (a "layered model"). A new stage has a
new dominant subsystem stipulating newer reordering in relations within a system. Each stage
is characterized by its unique structure and condition, by its essential elements, by a
development strategy and by a dominance of cultural, social or technical-instrumental
subsystems. A regional evolutionary development and its policy is possible only when the
local elites, individuals, pressure groups and all organizational units are in a constant process
of learning, of perception the new.

3. Results

Using the George Schedrovitsky's methodology, a detailing the components of regional
economic policy that is essentially modernized, has yielded some results as below.

Decomposition of policy modernization according to systems analysis elements

System Bounds. The bounds of a system can be varied dependently on a management
entity’s choice and its capability (or desire) to influence the selected objects entirely (Ackoff,
2004). Unlike operational management, when a managed object is predetermined and
provisionally unchanged, a policy modernization requires revision and readjusting of its
object (referring to a discreteness property). During a quondam plan-based economy, a
productive industry acted as an object of development management. Nowadays on a
background of a three adjoining reforms kick-off in Ukraine — the administrative-territorial
system reform, the local governance reform, and the state regional policy reform —
modernization of regional economic policy assumes a truly new quality of a combined
economic, spatial, and governance development. Here, the authorized persons of governance
subjects fall into an inertness “trap” of regional approach. The thinking of regional
authorities, naturally, tends to cover the administrative boundaries of their region, since those
boundaries delineate their area of responsibility. The assumed powers and thinking within
their constraints block a farsighted strategic perspective and project activity at the macro- and
interregional levels at least because any idea of cooperation between regions or their parts is
usually rejected in view of a “natural effort” to avoid an excessive complexity. Yet, large
investors are always attracted by an open scope for market coverage and large scale. Instead
of a true socio-economic and socio-cultural polycentric zoning, the Ukrainian regional state
administrations and regional councils (local parliaments) still tend to recognize a formal
administrative and physical-geographical territorial zoning, which is very loosely correlated
with economic structuring. Lastly, region-bound thinking is not inclined to create incentives
for networking and cooperation with other regions, administrative districts, or consolidated
communities, for a common “pyramidal” structure of management and statistical recording
does not regard other structures as a norm.

At the level at least equal to that of a regional center or a big interregional center (e.g. the
biggest Ukrainian cities as Kharkiv, Dnipro, Odessa, Lviv, Donetsk as potential prototypes
like the EU NUTS-1 macro-regions), it is possible to redesign the “viewing system”, since it
is here that opportunities for networking and cooperation of resources, localized in different
regions, become noticeable. After all, it is from here that the problem range of trans-border
cooperation can be seen with a fair degree of detalization — compared to a discerning
perspective that emphasizes capital cities. The task of forming new institutions of economic
and spatial development, in the first place those of territorial planning, has been provided for
in the vertical structure of public authority, and built in the regional governance frame by the
State Strategy of Regional Development up to 2020, although that strategy has not been
implemented yet.

The logic of the above-said allows us to proceed to a systems representation of system
elements. These are formed by identification and description of the environment with its
specific behavioral characteristics (features and objective laws) in a multifactor environment.
For systems analysis of regional economic policy modernization under the conditions of
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integration processes, four basic elements of a management system have been selected: public
administration, economy, space, and institutions (Table 1).

Table 1: Elements of regional economic policy modernization and their properties

Elements Essential specification Attribute properties Functlololal
properties
1 2 3 4
Principles, forms,
The state administrations, methods and tools

Sphere of public

local councils, political of social relations,

Publi . i i i o
. u.b © parties, methods and interest with forming political and
administration . .. of a power and power
practices of decision- . . regulatory
. implementation
making processes of
acquiring goods
Business entities, local A manufacturer of Quantity, qgahty
L . and conversion of
institutions and economic tools and resources to .
Economy . . . L activity resources,
traditions, industrial and meet society’s needs .
. ways of sharing
cooperation links and human needs
resources
The way of production Source of natural
forces organization in One of the forms of and human-made
areas, the networks of . . resources; source of
Space : substance being that is
localized settlements, . . challenges for
. inseparable from time
infrastructure and natural governance
resources relations updating
Adopted and not-
. f
. , A public system of adopted §ystem ©
. Resistant forms of people’s rules, rights to
Institutes . rules and of human
common life . resources, resource
relations .
concentration, the
effects of blocking

Source: the authoring based on (Shchedrovitsky, 2003; Sukhodolya, 2005).

This choice of system elements is explained by: 1) a growing capacity for resource
management and economic self-development at the sub-national and local levels; 2) social life
democratization and authorities’ accountability; 3) a gradual replacement of customary
economic practices with resource-saving ones, application of project and procedural
approaches to administration and business.

System processes. In 2014-2015, Ukraine launched, in rather general terms, the processes
of new regionalization, creating a new liberal space for public-administrative, socio-cultural,
and economic specificity of its regions. As contrasted with the Soviet and transition times, the
regions of today have to compete economically with one another. The competition
necessitates a natural process of identification of internal capacity and relative self-
sustainability of regional economies (Aslund & Djankov, 2014). This development vector on
no account means political or economic sovereignty, or isolation from the macro-environment
and rupture of meso- and microprocesses; on the contrary — it is a chance to even their
significance for economic development. For many years now, there exists a situation in
Ukraine, when regional environments are subordinated hierarchically to the national level
practically in everything, particularly — in resources. Financial provision of local
governments’ development capability relies specifically on development budgets, the most
advantaged being those of the biggest cities whose fiscal capacity exceeds that of the rest of
local budgets manifold (Image 3). There are many reasons for this situation, the major ones
being different internal possibilities of filling budgets and different capabilities to use all legal
ways for budget replenishment. However, on the one hand, an open economy’s macro-
environment alone creates conditions for a more intensive development, for instance, an
integrative, synergetic, coordinated type of development. On the other hand — changes in the
external environment call for an adequate and preferably prompt response on behalf of a



Dunayev L., Regional Science Inquiry, Vol. IX, (1), 2017, pp. 21-39 27

region and subjects located in it. Today, the internal factors are continuously affected by the
external ones, having to adapt to changes that occur beyond their will.

Image 3: A share of regions and regional centers in a total amount of funds of regional and
municipal development budgets (according to the regional and municipal budgets approved for
2015), %
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If a regional system does not react to external challenges, and its internal subsystems do
not build an adequate interaction with the external environment, the result is a slow-down of
regional development dynamics, with simultaneous deactivation of intensive development
mechanisms. In this case a system should possess a developed or actualized property of self-
improvement, responding to unfavorable factors and neutralizing them through mobilization
of its own resources, and to be able to assume legal and social responsibility in its relations
with its subjects. That is why the presence of the two responsibility limitations is regarded as
a low level of adaptation of a regional economic system and of the relevant policy. It is a sign
of the adaptation level, resulting from interaction of environments, as a basic prerequisite of
modernization.

Functional and organizational structures. The next step is defining a management
object’s functional and organizational structures that are built on the basis of actual processes
and determine the structure of an object’s ties and conditions of existence. Since the main
condition for modernization of economic ways is consensus of elites as to basic
developmental principles (Auzan and Sattarov, 2012 : 67), and reaching that consensus means
realization of a social contract idea, the key roles in the processes are played by trust and a
quality social capital.

Taking a functional structure fragment of a process of developing regional economic
policy as an example, Table 2 presents author’s reflection on typical functions and
participants with their basic interests (See Appendix 1). Also, the origin of forces influencing
an object, their roles and extent to which they participate in the process with their actual
scopes of authority, as well as sources of object (process) funding — usually local and state
budget funds, and non-budgetary contributions of the interested parties — are important too.
The functional structure of ties provides for a balance of interests option and movement along
the modernization trajectory. Based on understanding the ties within the functional structure,
an organizational structure of the entire process is formed, its typical actors, as a rule, being
subjects of change (see Appendix 2), the key of which are a regional state administration and
regional council. What is this role exactly? This is a challenging role of initiator, regulator
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and capacity integrator of quality-driven “social transformations” (Roxborough, 1988) into
complicated governance and economic relations. These relationships, as shown in Appendix
1, arise between power state authorities and local governments and business and the public,
and also involving external institutions.

In practice, the organizational structure of an object is not always a management extension
of its functional structure (a regulatory body is established, but its legal framework is
deficient); in such cases institutional failures are common due to inability to perform the role,
functions, or be of benefit for the process. Besides, within economic orders (by W. Eucken
(Eucken, 1952)) stable groups of stakeholders are formed evolutionally; these groups are
interested in creation and preservation of standing institutions and practices, and
consequently, in blocking of innovations unfavorable for them. For example, the dominating
interests of argo-holdings or latifundists who are guided by getting profits and raw materials
rent from large-size farmlands, determine poor loyalty to administrative innovations of the
local government reform (Gotzuenko and Gotzuenko, 2015) which causes problems for
innovation diffusion, social responsibility, trust in state reforms etc.

The structure of ties of a management object. This structure shows interdependence
between the objects’ elements and processes, and performs an important indicative function at
the designing stage. As O. Sukhodolia notes, analysis of a management object is aiming to
identify processes and detect discrepancies between the processes and types of structure
(Sukhodolia, 2005). Based on literature review and on the author’s own reflection, the main
conflicts and ruptures in processes, behavior, and interaction of elements (see Table 1) among
themselves and with their multifactor environment are presented in Appendix 3 in a very
concise form.

The Appendix 3 illustrates that most of the contradictions are also related to a problem of
maintaining regions’ trajectory of development upon condition of a certain “path
dependency” of relations development at all levels of governance in Ukraine. These and some
other contradictions are getting increasingly noticeable in the context of lack of the Ukrainian
people’s trust in the government institutions. Thus, in January 2016, according to data of Kyiv
International Institute of Sociology, the Ukrainian government institutions had a record-
breaking low level of the population confidence: -48.1% of trust in the President of Ukraine; -
66.3%, in the government; -72.4%, in the Parliament (Ukrainian Pravda, 2016). Given a
strong political will, Ukraine could eliminate the above mentioned imbalances in several
years.

Essentially, most of the Ukrainian contradictions, mentioned in Table 3, are of institutional
nature and thus can be eliminated in an evolutionary manner. The most advantageous
experience of it is accumulated by the EU countries and OECD. Therefore, it is reasonable to
group principles, regularities, and “best practices” according to the following three
dimensions: spatial development, economic development, and integrated development
management with international inclusion. Transferring them to the Ukrainian reality could
accelerate considerably the operation of complex mechanisms of social self-regulation
through realization of the systemological Wallerstein-Braudel principle. According to that
principle, a society has anything that there is to exist, although mostly in an implicit form,
only a small part of it being actualized. Thus, there is nothing principally new, since
everything existed at proper time and can become relevant in due course. In this respect, new
institutional forms of regional economic policy modernization, expedient from the standpoint
of the adopted advanced experience and realization of the Ukrainian regions potential, can be
as follows:

— communication and integration ‘corridors’ used in cooperation with other interested
regions, including the European twinning regions. These corridors can provide for creation
and accumulation of institutional and economic potential between the axis endpoints;

— new cultural communities in “bonfires of competitive ability”, which include university
centers and technological clusters as sources of renewable resources of new time — culture,
innovations and technologies. “Bonfires” of that sort are needed not only as deposits of ideas
and skills, but also as sources of integration and self-activity, drawing into its orbit larger
territories — other settlements, districts, and even regions. “Deposits” of added value and their
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“processing” facilities lie in the same space. Transnational corporations are unable to occupy
that niche, and that is why it needs state support;

— special state services: pre-privatization preparatory work carried out according to world
standards and a guarantee follow-up of technological modernization at large infrastructure
facilities of power industry, housing maintenance and utilities services, transport that are
evenly allocated in the territory of Ukraine, which signalizes a full-fledged infrastructural
development.

The state practice of ensuring industries’ development in the form of target programs
presupposes a primarily functional territorial division of the country meant to achieve object-
oriented character of the programs. The biggest centers of sustainable development or
prospective centers (middle-size cities of the most advantageous or strategically beneficial
location — in terms of polycentrism) are highly probable to become development zones nuclei,
while their external borders are noted for a maximum effective range: up to 150-200 km along
highways, and 50 to 100 km beyond main roads.

In the present-day Ukraine, a multilayer space has been formed: the physical space has
come to encompass multiple objects of different subordination, which require different
patterns of management, in particular by the state. In the course of decentralization, the
Ukrainian state is at the very start of applying a new pattern of non-hierarchical redistribution
of responsibility and resources. Basically, the government can perform the functions of a
coordinator of ‘responsibility lines’ between heterogeneous political, social, economic
subjects. However under decentralized governance, it is necessary to have regard to a natural
spatial structure of people’s settlement, known as a ‘nesting doll’ (also known as ‘the
Christaller chart”). Thus, a change of development management principles should take place
at each level of a decentralized spatial structure: consolidated communities, districts, regions
etc. At the local community level, neither macro-economic nor branch-oriented mechanisms
are applicable; instead, economic functioning mechanisms should be applied. Similarly, at the
regional level, it is important to use the principle of political consensus as to economic
entities’ operation, activating or deactivating the mechanisms of regional economic policy
modernization.

Material of a system. A current system of regional economic policy modernization exists
under the conditions of idealistic and democratic change of attitude of the state and society to
human rights and dignity. Ideally, this should be expressed in decentralization of the
regulatory powers and improved economic interaction between the “center” and the regions,
between a region and smaller entities of all forms of ownership located in it. However the
Ukrainian decentralization of power in 2015-2016 became an argued and far from being
popular reform that was forwarded in the conditions of lack of real alternatives, the state
budget exhausted during the previous years, and scarce economic opportunities to compensate
for the “reform burden” of the impoverished Ukrainian population. For example, Image 4
demonstrates the dramatic failure of the two major macroeconomic indicators characterizing
increment of wealth in Ukraine and the production growth in 2013-2015. Besides the Russia's
military aggression, the past 2014-2015 years were remembered as the years of the several
difficult reforms started, years of start of political and economic modernization with a huge
load on the previously devastated Ukraine's state budget.

The financial aspect of modernization is essential as it affects the system material, firstly,
through increased own and delegated powers, and a greater resource capacity of consolidated
territorial communities and local councils; secondly, due to insufficient institutional and
resource capabilities of practically all regions, which impede their new development in the
new conditions. It is also important to realize that serious intellectual and social challenges
block the development too, as it proves that, apart from financial resources, the introduction
of changes has to be supported by social trust and national unity, as well as by skilled staff,
technologies, and effective development strategies of all different spatial formations.

There is an important connection between the system material of a catch-up modernization
(in our case it is a regional economic policy) and management of manifestations of
discreteness of regional economic policy modernization at the institutional level. This
connection manifests itself in a dialectic acquisition of an accumulated ability of the leading
subject of change to perform linear transition from one position to another (see Appendix A)
in a role-status sequence of “outsider — follower — innovator — leader”. A ‘critical mass’ and a
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powerful combined surge of business and administrative activity are needed to overcome the
barrier of institutional inertness when entering the state of modernization changes “from the
inside” rather than externally — by command “from the top”. The next mighty impulses of
administrative activity will allow crossing the institutional passivity threshold in a new
leadership manner. It is significant to mention that a modernization transit from one
leadership status to another is fairly unique: localized and consolidated nuclei-groups of
regional politico-administrative elites identified with a specific region can assume those
roles/statuses. Thus, the interest of elites counts for a great deal in the regional economic
policy modernization.

Image 4: Ukraine’s real gross domestic product (GDP) and basic industry manufacturers index
(BIMI) in 2013-2015, in % y-to-y
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Superposition of roles/statuses of “outsider — follower — innovator — leader” onto
aggregated results of the above systems representation of the components of a regional
economic policy system under modernization has led us to the following conclusions about
transformations of administrative relations as affected by discreteness (Appendix 4). The
current Ukrainian situation is indicative of the start of the “outsider — follower — innovator —
leader” transition in the catch-up modernization.

As business practice proves (Blank, 1995; Boyett, 2006), accumulation of ‘critical mass’
of effective entreprencurial and management activity leads to the situation when local
initiators, project managers or subordinate middle executives in due course can become
coordinators and managers of local modernization processes, and eventually — upper
management leaders who generate new leaders. Under certain conditions, a substantial
institutionalization of their personal status and social capital takes place (by P. Bourdie
(Bourdie, 1972 : 182)).

Consequently, in the course of complex social relations modernization, the major change
of a modern leadership role-status of an individual or reform nucleus (team) lies in transition
from management of an object’s steadiness to develop, in particular through designing
strategies, to development and dissemination of value-oriented vision.

4. Discussion

Tension lines and promising mechanisms of modernization

It is important that imbalances resulting from domination of one group of factors, which
accelerates or hinders modernization, can cause an appreciable shift in time the emergence of
a new “unstable balance” and affect the length of a new discrete “jump” towards changes (see
Fig. 1). For the purposes of regional economic policy modernization it means that, subject to a
strong political will for state reform implementation in Ukraine, the functional mechanisms
for regulation of modernization processes that facilitate, at least organizationally, regaining of
the desirable modernization trajectory and speeding up of movement along it are of great
current interest. These mechanisms include:
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1) mechanisms for organization of modernization processes (initiating and designing
actions, streamlining, coordination, communication, collaboration and integration with other
structures of all levels regardless of their geographic location);

2) mechanisms for deblocking the modernization processes, which is called forth by
opposition (or sabotage) on behalf of certain pressure groups, lack of mutual understanding,
institutional inability etc. Let us take a closer look at them.

To begin with, turning to management mechanism it is worthwhile to accept a definition
given by G. Odintsova who describes it as “a means for resolving a conflict within a
phenomenon or a process, a systematic implementation of actions, which are based on
fundamental principles, goal orientation, functional activity with application of the relevant
management methods, and are aimed to achieve the set objective” (Odintsova, 2002 : 12).
Depending on a management object and functions, there exist optional versions of
management mechanisms with different functional or disciplinary emphases.

Mechanisms for organization of modernization processes. Target vectors of mechanisms
for modernization processes organization are as follows:

— initiation, development and realization (within the competence of the relevant power
authorities) of the established value orientations and vision along with a set of regional
development targets and objects located in the region;

— formation of development centers network for spatial dissemination of innovations. In
particular, infrastructure development that reduces economic remoteness (by the new
economic geography theory), improvement of other factors (human capital and institutions),
support for settlements that create and translate innovations to the periphery);

— attainment of balance between the natural interests of the state, local government bodies,
local business, and the public;

— pro-active and efficient response to changes of the structure and rate of growth of a
regional socio-economic system;

— organizational mobilization of the reserves for the economic growth of a region and
territorial communities located in it;

— integration of a publicly determined trajectory and available resources of regional
development with external partners in international, inter-regional and private-corporate
cooperation.

At the same time, modernization itself and its organizational mechanisms are obviously
contradictory: ruining for the sake of creating more effective institutions requires a “flexible
hardness” for its implementation. Carrying out modernization in a young democracy such as
Ukraine, it is possible to discern at least four essential ‘lines of tension’ in several functions
of initiation, streamlining and coordination, integration and communication:

— ‘uncontrolled self-progress — controlled “movement by touch™, which requires a
continuous scientific monitoring of modernization, its saturation with breakthrough ideas and
solutions, and timely correction subject to external and internal circumstances;

— ‘managerial incompetence and uncertainty — a guiding, regulating, and controlling role
of the state’, since it is the state which should be a guarantor of a desired social outcome
(Kaufmann, 2003) in the eyes of its citizens;

— ‘social disbelief and sabotage — reliance on positive public opinion’ as to the desired
course of modernization by a fair and timely redistribution of state resources and
implementation benefits among the population strata;

— ‘power — population’, when in the course of regionalization and voluntary consolidation
of communities, the size of government assistance to poorly developed territories may be
reduced.

Mechanisms for deblocking the modernization processes. The condition of the state and
local budgets, as well as that of the entire market infrastructure, corruption rate, stereotypes of
the previous regimes, and “path dependence” have not allowed the Ukrainian regions to build
their long-term economic policy or create a mass of new jobs in the real sector of the regional
and local economies. All the above-mentioned challenges increase social tension, causing
destructive opportunistic behavior of many social groups, and generating new risk factors.
That is why it is expedient to combine the mechanisms for organization of modernization
processes with those deblocking it.
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Reasons and factors for blocking modernization process at the regional level basically lie
in the following areas:

— administrative area — as a result of public disbelief in the reforms, continuity in
procedures and transition (or loss) of power, inertness in treatment of changes, corruption and
so on. These factors are conceptually based on social interaction theories; the concepts of
organizational fields and institutional isomorphism (DiMaggio and Powell, 1983); a concept
of ‘the strength of weak ties’ (Granovetter, 1973), related to social ties theory (Bourdie, 1986;
Coleman, 1988); a network relations concept etc.;

— resource area, which includes such blocking factors as lack of the key resources —
financial, trust and inner consensus as to values and goals, staff, and accountability;

— integration area (blocking through a community’s isolationism and ignorance,
disintegration and weak cooperation ties among regions).

To block potentially effective changes, a variety of ways are used: from ideological
grounding of changes inadmissibility, with references to traditions, national mentality and the
like, to overt bribing of elected law-makers (members of parliament and local deputies) or of
appointed heads of executive authorities, whose jurisdiction is to effect the appropriate
changes.

Manifestation of all the aforesaid factors brings about formation of three other groups of
systems contradictions, which, according to G. Kupriashin, penetrate the existing institutional
design (Kupriashin, 2015 : 60-61), namely: 1) conflict interaction and tension between
institutional changes and continuity; 2) an imbalance between the stereotype of politico-
administrative power centralization and the necessity for coordination and institutional
autonomy of management objects; 3) an imbalance of reformist efforts concerning
simultaneous accomplishments and efficiency, and accountability of authorities’ bureaucratic
activity on the basis of combined market and administrative methods. Accordingly, the
following three axes of tension emerge:

— ‘steadiness — novations’. It is a crisis of perception of values underlying various
governance practices;

— ‘coordination — centralization’. Here belong flaws of politico-administrative
coordination of new decisions acceptance and promotion, which are expressed through
conflicts between party and political communications and administrative executive
procedures of evaluation of local needs;

— ‘efficacy — accountability’. Due to a crisis of credibility to new or weak government
institutions, there is an increased risk of non-transparent local decision-making and a growing
uncertainty of regulatory mechanisms, since here new informal institutions with low
transparency step in.

In this view, the described mechanisms for organizational furtherance of modernization
with their “tension lines” explain the manifoldness of the problem range of the current
regional economic policy modernization in Ukraine both in terms of organizational regulation
and provisions of institutional design and reconstruction of quality institutions. They are a
response to a series of “pathologies” traditional for the Ukrainian public sector and
governance: irresponsibility, lack of initiative, imitation of changes, disintegratedness,
chronic resource scarcity etc. One of real “keys” to solving these problems is adoption of the
best modern approaches to mastering external opportunities and mobilizing internal resources,
which will be the topic of the author’s next works.

5. Conclusions

It has been proved that the systems approach as a basic methodology of studying and designing a
new regional economic policy is closely connected to linking contradictory and multidirectional
processes into a consistent logic of institutional modernization or, as a minimum, that of development
along a desired trajectory.

Theoretically, this task is fulfilled under the conditions when modernization (or transformation) of
relations and institutions runs along traceable paths with application of specific, non-universal
modernization mechanisms (in the form of a module-based model of institutional change). This logic
makes it possible to build a strategy for regional economic policy modernization in the shape of a
consistent development of qualities (capabilities) of a management system and minimization of
dysfunctions along the tension lines. Based on feasible mechanisms and identified imbalances, certain



Dunayev L., Regional Science Inquiry, Vol. IX, (1), 2017, pp. 21-39 33

‘institutional modules’ or functional mechanisms of regulation (legal, economic, information), which
would incorporate sets of operation rules of regions’ group interaction with other similar subjects in
different locations. The mechanisms in question are to be approved by formal and informal institutions,
allowing for solution of related problem issues even at the national level.

The regional economic policy modernization along a desired trajectory will be successful only if the
regional systems of governance are able to form and make use of more than the two discussed basic
mechanisms of furthering modernization — organizational and deblocking; their constituent
mechanisms should be employed too. These mechanisms, which are supposed to integrate institutions,
interests and values at least at the regional level, are of current interest for all the developing regions
and countries. From that angle, the process of incrementing institutions will turn, to a large extent, into
a self-transformation (self-development) process.

Generally, the presented logic of identification of mechanisms to support regional modernization
can be applied both in Ukraine and in other countries, making it possible to purposefully affect the
sequence of processes and structure of management mechanisms pursuant to a country’s priorities.
Taking the proposed logic and rationale into account allows avoiding a great many of conflicts and
institutional disabilities in management, strengthening regional and local authority’s interest in taking
the initiative and exercising democratic flexibility.
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7. Appendices

Appendix 1: A fragment of representation of the functional structure of a management object, as
exemplified by the regional economic policy development process

Typical functions of the . . . Basic interest of a
Main process participants . .
process participant

Stage: “a process of formulation and coordination of regional development priorities”

State administration (an
Initiation executive body) and/or
a local council

A goal-oriented rational or
political motive

State administration,

Designing policies, developers — experts, special

forecasting results and interest groups.(b.lg A goal-orlen.ted rational
options companies, associations, motive
P NGOs, communities,
universities)
Coordination of parties . . A goal-oriented rational
I p State administration & ren !
involved motive
. . ini i local A political 1-
Seeking a balance of interests State admlnlstra‘Flon, aloca .po 1tica gnd/or gqa
council oriented rational motive
Stage: “a process of setting and coordination of development tasks and their sequence”
. . State administration, special A goal-oriented rational
Designing and selection ) .
interest groups motive
Removing threats beyond set ~ Developers — experts, state A goal-oriented rational
priorities administrations motive
Stage: “a process of evaluation and approval of main resources for regional development”
. State administration, A goal-oriented rational and
Designing o R . .
interested parties a political motives
. . A local council and State A goal-oriented rational and
Seeking a balance of interests . . . .
administration a political motives
. « » State administration and a
Drawing up an “agenda” for . o . .
local council, special interest A political motive
acceptance
groups

Formal approval of a . A goal-oriented rational
A local council o .
consensus agreement and/or political motive

Preparation for introduction . . Neutralization of opposition
. . State administration, a local
to implementation and council to change and search for
political processes support
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Appendix 3: Principal contradictions of modern regional economic policy modernization

Domain of . . .
. . Essence of existing contradictions
manifestation

— between (a) conflicts of economic and political interests of certain local
elites and special interest groups with projections of innovations of three
Ukrainian reforms — local government reform, territorial system reform,

and state regional policy reform — and (b) social request for prompt

realization of reforms.
— between (a) a declared wish of the state to delegate a major part of its

. authority, resources and responsibility to local governments and (b) a

Public- . . . .

administrative practice of complicated and excessively regulated ac.cess to other public

domain resources (fqnds, guarantees e.tc.)? . .

— between (a) decision-making inertness and (b) institutional capacity of
the regional tier of governance to mobilize a partially used administrative
and economic potential of the decentralized system of relations, in which
regions’ independent search for the most reasonable development options

plays a major role;

— between (a) traditional power authority of the state and (b) new methods

of public management.

— between (a) a drastic inadequacy of the method of spatial organization of
socio-economic life and (b) market principles and reasons for independent
economic entities’ location and new settlement preferences of citizens;

— between (a) economic heterogeneity of regional space and (b) low
competitive ability of all the regions and their low institutional and
financial capacity for efficient solution of regional socio-economic
problems;

— between (a) a traditional practice of applying a sector approach to
solving socio-economic problems, mostly with public funds, and (b) and

Economic and integrated programs’ approaches to mobilization of various local

spatial domain resources;

— between (a) better developmental opportunities, guaranteed by the
legislation, for consolidated communities and (b) new institutional-
economic and image disparity of communities in terms of attraction

(retaining) of valuable resources due to concurrent existence of
consolidated and non-consolidated territorial communities in a region — an
actual problem of the transitional period;

— between (a) the new Ukrainian cultural and economic centers with rather

high and increasing competitive abilities and (b) similar foreign competing

centers (regions, communities).
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Appendix 4: Evolution of transformations in regional economic policy relations affected by the

property of discreteness

Type of Traditional
transition . driving forces and
Essence of transformations .
between roles/ motives of
statuses modernization
a) open-mindedness to introduction of
someone else’s experience and new practices.
To be happy means to be up-to-date,
including in perception of up-to-dateness;
b) creation of a potent motive, an internal Elites’ career and
s 1 source of development and self- power ambitions;
Outsider”- R . o .
« v motivation.An answer to the ‘for what justification of
follower , . . - )
purpose?’ question determines a possibility to people’s
become a leader in future; confidence
¢) ideological and mobilization attitude for
transition from ‘process’ to ‘ultimate result’,
from ‘immediate effect’ to ‘profound long-
term changes’(AuthentiCity, 2008 : 19).
a) from. administration and mo.t1V.at10n to Ambitions of the
reliance on trust and unanimity; .
. . . . ’ state and elites as
b) from isolation to integration; readiness for s
o N ) S . .. to their historical
Follower” — taking risks is supplemented with the ability role:
“innovator” to manage social risks; ’

c¢) from ready-made solutions and
predictability to originality; from
organizational formalism to cultural relations;

retaining power;
a human being as a
value

a) value-oriented vision (instead of concept
and strategy development); strategic
competence is required as before, however
leadership is performed by impulses, which
bring about ideas and innovations that are
initially chaotic and often spontaneous;

b) transition from general management
functions to the role of a propagator of ideas
and functions of a company’s mission;
¢) transformation of the roles of an
organizational structures designer and a
management system architect into the roles of
an organizational transformer, a proxy for
changes and a converter of its followers into
local leaders;

d) conversion of individual status leadership
into group leadership.

“Innovator” —
“leader”

Ambitions of the
state and elites;
retaining power;
power over the
future: morals and
architecture of new
social relations;
a human being as a
value.

*Source: the authoring, 2016.
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Abstract

The banking system has experienced rapid and significant technological changes in recent
years, including automated teller machines (ATMs), automated clearing houses, point of sale
systems, telephone transfers, automatic bill payer accounts, and credit cards. The total effect
of these innovations on money demand has been the subject of some empirical research;
however, the individual effect of most of these innovations has not been estimated. This
article attempts to partially bridge the gap in the empirical literature by providing empirical
evidence relating to the effect of ATMs on money demand in world scale. The demand for
money is a very important for the conduct of monetary policy and measurement of the
effectiveness of monetary policy. This study attempts to analyse if financial innovations has
impacted the demand for money using a system (the original equation and the transformed
one) GMM method. In this study, money demand dynamics are examined empirically by
using the Blundell-Bond estimator which reinforces Arellano—Bond by making an additional
assumption that first differences of instrument variables are uncorrelated with the fixed
effects. It makes it possible to introduce more instruments that improve the efficiency
considerably. We estimate the demand for money (M2) for a panel of 215 countries and
territories from 2004 to 2013. The elasticity of the demand for real money to ATM is about
0.01 percent meaning that the sensitivity of money demand to ATM is low. In other words,
money demand is not elastic with regard to ATM.

Keywords: Money demand, ATM, Financial innovation, Dynamic panel data model,
GMM

JEL classification: C13, C40, C51, E40, E44

1. Introduction

Using new electronic technologies caused more than ever the expansion of e-commerce
due to its high-speed and low-cost data transfer that needs the monetary instruments and
proportionate payments. It means that the transfer of funds by paper-based method is a major
obstacle to the trade. Therefore, electronic transfer of funds has been developed along with
the development of e-commerce in a variety of forms. Electronic payment method provides
security, convenience, speed, low cost and high efficiency. Electronic payment can be made
by automatic teller machines (ATMs) and include electronic money (e-money), electronic
cards (e-cards) and electronic check. The use of electronic money in a large scale has
significant business, economic, political and social impacts.
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The Keynesian money demand = (,) is enriched with innovation (r*) so that it can be
represented implicitly as = ( ,, r*). Financial innovation is an opportunity for investors, who,
on the market, decide which innovation is going to survive and evolve, and monetary
authority, which looks at the demand for money and its stability as an explanatory variable
together with consumption and investments, should consider these portfolio shifts and their
(adverse) effects.

The objectives of the current paper is to estimate the demand for money in the presence of
financial innovation using panel data from 215 countries in the world for the period 1961 to
2013. We shall use a systems based General Method of Moments (GMM) of Blundell and
Bond (1998) for estimation. This has several advantages. Our paper is the first to use this
method to estimate demand for money with panel data for all of the countries in the world.
The rest of the paper is structured as follows. A review of the theoretical and empirical
literature is given in Section 2 followed by methodology including a brief overview of the
conventional demand for money and econometric approach in Section 3. Section 4 presents
the results of the estimation and it ends up with summary in section 5.

2. Literature Review

There are 3 different outcomes out of the bulk of the major previous studies about the
impact of payment technologies on the demand for money. The first category came to the
conclusion that it has a negative effect on money demand while the second group conclude a
positive impact and the third one produce mixed results or no significant impact.

First, we begin with the studies with negative effect. Boeschoten (1992) find out that the
use of ATMs, cheques and POS terminals significantly reduces cash holdings (based on
microeconomic analysis of payment habits in the Netherlands). Attanasio et al. (1998) sum up
that the demand for money of households who holds an ATM card is much more elastic to
interest rate than that of households who do not (based on time-series and cross-sectional data
during 1989 — 1995 in Italy). Rinaldi (2001) states that the development of card payments
(including ATM cards) will reduce the demand for money in Belgium. Snellman et al. (2001)
and Drehmann et al. (2002) come up with the result that the number of POS terminals and
ATMs has significantly negative effects on money demand (based on panels of European
countries). Attanasio et al. (2002) finds that the interest rate elasticity of money demand is
sensibly higher for individuals who have access to ATMs than those lacking. Therefore, ATM
users hold significantly lower cash balances than non-users (based on data from Central and
in Southern Italy). Stix (2003) proves that if the share of individuals who use the ATM
frequently is high compared to infrequent ATM users, then a negative effect on cash demand
was likely to occur. Markose and Loke (2003) believe that high ATM density as well as low
user costs may reduce cash demand. Duca and Van Hoose (2004) show that money demand is
inversely related to the improvements in transaction technology (such as ATM) that lower
transaction costs. Columba (2009) come to the conclusion that technological innovation has a
negative effect on currency in circulation, whereas their effect on M1 is positive.

We then, pay our attention to the studies with positive effect. Zilberfarb (1989) shows that
the use of ATM reduces the transaction cost and therefore it increases demand deposits.
Goodhart and Krueger (2001) state that people visit ATMs more often and withdraw small
amounts of cash, which would increase the demand for small bank notes. Attanasio et al.
(2002) say there are significant differences between individuals with an ATM card and those
without. Most of the ATM transactions involve the withdrawal of cash (and very few
deposits), it is quite likely that ATMs infra-structure influence the use of cash and money
demand positively.

Finally, we focus on the studies with mixed or no significant effect. Boeschoten (1998)
shows that ATMs lead to reduced cash demand by the public but increased inventories of
currency held by the banking sector for ATM usage. Thus the total effect of ATMs on the
total amount of currency outstanding is quite moderate ( based on Dutch data during 1990—
1994). Snellman, Vesala and Humphrey (2001) proves that ATMs leads to more cash
withdrawal but less amount of cash and therefore, the total effect on cash demand is
ambiguous. Drehmann et al. (2002) conclude their research with the results that ATMs seem
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to increase the demand for small notes, while the effects on large notes are unclear (based on
annual data from 1980 to 1998 for 18 OECD countries).

3. Methodology

3.1. Theoretical approach

The general form of the theory of money demand includes the main determinants of the

level of economic activity:
M,
P, —oR:))

where the demand of nominal money balances is denoted by M, the price index is
denoted by P: that is used to convert nominal balances to real balances, the scale variable is
denoted by that relates to activity in the real sector of the economy (proxied by GDP), and R+
is the opportunity cost of holding money that is proxied by the interest rate.

Scale Variables: We include the scale variable in the money demand function to measure
transactions relating to economic activity. Transactions theories of money demand put
emphasis on income as the relevant scale variable while in asset theories, wealth is considered
as a relevant scale variable. The problem with asset theories is that it is not easy to measure
wealth. Long time series on financial wealth have been collected and recorded only in few
countries such as USA and UK. furthermore, these measures are not as comprehensive as the
general measure of wealth that includes the value of human and nonhuman capital, proposed
by Friedman’s (1956) modern quantity theory. Measuring expected income was made
possible by using Cagan’s (1956) model of adaptive expectations. The adaptive expectations
model for the unobserved expected level of income at time t, ¥ is:

Yo - Y =0(¥ -Yia)

where 0 <0 < 1. By rearranging the above adaptive expectations model, we have:

Y =oY: +(1-9) "t-1

YF as shown in above formula implies that the expected level of income at time t is a
weighted average of the current actual level of income and last period’s expected value of
income. The weights are the adjustment parameters 6 and 1-0. By continuous back-
substitution, finally it yields the second presentation of the adaptive expectations model:

Ye =0Ye +(1-0)+0(1 — &) ¥ep +

This formulation indicates the unobserved expected level of income at time t is a weighted

average of the current actual level of income and already known income levels of the past,

Yi-1, Yi-2, and so on. 0, 6 (1 — ), o(1— 6)* , and so on that are the weighting scheme,
represents a memory that is the influence of past income levels on the formation of
expectations. For instance, if 0 is close to zero, the weights decline slowly and the economic
agent has a long memory. In other words information from the distant past considerably
impacts the formation of expectations. Alternatively, If 0 is close to one, the weights decline
quickly and the agent has a short memory meaning that only information from the recent past
impacts the formation of expectations. The problem with the adaptive expectations model is
that it doesn’t suppose enough rationality on the part of economic agents meaning that only
current and past values of the variable in question are used by economic agents when it
formulates expectations for the future. John Muth’s (1961) rational expectations hypothesis is
considered as an alternative hypothesis for the above analysis. Rational expectations imply
that economic agents when forming their expectations for the future use all of the available
information, including relevant economic theory. Lucas (1972, 1973), Sargent and Wallace
(1975), and Barro (1976) made significant contributions to the concept of rational
expectations. Using the rational expectations for empirical work requires quantifying the
concepts of ‘available information’ and ‘relevant economic theory.” This quantification is
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very helpful but it is not an easy task to do. It is because, we need to treat many issues, such
as structural shifts in the income growth process for empirical work, see Barro (1977, 1978).
In order to represent the scale variable in the money demand function, the level of current
income is going to be used. Laidler (1993, pp. 98-99) mentions that the measurement of this
variable is not problematic because, in spite of the fact that economists use gross national
product series, net national product series and gross domestic product series to measure the
scale variable, these variables move rather closely together over time and using one or the
other makes no difference. Measure of transactions is a more comprehensive compared to the
measure of income. We give an example for clarification purpose. Gross national product
(GNP) does not include transactions in financial assets, sales of intermediate goods, transfers,
and purchases of existing goods despite the fact that they all have impact on the demand for
money. That is why economists have relied on the construction of scale variables on the basis
of more general measures of transactions. It is not known yet to say for sure if these new data
will make important improvements in the explanation of aggregate money demand. Recently,
there have been attempts to disaggregate GNP into several scale variables to take into account
this fact that all the transactions are not equally money intensive. For instance, Gregory
Mankiw and Lawrence Summers (1986) state that consumption is a more suitable variable
than GNP in order to estimate money demand functions and that the disaggregation of GNP
into components that replicate the nature of international transactions is important for open
economies. The fact that disaggregation of GNP improves the performance of money demand
functions is not yet backed by empirical evidence.

Opportunity Costs: The opportunity cost of holding money is defined as the difference
between the rate of return on assets alternative to money and the own rate on money. The
question is that what is the best choice for the rate of return on alternative assets? Economists
adopt a transactions approach and a narrow definition of money (short term interest rates,
such as the Treasury bill rate, the commercial paper rate, or the saving deposit rate) is used for
this purpose. By adopting asset approach, on the other hand, broader definition of money
(longer-term rates of interest) is used. Now we turn our attention to the own rate on money.
Most economists believe that it is actually zero meaning that the explicit rate of return on
most forms of money (i.e., currency, demand deposits, etc.) is zero. This is questinable,
because even if it is the case (the explicit return is zero), money earns an implicit rate of
return (gifts, services, or reduced transactions fees) by maintaining a minimum level of
deposits. The problem is that it is not easy to measure the implicit rate of return so many
researchers have ignored it. See Benjamin Klein (1974) and Richard Startz (1979) for
exceptions. However, some other variables might have impacts on the money demand
function. For a discussion with further references see Goldfeld and Sichel (1990), Laidler
(1993), and Subramanian Sriram (1999).

We start the empirical estimation of money demand functions with introducing the long-
run, log linear function that is of the form

M
Log (Pt )=oc+‘8-I log ¥t BoRe | g

Desired stock of nominal money is denoted by M* | P is the price index that we use to
convert nominal balances to real balances, Y is the scale variable, and R is the opportunity
cost variable.

The conventional money demand M d_ (Y+,) is misspecified and leads to the bias that gets
into the estimated coefficients. Therefore, it has to be enriched with financial innovation (r*)

so that it can be represented implicitly as M d_ (Y, r*).

3.2. The empirical model

The standard specification, based on the quantity theory of money that is the conventional
money demand function, used in many empirical works in several country specific models is
as below that has a semi log-linear specification. We proxy the effect of financial innovation
(technology payments) on the demand for money by the number of automated teller machines
(ATMS):

Log M2;r _Fa +Log GDPij: P2 R, +‘83L0g (AT M) +
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In order to estimate a demand for real balance of money, we use the amount of currency in
circulation. The currency in circulation in real term is denoted by M2, real gross domestic
product is denoted by GDP, R refers to the interest rate, the number of automated teller

machines is denoted by ATM, and the error term is denoted by €z with t spanning from 2004
to 2013. The official website of the World Bank is the source of data.

3.3. Econometric approach

This study analyse some possible approaches ranging from simple (static pooled ordinary
least squares to more complex dynamic panel models. In order to reach the preferred
econometric estimator, we have to make a number of decision as follow: 1) should we use a
pooled estimator, or effects-based models aiming at taking into account cross-sectional
variation/heterogeneity; 2) if we decide that the preferred model should be dynamic
(including lagged adjustments); 3) after deciding on a dynamic model, then we decide what
the preferred estimator is; 4) the next step is that if we can use the estimates for forecasting
purpose; and 5) if we can use the data for estimating such a model. Figure below shows the
decision making process aimed at reaching the preferred estimator.

After discussing the possible econometric models, we will describe the initial modelling in
order to select the preferred econometric model. It is important to use effects-based models to
include the possibility of heterogeneity in the dataset. Based on statistical analysis, we
decided that fixed effects were more appropriate. The reason for this is that static models lead
to unjustly large parameter estimates and very high t-statistics. Therefore, dynamic
specification is more appropriate. ECM or an ARDL model are as alternatives for dynamic
models with the difference that in ECM, the long-run relationships are modelled explicitly
while ARDL involves in modelling long-run relationships implicitly. We estimated ARDL
due to the small number of time-series observations but it faces the challenge of identifying
long-run elasticities explicitly. On the other hand, we estimated ECM, taking advantage of
identifying long-run elasticities explicitly but again, it has the disadvantage that it is not very
suitable for our short time-derived data. In other words, ARDL and ECM each have their own
advantages and disadvantages with regard to our data set. At the end, we arrive at the final
stage of choosing the best model. The question now is that model out of the two common
dynamic panel data estimators is more appropriate. Based on its advantages, we decided that
the Blundell-Bond estimator was the best.

A model was estimated using the estimation Blundell & Bond technique. Arellano & Bond
technique uses an estimator that is built to handle the endogenous nature of the lagged
dependent variable that is very similar to the instrumental variables (IV) estimators that uses
different variables as instruments or proxies for the lagged dependent variable. There should
be no serial correlation in the residuals in order to meet the requirement of using these
estimators; if there is serial correlation in the residuals, the instrumentation is not valid
leading to inconsistent estimator. If the coefficient of the lagged dependent variable is large
(in other words, if the time series is close to containing a unit root), the Arellano—Bond
estimator will not be efficient (Baltagi, 2008). Blundell & Bond use a system of
equations/GMM estimator that offers a solution to this problem. The Blundell-Bond also
assumes that the initial observations have an insignificant impact on the observed
observations. Based on these significant advantages, we chose the Blundell-Bond estimator
as the best econometric technique for use in this study.

3-4- Diagnostic testing

Diagnostic testing in panel data is not as advanced as diagnostic testing in cross -sectional
or time-series analysis. However, only a few tests that is available to use which include:
autocorrelation, and instrument validity. This is because when the cross-sectional element of
the data is large (as is the case for this study); the estimated standard errors are asymptotically
robust to heteroscedasticity and non-normality. In other words, even if the errors are non-
normal and hetroscedastic, the estimated standard errors are not affected by these factors.
Also, the squared correlation coefficient between actual and fitted results is used as the
optimal measure of model fit. We discuss these diagnostic tests further below. Fortunately,
the estimated regression passed all of these tests. Autocorrelation: Arellano & Bond
developed a test for autocorrelation in dynamic panel data. The Arellano—Bond and the
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Blundell-Bond estimators are both based on the assumption that there is no residual
autocorrelation in the model. The Arellano—Bond test for autocorrelation is a statistical test
for correlation in the first-differenced errors. There is autocorrelation in the first differences
due to the construction of the model. Therefore, we expect that the null hypothesis of no
autocorrelation will be rejected for the first differences. However, if null hypothesis of no
autocorrelation at second or third differences is rejection, it means that the moment conditions
are not valid and therefore, the estimator is not valid. Moment validity: The estimators
mentioned above are valid only if the moment conditions are valid meaning that the
instruments that have been used in the estimation must be uncorrelated with the error term
and correlated with the lagged dependent variable. There is no way to test this assumption
directly. Next best approach for testing the validity of the instruments is using the Sargan test.
Only if the instruments are valid, the estimates of the parameters of interest are considered
consistent so Sargan test is of special importance.

Figure 1: Econometric procedure selection

Fixed or random effects

Fixed

1

g

Static or dynamic model

Dynamic

Lt

Dynamic panel data or error correction model

Dynamic panel data

L L

Arellano-Bond or Blundell-Bond estimator

1

Blundell-Bond

4. Results

The systems GMM estimator thus combines the standard set of equations in first
differences with suitably lagged levels as instruments, with an additional set of equations in
the levels with lagged first differences as instruments. Although the levels of Yir are

necessarily correlated with the individual-specific effects (Tli) given model (1) below,
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assuming that the first-differences DYir are not correlated with Mi, and thus permitting lagged
first-differences to be used as instruments in the levels equations.

Yie = a¥it—1 + M + vir lxl < 1

Results of the Monte Carlo simulation show that the system based GMM approach has
better finite sample properties in terms of bias and root mean squared error than that of GMM
estimator with first differences alone. It is argued by Blundell and Bond (1998) that the
systems GMM estimator performs better than the simple GMM estimator because the
instruments in the levels equation remain good predictors for the endogenous variables in this
model even when the series are very persistent. Though it is argued that system based GMM
approach uses more instruments than the standard GMM and many instruments problem
could be serious, in the simulation results this is not found to be a limitation. In fact
simulation results show that the systems GMM estimates are less biased even in moderate
sample sizes of cross-section data, too.

Linear dynamic panel-data models include p lags of the dependent variable as covariates
and contain unobserved panel-level effects, fixed or random. By construction, the unobserved
panel-level effects are correlated with the lagged dependent variables, making standard
estimators inconsistent. Arellano and Bond (1991) derived a consistent generalized method of
moments (GMM) estimator for this model. The Arellano and Bond estimator can perform
poorly if the autoregressive parameters are too large or the ratio of the variance of the panel-
level effect to the variance of idiosyncratic error is too large. Building on the work of
Arellano and Bover (1995), Blundell and Bond (1998) developed a system estimator that uses
additional moment conditions; xtdpdsys implements this estimator. This estimator is designed
for datasets with many panels and few periods. This method assumes that there is no
autocorrelation in the idiosyncratic errors and requires the initial condition that the panel-level
effects be uncorrelated with the first difference of the first observation of the dependent
variable.

Consider the dynamic panel-data model

P
Z O ¥y
i=1

Yie = i= cBime  Bowe Ly, g,

where:
the @i are p parameters to be estimated,

Xir isa | X K1 vector of strictly exogenous covariates,

B is a K4 X 1 vector of parameters to be estimated,

Wi isa 1 X K2 vector of redetermined or endogenous covariates,

B 2 isa ks X1 vector of parameters to be estimated,
Vi are the panel-level effects (which may be correlated with the covariates), and

Eir are i.1.d. over the whole sample with variance 6: .

The ¥i and &i+ are assumed to be independent for each i over all t.

By construction, the lagged dependent variables are correlated with the unobserved panel-
level effects, making standard estimators inconsistent. With many panels and few periods, the
Arellano—Bond estimator is constructed by first-differencing to remove the panel-level effects
and using instruments to form moment conditions.

Blundell and Bond (1998) show that the lagged-level instruments in the Arellano—Bond
estimator become weak as the autoregressive process becomes too persistent or the ratio of
the variance of the panel-level effects ¥i to the variance of the idiosyncratic error Eir
becomes too large. Building on the work of Arellano and Bover (1995), Blundell and Bond
(1998) proposed a system estimator that uses moment conditions in which lagged differences
are used as instruments for the level equation in addition to the moment conditions of lagged
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levels as instruments for the differenced equation. The additional moment conditions are valid

only if the initial condition E[¥i A¥iz | = 0 holds for all i. Xtdpdsys fits dynamic panel-data
estimators with the Arellano—Bover/Blundell-Bond system estimator.

That the system estimator produces a much higher estimate of the coefficient on lagged
money demand agrees with the results in Blundell-Bond (1998) who that show the system
estimator does not have downward bias that the Arellano-Bond estimator has when the true
value is high.

STATA bond reports the Arellano-Bond test for serial correlation in the first-differenced
errors. The moment conditions are valid only if there is no serial correlation in the
idiosyncratic errors. Because the first difference of independently and identically distributed
idiosyncratic errors are autocorrelated, rejecting the null hypothesis of no serial correlation at
order one in the first-differenced errors does not imply that the model is misspecified.
Rejecting the null hypothesis at higher orders implies that the moment conditions are not valid
that in fact is not rejected. Also, according to Sargan test, instruments are valid.

Predetermined covariates: Sometimes we cannot assume strict exogeneity. A variable Xit
is said to be strictly exogenous if E[¥it&is] = 0 for all t and s. If E[®¥itSis] + 0 for s <t but
E[*¥itSis | = 0 for all s > t, the variable is said to be predetermined. Intuitively, if the error

term at time t has some feedback on the subsequent realizations of Xit, Xit is a predetermined
variable. However, we do not believe that unforecastable errors today might affect future
changes in GDP, so we do not suspect that GDP is predetermined instead of strictly
exogenous. Estimated coefficients using GMM method are as follow:

The estimate of the coefficient on the expected interest rate is positive and it is significant
at 5% level. It says that if the real interest rate increases by one unit, the real amount of
currency held increases by 0.003 percent meaning that money demand is not sensitive to the
interest rate. The estimate of the coefficient on GDP says that when the level of GDP
increases by one percent, the currency held increases by 0.11 percent. Its sign is positive as
expected, and it is significant at 5% level. The most important result is the estimate of the
coefficient on ATM numbers which is negative. If ATM increases by one percent, the
currency held decreases by 0.01 percent. Since we use the data obtained by the whole
economy, not a survey, it tells us the exact relationship between the number of ATM and the
currency demand in the economy. Finally, according to the estimation results, elasticity of
money demand to one lagged money demand is 0.89 percent. For models estimated by GMM,
we may compute the first and second order serial correlation statistics proposed by Arellano
and Bond (1991) as one method of testing for serial correlation. The test is actually two
separate statistics, one for first order correlation and one for second. We expect the first order
statistic to be significant (with a negative auto-correlation coefficient), and the second order
statistic to be insignificant. In other words, there is first order autocorrelation while there is
not second order autocorrelation.

The statistics are calculated as:

Pj

VAR(p;)
T
1
Pj=7—3=5 2. Pii
[=d4j
PEI = E{i‘lff.y rﬂ‘-EE-,E—J:}

T?’i‘,j=

Where Pj is the average j-th order autocovariance. (Note that this test is only available for
equations estimated by GMM using first difference cross-section effects).
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TABLE 1: STATA output of the Blundell-Bond estimation (Two-step results):
Variables Coef. Std. Err. z P>zl [95%Contf. Interval]
Lmd(-1) 0.896889 0.0077811 115.27 0.000 0.8816383 0.9121396
lgdp 0.117268 0.0075553 15.52 0.000 0.1024598 0.1320761
irate 0.0029198 0.0000754 38.73 0.000 0.0027721 0.0030676
latm -0.0109137 0.001865 -5.85 0.000 0.1024598 0.1320761
cons -0.1471167 | 0.0201003 -7.32 0.000 0.1865126 | -0.1077208

TABLE 2: Allerano-Bond test for zero autocorrelation in first-differenced errors (H o: no

autocorrelation)
Order z Prob>lzl
1 -5.1748 0.0000
2 -1.6693 0.0950

TABLE 3: Sargan test for over-identifying restrictions (H n: over-identifying restrictions are
valid)

Chi2 (440) 110.2809

Prob>chi2 0.3430

Also, according to Arellano-Bond Serial Correlation Test (with probability of 0.00 for first
order and 0.08 for second order) and Sargan test of overidentifying restrictions (with
probability of 0.26), the estimated model passed both authocorrolation and Sargan tests.
Therefore, the instruments for differenced eqution (that is the second lag of money demand)
and instruments for level equation (that is the fisrt lag of money demand) are valid.
Heteroscedasticity would not be a problem as the panel data by itself is a solution to
heteroscedasticity. The advantage gained on GMM is that is consistent even in the presence of
heteroskedasticity. Also, we did not include period dummy variables to take into account for
period fixed effects. We also note that the estimated coefficients of interest rate is very low
meaning that demand for real money is not sensitive to the change in interest rate. One lagged
dependent variable followed and GDP are considered variables with the biggest impact on
money demand. Also, interest rate and ATM are considered predetermined variables and GDP
is considered an endogenous variable. The reason for treating interest rate and ATM as
predetermined variables is that predetermined is more common in economic theory than the
extreme cases of being exogenous and endogenous as the first one implies that the
independent variable is uncorrelated with current, past and future error terms and the second
implies that it is correlated with contemporaneous errors which is highly unlikely in either
cases so I supposed the variables are predetermined implying that the current period error
term is uncorrelated with current and lagged values of the predetermined variable but may be
correlated with future values that is the most common case which makes fully sense regarding
the fact that interest rate and the number of ATMs are already decided in the previous year.
Also, we know that GDP is endogenous by its nature. One lag dependent variable is included
in the model. Furthermore, 1 lag of dependent variable and 2 lags of predetermined variables
(interest rate and ATM) are used as instrument to address the issue of endogeneity. Finally,
estimation output does pass Arellano-Bond test for zero autocorrelation in first-differenced
errors and Sargan test of overidentifying restrictions as well while having significant and
meaningful coefficients.

5. Summary

In this study, we estimated a conventional money demand model (as described above) with
currency in circulation (M2) as dependent variable and gross domestic product (GDP,
constant 2005 USS$), interest rate (IRATE), the number of automated teller machines per
100,000 adults (ATM) to take into account for the effects of financial innovation as dependent
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variables. It covers 215 countries and territories over the period 1961-2013. The model is
estimated using different estimation methods as follow: GMM, Cointegration, Vector Error
Correction Model (VECM), Autoregressive Distributed Lag (ARDL), OLS (Panel Fixed
Effects), and Panel Dummy Variables. Each of these methods/estimators have their own
weaknesses and strengths, however, regarding the nature of our data, GMM was selected as
the preferred model. The results of the other estimation methods should be treated with care
as the limited time-series dimension of our data may not be enough to produce efficient and
trustful estimates and they should be considered merely as by product of this study. Therefore,
we chose GMM as the best estimator.

Generalised Method of Moment (GMM) proposed by Arellano and Bond (1991) is the
commonly employed estimation procedure to estimate the parameters in a dynamic panel data
model. In GMM based estimation, first differenced transformed series are used to adjust the
unobserved individual specific heterogeneity in the series. But Blundell and Bond (1998)
found that this has poor finite sample properties in terms of bias and precision, when the
series are persistent and the instruments are weak predictors of the endogenous changes.
Arellano and Bover (1995) and Blundell and Bond (1998) proposed a systems based approach
to overcome these limitations in the dynamic panel data. This method uses extra moment
conditions that rely on certain stationarity conditions of the initial observation.

We can summarize the results as follow: 1) GMM is an OLS procedure applied to a
suitably transformed version of the model whose elements are uncorrelated therefore yielding
more efficient estimates. 2) GDP and IR coefficients are all positive and significant. 3) ATM
coefficient is negative and significant. 4) Lagged money demand is the most important
determinant of the current money demand followed by GDP and ATM. We used lagged
dependent and independent variables as instruments in the estimation. ATM is found to have
a negative effect on the demand for real money; however, its impact on money demand is
small meaning that 1 percent increase in ATM unit will lead to only 0.01 percent decrease in
money demand. The coefficient of the interest rate is positive which is not what we expect
from the theory, however, the magnitude of the coefficient is very close to zero implying that
its effect on demand for money is negligible and the total effect of financial
innovation/payment technologies advancements is channelled through income effect (GDP).

The finding of this study revealed that financial innovations have a negative effect on
money demand. Introduction of new financial products due to innovations in the financial
sector reduces the efficiency of the financial sector than in turn caused the complication of the
environment in which monetary policy operates. This situation makes money demand
sensitive to changes in monetary environment and so researches should keep an eye on
variables that may affect money demand. The results of this study are primarily in line with
theoretical and empirical studies that proved the macroeconomic impact of financial
innovations on money demand. The implication of this finding for money demand is that
financial innovation have to be included in the estimation of money demand, otherwise, the
money demand function will be misspecified. There is a need for keeping an eye on the ever
changing monetary aggregates that may cause structural changes on monetary developments.
This is because, if financial innovations have impact on money demand, adjustment can be
made to monetary aggregates in the presence of such monitoring. Central banks should
conduct inflation targeting, economic growth enhancement along with enhancing efficiency
and effectiveness in a changing financial and economic environment.

The study reveals some more implications as follow: 1) The low interest elasticity of the
money demand indicates that the money market in most countries is not sufficiently
developed. This is particularly true as most of the countries under investigation are actually
underdeveloped countries. The money market in most countries lacks the depth and flexibility
that results from a diversified participant. Another reason is that underdeveloped countries
suffer from an unhealthy financial system. 2) Income level is a primary determinant of
demand for money by economic agents. 3) Regarding the fact that financial innovations have
an impact on the demand for money; there is room for monetary policy as a macroeconomic
stabilization measure.

Financial innovation leads to the deepening of the money market and promoting the
effectiveness of monetary policy through its significant impact on the demand for money. In
the light of our findings based on GMM estimation, this research project suggests the
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following recommendations: 1) A policy should be made to attract more private participants
and private sector funds to the money market to deepen the market thereby making the market
more dynamic and open to monetary policy, 2) Recapitalization in the banking sector to pave
the way for financial innovations and adopting a suitable monetary policy strategy to deal
with the challenges posed, and 3) The central banks needs to monitor the financial landscape
and be able to predict the consequences of financial innovations.

Further research need to be conducted to quantify the relationship between the change in
money demand and the effectiveness of monetary policy to establish a link between financial
innovation and effectiveness of monetary policy as this study is limited to determine the effect
of financial innovation on the demand for money which is just one side of this two-sided
relationship. This study targeted the impact of financial innovations/payment technologies on
the demand for real money and did not investigate the effect of financial innovations on
money multiplier and money velocity that can be a possible area for further research.
Assessing the effect of financial innovation on currency in circulation also provide another
potential area for research. Investigating the effect of financial innovations on economic
growth can attract further research. They should be positively related to each other but the
effect has not been quantified in any empirical research by far. There is also a need to
examine if financial crisis in the economy are caused by innovations in the financial sector.
Further research can be conducted on how monetary aggregates react to a monetary shock due
to new innovative products.

References

Akhand, H., & Milbourne, R. (1986). Credit cards and aggregate money demand. Journal of
Macroeconomics, 8(4), 471-478.

Arrau, P., De Gregorio, J., Reinhart, C. M., & Wickham, P. (1995). The demand for money in
developing countries: assessing the role of financial innovation. Journal of Development
Economics, 46(2), 317-340.

Attanasio, O., Guiso, L., & Jappelli, T. (1998). The demand for money, financial innovation, and the
welfare cost of inflation: An analysis with household data: National Bureau of Economic Research.

Baltagi, B. (2008). Econometric analysis of panel data: John Wiley & Sons.

Baumol, W. J. (1952). The transactions demand for cash: An inventory theoretic approach. The
Quarterly Journal of Economics, 545-556.

Boeschoten, W. C. (1998). Cash management, payment patterns and the demand for money. De
economist, 146(1), 117-142.

Boeschoten, W. C., & Fase, M. M. (1992). The demand for large bank notes. Journal of Money, Credit
and Banking, 319-337.

Columba, F. (2009). Narrow money and transaction technology: new disaggregated evidence. Journal
of Economics and Business, 61(4), 312-325.

Drehmann, M., Goodhart, C., & Krueger, M. (2002). The challenges facing currency usage: will the
traditional transaction medium be able to resist competition from the new technologies? Economic
Policy, 17(34), 193-228.

Duca, J. V., & VanHoose, D. D. (2004). Recent developments in understanding the demand for money.
Journal of Economics and Business, 56(4), 247-272.

Duca, J. V., & Whitesell, W. C. (1995). Credit cards and money demand: A cross-sectional study.
Journal of Money, Credit and Banking, 27(2), 604-623.

Goodhart, C., & Krueger, M. (2001). The impact of technology on cash usage.

Hataiseree, R., & Banchuen, W. (2010). Payment Systems Department.

Markose, S. M., & Loke, Y. J. (2003). Network Effects On Cash - Card Substitution In Transactions
And Low Interest Rate Regimes. The Economic Journal, 113(487), 456-476.

Ramlall, I. (2010). Do credit and debit cards induce an evaporation of cash in Mauritius? International
Research Journal of Finance and Economics(36), 16-24.

Rinaldi, L. (2001). Payment cards and money demand in Belgium: Kath. Univ. Leuven, Department
Economie.

Serletis, A. (2007). The demand for money: Theoretical and empirical approaches: Springer Science &
Business Media.

Snellman, J. S., Vesala, J. M., & Humphrey, D. B. (2001). Substitution of noncash payment
instruments for cash in Europe. Journal of Financial Services Research, 19(2-3), 131-145.

Stix, H. (2004). The Impact of ATM Transactions and Cashless Payments on Cash Demand in Austria.
Monetary Policy & the Economy, 1(04), 90-105.



52 Aliha P.M., Sarmidi T., Shaari A.H., Said F.F., Regional Science Inquiry, Vol. IX, (1), 2017, pp. 41-52

Ten Raa, T., & Shestalova, V. (2004). Empirical evidence on payment media costs and switch points.
Journal of Banking & Finance, 28(1), 203-213.

Tobin, J. (1956). The interest-elasticity of transactions demand for cash. The Review of Economics and
Statistics, 241-247.

White, K. J. (1976). The effect of bank credit cards on the household transactions demand for money.
Journal of Money, Credit and Banking, 8(1), 51-61.

Yilmazkuday, H., & Yazgan, M. E. (2009). Effects of credit and debit cards on the currency demand.
Applied Economics, 41(17), 2115-2123.

Zilberfarb, B.-Z. (1989). The effect of automated teller machines on demand deposits: an empirical
analysis. Journal of Financial Services Research, 2(1), 49-57.

Arellano, M. & Bond, S. 1991. Some Tests of Specification for Panel Data: Monte Carlo Evidence
and an Application to Employment Equations. The Review of Economic Studies 58(2): 277-297.

Baltagi, B. 2008. Econometric Analysis of Panel Data.  John Wiley & Sons.



Jolley J.G., Ruhil A.V.S., Kleinschmit S., Kolpakov A., Regional Science Inquiry, Vol. IX, (1), 2017, pp. 53-62 53

INTER-JURISDICTIONAL COMPETITION FOR SALES TAX REVENUES:
A NATURAL EXPERIMENT OF DESTINATION RETAIL OUTLETS

G. Jason JOLLEY
Assistant Professor and MPA Director, Ohio University, Voinovich School of Leadership & Public
Affairs
jolleygl @ohio.edu

Anirudh V.S. RUHIL
Associate Professor, Ohio University, Voinovich School of Leadership & Public Affairs
ruhil@ohio.edu

Stephen KLEINSCHMIT
Assistant Professor, Western Michigan University, School of Public Affairs and Administration
stephen.kleinschmit@wmich.edu

Aleksey KOLPAKOV
Assistant Professor, University of Nevada, Reno, Political Science Department
akolpakov(@unr.edu

Abstract

In an age of increased competition for economic growth, attracting destination retail is
becoming an increasingly popular development strategy. Local governments engage in inter-
jurisdictional competition to attract large-scale retail outlets, which may also serve as a
lucrative source of local government sales tax revenue. This study uses a natural experiment
design to examine sales tax revenue collections in a seven county region in the state of North
Carolina in the United States focusing on the entrance of the Tanger Outlet Mall in Alamance
County. After its opening, the county experienced several years of increased sales tax
collections, particularly for apparel, relative to the surrounding region. Our evidence suggests
that destination retail may prove a desirable strategy for promoting development, though we
posit that structural changes in retail and apparel markets, as well as state tax policies, may
work to undermine the utility of this approach as means of generating local tax revenue.

Abbreviations:

CPI — Consumer Price Index

FY —Fiscal Year

LOST — Local Option Sales Taxes

NCCCR - North Carolina Center for County Research

Keywords: Tanger, outlet malls, sales tax, LOST, destination retail

JEL classification: H73, H2, R5, R1, L81, Z38

1. Introduction

Economic base theory dominates regional economic analysis in the United States. It
divides economic activity into two categories: export market (i.e. basic industries) and local
market (i.e. non-basic, service or residentiary activities) (Malizia & Feser, 1999). Its major
underlying assumption is that exogenous or external demand for a region’s products boosts
demand for nonexportable goods while working to “increase nonexport-sector employment”
(Nishiyamara 1997, 100). For this reason, economic development practice has traditionally
focused on industrial recruitment or other activities that produce a good or service sold to an
external market.

However, attracting export-oriented industries is highly competitive, and attracting them
seldom proves successful. Prior research has suggested a 10 to 1 ratio of communities seeking
investments to actual large-scale relocations or expansions (Levine, 2002). Increased
globalization coupled with the Great Recession has further reduced the odds for most
communities of landing a large-scale manufacturing operation. Thus, these communities have
increasingly turned to other policy approaches as a means to complement traditional industrial
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recruitment, including small business assistance, entrepreneurship and technological
upgrading (Lowe & Freyer 2015, 1284).

Some communities have broadened their efforts to pursue forms of retail development.
Kassab and Luloff (1993) likened this chase for the service sector as a new “buffalo hunt” for
service sector employment. At first blush, there appears to be little reason for local
governments to target retail development. Retail jobs offer lower pay and fewer benefits than
traditional manufacturing employment. Additionally, retail development serves the local
market and does not have significant impacts on regional growth. Large retailers may
generate some costs to communities such as lower retail wages, traffic congestion, or
infrastructure costs (Irwin & Clark, 2007). If retail is effective in increasing net employment,
importing outside dollars from new shoppers, or preventing residents shopping elsewhere, it
may be considered a form of economic development (Pittman & Culp, 1995; Kelton &
Rebelein, 2007). Meyers (1995) advocated for factory outlet malls as a driver of economic
growth, citing outlet malls in Stroud, Oklahoma, Woodbridge, Virginia, and Kittery, Maine as
succesful examples. Given a suitable location and community, factory outlet malls can
increase sales tax revenue for both the city and the established downtown businesses.

2. Inter-jurisdictional competition

Fiscal rationales exist for local governments to focus on retail development as part of a
holistic development strategy. Retail development brings needed property tax base to local
governments. Additionally, maintaining retail development prevents local sales tax revenue
from flowing across boundaries and into the coffers of neighboring governments. While retail
development mostly serves regional market needs, intra-metropolitan sales tax flows can hurt
some local governments while benefitting others within the same region (McHugh & Jolley,
2012). This effect is magnified by the increasing concentration of retail into regional malls
and big box shopping centers (Artz & Stone, 2003). In the absence of revenue sharing
arrangements, local governments engage in inter-jurisdictional competition within the same
metro region to keep these local sales and property tax dollars in their home jurisdictions.
This competition for local sales tax dollars often drives municipalities to offer economic
incentives for retail development (Artz & Stallman, 2006).

Certain classes of retail or highly concentrated retail stores may complement tourism and
associated efforts to draw visitors to a locality. This paper focuses on one of these unique
classes of retail development, destination retail in the form of a factory outlet mall. These
malls allow for brand-name manufacturers of clothing and apparel to sell their inventory to
customers at lower prices than traditional shopping and retail outlets (Reynolds, Ganesh, &
Luckett, 2002). In theory, they serve as a tourism venue by attracting destination shoppers
from outside of the region who otherwise would not visit and spend money (Patton, 1985).
Destination retailers and sports stadiums are among the common non-export based businesses
who claim to attract purchasers external to the region to justify their requests for financial
assistance and incentives (Bartik, 2011). A vexing issue for local governments is the extent to
which spending at a destination retailer comes from shoppers outside of the region versus
residents who would have shopped locally without the presence of the retailer.

3. Local sales taxes

Local sales taxes, particularly local option sales taxes (LOST) have received considerable
attention in the academic literature. This review is brief, as the intent is not to undertake a
comprehensive review of the literature, but rather to demonstrate that retail derived sales taxes
constitute essential components of local government finance structures. Under this system,
municipalities have the option to administer a sales tax on goods, and sometimes services,
purchased within their jurisdiction. In theory, they offer revenue stability through tax base
diversification, yet academic literature has not yet found evidence of this in practice (Hou &
Seligman, 2010; Afonso, 2014).

Prior studies have found competing motivations for adopting LOST, with some
municipalities utilizing it to finance new spending and others utilizing to reduce property tax
rates (Sjoquist, Walker, & Wallace, 2005). More recent research finds that counties also use
the technique to reduce property tax burdens and increase revenue (Afonso, 2014). Research
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has also shown that municipalities relying on local sales taxes positively influence retail sales
in non-central places (Wassmer, 2002).

Regardless of the motivation for adopting LOST, the consequence is often regressive.
Rural communities in proximity to new urban malls can lose significant portions of their sales
tax revenue (Chervin, Edmiston, & Murray, 2000). Revenues from this technique are often
more unevenly distributed across local governments than property tax revenues (Zhao & Hou,
2008), which may facilitate the transfer of fiscal resources from poorer counties to wealthier
ones, as has proven to be the case in North Carolina (McHugh & Jolley, 2012). North
Carolina does not have a traditional LOST system, as counties are restricted to the percentage
of local sale taxes that it can impose (NCCCR, 2015). At the time of their study, very little
deviation existed among counties in local sales tax percentage.

4. Natural experiments and public finance

Natural experiments have been at the heart of much work in economics (DiNardo 2007,
12). The technique is useful when the researchers do not have an opportunity to assign
participants to treatment and control group, like standard experiments in the social sciences
and policy analysis. Instead, a random intervention like a policy change, natural disaster or
unplanned event produce the differences among the geographical, political or social units of
observation. The intervention creates a true randomization effect that could not be created
otherwise (Dunning, 2012). Natural experiments also have an advantage over laboratory
experiments in offering researchers control as participants; in this case, local governments
cannot opt out of the experiment (Al-Ubaydli & List, 2015). Additionally, the technique’s
analytical utility lies in the ability to facilitate the “evaluation of an actual policy” but
“depends on how one judges the power of other methods of inquiry (DiNardo 2007, 13).

There are several additional advantages of using natural experiments in public finance.
First, natural experiments can be cost effective, considering the wide-scale availability of the
public reported data. Second, they do not have ethical or implementation constraints in
comparison to conventional experiments, where a researcher has to deprive the respondents of
services by assigning them to a control group (Cook & Campbell, 1979). Finally, public
finance practitioners can easily use the technique for evaluating projects and programs.

Natural experiments have an established history within regional science. In their
assessment of the Appalachian Regional Commission, Isserman and Rephann (1995) utilized
a quasi-experimental design to “match” a county to a “twin” that does not receive the same
treatment effect. This methodology and derivatives of it have also been used in public finance
and regional science to study the impact of stadiums on property values (Dehring, Depken, &
Ward, 2007), school district property tax decisions (Johnston, Marlowe, Matkin, & Hayes,
2011), tax-induced migration of millionaires (Young & Varner, 2011), impacts of local land
transfer taxes on land sales (Dachis, Duranton, & Turner, 2012), impacts of minimum wage
laws on fast food employment (Persky & Baiman, 2010), and impacts of oil and gas
exploration (Tunstall, 2015).

Others have taken a stronger focus on examining the border effect when policies different
from bordering jurisdictions. Numerous scholars have found that geographic borders are a
“useful device for natural experiments” (Feser, 2013, p. 57); Holmes (1998) examined the
impact of “right to work” laws in a comparison to strongly unionized states and found a
significant border effect and increases in manufacturing activity in right-to-work states.
Holcombe and Lacombe (2004) compared tax rates and economic growth in counties across
state borders, finding that higher marginal tax rates (when compared to neighboring states)
had slower economic growth. Kahn and Mansur (2013) used Holmes (1998) border-pairs
design to compare manufacturing growth on the borders of right-to-work and unionized
states. They found counties with lower electricity prices had a concentrate of energy-
intensive industries, while labor-intensive industries tended not to locate in heavily unionized
counties. Other tax-related border studies have included enterprise zones (Billings, 2009),
local taxes, and property values (Charlot, Paty, & Visalli, 2013). The main condition
underlying their validity is that “treatment and control groups created by the natural
experiment are similar in terms of all observed and unobserved factors that may affect the
outcome of interest” (Sekhon & Titiunik, 2012, p. 36), a point that drove our group selection.
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5. Methods: the Tanger outlets case

The City of Mebane (Population estimate: 12,981 per U.S. Census Bureau, 2013) is
primarily located in Alamance County, though a small portion of its jurisdiction extends into
Orange County. Interstates [-40 and 1-85 pass through the town, connecting it to the larger
metro areas of the Piedmont Triad (Greensboro, Winston-Salem, and High Point) to the west
and the Research Triangle (Raleigh, Durham, and Chapel Hill) to the east. Figure 1
demonstrates Tanger Outlet’s location in Alamance County and proximity to the seven
counties in the study region.

Figure 1: Location of Tanger Outlet in the Seven-County Region
368-
Bassett Halifax
Martinsville Blais South Boston B
Stuart~__

L, Danville Alion

i

Rockingham | Gaswell

4
64 - —, - Yanceyville, {158}

Summerfield
Guilford B
utner
= ston:-Salem ]
L — L. Greensborg
. Durham Wa
High Paint
&) =2 v [i71)
_exington, Rﬁﬁﬂdrph : Mm”‘C“:‘rpv R‘:\“:igh
Qhgx Garner
Der
356

(Google] Bt : Map duth 53516 Google

Source: Google Maps

In 2010, Tanger Outlets developed a 317,572 square feet outlet mall on 52 acres in the
City of Mebane just inside the Alamance County border adjacent to Orange County (News &
Observer, 2010). The outlet was projected to generate 4.5 million annual visitors, 800 new
jobs, $7 million in annual sales taxes, and $200,000 in annual property taxes (News &
Observer, 2010). This paper utilizes a natural experiments design to examine the regional and
county-level retail spending patterns around the outlet that opened in Fall 2010 in Mebane
(Alamance County), North Carolina. A finding of substantial differences in sales tax
collections, especially in the area of apparel sales, would suggest that the siting of large retail
outlets is an important consideration for local governments seeking to maintain their tax base.

To address the research question, fiscal year publicly available data on the local sales tax
collection were accessed for Alamance County and all contiguous counties — i.e., Orange,
Caswell, Chatham, Guilford, Randolph, and Rockingham; our study period covers the
collection of data from 2006 to 2014. All fiscal data are adjusted for inflation; CPI (All Urban
Consumers) series were used, and 2000 was used as the base year to construct the adjustment
factor. The resulting real sales tax collections per county per year are converted to per-capita
equivalents before performing the analysis. We then calculated “first-difference” and
“difference in difference” sales tax time series comparisons.

It should be noted that North Carolina joined the Streamlined Sale Tax Agreement, which
changed the manner and type of data collected and reported. As such, trend comparisons prior
to 2005 may not be accurate. Additionally, the state stopped reporting sales tax data for small
municipalities, such as Mebane, so it is impossible to make direct comparisons on point of
sale for small municipalities.
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6. Analysis

As is evident from Figure 2, starting in 2009 per-capita sales tax collections were rising in
all counties except for Alamance and Guilford. However, in 2010 sales tax collections began
rising for Alamance and Guilford, with some of the steepest increases occurring in Alamance.
One does see a continued rise in per-capita sales-tax collection for the other counties, but the
rate of change is considerably smaller.

Figure 2: Taxable sales
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Table 1 demonstrates that most of the Tanger Outlet stores sell apparel items. Very few
food or other stores exist at the outlet. Therefore, the largest effect on per capita sales would
occur in the area of apparel sales.

Table 1: Tanger outlet store type

Store type  Store count  Percentage %

Apparel 54 77%
Specialty 7 10%
Accessories 5 7%
Food 4 6%
Total 70 100%

Source: 2015 Tanger Outlet Mall Directory of Stores

Figure 3 displays the change in taxable sales for apparel, the predominant good sold at
Tanger Outlet. Per-capita taxable apparel sales in Alamance County doubled from 2010, the
fiscal year that Tanger entered the market, to FY 2014. This growth amounted to the largest
increase in taxable apparel sales within the seven-county region, far outpacing that of
Chatham and Orange counties.
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Next, a first-difference series was calculated to show real per-capita sales tax collection
movement from one fiscal year to the next for all counties.

First Differences: Real Per-capita Sales Tax Collected
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While the first-difference series (see Figure 4) of total sales tax collected (per county, and
in real per-capita terms) show considerable movement from one fiscal year to the next, it does
not distinguish Alamance’s trend. Figure 5 is more illustrative, as the taxable apparel sales
series are plotted, it is quite clear that an uptick in taxable apparel sales began in FY 2009,
accelerated in FY 2010, peaking in FY 2011 (the first fiscal year with the Tanger Outlet in
operation). The year-to-year movement settles down back to the average for the rest of the
counties by FY 2013. Once again, the series suggest a markedly different trend in Alamance
as compared to that in the other six counties (including Orange).
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Figure 5: First-differences of apparel sales tax
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To be sure, a review of the trends in apparel sales tax collections and per-capita LOST
suggest that the Tanger Outlet Mall had an impact on Alamance County relative to contiguous
counties. To test this possibility via fitting difference-in-difference models to two outcomes —
(a) the real per-capita sales tax collected, and (b) the real per-capita apparel sales tax collected
was attempted. Although these suggested a significant increase in real per-capita sales tax
collections, these models did not allow a conclusion that the increases in Alamance did not
extend to the other counties as well.

7. Closing thoughts and conclusion

Our evidence suggests that Tanger’s entrance into the market significantly increased the
tax collections in Alamance County, especially in the area of apparel sales relative to
surrounding counties. This effect dissipated after several years before per capita sales taxes
normalized. We hypothesize that the patterns realized within our study were influenced by
external factors, including general economic conditions, structural changes in larger apparel
and retail markets, and state tax policy that may prove important considerations for future
research.

The sharp economic downturn that began in 2009 resulted in a drop of consumer spending
in both the retail sector and apparel sales. Net profit for U.S. retail trade corporations in Q1
2009 was roughly half that of Q1 2006, and apparel sales dropped 29% between Q1 2008 and
Q1 2009, though both rebounded to more “normal” levels in the next year (Census Economic
Survey, 2016). The trends specified by Census economic indicator data across these sectors
reflect the same degree of volatility evidenced in our data.

During our study period, there was also a substantial increase in e-Commerce, which
would have a diminishing effect on local tax collections. In 2006, it accounted for 2.6% of
total retail activity, by the end of 2014 this accounted for 7.0% (Census, 2016). Additionally,
the apparel sector saw a 350% increase in online sales from 2006-2014. The younger,
technically savvy residents that make up the Triad and Triangle (that might otherwise be
drawn to the Tanger Outlet) are increasingly turning to online retailers. Though e-Commerce
still accounts for a relatively small proportion of total sales (7.8%), it does comprise of 60.4%
of retail sales growth (Census, 2016). Continued growth in online retail would increasingly
hinder sales at retail outlet malls, and would work to undermine the efficacy of destination
retail as an economic development tool and a revenue source.
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Compounding this effect, online retailers were not required to collect sales tax if they
had no physical presence in the state, creating an annual revenue loss estimated $214 million
in 2012 (WRAL, 2014). The effect on Alamance County is magnified by the state’s tax
system, which at the time relied on a combination of the “county of purchase” collection and
per capita population counts for distribution. The county’s population ranked 18th out of the
states 103 counties in 2012, and would lose disproportionately more revenue than other
counties under this system. Though outside of the scope of this analysis, the new tax
distribution formula implemented in FY 2016 further reduces distributed sales tax revenue to
Alamance County to 0% for a system favoring redistribution to the state’s struggling rural
counties. Proposed changes also eliminated the local sales tax option all together in favor of a
pure state sales tax, which could have caused counties to “lose control of their fiscal stability
if local sales taxes become state revenues” but were later removed (“Bill Shakes Up,” 2015).

This paper supports prior research on the “fiscalisation of land use for retail activity”
(Wassmer, 2002: 1323) and provides evidence to suggest the location of retail outlets is an
important consideration for competition among jurisdictions in the same market for sales tax
dollars. While retail jobs may not offer significant wages, local governments, especially those
with LOST systems, should be aware of potential sales tax impacts of destination retail outlets
locations as clear winners and losers exist, especially in the short-term. As a long-term
development strategy, we believe that economic developers be cognizant of changing patterns
in consumer behavior (i.e. e-Commerce) and changes in state tax policy (particularly with
LOST systems) that may eventually undermine its utility for generating local tax revenue.
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Abstract

This article is divided in three sections; the first is presenting the plethora of fiber optic
and power cable geographical distribution, providing to the reader an insight to underwater
infrastructure. Readers can bind together the importance of survey, lay, repair and
maintenance of underwater cables and pipelines, based on the legal framework provided by
the Energy Treaty and UNCLOS. The second section provides a brief report on notions
mentioned in the International Energy Treaty. We also mention the Energy Treaty and the
Energy Treaty Charter as a case study for pipeline and power cable installations; At the third
section, we focus especially at the genesis of UNCLOS with regards to the EEZ maritime
zone regime; At this section, we will present the difference between the terms marine research
and cable route study, based on the applicable UNCLOS conventional terminology. The last
section of this article will be an effort to carefully examine whether these two Treaties are
sufficient to regulate transnational cable surveying and laying operations under the current
geopolitical frame in the Eastern Mediterranean Sea; as new oil and gas fields are being
developed in the region two factors affect the geopolitical equilibrium: 1) The disputed EEZs
in the Eastern Mediterranean, 2) The role of Turkey based on its destabilizing and revisionist
stand as this is highlighted by extreme geopolitical behaviors causing the present instability in
the geopolitical environment of the Eastern Mediterranean, mainly with regards to the supply
of energy from discovered gas reservoirs in the Eastern Mediterranean.

Keywords: EEZ, UNCLOS, Energy Treaty, Cables, Pipelines

JEL classification: R21, R32

1. Introduction

Under the prism of the international legal framework certain geopolitical/economic factors
have a specific gravity. These factors and their interactive role on the geopolitical actors of
the Eastern Mediterranean that affect energy related activities consist the cornerstone of the
present text. Our conclusive remark is that the geopolitical distribution of power and the
resulting balance of power is now at a critical threshold making it now, more than ever,
imposing the international laws a critical issue; upholding International Laws, with the
consensus of the neighboring States and the transnational powers that already have concrete
and solid interest in EU energy security, is promoted by maintaining the geopolitical
equilibrium in the Eastern Mediterranean region.

In this article, we devoted a substantial effort in describing the legal regime established
through international law for activities such as survey, lay, repair and maintenance of
underwater cables and pipelines, based on the legal framework provided by the Energy
Treaty and UNCLOS. We focus especially in the EEZ maritime zone regime of the Eastern
Mediterranean due to existing EEZ disputes; Whereas the territorial sea of each Coastal State
falls under the full State’s jurisdiction, the submarine cables and pipelines in that zone are
governed by the same legal regime applicable for land cables and pipelines. In the other
maritime zones extending from 12 nautical miles seawards, UNCLOS is the only
internationally recognized legal tool regulating the right to survey, lay, bury and repair a
cable, also describing the right of a State to question, or, as occurs in many occasions, to
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oppose such activities or undertakings. A second key point discussed in this article is the role
of the flag state and their right to mediate in EEZ disputed areas; several examples of the flag
state intervention will be discussed, especially in the Eastern Mediterranean region. We will
also mention the Energy Treaty and the Energy Treaty Charter as a case study for future
pipeline and power cable installations; the full concept of the application of this treaty in the
Eastern Mediterranean has been understudied, up to date, most of the cases where the treaty
has played a substantial role as a legal mechanism has been in the Caspian Sea, where
pipeline development plans are way ahead in terms of project initialization and planning.

The concluding remark of this article will be an effort to carefully examine whether these
two Treaties are sufficient to regulate transnational cable surveying and laying operations but
not only; it will try to examine the current geopolitical frame of the Eastern Mediterranean
Sea as new oil and gas fields are being developed in the region. Consequently, there are two
questions we address and attempt to answer;

1. What are the high level geopolitical requirements, risks, considerations, applicable
constraints and assumptions that must be considered in order to enable the energy supply
from the newly found reserves of the Eastern Mediterranean route to the European Energy
Market?

2. Are the two treaties sufficient legal framework to protect the new investments pushing
aside the claims and disputes existing in the Eastern Mediterranean Seas?

Furthermore, the reader will note in the next paragraphs that it is not uncommon for
Companies and States to enter different types of agreements and special international treaties,
describing contractual terms under the existing legal regime that the aforementioned treaties
describe in full extent. Nevertheless, due to the complicated nature of transnational
interconnections, some deficiencies in the current legal framework have been identified and
explained in this document.

2. What Is The Status On The Seabed Today?

2.1. Submarine Fiber Optic Cables

According to the International Cable Protection Committee (ICPC), underwater
telecommunication cables hold a predominant role of over 95% of international voice and
data traffic, having apparent advantages against satellite communication in respect of traffic
and cost, ensuring high reliability, cost effectiveness, increasing capacity and security.
Additionally, 100% of transoceanic internet traffic relies on submarine cables. The increased
amount of traffic also lead several companies such as Facebook and Google to build their own
subsea cable infrastructure in order to handle the amount of internet traffic.

As a matter of fact, Google has announced in 2014 that it has joined five other companies
to build a trans-Pacific cable system that connects the west coast of the U.S. to the cities of
Chikura and Shima in Japan. Known as FASTER, the cable system is estimated to cost $300
million. FASTER addresses the traffic demands for broadband and mobile content on the
trans-Pacific route. FASTER will be designed with 6-fiber-pair cable and optical transmission
technologies with an initial capacity of 60Tb/s (100Gb/s x 100 wavelengths x 6 fiber-pairs).
The other five investors in FASTER include China Mobile International, China Telecom
Global, Global Transit, KDDI and SingTel. NEC, will be the system supplier for FASTER.

On the other hand, on the 30th May 2016, Facebook and Microsoft joined the race with a
massive 4000-mile underwater cable which is just the latest of a dozen high capacity trans-
oceanic cables being built by tech companies to deal with their insatiable demand for
bandwidth.

The underwater plant will run from Virginia to a data hub in Bilbao, Spain adding on a
cat’s cradle of cables now belonging or funded by large tech companies rather than
telecommunication companies. Currently, due to this increasing trend, data transmission by
high technology companies consist of approximately 20% of the world’s internet traffic.

Let’s note that Google began the trend in 2010 when it invested in a cable across the
Pacific between the United States and Japan called Unity. Google also has plans to invest in
five undersea cables whereas Microsoft plans another four, Facebook two and Amazon one.
Many other plans are not yet publicly announced.
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Figure 1 An overview of undersea cross-border fiber optic communication cables.
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Source: Alcatel — Lucent Submarine Networks

In the 20th century, telephony became the driving force for submarine cable deployments.
TAT-1 was the first trans-Atlantic telephone cable installed in 1956 having the capacity to
transmit 36 analog phone channels simultaneously. These days’ fiber-optic submarine cables
carry the bulk of the trans-oceanic voice and data traffic. In the past two decades, many of
these cables have been deployed, primarily triggered by the explosive growth in Internet
traffic.

The world map of cable routes shows that Europe, North America and East Asia are well
connected; numerous cables connect the continents and countries. However, Africa, the
Middle East and South Asia have far fewer cable systems. Looking at the available bandwidth
or capacity in these cables [1], the differences become even more apparent. Faults in cables
connecting these regions therefore have a higher impact than comparable faults in trans-
Atlantic cables.

Although they rarely make news headlines, cable faults are not uncommon. Global Marine
Systems, a company active in submarine cable installations and repairs, reported more than 50
failures in the Atlantic alone in 2007. To limit the impact of such faults, cable systems often
have built-in redundancy. Ring structures, for example, cross the ocean twice, each cable
segment taking a geographically different route. When one segment breaks, signals can still
reach the destination over the other segment(s). Repairs can then take place without much
media attention.

Figure 2. The Alexandria incident. A ship’s anchor cut two cables near Alexandria, Egypt. As a
result, internet capacity in Asia was reduced by 75%, mainly affecting almost 80 million internet
users in India, Pakistan, Saudi Arabia, UAE, Oman, Qatar, Bahrain and Egypt.

Map Source: http://visual.ly/internets:undersea-w;rld

2.2. Pipelines

Modern pipelines provide is a safe and environmentally friendly method for transporting
oil, gas, fluid carbon dioxide, hydrogen, gas liquids, chemicals and other material.



66 Sgouros G.A., Mazis L.Th., Regional Science Inquiry, Vol. IX, (1), 2017, pp. 63-83

Additionally, they are the cheapest method of oil and gas transportation. It is expected that the
demand for pipelines will continue to grow, since the traditional source fields are being
depleted, as is the case of the North Sea reserves and the new sources are often landlocked, or
require great transit distance (especially in the case of gas materials). | am making this
reference so that we can discuss below the case of the East Med pipeline. The planned
distance from Cyprus to Greece is well over 800 km, thus in case this project moves forward
will become the longest pipeline ever laid until today. But we are still in the conceptual phase
and many hurdles need to be overcome in order to have a feasible and viable route to connect
the Israeli and Cypriot gas reserves with Europe through this route.

For the sake of discussion, the legal definition of a pipeline is a “... connected series of
pipes with pumping and control devices for the conveying of liquids, gases, or finely divided
solids” |2]. Submarine pipelines in the territorial waters follow same legal norms that apply to
the land based pipelines. In addition to the various national laws’ regulations, several
international rules regulate land-based pipelines and the transit of goods through them. Some
regulate open trade principles, like the General Agreement on Tariffs and Trade (GATT)[3]
replaced by the World Trade Organization (WTO), which was concentrated on reducing the
barriers on trade (based on tariffs, quantitative restrictions and subsidies). A comprehensive
web reference for the GATT documentation is available at the CIESIN Thematic Guide
(www.ciesin.org). The legal deficiencies and questions risen throughout the years, and as
transnational projects were designed specifically to promote the EU energy security, the
international community has devised the Energy Charter Treaty that deals specifically with
the cross-boundary pipelines on a global level.

“«

Figure 3. An overview of the Offshore Oil and Gas Blocks in the Eastern Mediterranean region
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Source: http://www.radiusocean.com

2.3. Submarine Power Cable Interconnections [4]

With emerging new technologies enabling installations up to 3000m water depth,
transnational power cable interconnections are expected to increase rapidly in the next
decade. Since this is a rather new technological development, statistical and historical data for
deep-water installations do not exist.

Power cables link countries separated by small to medium width water bodies on the same
continent or at its fringes. There are a small number of intercontinental links like Spain-
Morocco interconnection and the Red Sea Cable (Egypt-Jordan) but they are HVAC
interconnectors and run on short distances (up to 30 km).

Most of the transmission power cables at the moment are laid in rather shallow waters, i.e.
at less than 500 m depth. Only three cables go beneath this depth: HVDC Italy-Greece (1000
m), Cometa HVDC (1485 m) and SA.PE.L. (1650 m), which is the deepest in the world. The
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two deepest ones were both produced by Prysmian and are of mass impregnated (MI) paper

type.
The most challenging power cable interconnection in the world is now the EUROASIA

Interconnector. Upon completion, this will constitute the world’s deepest power cable
interconnection, reaching approximately 3000m water depth, spanning between Israel, Cyprus
and Greece. The project is funded by the EU under the EU Energy Security Strategic Plan and
it is envisaged to be completed by 2022.

Table 3. Existing power cable interconnections

CABLE COUNTRIES LINKED BODY OF WATER POWER VOLTAGE ‘;UI{BEI,‘]{‘;‘GI,?TI}]}] COMMISSIONI
NAME OR INVOLVED (MW) (KV) (KM) NG YEAR
1 NorNed Norway, Netherlands North Sea 700 450 580 2007
2 SAPEI Ttaly Tyrrhenian Sea 1000 500 420 2012
3 SACOI Italy, France Tyrrhenian Sea 300 200 121 1968
4 HVDC Italy, Greece Tonian Sea 500 400 160 2001
Italy-Greece
(Grita)
5 East-West UK, Ireland Irish Sea 500 200 186 2012
Interconnect
or
6 BritNed UK, Netherlands North Sea 1000 450 240 2011
7 SwePol Sweden, Poland Baltic Sea 600 450 239 2000
8 Baltic Link Sweden, Germany Baltic Sea 600 450 231 1994
9 Skagerrak 1 Denmark, Norway Baltic Sea 250 250 127 1977
10 Skagerrak II Denmark, Norway Baltic Sea 250 250 127 1977
11 Skagerrak Denmark, Norway Baltic Sea 440 350 127 1993
111
12 Skagerrak Denmark, Norway Baltic Sea 700 500 137 2014
v
13 Cometa Spain Mediterranean Sea 400 250 244 2012
HVDC
14 Fennoskan 1 Sweden, Finland Gulf of Bothnia 500 400 200 1989
15 Fennoskan2 Sweden, Finland Gulf of Bothnia 800 500 200 2011
16 EstLink 1 Estonia, Finland Gulf of Finland 350 150 74 2006
17 EstLink 2 Estonia, Finland Gulf of Finland 650 450 145 2014
18 Kontek Germany, Denmark Baltic Sea 600 400 52 1995
19 Gotland I Sweden Baltic Sea 30 150 98 1954
20 Gotland IT Sweden Baltic Sea 130 150 92 1983
21 Gotland IIT Sweden Baltic Sea 130 150 92 1987
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CABLE COUNTRIES LINKED BODY OF WATER POWER VOLTAGE SEULBE],‘ZI\?‘GI;II]_IV COMMISSIONI
NAME OR INVOLVED (MW) (KV) (KM) NG YEAR
22 HVDC France, UK English Channel 2000 270 46 1986
Cross-
Channel
23 HVDC UK Irish Sea 500 250 55 2001
Moyle
24 Storebaelt Denmark Baltic Sea 600 400 32 2010
25 Kontiskan 1 Denmark, Sweden Kattegatt Strait 250 285 21 1965
26 Kontiskan Denmark, Sweden Kattegatt Strait 300 285 21 1988
2
27 Neptune uUsS Lower Bay 660 500 80 2007
Cable
28 Trans Bay Us San Francisco 400 200 85 2010
Cable LLC
29 Vancouver Canada Strait of Georgia 312 260 33 1968
Island Pole
1
30 Vancouver Canada Strait of Georgia 370 280 33 1977
Island Pole
2
31 Cross Us Long Island Sound 330 150 39 2005
Sound
Cable
23 HVDC Philippines San Bernardino 440 350 21 1988
Leyte - Strait
Luzon
33 HVDC Japan Tsugaru Strait 300 250 44 1979
Hokkaido—
Honsha
34 Kii Japan Kii Channel 1400 250 50 2000
Channel
HVDC
system
35 HVDC New Zealand Cook Strait 1200 350 40 1965
Inter-
Island
36 Basslink Australia Bass Strait 500 400 290 2006

Source: (Modified after Ardelean, M., Minnebo, P.; 2015; HVDC Submarine Power Cables in the
World; EUR 27527 EN; doi: 10.2790/95735)

Table 4 . Planed power cable interconnections

SUBMARI
COUNTRIES
CABLE POWER VOLTAG NE COMMISSIONT
NAME LINKED OR BODY OF WATER MW) E (KV) LENGTH NG YEAR
INVOLVED
(KM)
1 Ice Link Iceland, UK North Sea/Atlantic 1200 N/A 1170 2022
2 NorGer Norway, Germany North Sea 1400 450 630 N/A
3 NSN Link UK, Norway North Sea 1400 N/A 711 2021
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SUBMARI
COUNTRIES
CABLE POWER VOLTAG NE COMMISSIONI
NAME LINKED OR BODY OF WATER | = 31y E (KV) LENGTH NG YEAR
INVOLVED
(KM)
4 N"”hc(t:"““e Scotland, Norway North Sea 1400 500 650 2025
5 Nord.Link Norway, Germany 1400 525 500 2020
NordBalt . . .
6 HVDC Sweden, Lithuania Baltic Sea 700 400 400 2015
UK
7 Western UK North Channel 2200 600 385 2016
Link
Interconnex
ion
8 France- France, UK English Channel 1000 N/A 208 2020
Angleterre
(IFA 2)
9 Nemo Link Belgium, UK English Channel 1000 400 130 2019
Euro-Asia
10 Interconnec Israel, Cyprus, Greece Mediterranean Sea 2000 N/A 1000 2022
tor
Labrador- .
11 Island Link Canada Strait of Belle Isle 900 315 35 N/A
Maritime
12 Link Canada Gulf of St. Lawrence 500 200 170 2017
Project
HVDC
13 Sumatra- Indonesia Malacca Strait 3000 500 35 2017
Java
INDIA-SRI
LANKA
14 POWER INDIA, SRI LANKA PALK STRAIT 1000 400 39 N/A
LINK

Source: (Modified after Ardelean, M., Minnebo, P.; 2015; HVDC Submarine Power Cables in the

World; EUR 27527 EN; doi: 10.2790/95735). Please note EUROASIA Interconnection;
Reconnaissance offshore survey has already been completed and pre-engineering route considerations

3. Energy Charter Treaty

are in place. The detailed survey is planned to commence within Q2/2017.

3.1. Energy Charter Treaty as a legal instrument; where does it fit in the cable and
pipeline industry?

In order to understand the provisions of the Energy Charter Treaty, it is necessary to

mention a number of legal issues that are considered constraints “usually called showstoppers
in case they are not resolved” and need to be addressed before the construction phase of the
pipeline project can commence. Those include the political will of the involved States to
support and oversee the project, establishment of the legal framework governing the project
based on the national and international legislation and applicable rules, and legal construction
of the operational phase of the project ensuring that the transit will not be unlawfully
disrupted.
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A political
declaration
negotiated by close
to hundred countries
from ali corners of
the world
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A document
confirming,
reinforcing and
enhancing
established
principles of energy
cooperation

INTERNATIONAL ENERGY
CHARTER

A political declaration
with a broader
international scope, not
geographically limited

A political document
complementary to
the 1991 European

Energy Charter,
reflecting modlern

A commitment to :
- political and economic cooperation
- sovereignty over energy resources
- development of efficient energy markets
- non-discrimination
- promotion of a favourable climate for
enterprises operation and for the flow of
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With respect to cross-border connections, it is imperative to underline the following
considerations emerging from this treaty:

a. The Energy Charter Treaty is a multinational legally binding instrument that deals with
the transit of energy products and materials. We must note that the Energy Charter Treaty
and the Energy Charter Protocol on Energy Efficiency and Related Environmental Aspects
entered into force in 1998, numbering 53 members (two of which are European Community
and Euratom), with 48 ratifications (or approvals or accessions), two cases of provisional
application of the Treaty (Belarus and Russian federation), and three signatories.] Greece,
Cyprus and Turkey are members of the Energy Treaty and are legally bounded to apply the
rules and framework of cooperation described in the ET.

b. The Treaty’s purpose is to “promote energy security through the operation of more
open and competitive energy markets, while respecting the principles of sustainable
development and sovereignty over energy resources”.

The reader should note that submarine power cables methodology differs significantly
from the pipeline construction; interconnections do not require any significant infrastructure
to be laid on the seabed apart from the cable itself and a number of submarine joints, thus
zeroing the role of the transit State (a State through which a cable is passing through but
without landing station) with regards to “geopolitical interventions”; there are no control and
metering techniques (just using a common expression here: nobody has the control to open or
close a valve, as in the case of pipelines) applied by transit states. A power cable
interconnection with starting point at the Sending State, crossing and EEZ of a transit State,
arriving in the Receiving State, requires much lesser effort for implementation and possibly
no taxation from transit states, unless otherwise specified and agreed between states, due to
the application of UNCLOS legal regime in combination with the IEC, IET and EET.I

In the case of pipelines and according to Malecek [5], as described by Mudric in [6] “the
main benefits that the transit states enjoy are the attraction of foreign investments (resulting in
short-term and long-term creation of jobs, and possible development of domestic energy



Sgouros G.A., Mazis I.Th., Regional Science Inquiry, Vol. IX, (1), 2017, pp. 63-83 71

industry) and the collection of the transit fees”. Additional benefit is the strengthened national
security due to the fact that other countries take interest in the peaceful political and legal
environment of the transit state. Another beneficial factor to be taken into consideration are
the energy needs of the transit state that can also be secured by the passing pipeline, and the
energy export capabilities through the passing pipeline. However, both import and export
factors can have a negative impact on the transit state, because commencing the operation of
the pipeline might cause a rise in the energy prices affecting the import of energy, or, due to
the opening of additional sources of energy products, the transit state that exports its own
energy resources might lose some of its export income. In the case of the Eastern
Mediterranean, Egypt, Cyprus and Israel are the most promising and potential export
countries of natural resources to the EU supply market where a strengthened national security
factor is applicable.

We shall endeavor to focus on the main legal definitions controlled by the Energy Treaty
with respect to pipelines, in order to explain the rules and obligations derived by this legal
instrument.

The fundamental principles of the Energy Charter Treaty are the strengthening of the rule
of law on energy issues, creation of the set of rules to be respected by all members, and
mitigation of the risks associated with energy-related investment and trade. The provisions of
the Treaty aim to protect the foreign investment (fair and equitable conditions for
investments, protection against expropriation and nationalization), ensure non-discriminatory
cross-border energy transit (open and competitive market based on commercial terms, without
anti-competitive behavior), establish the resolution of conflicts system, promote energy
efficiency and minimize negative impact to the environment. According to the Treaty [7], the
term “transit” is defined (Art 10/10(a) (i)) as the:

“Transport of goods (energy materials and products) from a country, through at least one
other country, to a third country”

The transport facilities included under the provision of the Treaty (Art 10/10(b)) are: high-
pressure gas transmission pipelines, high-voltage electricity transmission grids and lines,
crude oil transmission pipelines, coal slurry pipelines, oil product pipelines and other fixed
facilities specifically handling energy materials and products (e.g. port terminal facilities).

According to article 7/1, contracting parties have a duty (Art 7/1) to facilitate the transit,
ensure that the freedom of transit is respected (“without distinction as to the origins,
destination or ownership or discrimination as to pricing on the basis of such distinctions”),
and prevent unreasonable delays, restrictions or charges.

Two features that deserve closer attention are the negotiated Transit Protocol, and the
guidelines for non-legally binding Model Agreements.

3.2. What is the Transit Protocol?

The protocol is still under negotiation between the Treaty members; its aim is to elaborate
the rules regarding the transit of energy products and materials mentioned in (Art 7).
Especially ensuring that transit is based on transparent and non-discriminatory basis and to
establish the rules for good faith during negotiations, and reasonable and non-discriminatory
tariffs.

3.2.1. Current status of the Transit Protocol

As Mudric points out in [6]: “Considering the position of the European Union, the Energy
Charter Conference decided on 29 November 2011 to repeal the negotiation mandate of 2009.
In view of the possibility of a reset of negotiations on a new Protocol the Trade and Transit
Group conducted several stakeholder consultations events on energy transit and cross-border
trade to obtain expert advice. It became apparent during consultations that the provisions on
energy transit continue to be highly valued by the contracting parties and are considered as
unique features of the Energy Charter Treaty since no other multilateral treaty offers
comparable rules.

In this direction, the Energy Charter Secretariat [8] is currently conducting broad
consultations among government and industry representatives from member states as well as
observers on a possible reset of negotiations on the Transit Protocol or an additional Energy
Charter instrument on energy transit as a legal framework to facilitate energy trade across
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borders and cooperation among energy producing, consuming and transit countries. This task
is resulted from the Review under Article 34(7) in 2014, where members identified work on
the implementation and enforcement of the transit provisions of the Energy Charter Treaty as
a priority activity of the Energy Charter Secretariat”.

Nevertheless, it would be prudent to consider another issue that may be bounding Turkey,
among all the other Eastern Mediterranean countries Turkey to act per the following
mandates:

“It is understood that nothing in this Protocol shall derogate from a Contracting Party’s
rights and obligations under international law, including customary international law,
existing bilateral or multilateral agreements, including rules concerning submarine cables
and pipelines.

Furthermore, it is understood that the provisions of this Protocol are subject to the
conventional rules of international law. The provisions are not intended to affect the
interpretation of existing international law on jurisdiction over submarine cables and pipelines
or, where there are no such rules, to general international law. For the purposes of this
Protocol and without prejudice to any rights or obligations of the coastal state under
international law, whenever an article is applied to the Area beyond the outer limits of the
territorial seas, the term Contracting Party is understood to be the Contracting Party
exercising jurisdiction over the owner or operator of the Energy Transport Facilities”.

With respect to Article 4: For the purposes of this Protocol, it is understood that
notwithstanding Article 7(10)(b) of the Treaty, the expression “Energy Transport Facilities
used for Transit” excludes “other fixed facilities” to the extent that such facilities are not
necessary to secure the flow of Energy Materials and Products in Transit through high-
pressure gas transmission pipelines, high-voltage electricity transmission grids and lines,
crude oil transmission pipelines, coal slurry pipelines and o0il product pipelines.

3.2.2. Model Agreements

Examples of implementation of different types of agreements can be found in [6]. The
Energy Charter Secretariat has prepared two Model Agreements:

(a) Model Intergovernmental Agreement; the Model Intergovernmental Agreement
(IGA) is a model international treaty signed between the States involved in the pipeline
project. The IGA can regulate issues such as: enactment of special legislation necessary for
the implementation and operation of the pipeline project; freedom of transit; land rights
approvals, question of ownership, governmental approvals and licenses, usage of equipment
and personnel, tariff regime and taxation, and dispute settlement procedure.

(b) Model Host Governmental Treaty Agreement. The Model Host Governmental
Treaty Agreement (HGA) is a model agreement between the host government and the
pipeline owner and/or investor. The HGA model deals with rights and obligations of the
signatories, standards of safety, questions of liability and other issues relevant to the
implementation of the project. Since the project participants (owners, operators, investors) do
not participate in the IGA agreements, it is necessary for them to acquire certain rights and
guarantees. Therefore, certain issues already dealt within the IGA agreement will again be
regulated in the HGA agreement.

Other types of agreements may also be utilized for pipeline projects; as is the case of
Baku-Thbilisi-Ceyhan.

For the next chapter, the reader must keep the following considerations derived by the
Energy Treaty in mind:

e Applies to “through-transit”
e Reference to “Freedom” of transit
o ‘Necessary measures to facilitate’ [Art. 7(1)]

e Obligation to encourage ‘relevant entities’ to co-operate in modernising,
developing & operating transit facilities, to mitigate supply interruptions [Art.

7(2)]

‘Non-discrimination’ [Art. 7(3)]
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e Obligation not to place obstacles in the way of new capacity being established
[Art. 7(4)]

o Exceptions to Art. 7 [Art. 7(5)]
o Non-interference with transit of energy materials & products Art. 7(6)
e Unique dispute settlement mechanism —compulsory conciliation

To summarize:
Treaty members are obliged to uphold the freedom of transit in the field of energy
transport and the following obligations are generally accepted:

¢ Non-discrimination principle

¢ Non-interference for political or economic reasons

¢ Non-interruption

o Fair and reasonable tariffs, where applicable

¢ Notification in cases of emergencies, where applicable
e Mutual assistance

3.2.3. UNCLOS, SUBMARINE CABLES and the FLAG STATE

The legal definition of a submarine cable is: “a means of communication laid on the sea-
bed between two terminal points”.

The International Cable Protection Committee’s principal objective is to provide to the
industry the regulations for the protection of submarine cables from natural and man-made
hazards, the supply of cable awareness programs and relevant charts and to produce a set of
guidelines to assist both the cable owners and public authorities for the safeguarding of
submarine cables [9]

Among the ICPC recommendations, the following apply to the right of States within their
jurisdictional waters:

e Management of Redundant and Out-Of-Service Cables (OOS Cables);

e Recommended Routing and Reporting Criteria for Cables in Proximity
to Others;

o C(riteria to be Applied to the Proposed Crossing Between Submarine
Telecommunications Cables Pipelines/Power Cables;

e Standardization of Cable Awareness Charts;
o Recommended Actions for Effective Cable Protections (Post Installation).

e Planning and Removal Considerations deal with situations where new
submarine cables are laid in the position or near an Out-Of-Service cable (the
same provisions apply for the subsea structures and mining of the seabed
materials). A limited recovery of the OOS cables through the cooperation of
the seabed users is suggested. There is no requirement provided by the
UNCLOS (or customary international law) to remove the OOS cables outside
of the territorial waters, as there is no full sovereign jurisdiction beyond the
limits of the territorial sea. Therefore, such removal is based on the decision
of the cable owners. Many pre-decision and post-decision factors can
influence the cable owners to act in such a manner. This Recommendation
aims to assists the cable owners in reaching a compromise in the situation of
the cable crossing. A set of technical instructions is provided to assists the
cable owners in choosing the right approach and methods both in
communicating and executing planned crossing.

e Technical assistance document for both the submarine cables and pipelines
owners whose cables and pipelines are about to cross each other. Whereas
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the crossing of two cables does not necessarily require a special agreement by
the parties (a simple exchange of “letters of agreement to cross” should
suffice), in the case of the crossing of the cable and a pipeline, the ICPC
recommends the executing of the special Crossing Agreement (Model
Crossing Agreement is drafted by the ICPC). Such an Agreement should
cover the issues of liabilities and rights of parties, consequential losses,
construction details, maintenance plans, and mutual recognition of the parties’
operations and limitations of their authority.

o Recommendations to suggest that appropriate national Hydrographic Offices
should be notified every time a new cable installation has been placed, or the
existing one has been moved or removed. Subsequently, these notifications
should be noted on the “Cable Awareness Charts”, so that all interested
parties (fishermen, merchant fleets, oil & gas industry and others) would
become aware of the cable presence or removal. The Recommendation
provides detailed information on what these charts should consist of,
depending on the target group.

e Set of instructions direct Public Authorities on how to inform the Fishing
Industry about the existence of the cables and their preservation.
Additionally, Military Authorities, various Commercial Entities (Oil & Gas
Industry, Cable Maintenance Authorities etc.), Port Authorities, Hydrographic
Offices, Local Authorities, Environmental Authorities, should all receive
update information. An emphasis is placed on the development of national
legislation on Cable Protection and the establishment of Cable Protection
Areas. Additional measures of monitoring the cable corridors via electronic
monitoring equipment (radar, vessel monitoring system), air patrol, sea patrol
and terrestrial patrol are suggested.

In practice, a marine survey aims to provide all relevant information with respect to the
protection of the submarine cable from shipping, fishing and other activities, and in many
occasions including the risk of piracy and terrorism, usually by providing a threat and security
risk assessment for the area of operations, if and when this is deemed necessary according to
the work scope. Apart from the man-made hazards, the natural hazards include: submarine
earthquakes, fault lines & related landslides, density currents and waves, tsunami, storms and
sea level rise, other extreme weathers, icebergs and volcanic activity. According to the ICPC,
around 70% of the cable faults are caused from man-made hazards (mainly fishing and
anchoring, mainly in the water depths of 200m), and around 12% are caused by the natural
hazards, Submarine Cable Improvement Group. For a bizarre case of an act of piracy on
international submarine cables by Vietnamese fishermen, see [10].

Before the operation of construction and laying of the submarine can commence, a number
of criteria needs to be satisfied in order to achieve the necessary standards of safety. It is
necessary to select and conduct survey of the possible route/s, calculate impacts of the design
and laying to the environment and safety, give proper notification of the position of the cable,
and develop a maintaining and repair/replacement plan.

Additional measures of protection include: a cable burial in the seabed trenches (1 to 10
meters, usually in water depths to 1500 meters water depth); designation of non-anchorage
areas (where the submarine cables are placed); the creation of cable protection areas
(limitation of all activities (like e.g. fishing) which could potentially endanger the submarine
cables); coast guard and naval patrols (preferably joint-State cooperation); radar systems,
Long Range Identification and Tracking (LRIT) and Automatic Identification Systems (AIS);
and, laws and regulations introducing strict penalties for infringements (including specialized
laws on terrorist acts, ensuring the cooperation of States). All the afore-mentioned should also
be implemented in the EEZ.

3.2.4. Cable systems outside of the territorial jurisdiction of the Coastal State —

Legal regime.
Unlike in the Territorial Sea where a land legal regime of the Coastal State fully applies, in
other maritime zones defined by the UNCLOS, the Coastal States cannot enforce the full
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jurisdiction, but are granted certain rights. The UNCLOS provides several rules regarding
laying and operation of the submarine cables63 and pipelines.64 The Convention also defines
conditions necessary to be met in order to obtain the right to lay submarine cables and
pipelines, and instructs Member States to adopt national legislation that imposes sanctions on
those not respecting the rules.

In brief, and prior to UNCLOS, a few international legal instruments regulated the laying
and subsequently the related cable survey operations. These conventions nowadays lack the
scope to meet the industry demands and the technological developments. Following the first
trans-oceanic laying of the cable, it became apparent that it was necessary to devise a legal
instrument of protection of such cables outside of the coastal state’s jurisdiction, which was,
at the time, everything outside of the territorial waters (12 nautical miles). The Convention for
the Protection of Submarine Telegraph Cables was adopted by more than 40 countries in Paris
in 1884. This convention is still in force in countries not part of any subsequent legislation,
although this is detrimental, as the conventions norms do not correspond to present needs.
This convention is applicable to telegraph (obsolete) and power cables. According to this
convention, the owners cannot take action until a cable is actually damaged.

Due to the efforts of the International Law Commission, on the 29 Apr 1958, the Geneva
Convention on the Continental Shelf and the Geneva Convention on the High Seas took over
relevant provisions of the Protection of the Submarine Cables Convention and came in to
force. More importantly, the scope of the application was expanded to include the protection
of the telephone cables, high-voltage power cables and submarine pipelines. Article 26 of the
Convention on the High Seas recognized the right of the Coastal State to exploit its natural
resources, and gave the Coastal State a right to prevent the laying of the cables and pipelines
which unjustifiably interfere with that right (similarly, the Art 4 of the Convention on the
Continental Shelf).

3.2.5. EEZ and Continental Shelf and High Seas
The UNCLOS adopted the Geneva Convention norms, extending them significantly, and
relating any cable survey and installation activity with the EEZ and Continental Shelf legal
definition. The UNCLOS Convention recognizes the right of States to lay, repair and maintain
submarine cables and pipelines both in the Exclusive Economic Zone (Art 5873) and the
Continental Shelf (Art 7974).

o In the EEZ, the Coastal State has rights (Art 56) regarding the exploration,
exploitation, conservation and management of natural and living resources,
and the activities adjunct to that zone (e.g., wind-farming). In addition, the
Coastal State has a jurisdiction over artificial structures built and marine
scientific research conducted in the EEZ, as well as the protection of the
marine environment. Other rights of the Coastal State include the right of
boarding, inspection and arrest (Art 73), and the right of imposing safety
standards.

o Similarly, in the Continental Shelf, the Coastal State has the right (Art 79) to
take “reasonable measures” for the exploration and exploitation of the natural
resources of the seabed or subsoil, and prevention, reduction and control of
pollution (this third option is, however, only reserved for the case of the
pipelines, and it does not apply to the cables). Also, the Coastal State is given
a right of jurisdiction over artificial structures (Art 80). If the EEZ is
established above the Continental Shelf, the regime of the EEZ applies.

The owner of a cable or pipeline to be laid needs to pay due regard to other submarine
cables or pipelines already in position, and in the case of pipelines, needs to obtain the
Coastal State’s consent regarding the delineation of the pipeline (Art 79(3)), and the
conditions for the removal after its abandonment (no such consent is necessary for the cables).
If necessary, prior information and negotiation with the Coastal State over the route of the
cable should be conducted. In case of a conflict, the Coastal State has priority. Article 60
allows the creation of the safety zone up to 500 meters around any installation on the
continental shelf to provide for safe navigation (e.g. around pumping stations).
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On the High Seas, all States have a right to lay submarine cable and pipelines (Art
87(c),78 Art 11279).

This however does not imply the acquiring of the title on the seabed. Additionally, there is
no possibility of establishing a safety zone. The owner of the cable or pipeline to be laid has
to pay due regard to the interest of other submarine cable or pipeline already in place and
prepare a crossing agreement where the technical requirements are presented to other owners.
Namely, the UNCLOS establishes a duty to inform an owner of the already existing
submarine cable or pipeline in the case of crossing, and an obligation of negotiation regarding
the point of crossing if necessary.

Article 113 determines the obligation of the Member States to adopt in their national
legislation the sanctions for the willful of culpable negligent breaking or injury to the
submarine cable or pipeline, or activity that is intended to result in such breaking or injury.
There is a possibility of an exclusion in a case where damage caused was necessary to
preserve lives and vessels. If damage is caused, the owner of the cable that is being laid bears
the costs of repair (Art 114). In case of damages beyond repair, the national law shall
determine the subsequent proceedings. If a person has sustained loss whilst trying to avoid the
damage to the submarine cable, UNLCOS provides the right of indemnity from the owner of
that cable (Art 115). Jurisdiction in penal or disciplinary matters is set to the flag state court
or the court of the state of which the person concerned is a national (Art 113).

An important addition to international regulation is the extension of the cable
provisions to the high-voltage cables and pipelines.

The UNCLOS does not allow the right of visitation on the High Seas.

3.2.6. Debates on issues regarding submarine cables

3.2.6.1. Third-Party Access to Submarine Cables

The standard facility doctrine of the submarine cables dictates that the underwater cables
are considered as ancillary installations to the sending station, therefore being subject to the
same domestic installation of that station, and usually recognized as a chattel. Even if the
Receiving State sends back the electric signals, the status of that submarine cable will not
change. However, the facility doctrine can be problematic when considering third-party
access and the contents, whether those are communication data or energy of any form,
provided through the cable. The question of jurisdiction arises when it becomes necessary to
determine which law, that of the Sending State, Receiving State or the Third-Party State will
govern the intellectual property issues. Having in mind the fact that the submarine cables
carry most of the international voice and data communication, it is of relevance to establish in
advance which law will govern that transfer.

3.2.6.2. Project Unnecessary Delay — Abuse of Right by a Coastal State and
the role of the Flag State

The Coastal State has, in the EEZ and the Continental Shelf, a right of prevention of the
laying of the submarine pipelines and cables, should they prevent the Coastal States from
exercising the rights of exploration and exploitation of the natural resources in those areas.
Should the Flag State (survey of laying ship) wish to challenge such regulations, this is to be
done through the provisions set in the Art 297 of UNCLOS. What exactly such a challenge
would comprise of, is not defined by the UNCLOS, and is left to the dispute settlement
system to determine in a case of a dispute. The question is on what basis can the Coastal State
claim that the laying of the submarine pipeline or a cable prevents the exploration and
exploitation of the resources.

Beckman suggests that «it would seem reasonable for a coastal State to impose restrictions
on the laying of submarine cables in its richest fishing grounds or coral reef areas in its EEZ
and to put restrictions on the laying of cables in areas designated for off-shore exploration for
oil and gas” noting that “Disputes on the application and interpretation of article 79(2) could
arise if a company laying a submarine cable is of the view that the laws and regulations of the
coastal State restricting their right to lay submarine cables are not reasonable measures”.

Additionally, before the commencing of the construction of the submarine pipeline,
consent of the Coastal State is necessary. This is usually preceded by environmental and
safety studies, and the study of the best possible route of the pipeline. There is however, no
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limitation as to the length of these consultations and studies, nor is the Coastal State required
to approve laying in a certain period. Article 300 of the UNCLOS promotes good faith in
fulfilling the obligations set under the UNCLOS and prohibits the abuse of the rights
determined by the UNCLOS. Accordingly, every false claim regarding the “reasonable
measures” for exploration and exploitation of the resources, and every unnecessary delay of
the project should be sanctioned due to the abuse or rights it constitutes. The ICJ
(International Court of Justice), ITLOS (International Tribunal of the Law of the Sea) or any
other arbitration (or special arbitration) should adjudicate such sanction (the same legal
principle should be present in other dispute settlement forums). However, the broad variety of
choice regarding the place of adjudication could potentially lead to the “forum-shopping”
attempts, depending on the choice of law more favorable to the parties.

3.2.6.3. Enforcement of the UNCLOS Provisions

The ICPC endorses the ratification of the UNCLOS, and adoption of the national
legislation aimed at implementing the UNCLOS provisions. However, many countries still
did not ratify the Convention, or did not establish adequate domestic laws providing for
effective penalties against such violations. Another interesting point is a suggestion that due
to the possible heavy penalties for breaking or injury of the submarine cable, the level of
compensation paid by the cable owners to the marines who work the sea bed near the cable is
increased. If there is no such compensation, punitive measure can result in a refusal by
fishermen to approve cable laying in their territory. In conjunction with the previously said,
several UNCLOS provisions lack clarification on the specific terminology used. The Nord
Stream Project is a good example of long and, in some cases, unsuccessful negotiations with
prospective trans-border nations (even if only having the EEZ in mind) [(Vinogradov, 2009)]

3.2.6.4. Marine research in the EEZ — Why a cable survey is not marine
research

A problematic term in the UNCLOS is “Marine research” in the EEZ. Can the seabed
survey necessary for laying submarine cables and pipelines collide with the seabed mineral
research, and in what conditions is the Coastal State allowed to stop or modify such an
endeavor?

We should note here the scope of a cable route survey within the overall objective of an
EPIC contract [EPIC: Engineering, Procurement, Installation and Commissioning]

The fundamental objectives of the cable route survey are to [12]:

1. Prove and document the initial route developed during initial project planning stages.

a. Preliminary stages for route planning are based on web resources and other
historical information, thus a survey provides actual bathymetric, geophysical and
geotechnical information that validate the actual data and information derived during
initialization of the project.

2. Identify and where practical, develop the initial route to avoid obstructions and
hazards found during the survey.

a. This stage is usually done on board the vessel and during the survey within
24 hours of data acquisition processes.

3. Determine final cable route engineering and cable length - and cable armouring -
quantities

a. Burial feasibility, trenchability classes and soil classification parameters are
estimated, along with risk assessments for burial and other cable protection
parameters. Thus, the cable route survey, confirm or amend preliminary cable
protection strategies, in a closer timeline to the installation process.

4. Provide all data and documentation necessary to support cable installation

5. Provide the database framework for system maintenance

We will present below arguments supporting that the scope of submarine cable route
surveys cannot be construed as Scientific Research.

The route survey scope is not designed to perform systematic investigations into and study
of the marine environment in order to establish facts and reach new conclusions about the
marine environment, nor:

*  To carry out exploration or exploitation of living or non-living resources

*  Drill on the continental shelf
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*  Use explosives or harmful substances

*  Construct, operate or use artificial islands, installations or structures

The route survey scope is not designed to perform systematic investigations into and study
of the marine environment in order to establish facts and reach new conclusions about the
marine environment, nor:

*  To carry out exploration or exploitation of living or non-living resources

*  Drill on the continental shelf

*  Use explosives or harmful substances

»  Construct, operate or use artificial islands, installations or structures

NOTE: It is also obvious that the engagement of universities, scientific institutes or other
governmental scientific research bodies could result in a misinterpretation and mislead
Coastal States on the role of engagement of such institutions to cable route survey activities.
In the opinion of the author the involvement of these institutions within EEZ disputed areas
should be avoided, unless they are subcontracted by a commercial entity or form spin-off
companies and engage directly in commercial activities.

3.2.6.5. Request for permit by a Coastal State

Mobilization of survey vessels in advance of all survey operational permits being issued is
bad industry practice and can result in:
Inability to commence operations upon arrival on site and unreasonable delays
Dislocation of planned survey phase sequence
Vessel standby and contractual claims
Possible non-productive vessel transits that affect project timelines and milestones.
Increased costs imposing mitigation measures

6. Substantial overall project time shift on sequential project phases, e.g. installation
vessels idle waiting on survey data and installation permits

7. Increasing requirement for marine operational permits in EEZs particularly for non-
landing countries in “apparent” contravention of UNCLOS provisions has further negatively
impacted permit lead time and project progress

All permits issued by coastal states and communicated via NAVTEX, should clearly
indicate that a cable route survey is to be performed in order to gain the advantages and
the legal flexibility provided under UNCLOS.

We should also note that securing permissions to carry out survey operations vary from
coastal state to coastal state and from straightforward to highly complex with lead - times
measured in days to possibly many months; associated conditions can include:

M

e Requirement for all survey team members and vessel crew to undergo
security checks, especially in the Eastern Mediterranean region under its
current geopolitical status

e The imposition of restrictions on certain nationalities within the survey team
and/or vessel crew; and even the country where the survey contractor’s
company is registered. Careful examination of flag state endorsements should
be accounted per coastal state regulations.

e Requirement for survey operations to be witnessed by security officers.

e Mandate for survey work be conducted by national research institutes to pre-
agreed hand over locations

e Requirement for copies of survey data to be made available to the coastal
state upon completion of the survey and/or copies of reports. This is usually a
standard requirement at the close out phase of each survey project concerning
submarine routing.

3.2.6.6. UNCLOS Facts
In areas, not subject to the sovereignty of the coastal State, there are no provisions in
UNCLOS governing surveys on the high seas, in the EEZ or on the continental shelf. It can be
argued that such surveys are a traditional freedom of the seas. When conducted in the EEZ, a
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cable route survey is arguably “an internationally lawful use of the sea” related to the freedom
to lay submarine cables, as provided in article 58(1) of the UNCLOS.

Part V of UNCLOS contains no provision suggesting that a coastal State has jurisdiction to
regulate cable route surveys in its EEZ. Article 56(1)(b) of UNCLOS provides that in the
EEZ, the coastal State has jurisdiction as provided for in the relevant provisions of this
Convention regarding;:

(1) The establishment and use of artificial islands, installations and structures;

(i1) Marine scientific research;

(ii1) The protection and preservation of the marine environment;

In the EEZ a coastal State only has “jurisdiction as provided in the relevant provisions of
this Convention”. It has no residual jurisdiction. Therefore, unless there is a provision in
UNCLOS if a coastal State has jurisdiction over survey activities in its EEZ, or on the
continental shelf, it would have no jurisdiction to pass laws and regulations on cable route
surveys outside its territorial sea.

This warrants a consideration of the UNCLOS provisions in Part VI on the continental
shelf. Part VI does not make a distinction between the rights and jurisdiction of the coastal
State.

Article 77 provides that the coastal State has sovereign rights for the purpose of exploring
the continental shelf itself as well as for the purpose of exploiting its natural resources.

On the other hand, Article 79(2) deals specifically with the laying and maintenance of
submarine cables, and provides that subject to its right to take reasonable measures for the
exploration of the continental shelf, the coastal State may not impede the laying of submarine
cables.

4. CONCLUSIONS

1. A coastal State has the right to impose reasonable measures for the exploration of the
continental shelf and that such measures might include adopting laws and regulations on cable
route surveys. It would seem reasonable for the coastal State to adopt regulations to ensure
that a cable route survey ship is not engaged in the exploration of the natural resources of the
continental shelf and these regulations should be clearly reflected in NAVTEX notifications
and the permit itself.

2. Cable surveys are not constituting marine scientific research surveys, so UNCLOS
Article 56 and article 246 do not apply.

a. UNCLOS Art 40 states clearly that “During transit passage, foreign ships,
including marine scientific research and hydrographic survey ships, may not carry out
any research or survey activities without the prior authorization of the States bordering
straits”, thus: UNCLOS makes a very clear distinction between hydrographic and
marine scientific research surveys.

b. Article 19(1)(j) is also consistent with this analysis, as it mentions “research
or survey activities”, implying that they are separate activities.

3. The right of coastal States to impose conditions on cable route survey ships in
maritime zones subject to their sovereignty is unquestioned.

4. Their right to impose conditions on cable route survey ships is doubtful if they claim
that such surveys are a form of marine scientific research. However, they may have a credible
argument to regulate such ships as reasonable measures relating to the exploration of the
continental shelf under Article 78 and 79 of UNCLOS.

5. Given that the continental shelf is for all intents and purposes a resource zone, this
may give them a legitimate basis for imposing conditions to ensure that the cable route survey
ship is not engaging in the exploration of the natural resources of the shelf.

6. States have the unquestionable right to lay and operate submarine cables and
pipelines.

7.  Whereas in the territorial sea the Coastal State can determine the conditions for such
laying and operation, and, impose taxes as transit fees, in the Continental Shelf and the EEZ
zones, the Coastal State can only object to such undertakings if they seriously obstruct the
rights of exploration and exploitation of the natural resources of those areas.
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8. UNCLOS refers to Coastal States rights, not companies and private business, thus the
flag states are the mediators in case of disputes.

9. Stability of the operation and legal certainty are necessary to promote huge
investments necessary for the construction and commencing of such projects.

10. The Law of the Sea Convention and the Energy Charter Treaty aim to ensure, legal
protection and undisrupted non-discriminatory flow of the energy products.

11. Although not all possible legal questions have been resolved by the mentioned
Treaties, they provide solid and clear legal framework for the successful construction and
operation of land/submarine cables and pipelines, having in mind the interests of both State
and private business. It is necessary that all Member States ensure that their national
legislation provides for all obligations that the named Treaties legislate

12. For countries that have not ratified the UNCLOS, (despite the fact of legal
precedence in UNCLOS rules application, as is the case of Turkey), issues are still unclear.

13. It is a standard policy of all cable survey companies and cable supplies to plan
projects based on the UNCLOS, recognized as the only international legal instrument
regulating activities within the EEZ.

14. If a Coastal State denies a cable route passage/corridor due to planned oil and gas
activities, oil and gas development plans should be published and disseminated through the
official government’s gazette. Otherwise, this can cause a possible justification for claims
base on Abuse of Right by a Coastal State clauses described in the UNCLOS.

5. Geopolitical considerations at the Eastern Mediterranean Sea — The Turkish actor

According to the AKP itself and its supporters, the AKP victory in the November 2015
parliamentary elections, was followed by one word: “Stability”’; when temporarily the Turkish
lira picked up against dollar, equities spiked and bond yields fell.

Unfortunately, this euphoric climate was plasmatic and rapidly changed when the interest
rate increased due to dollar climbing in the international market.

Turkey, in 2016, is at a threshold; it requires far-reaching reforms and international
investments to keep the economy running in high levels of development. In that sense, 2016
could be considered a milestone year for the Turkish economy due to the fact that Turkey
needed to proceed with constitutional changes that would create a presidential system in order
to achieve the far-reaching implications.

In turkey of 2016, and after the failed coup attempt, there are still two risk indicators that
clearly show that the economic bubble is going to blow up soon, unless something changes
rapidly:

1. A first look at the financial status of the Turkish telecommunication operators show a
rapid increase in the outstanding payments of consumers

2. During the second semester of 2016, there is a downfall in the real estate market.

In Turkey, a future collapse is obviously a matter of time. Credit cards in Turkey are
bouncing and loans cannot be paid. The stability of the Turkish Banking system is under
threat.

Another concern is report to the last IMF report on Turkey: Turkey is in the list of
countries where due to External Imbalances they are Particularly Vulnerable to Shocks [See
figure below]. Turkey continues to have significant external imbalances, despite being net oil
importers. It is also mentioned that Turkey’s domestic-demand driven growth leads to
persistent import growth and the need to finance the current account deficit with portfolio
flows exposes the economy to external shocks.

According to IMF Global Financial Stability Report, Turkey is in the late stage of the
credit cycle and are faced with persistent inflationary pressures, leaving little room for
monetary policy easing because of the risk that it may reinforce currency weakness.
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4. Number of Months before 25 and 50 Percent of Corporate
Debt Comes Due
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Sources: Bloomberg, L.F.; and IMF staff calculations.

Sovereign risk perceptions appear acute in Brazil, Colombia, South
Africa, and Turkey.

There is also another striking remark with regards to the Turkish society: The number of
expensive phones owned by Turkish citizens is very high, especially when the prices of
smartphones in Turkey is somewhat 50% more that the European markets.

Nevertheless, with this situation at hand, it is obvious that the political confrontation
between the EU and Turkey will not come to a compromising solution easily. EU is - or
should be - aware of a possible economic collapse of the Turkish Economy.

Turkey has been characterized by Morgan Stanley in 2013, as one of the “5 fragile”
emerging market countries most likely to be affected by foreign investments. The account
deficit of 5% needs considerable external financing. GDP per capita is stagnating at circa
10.000 USD, thus caught in what we could call the “middle income trap”. Turkey is also
suffering [and will suffer even more in the near future] of qualified graduates, lack of
competence of the workforce with higher education. Having been in the Oil and Gas industry,
a striking remark is usually made by colleagues in the social media: Turkey does not have
qualified air gun mechanics or data processors in the international market, no one has ever
heard of Turk engineers or data processors in the industry, despite the fact that TPAO
purchased the most sophisticated equipment and vessels the last decade. Up to now, the
Turkish work force in the Oil and Gas industry seems to be rather limited. I have limited
knowledge of other technological areas, but a few facts, regarding the Turkish economy are
presented below:

The most critical economic activity in Turkey is real estate and the construction industry,
supported mostly from a loose credit policy of Turkish Banks. After all the real estate lobby,
has supported AKP strongly in the past years. In order to support the two indicators presented
above, this is where Turkey stands: Erdogan recently announced to the public that banks
taking measures against customers with outstanding payments will be considered “traitors™.

Obviously, the symptoms described above, clearly indicate that this is not a healthy
economic and financial environment and most probably AKP is trying to find alternative
solutions to boost the economy, by intervening in “out-of-country getaways”, aiming at
external financing that will boost again the economy. The strengthening of the Turkish-
Russian relationship, the recent signature of the of Turkish Stream, the invasion to Syria in
order to stop the unified Kurdistan and keep a “clean trade corridor” with Iran, the “Unified
Cyprus regime” that will enable Turkey to open the energy corridor in the Eastern

! https://www.bloomberg.com/news/articles/2016-11-03/erdogan-leans-on-turkey-s-banks-and-

slowly-rates-come-down
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Mediterranean and the ultimatum to the EU with regards to entering the EU are strong
indicators that this is pathway to get external investments and external financing.

And with regards to the banks, a slashing credit-driven consumption and alleviating
concerns over the independence of the central bank and regulatory authorities should, or is,
part of the reforms that AKP will attempt in 2016 or early 2017, at least when the situation in
the country stabilizes following the coup attempt. We should not forget that before the coup, a
switch to a presidential system has risen upcoming economic turmoil and public scepticism,
even among AKP supporters.

Setting aside the coup for now, the economy is the top of the public’s agenda in 2016,
perhaps for the first time since the economic crisis of 2008. Whether this time headlines
mention ‘crisis’ or ‘reform’ will depend on the choices the country’s leadership makes.
Judging by the initial debate on the constitution, politics seems more likely to dictate the
economy in 2016 than the other way around. And the strengthening of Erdogan’s position as a
political leader, will aim at reforming the Turkish economy by introducing foreign actors and
allies in this geopolitical play.

1t is obvious that the EU Projects of Common Interest plans do not coincide with Turkey’s
aims for geostrategic depth in the region, tension between Greece, Cyprus and Turkey will
likely rise gradually when these projects enter implementation and construction phases.

We should also note that the EEZ regime in the eastern Mediterranean is still unresolved.
The position of Turkey, in all occasions, present unreasonable arguments with regards to the
EEZ delimitation and its geostrategic aims [14], especially in the case of Cyprus, where the
Turkish position with regards to disputed areas is clearly not based on reasonable arguments,
as shown in Figure 5

Figure 5: Turkish claims in Offshore Areas included in the Cypriot EEZ.
Offshore Areas Claimed by Turkey

Turkish Cypriot TRNC ¢

e

q:_/ S Yo
. Republic of Cyprus : !,’
e p——
= RIS

Source: TPAO

Pipeline and cable owners should have the following consideration in mind:

At each end of the submarine pipeline lies a terminal situated on the coast, and
therefore under the complete jurisdiction of the Coastal State. Based on these segments (since
the longest part of the pipeline/cable lies in the EEZ areas), the complete length of the
pipeline (or cable) could be considered as a single unit determined by a single legal system,
based on unilateral legal framework agreed between connected States, upholding the
provisions of UNCLOS and the Energy Treaty.

Another possibility is to register the submarine pipeline in the ship registry of the
Flag State, by identifying, through the provision of the UNCLOS and the national legislation,
the genuine link between the pipeline (or perhaps a high voltage power cable?) and one of the
Coastal States as the Flag State. The International Energy Treaty or a set of Agreements
between the involved States and companies can also determine the legal nature of the
pipeline/cable. If this is not done, and a dispute arises where it would be necessary to
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determine that status, national courts would have the final saying (implementing the provision
of the UNCLOS, The Energy Charter Treaty, and other relevant international and national
legislation).

The clear property status of the pipeline is necessary as to have normal property rights
over the pipeline, court jurisdiction and safety standards and norms. Additionally, the clear
property status of the pipeline is necessary as to be able to establish security interests like
liens and mortgages.

Another issue that may rise during installation is prevention: The Coastal State has, in the
EEZ and the Continental Shelf, a right of prevention of the laying of the submarine pipelines
and cables, should they prevent the Coastal States from exercising the rights of exploration
and exploitation of the natural resources in those areas. Should the Flag State (survey of
laying ship) wish to challenge such regulations, this is to be done through the provisions set in
the Art 297 of UNCLOS. What exactly such a challenge would comprise of is not defined by
the UNCLOS, and is left to the dispute settlement system to determine in a case of a dispute.
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Abstract

Several movements conceptualise cities’ educational, cultural and
urban/regional/transnational development aspects, such as Educating Cities, Children’s City,
or URBACT’s. Cultural tourism/Edutourism, seen as a non-formal, lifelong education
formula led by the individuals, has also played an important role, enhancing the value of cities
in the broader sense. Monitoring people’s opinion about the city and getting them to actively
participate also enlightens those movements. This paper presents a research on the renewal of
Chaves’s historic centre (HC), whose rationale considered educational communities as
partners. Results showed that teachers value urban renewal processes, while being critical,
though. They emphasize the need for information and training. The HC should be a space for
families to live in and is referred to as a multiple use educational resource.

Keywords: Cities and learning, historic centre renewal, municipalities and development,
cultural/heritage tourism, educational communities’ participation

JEL classification:

1. Introduction

This article results from a research project designed to understand educational
communities’ and visitors’ perceptions about a town’s historic centre renewal and heritage
enhancement. In the context of a wider endeavor towards enhancing and promoting cultural
values and heritage in town, teachers, students and tourist’ were selected as partners whose
perspectives and demands were considered especially relevant to ensure the historic centre
renewal and its role in towns and regional development (Diniz, Costa, Joukes, Morais, and
Pereira, 2014).

The theoretical framework relies on the topics of cities as educational/cultural places, the
role of heritage, namely historic centres, cities’ sustainable development and the way heritage
enhancement in urban spaces puts forward different types of educational stances (formal,
informal and lifelong learning). A multi-method design was followed and results showed that
the participants were attentive to questions involving heritage, though each group was

9 G

ONU Statitics Comission devised, in 1983, a conceptual distinctions among “tourists”, “visitors”
and “day-visitors”. Because it was not within the scope of this paper, we leave out the dicussion and
use “visitors” and “tourists” as synonymous.
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attentive to a different degree; the town and its historic centre were also a /locus of both
individual and collective learning, albeit in different formats.

2. Cities as educational/cultural places

The birth of cities, while closely related to the need for protection and economic
development, has ended up in reflecting multiple dimensions which historically has led to
their being regarded as crucial places of human development. Cities are also seen as
socialization and therefore educational spaces, where learning experiences are likely to occur
due to the diversity of actors and contexts offered by the urban environment (despite the
violent incidents that have been affecting cities in every continent in recent years and that
naturally shape the way people think about them).

It was so in Antiquity, in the Middle Ages, in the Renaissance and it continues to be so
across continents today. In reference only to the western world, the notion of place-based
learning (in towns, regions or communities) can be followed back to the ancient Greece,
although it was not categorised as such (Osborne, Kiernes and Yang, 2013). It was in the late
twentieth century that several proposals were made which, in their own different ways,
conceptualise, name, test and deepen the cities’ social, educational and cultural dimensions. It
is the case of the modern concept of a learning city/region, which originated from that of a
“‘learning society’’ and gave way to the UNESCO supported International Platform of
Learning Cities (Osborne Kiernes, and Yang, 2013). Learning cities are meant to represent a
new approach to urban development, linking lifelong learning, social inclusion and urban
generation.

Still, other proposals conceptualize and try-out the educating capacity of cities, as it is the
case of the Educating Cities Movement (Villar, 1990; Lucio and Neves, 2010). One of the
features of this movement is to gather inputs from the citizens and engage their participation,
thus consolidating democracy and citizenship (Messina, 2013).

In order to undertake appropriate action, the persons responsible for municipal policy must
obtain accurate information on the situation and needs of the inhabitants. Thus, the city shall
undertake studies and surveys, which it shall keep up to date and make available to the public
and shall establish channels that are constantly open to individuals and groups that allow the
formulation of specific proposals and general policies.

Another example worth mentioning is the Children’s City Movement, inspired by Tonucci
(1996). Tonucci’s ideas have been at the basis of several working groups in and outside of
Europe which have two common denominators: they reject the idea that cities are built for
adults, ignoring children’s needs; and they put forward proposals to make cities more children
friendly, emphasizing their potential to become regional and national development centres.

Some movements may be also integrated in this dynamics, like the Eurocities, a European
movement that relies on urban/regional/transnational development, emphasizing education
and culture (Joukes and Costa, 2015); URBACT?, another European Union collective learning
movement, which includes specific programs for historic cities, such as HERO, which
develops around the concept of heritage “as an opportunity”.

The movements that have been referred to one way or the other conceptualize cities as
human development spaces and, among other things, list objectives and strategies that
basically pertain to the informal education sphere. When one thinks of Europe, however, one
notices that cities have been gaining more protagonism even at the political level in the field
of formal education as well. Suffice to look at the decentralisation policies in recent decades
that reinforce the role of municipalities in education (Aratjo ef al., 2013; Costa ef al., 2013).

In short, none of these movements designed to think and live in the urban space can be
ignored, and cities are now viewed as places of formal as well as informal education and
lifelong learning. More than ever, the urban space has an educating identity that can be
described through concepts such as learning in the city — since it contains plenty of
pedagogical facilities, like schools, museums, etc. — and learning from the city — referring to
the informal learning opportunities offered by the city (De Visscher, 2015). In fact, in

? It is a European Exchange and Learning Program promoting sustainable urban development.
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international foruns, cities are being more and more the target of multidisciplinary discussions
“on what can be learned in and from urban spaces, as well as on how different stakeholders
perceive the city as an educational space, taking into account pedagogical theories, existing
concepts and intervention programs” (see De Vissher and Lucio, 2015).

3. Notes on historic centres’ renewal

What is now known as a city’s historic centre used to be referred to as the “old part of
town” until the middle of the twentieth century; besides the concept does already correspond
to the enhancement of the places where present cities have actually come into existence
(Santos, 2014). It should be noted that by “centre” one does not always mean geometric
centre but rather bestows upon it a symbolic meaning by acknowledging its centrality to
history and everyday life and its importance as the origin of the city, something that is widely
accepted and increases its symbolic role. Although nowadays the intrinsic value of these
places has been established, until arriving at the concept of historic centre there has been a
whole trajectory that, particularly in Europe, would lead to an awareness of how important
these old urban tissues are and has had an impact on other parts of the world as well

So much so that in the beginning of the twentieth century some initiatives took place that
together precede and endorse the concept of historic centre as we know it in the twenty first
century. A few key moments in this evolutionary process should be singled out. First and
foremost, there is the Athens Charter which, in 1921 pointed out necessary criteria for the
preservation of old buildings, drawing the attention to the fact that these bear witness to
History; in 1964, the Venice Charter extended the concept of heritage to buildings in an urban
environment and introduced the idea of “reuse” based on the notion that preserving the
traditional town of itself was no guarantee of future. The Tendenza group, responsible for the
Bologna’s Historic Centre Regulation Plan that was designed in 1971, used a methodology of
analysis and project/proposal that has become a reference in Europe. In 1975, the Amsterdam
Charter suggested that preservation/reuse rested on a social spirit, while advocating
inhabitants/residents in historic centres remain there once these had been renovated (Garcia
Vézquez, 2004).

After the 1960s, the tendency for what one now refers to as historic centres to become an
urban concern and the object of a more systematic study and methodology grew stronger
(Garcia Lamas, 2000), and turned into a spiral that in the 1980s led to historic centres being
recognized as one of cities’ major issues (Salgueiro, 1992). It followed that in 1986, the
Charter for the Conservation of Historic Towns and Urban Areas was drafted under the
auspices of ICOMOS, identifying goals for the preservation of historic towns. The views
expressed in this Charter apply to “historic urban areas, large and small, including cities,
towns and historic centres or quarters, together with their natural and man-made
environments. Beyond their role as historical documents, these areas embody the values of
traditional urban cultures [...]. The values to be preserved are the historic character of the
town together with the set of material and spiritual elements that express its image”
(Salgueiro, 1992: 391). Therefore, the essential features of what is now called the historic
centre were designed, notwithstanding, as has been pointed out by Fernandes (2010), that the
concept of historic centre is constantly undergoing a revision process.

Especially in the last decades of the twentieth century, the state of decay of parts of most
historic centres led to the appearance and reinforcement of several movements of urban
planners and municipalities set on establishing intervention policies to revitalise historic
centres (e.g., WH, 2002). Several European and American towns have developed urban
regeneration dynamics3 that are more or less focussed on heritage/historic centres, depending
on each town’s specific circumstances.

3 Because it was not within the scope of this paper, the intense theoretical dicussion around such
concepts as renewal, revitalization, regeneration or requalification has been deliberately left out.
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4. Heritage enhancement, educational communities and cultural tourism as mutually
reinforcing factors in historic centres

Regarding the concept of heritage, some considerations must be made. Today, heritage
means something very different from what it used to in the past, when it had a narrower
meaning and was mostly related to built heritage. In fact, this concept was always associated
with the idea of “value” and referred to everything that was material, physical and visible.
The evolution of the concept of heritage was addressed in detail by Harvey (2010: 327)
whom, relying on Tunbridge’s and Ashworth’s definition of heritage as “a contemporary
product shaped from history”, underlined that heritage is, above all, a process, or “a value-
laden concept, related to processes of commodification, but intrinsically reflective of a
relationship with the past, however that “past’ is perceived and defined” (Harvey, 2010: 327).

Therefore, communities have a say when defining heritage (Waterton and Smith, 2010);
thus, a community’s understanding of heritage must be considered. Regarding the relationship
between perspectives on cultural heritage and community, “the local understanding of cultural
heritage becomes a social process rather than a physical object to be preserved. In other
words, cultural heritage is seen as an instrument for the development of social experiences,
relations, exchanges and so forth” (Mydland and Grahn, 2012: 583).

This directs us to the educational dimension of heritage. This dimension, as part of the
concept of heritage, has been regarded as one of the richest and most likely to bring people
together (Gonzalez, 2012), around the idea that material and immaterial heritage are worth
being past into future generations and as such be considered as an educational goal within
both formal and informal education. In fact, cultural heritage can be “an effective educational
tool for formal, non-formal and informal education, life-long learning and training” (CEU,
2014: 2).

Historic centres and heritage play an inescapable role in how cities work and therefore
should be attractive to both residents and visitors. New synergies that feed each other have
been taking place, that is, local residents’ interest for the historic centres attracts visitors who,
in turn, encourage locals to preserve and renew these centres, promoting cities and becoming
yet another resource as far as local development is concerned. Tourism has also played an
important role in that awakening of interest, and cultural tourism in particular. We should bear
in mind that, when speaking about cultural tourism, we often talk about heritage tourism.
According to Timothy and Boyd (2006: 1), “heritage tourism, which typically falls under the
purview of cultural tourism (and vice versa), is one of the most notable and widespread types
of tourism and is among the very oldest forms of travel”. Especially since the 17" and 18"
centuries’ grand tour, in Europe, the notion of travelling as a learning experience has become
increasingly prominent (Martinez, 2015).

According to the World Tourism Organisation (WTO, 1985), cultural tourism corresponds
to all movements of persons that “satisfy the human need for diversity, tending to raise the
cultural level of the individual and giving rise to new knowledge, experience and encounters".
Richards (2003) points out that the WTO’s wide spread definition enhances the learning
aspect of cultural tourism, which is supposed to contribute to personal development. In other
words, the learning componenet of cultural tourism is widely recognized (Pitman et al. 2010),
it is closely linked to educational tourism or edutourism and it is not always easy to tell them
apart. In fact, cultural tourism can be considered a form of non-formal, lifelong learning, a
process controlled by the individuals themselves, who choose their destinations according to
their educational/cultural interests. Anyway, as it is noticed by Falk er al. (2012), the
relationship between travel and learning is not yet sufficientely studied.

It should also be pointed out that the movements which deal with public spaces, mainly
urban spaces, whether targeting historic centres or not, depart from the principle that “any
recommendation based on research about urban public space cannot replace the direct
participation of the public, the unparalleled possibility of those who will actually use the
space” (Alves, 2003: 298). Changes in the urban space, which are often not understood by the
populations, directly affect people’s everyday life and so must be fully disclosed and duly
explained. As Guerra, Jaume and Castells (2011) put it, the interpretation of heritage is an
effective strategy to preserve it but it will only work as an educational activity if local
communities are involved. Still according to these authors, the best way to bring territory,
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heritage and community together is within a municipal context, listening to the population
living in the areas that are being rehabilitated. Educational communities, teachers and
students, as leading actors in formal education processes and the cultural tourists, as actors of
self-directed lifelong learning processes, should naturally be heard in the course of any urban
regeneration and heritage enhancement process.

This work is part of a research? that has been developed in Chaves (a middle-sized border
town in northern Portugal, integrating Chaves-Verin Eurocity) and looked into educational
communities as partners responsible for their own development which, to a large extent, is
based on valuing the heritage (in this paper, we refer historic centres and heritage as almost
overlapping concepts) and tourism thereof ensuing. The research is part of the “Chaves
Monumental — Valorizacdo e Promoc¢do dos Valores Culturais e Patrimoniais™ candidacy
within the Strategic Program of the Urban Network for Competitiveness and Innovation. This
candidacy is focused in the historic centre renewal® and is based on the assumption that the
way a town/region is able to make itself attractive results from several factors that have to do
with culture and heritage upon which local economies depend. In fact, these resources must
be preserved and valued so that they can be passed on to future generations if they are to
remain competitive, attractive and distinctive.

The main goals of the research were to identify how valuing the heritage is perceived by
the region’s educational communities and tourists and to help the various communities
committed to develop both the program and the region know more about each other.

5. Methodology

In the course of this research, several studies were conducted, following a multi-method
approach with recourse to complementing quantitative and qualitative techniques.

Methodological options resulted from the authors’ understanding that it will not be easy to
know much about social phenomena, if only a quantitative perspective is taken into account
or if it becomes pivotal. As a matter of fact, one’s knowledge about the complexity of social
phenomena will be far more extensive and heuristically productive if it rests on different
techniques and methodological frameworks (Hitchcook and Hughes, 1995; Guba and Lincoln,
1996). Methodological diversity becomes particularly relevant when one wishes to know how
events impact educational communities and visitors and the latter’s perceptions, bearing in
mind that both populations have clearly distinctive characteristics. Besides, the mixed
approach has been favoured by most research studies on these segments and populations,
whenever the intention is to go beyond mere market studies.

Particularly, it has been assumed that culture must be looked at through the eyes of those
who live it and not only through the scientist’s observations, as argued by Velasco and Diaz
(2006), as regards education, and by Denker (2010) regarding tourism.

Selection of samples and participants and the orientation of data gathering tools took into
account the results of exploratory studies carried out over different periods (different years)
and contexts (although they had not been conducted for the express purpose of this study).
They were small studies (ethnographic methodology, in loco observation and informal
interviews around archeological heritage, Costa, 2009) undertaken by different members of
the team (who have been long expressing an interest regarding this subject), which ended up
being very useful for the present study. Exploratory studies made it possible to justify
methodological options related to sample selection (educational communities and visitors;
residents were also inquired but they are not considered in this paper), places of access,
questions to ask and ways of recording information, for instance.

In methodological terms, two pathways were followed: questionnaires applied to visitors
(209) and students (58) and semi-structured interviews with students (41) and teachers (12);

* Diniz, Costa, Joukes, Morais and Pereira, 2014.

> Monumental Chaves — Valuing and Promoting Cultural Values and Heritage

6 Chaves’ historic centre limits were established in 1995 and for this official area a set of plans and
interventions was elaborated, some of which were executed (Diniz, Costa, Joukes, Duarte, and Pereira,
2014).
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in the case of the teachers, the interviews were also in-depth. The participating students were
15-22 years old. Although questionnaires were mostly quantitative and subject to statistical
analysis, they also included open questions with content analysis. The interviews were
analysed through content analysis techniques (Bardin, 1977; Esteves, 2006). After interviews
with students had been analyzed, focus group discussions followed in order to provide a better
understanding of some aspects.

5.1. Data analysis and discussion: Enhancing and promoting cultural values and
heritage in Chaves (Portugal).

Regarding this paper, we were particularly interested in finding out what these groups
think about the potential of the historic centre as a learning platform, how the historic centre
“educates” them and whether they actively or passively benefit from all that potential
represents.

5.2. About the impacts on educational communities

5.2.1. Teachers on the historic centre:

As regards teachers, it was possible to notice that in their statements, when questioned
about the historic centre, they do not refered only to it, but rather included the town and its
rural environment, which they saw as a whole territory that makes the town a good place to
live in. Almost all of them refered the beauty of the town, namely the riverside that has been
intervened by the Polis Program s

Not surprisingly, teachers were very much aware of all that has to do with heritage. In fact,
they were willing to participate in all kinds of actions related to valuing heritage and
promoting urban revitalization, which they thought had been positive so far but still needed to
be improved in some areas that they identify. In their opinion, the community should be able
to decide the role of the historic centre in the town’s/region’s development and elaborate clear
strategies resulting from those decisions. They were critical of specific aspects like the decline
of some areas of the historic centre, the difficulties of everyday life in that particular part of
town, the need to go back to urban planning concepts and practices from past decades or the
deficit in private investment compared to public one. Nevertheless, they know this is no
simple matter, and that is why they value every initiative however small.

The teachers’ statements emphasised that information, training and dissemination were
extremely relevant and clearly showed how much they valued information and training for
they are essential in involving everybody in decision-making, strategic urban and
development planning and carrying out those plans. In other words, it was the teachers’ strong
belief that nothing can be achieved without the articulate participation of all the population,
decision makers and participants. Besides, they did not focus on individual or institutional
responsibilities; on the contrary, they highlighted the importance of the community as a
whole.

Regardless of the choices that eventually will be made, these should take into account the
key importance of the Roman Thermal Spa (see Carneiro 2013). In this regard, they clearly
advocated the need to unravel study and divulge the heritage, suggesting a number of
initiatives to develop both the historic centre and the town.

Teachers on students and the historic centre:

According to the teachers, when stimulated, students end up being actively and
permanently interested in the heritage. As they see it, depending on the use of adequate
educational practices, students will surely have an important and active role in preserving the
municipality’s heritage.

7 We are very thankful to all the participants. Special thanks to the schools’ principals who
supported the research; the students, especially those who participated in the interviews and focus
groups, and the teachers, who offered their time to in-depth interviews.

¥ The Polis Program aimed at promoting interventions of an urban and environmental nature in
order to improve quality of life in towns, increasing urban centres’ attractiveness and competitiveness.
It was implemented in many towns in Portugal (in Chaves, from 2002 to 2008).
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The historic centre is deemed a unique educational space and it and the town, in general,
have much to gain from students participating actively in global strategies. For their part,
teachers were more than willing to give their contribution, educating and encouraging
students. To this end, they have presented a number of suggestions in terms of teaching
strategies to get students to commit themselves to revitalizing the historic centre, always
following a clearly educational purpose.

In their long and enthusiastic statements — even when one or another are disappointed or
skeptical about the future of middle sized towns like Chaves vis-a-vis the country’s new
tendencies — teachers provided an interesting set of suggestions and reflections, at the heart of
which lies the notion of a participating community. It is up to the community to assess and
clearly decide what they want for Chaves historic centre, showing they were really committed
to give it the central place and function it deserves.

5.2.2. Students - the “enlarged” historic centre as an ideal place for
socialization:

Still regarding educational communities, the overall assessment of the inquiries applied to
the students (interviews and questionnaires) is jointly interpreted in this paper. The students’
analysis was initially structured along two categories: the great majority who were
interviewed shared a positive perspective regarding revitalizing the historic centre, whereas
only a few were profoundly skeptical. Both groups have made criticism and plenty of
suggestions, though.

The students’ view of the historic centre was much based on their daily life, marked by
their experiences as youths: night visits to pubs — highly appreciated — strolls along the town’s
main shopping streets (old streets integrating the historic centre) and walks along the Tamega
riverside. When referring to the historic centre they did not focus solely on the castle, the
medieval streets, or those dating back from the 19th century (Santo Antonio Street) or even
the old houses that are part of what is officially described as the historic centre. In fact,
content analysis of the interviews clearly shows the greens areas surrounding the Tamega
riverside, near the modern Thermal Spa9 and the river (out of the historic centre borders) as
being particularly liked by students. In their responses, especially during interviews, students’
perception of the historic centre was then broader than the official one, since it includes the
riverbank, which is not included in the official historic centre. Students always found a way to
mention the green areas surrounding the riverbank which underwent a process of phased
urban regeneration in recent years (Polis Program), thus, somehow ‘redefining’ the historic
centre limits.

Students knew and appreciated, although to varying degrees, the Roman Thermal Spa,
whose only future, according to them, is to become a Museum. They placed great faith in the
Roman Thermal Spa’s being able to develop the town’s economy, namely by attracting more
tourists. They were aware of the state of decay of some historic centre buildings and the
general poor environment it causes. They consistently regreted the lack of a shopping mall,
because they would like more shops and brands to be available to their budgets. But what
really came as a surprise was their extensive list of suggestions to revitalize the historic
centre, of which stand out the thematic Roman Fairs, the development of culture and arts,
especially music, providing information and knowledge about the historic centre and
initiatives to make it known. In other words, they advocated that culture and learning be
integrated in entertaining, leisure and teaching contexts, without ignoring the wish to be able
to do shopping. Those of them who were more critical wanted the historic centre to be safer
and more easily accessed (namely by disabled people), and have more information and better
road signs.

5.3. Visitors and the historic centre

As regards visitors, cultural tourism, health and wellness tourism and culinary or food
tourism were pointed out by visitors looking for information in Chaves tourist office as the

% Presently, Chaves has a modern Thermal Spa and a recently discovered millennial Roman
Thermal Spa, both located near the river, but in different places.
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main reasons for visiting the town (TPNP, 2013). As for the respondents in this study, most of
them were frequent visitors, often coming to Chaves, not only for a day, but usually staying
overnight (on average up to 3 nights). What causes them to visit Chaves again is the wish to
visit friends and family, spend holidays or weekends, see the cultural heritage and taste local
cuisine.

Tourists find Chaves and its historic centre unique. They knew and appreciated how rich
its culture and heritage are and clearly acknowledged its touristic potential. Based on their
experiences as tourists or one-day visitors, which they consider positive, they recommend
other visitors to come and visit the town and suggested public and private authorities to make
a continuous effort to endow the city with infrastructures and facilities capable of making the
city more attractive to both residents and tourists. Therefore, it is imperative that Chaves’
cultural material and non-material heritage be preserved through investing in preserving and
revitalizing its centre. As they see it, it is necessary to keep making Chaves attractive to
tourists, in a clever and sustainable way, improving infrastructures, renovating more
monuments and renewing spaces, while respecting the deadlines for these conservation works
as much as possible.

Visitors expressed the opinion there is still much to be done and that it should be
complemented with several types of touristic related activities, with guided tours receiving the
highest demand. It is not enough to have impressive infrastructures, buildings, spaces and
monuments; new life and regeneration must be brought to them.

6. Conclusions: City/historic centres as places for learning: different perceptions and
usages.

The main goal of this article was to reflect about the potential of cities/historic centres as
places for learning, using the case study of Chaves, a middle-sized town in the North of
Portugal focussing on the education community and the visitors.

In short, cities, and especially historic centres are spaces where different types of learning
are acquired by different audiences in different ways. However, different types of learning
with different meanings can be identified, that is, learning goals and processes vary depending
on whether one is considering teachers, students or visitors.

6.1. The historic centre as a formal learning space mediated by teachers and by the
school

For teachers, more than a tourist attraction, the historic centre should be a space where
families have their everyday life improved. In addition, the town, and especially its historic
centre/heritage, is an educational resource of multiple usages in the context of formal
education. They are seen as resources, places and objects that facilitate learning, sometimes
even creative learning. As regards to their educational purposes, their choice is mostly and
plainly within the socio constructivist paradigm of development (Rocha, 1988). In that
perspective, teachers assumed a mediating role in their students’ learning processes. Teachers
repeatedly and spontaneously recognized the historic centre as a suitable place where their
students can learn. They had no doubt that, when properly guided, students were aware of the
historic centre’s value and training capacity. That is why they included references and visits
to see the town’s heritage both in their lesson plans and in the school’s educational projects.
The historic centre was seen by teachers, then, as a clear space for students’ to learn in the
city.

6.2. An “enlarged” historic centre and a socializing space for students

Students took over the historic centre as a locus for self and/or collective, autonomous and
informal practices. In an almost hegemonic way and broad perspective, students had this
perception of the historic centre as a place of rich and intense life experiences, rather than a
locus for formal learning.

In fact, there is a contrast between teachers’ statements, who look at the historic centre as a
possibility for formal learning to occur, and the students’, who never mention that aspect. As
a matter of fact, students identified the historic centre with life experiences, that is, with a
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socialization locus. For students, the historic centre that extends to the green areas on either
side of the riverbank was a spatial set of unmediated learning and self-regulated socialization.
Thus, the historic centre was appropriated by the students as a space for learning in and from
urban spaces.

6.3. Tourists - built heritage and nature as locus of lifelong non formal learning

As for visitors, they enjoyed heritage, nature and history, and guided tours are especially
sought-after, which underlines the dimension of lifelong informal learning. Both students and
visitors “extended” the historic centre to the river, combining nature with built heritage.

In sum, these findings showed that teachers demonstrated a deep understanding of the
historic centre limits and problematics; in addition, for teachers, the historic centre was seen
as a formal learning space mediated by teachers and by the school. As for students and
visitors, unaware of the officially defined limits of the historic centre, they easily extended it
to specific green areas of the town. In addition, they were open to learning in and from the
city/historic centre — its heritage and nature together, and whatever opportunities it offered.
However, at the same time, they wanted to enjoy and, especially the students, to socialize in
the “extended” historic centre. This led to new reflections on territorial and conceptual
boundaries in urban environments, namely when what was being considered were spaces with
immense symbolic value, such as the historic centres, as suggested by Fernandes (2010).
These findings also showed the importance of citizen audition in the process of change in the
cities, which focused on the educational community and cultural tourism, according to the
concept of actual participation and involving the community in preserving and divulging local
heritage.
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Abstract

Economic security of regions is one of the most important components of national security
of the state, for any state it is important to solve the problem of ensuring their economic
security. To ensure the economic security of the regions it is necessary to develop mechanism
and indicators. In article the system of indicators of economic security of the region.
Considered signs of classification of the regions to identify threshold levels of performance
indicators of economic security. The proposed mechanism of ensuring economic security of
the region, the algorithm of development strategy of economic security, the stages of
formation of system of economic security of the region.

Keywords: Economic security of the region, indicators of economic security, economic
security, the region's economy

JEL classification: 020, P25, R10

1. Introduction

Economic security is a strategic direction in the activities of the state and its regions. This
trend is enhanced by the fact that the process of economic globalization is an irreversible
natural evolutionary process of societal development.

The changes in the international environment necessitate new approaches to comparative
assessment of the level of political, economic and military security in different countries of
the world community. It is obvious that an effective system of ensuring economic security is
an important issue in any region. This is even more important for today's Russia, seeking to
take its rightful place in the global geopolitical and economic space.

The state of economic security of the region can be estimated using special tools:
indicators, evaluation criteria, developed and used in government statistics and in various
fields of science.
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2. The system of economic security indicators of socio-economic systems

Regional socio-economic interests, threats and thresholds of the indicators should take into
account the specificity of economy and social sphere of the region, the relevant parameters in
this field in Russia as a whole.

In the economic literature there is no single approach to formation of system of economic
security indicators the socio-economic system and their threshold values.

In Russia, common system indicators, which includes four projections: economic
development, social development, innovative development and environmental development.

Analysis of the developed system showed the feasibility of its improvement by increasing
the number of projections and unification of structure of indicators, taking into account new
challenges and threats, as well as a number of other factors, emphasizing features of particular
regions. In choosing an indicator we used the following considerations:

0 availability of source data
0 a single frequency output of information — one year
0 a limited number of indicators.

The entire system of economic security indicators of socio-economic systems includes ten
projections describing various aspects of economic security.

To assess the level of economic security of Russian scientists currently use a variety of
methods that can be represented in the form of five groups:

1. Monitoring of the main macroeconomic indicators and their comparison with the
thresholds

2. Expert assessment method to rank the regions in terms of threats

3. An assessment of the rate of economic growth in the main macroeconomic indicators
and dynamics of their changes

4. Methods of applied mathematics such as multivariate statistical analysis

5. The use of economic instruments when assessing the impact of security threats
through quantification. The main problem when using the observation method of
the main macroeconomic indicators is the selection of those indicators which
compare with the thresholds will allow a comprehensive assessment of the state of
the economy, to allocate an objective threat trends.

One of the most authoritative systems of indicators of economic security of Russia is the
system S. Y. Glazyev. Diagnostics and monitoring of economic security of the state are
conducted on the basis of 22 indicative indicators, each of which defined an individual
threshold value. Exceeding these values leads to violation of state security (mainly the
threshold value was set by expert). Indicators of economic security, in which Glazyev and
cover various areas: industrial, financial, foreign trade, etc., which in turn, allows to judge
about the comprehensiveness of the resulting estimates, which is very important when
choosing management decisions.

The indicators of economic security S. Glazyev include: gross domestic product, share in
industrial production of the manufacturing industry, the share of industrial production
engineering, investments, research spending, the share of new products in volume of
engineering products, the share in the population of people with incomes below the
subsistence level, life expectancy, crime rates, unemployment, inflation, the volume of
domestic debt, external debt, budget deficit, money supply, the share of imports in domestic
consumption.

Analyzing the presented system of indicators of economic security of different authors, it
should be noted one common drawback: they cannot be called a methods of estimation of
economic safety, since in these systems there are no algorithms determining the values of the
indicators (although in many cases such algorithms are derived directly from the name of the
indicator); the interactions between the indicators and the rules for obtaining synthetic
estimates based on the aggregate indicative targets; General rules for estimating the States of
security; approaches to the assessment of the interaction of various factors and indicators, etc.
(Glazyev, 2015).

The criterion of economic security to assess the state of the economy from the point of
view of the most important processes, reflecting the essence of economic security.

Criterion assessment of economic safety includes evaluation of:
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o resource potential and its development

o the level of efficiency of resource use, capital and labour and its conformity with
the level of the most developed countries, as well as the level at which threats to
internal and external nature can be reduced to a minimum

o the competitiveness of the economy

o the integrity of the territory and economic space

o sovereignty, independence and the possibility of facing threats

o social stability and conditions for preventing and resolving social conflicts.

For the purposes of comprehensive coverage of potential factors of socio-economic
instability in the region developed synthetic indicators of socio-economic tensions that reflect
the following situation: unemployment, crime, political situation, international relations,
ecology, as the consumer market, the price index for consumer goods and food products,
income of citizens, the state of the economy, the availability of additional factors of potential
socio-economic tensions.

As characteristic properties of a mode of economic security to consider the conditions of
reproduction. Under these conditions, can be put the system boundary mode indicators
balanced functioning of the economy. Crisis-free functioning of the real sector of the
economy inevitably means its orientation to the expanded reproduction. (Dorokhova et al.,
2015; Kostin, 2012).

To build a system of economic security the most important feature of indicators is their
interaction, which always exists only under certain conditions, increase in the force of danger,
they go beyond certain limits become extreme, and become obvious.

The accumulation of information about the numerical parameters such interaction is
necessary to determine the socio-economic impact of macroeconomic policy decisions, assess
the importance of certain threats to economic security.

Assessment of the situation in the regions is carried out using two groups of indicators: the
first group consists of verifying the indicators. On their basis is carried out diagnostics of a
condition of the district, analyzes the depth of the degradation of the structure of the economy
and the inertia of their dynamics. The second group consists of indicators of "potential
growth" — that characterize the inner potential of the region, prerequisites and possibilities to
overcome the state of depression or retardation due to internal forces and resources, the
availability of effective pulses and growth points in order to detect the validity of the region to
apply for Federal aid. (Novikov et al., 2010).

3. Signs of classification of the regions to define the threshold values of economic
security indicators

An objective assessment of economic security socio-economic system is possible on the
basis of a comparison of the obtained indicator values with thresholds.

However, the threshold value is a limit value of specific indicators or criteria, but this
paper just lists the indicators and limit values are proposed.

To obtain the threshold values of economic security indicators need to be defined at the
level of principle, the country's national interests in the field of Economics. (Lyshchikova et
al., 2015; Nikulina et al., 2013; Vladyka et al., 2016).

The basis of the territorial zoning threshold levels of performance indicators of economic
security in regions of the Russian Federation allowed a separation of socio-economic space of
the country according to a number of fundamental classification criteria.

1. Climatic conditions. The more severe is the climate, the more stringent conditions are
imposed on a number of performance indicators of economic security, for example, from the
standpoint of investment the economy of the regions and the renewal of fixed assets. On the
basis of all the territory of the Russian Federation are divided into the following three groups:

o areas with a relatively favourable climate (average temperature in January does not
fall below — 5°C)

o areas with a continental climate (average winter temperature in January can drop
below — 20°C. the fluctuation range between average January temperature and
average July temperature can reach 45-50°C)
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o areas with a cold climate and the Northern territory (the average temperature and
January usually falls below — 20°C).

2. The degree of development of the territory, where we can distinguish the following
affinity groups:

o long cultivated territory with balanced development of industrial and social spheres

o territories, development of which started not so long ago and continues to the

present time (developing area)

o undeveloped areas.

3. The structure of industrial production in the territory. In accordance with this
characteristic identifies six territorial groups:

o focused on the mining and production of fuel resources (the share of economic
activities associated with the extraction and production of fuel resources, in the
structure of industrial production is more than 30%)

o areas where the prevailing position in the industrial production is production related
to the production of non-ferrous metals and products from them (their share is more
than 30-35% in the structure of industrial production)

o areas with a highly developed wood processing and production of wood products and
pulp and paper production (these productions occupy a dominant position among
other economic activities related to the production of industrial products, and their
share exceeds 25%)

o areas with highly developed industries related to the production of products of light
(textile and garments manufacturing: manufacture of leather, products from leather
and footwear manufacturing) or food (manufacture of food products, beverages and
tobacco) industry (one of these productions has a dominant position in the structure
of industrial production)

o areas with highly developed metallurgical production and production of ready
products made of ferrous metals, as well as engineering and Metalworking (one of
these productions has a dominant position in the structure of industrial production
and its share in the structure exceeds 30% or the sum of the proportions of both types
of production exceed 40-45%)

o the rest of the territory not included in any of the five re-numbering groups.

4. The security of a territory of their own mineral resources. Primarily on the basis of the
territory differenciate depending on the type of mineral resources (mineral resources, metal
ores or other mineral fork) and the degree of security of territories of different types of
minerals. The result is divided into the following groups:

o territory with its own resources of oil or gas, and the resources available in 3-5 times
or more exceeds the demand of the territory in these types of fuel and energy
resources

o territory with its own resources of oil, gas or coal, while the volume of resources is
approximately equal to the requirement or exceeds it somewhat. In addition, this
group includes areas with significant own resources of non-ferrous metals

o areas with significant own resources of iron ore

o areas with insignificant amount of own resources of minerals or with their complete
absence.

5. The security of a territory of its own fuel resources. This characteristic is used to
differentiate threshold values for a number of indicative indicators of energy security of the
territory, and is a special case of the previous characteristic. The result of this symptom
among the subjects of the Russian Federation allocated only two threshold groups:

o areas with significant fuel resources and ensuring their need for them more than 30-
40%

o areas with little of its own fuel resources or complete absence.

6. The strength of transport links the territory with other territories. In the differentiation
threshold values indicative figures among the subjects of the Russian Federation in this case
there are three affinity groups:

o areas with strong transport links. Such areas are, first, developed railway links with
other territories, and secondly, a high degree of development of two or more other
types of external transport links (road, air, river or sea)
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o areas with connections of medium strength. These areas have railway connection
with other areas (but not very strong), and one or more of the other types of external
transport links

o areas with weak transport links. These areas have virtually no rail and road
connections with other areas. All deliveries to these areas are mostly aviation and
water transport.

7. The strength of transport links the territory with other territories from the point of view
of supply of fuel resources. By analogy with the fifth sign of the considered characteristic is
used to differentiate the thresholds of the indicators of energy security, and is a special case of
the previous characteristic. In addition, when forming the threshold groups it takes into
account climatic conditions. With that said among the subjects of the Russian Federation are
the following affinity groups:

o the territory, with railway connection of medium strength, on non-pipeline transport
relations with gas producing territories

o areas that do not have rail and gas pipeline links with external suppliers; fuel
resources are taken either from own sources or are delivered by water or air
transport. This group includes also the territory of group 1 with severe climatic
conditions.

8. The power electrical connections of the territory with power systems of other territories
or integrated electricity system. This symptom is regarded as a special case of the 6-th lines,
and generates the requirements for energy security in terms of availability of its own
generating sources.

9. The development of scientific schools and scientific potential of the territory. This
characteristic is used in the zoning thresholds on indicators of science and technology security
and consolidation includes three threshold groups:

o the territory, the largest centers of science

o areas with well-developed science of individual lines of which have national
significance

o the territory where science developed mostly at the local level and is of a purely
applied nature.

10. The development of the higher education system. In accordance with this characteristic
differentiates between two territorial groups:

o areas with a developed system of higher education, including the universities of
different directions, and profiles, many of which are of Federal significance

o the area where the higher education system is mainly focused on the local needs of
skilled workers, given the structure and orientation of the economy, or territory
where the system of institutions of higher professional education is not developed.

11. The level of development and orientation of the structure of industrial production in
the territory. On the basis of this symptom is zoning thresholds for indicators that assess
innovation capacity and performance innovation sphere territories. Are seven territorial
groups:

o developed and developed areas with highly developed industry

o developed and Mature areas with well-developed industries, however, traditionally

agricultural regions of the country

o developed and developed territory with underdeveloped industry

o areas with developing industry which has a dominant position among the other

spheres of production of goods and services

o underdeveloped territories, where the industry does not occupy a dominant position

among the other industrial areas

o undeveloped areas in which the industry has received initial level of development

and in future it is planned its dominant position among the other industrial areas

o undeveloped territory, where in the near future is planned large-scale development

of industrial production.

12. The degree of development and concentration of industrial production in the territory.
This characteristic is largely similar to the previous one, but unlike it does not take into
account the level of development of other spheres of production complex. Therefore, the
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number of threshold groups among the subjects of the Russian Federation on this basis is
somewhat less than in the previous case; it is possible to allocate five groups:
o the territory with a highly developed and highly concentrated industry
o areas with highly developed industry, but its concentration is uneven (there are
areas with very high concentration, and there are areas where the industrial
production is practically absent)
o areas with a developing industry with the uneven concentration of industrial
production
o areas with underdeveloped industry
o underdeveloped and undeveloped areas.

13. The export potential of the territory. On this basis, all areas in General, can be divided
into two large groups:

o areas with high export potential, where a significant part of industrial production is
export-oriented products

o areas with low or low export potential. These areas, usually heavily deficient in
their natural and mineral resources.

14. The geographical position of the territory. In the first place in the division of the
territories on similar groups regarded their proximity to boundaries, the development of
transport communications and infrastructure of export-import operations. As a result, all
socio-economic space of Russia can be divided into three large groups:

o border area. This group includes the territory, the largest logistics centres, where
many traffic flows

o a territory distant from the state borders but having strong transport links to most
parts of the country and with foreign countries

o a territory distant from the state borders (land) or bordering weak States and weak
transport links with other regions of the country and with countries abroad.

15. Proximity to foreign countries, and the presence of paths of movement of the migrants
from these States. Is a special case of the previous characteristic and is intended for zoning of
the constituent entities of the Russian Federation on indicators which take into account
migration flows, residence of foreigners and their employment in the economy. When the
enlarged classification on the basis of this stand two territorial groups:

o the land bordering foreign States, or through which the main migration flows
o the rest of the territory.

16. The degree of population of the territory. For zoning of subjects of the Russian
Federation on this basis uses the rate of population density on the basis of which there are
four territorial groups:

o well-developed and densely populated areas
o undeveloped and developed areas

o the new territories

o underdeveloped and undeveloped areas.

17. Production potential and financial security areas, which are assessed on a per capita
GRP of the territory. Based on this characteristic among the regions of the Russian Federation
there are three groups of areas:

o areas in which per capita GRP relative to the average level is more than 120%
(areas with strong production and financial potential)

o areas in which per capita GRP relative to the average level is in the range from 70
to 120% (areas with an average production and financial capacity)

o areas in which per capita GRP relative to the average level reaches 70% (areas with
low production and financial potential).

18. The age of the asset population. Analyses on the proportion of the population older
than working age in the total population of the territories. On this basis, among the regions of
the Russian Federation it is possible to allocate three groups of areas:

o with the well-established age composition of the population. The share of
population over working age is more than 20%

o with a dynamically developing economy, where the share of population over
working age, usually lies in the range of 15-20%

o with the share of population over working age, not pre-visausa 15%.
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19. The proportion of women of childbearing age (15-49 years) in total population; regions
of the Russian Federation are divided into two groups site:

o the territory in which the proportion of women of childbearing age in the total
population exceeds 27%

o the territory in which the proportion of women of childbearing age in the total
population less than 27%.

20. Percentage of population under able-bodied and of working age in the total population.
Based on this characteristic among the regions of the Russian Federation, two groups of
territories:

o the territory in which the proportion of the population younger than working age
and working age in the total population exceeds 80%

o the territory in which the proportion of the population younger than working age
and working age in the General population of less than 80%.

22. Climatic conditions in combination with the structure of production and the availability
of energy-intensive industries. This characteristic is used for zoning threshold values of
indicative indicators of the energy intensity of the economy of the territories. Among the
regions of the Russian Federation under the sign of the coarsening is possible to distinguish
the following three affinity groups:

o areas with cold and temperate climate with a predominance of energy-intensive
industries

o the remaining areas with cold and temperate climate

o the southern territory.

4. The mechanism of ensuring economic security of the region

The mechanism of ensuring economic security should be a system of procedures and
economic instruments allowing the state to effectively exercise its function of protecting the
economic security of Russia.

During the formation of this mechanism should clearly set out the responsibilities of the
Federal Executive authorities and authorities of subjects of the Russian Federation for the
protection of economic security of the country and to act at all stages of economic activities of
the state bodies: in the analysis and forecasting of socio-economic development of the
country, the development and approval of the state budget, adoption of major regulatory acts
and government decisions on the economy, etc. (Yakimchuk, 2015).

The algorithm of realization of this function primarily involves the formalization of
national interests in the economic sphere.

For the normal functioning of the economic system need a strategy of economic security,
both short-term and in the long term. Some economists argue that at present the main thing —
the survival of the economy, then its stabilization, and only in the long term — development.
At the core of this strategy lies the idea of the "mighty hand of the market". This
understanding has a right to exist, and in terms of Economics it is theoretically justified.

The algorithm of development strategy of economic security socio-economic system
consists of the following sequential steps:

1. Articulating interests in the region

2. The identification of threats to economic security of the region

3. Assessment of threats to economic security, as various indicators (socio-
demographic, economic, food security, investment, financial, institutional
transformations)

4. Comparison of the indicators with the thresholds and determining the status of socio-
economic system (normal, pre-crisis, crisis, critical)

5. The formation of economic policy of the region

6. Monitoring the implementation of the measures

7. Implementation of measures to ensure economic security of the territory

Measures and mechanisms of economic policy formulated and implemented at Federal and
regional levels, should be aimed at preventing internal and external threats of economic
security of the Russian Federation in the following areas:
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1. The most important elements of the mechanism of ensuring economic security of the
Russian Federation are monitoring and forecasting of the determinants of threats to economic
security.

2. Development of criteria and parameters (the threshold) economic security of the
regions.

3. The activities of the state in ensuring economic security of the regions is performed in
the following main areas:

o identify cases when the actual PLI projected parameters of economic development
deviates from a threshold value of economic security and the development of a
comprehensive state measures for the country's exit from the danger zone

o organization of work to implement a complex of measures to overcome or prevent
the emergence of threats to economic security of the Russian Federation. In the
course of this work the security Council of the Russian Federation considers the
concept of the Federal budget from the point of view of ensuring economic security
of the state; The government of the Russian Federation coordinates the work of
Federal Executive bodies, Executive bodies of constituent entities of the Russian
Federation in order to implement complex of measures to overcome or to prevent
threats of economic safety of the country, including in preparation of legislative and
other normative legal acts

o examination of decisions on financial and economic questions on the economic
security of the Russian Federation. Legislative and other normative legal acts they
must pass an examination on the subject of economic security of the Russian
Federation. The procedure for the conduct of the said examination is determined by
the President of the Russian Federation. Implementation of measures to eliminate
threats to the economic security of the Russian Federation requires a system of
control over their execution. The control system should take into account the rights
and responsibilities of the owner.

The structure of socio-economic security socio-economic system must be a complex
economic, environmental, legal, geopolitical, and other conditions that are designed to ensure:
first, the protection of the vital interests of the country and its territories resource potential;
second, the preconditions for the conservation and survival of the regional structures of
Russia in the conditions of a possible crisis and future development; third, the
competitiveness of regions in the domestic and world markets and the stability of the financial
situation of the country; fourth, the creation of internal and external security from the
destabilizing effects; fifth, the conditions for stable and normal reproduction of social
processes.

Formation of system of economic security socio-economic system consists of seven
blocks:

1. The concept of economic security

2. Regional interests in the economic sphere

3. The indicators of economic security

4. Threshold values of economic security threats to the region's economy

5. The organization for economic security

6. Legal and institutional economic security

The concept of economic security socio-economic system must contain the analysis of the
current socio-economic situation of the region; an analysis of his socio - economic status
compared to other regions; the definition of the objectives, principles and criteria for
sustainable and safe development; the main parameters of the strategy of economic security of
the region and measures for its implementation.

The concept of economic security socio-economic system should be based on long-term
and future interests of the territory. Formulating the most important directions and principles
of regional (territorial) policy, the concept thus provides the basis for developing concrete
programmes and organizational documents, among which a special place must be a strategy
for economic security. The economic security strategy socio-economic system is a normative
- legal and organizational-methodical document that will reflect the actions of subjects of
management of the region to achieve strategic and tactical goals of its economic security. At
the stage of development of strategy of economic security socio-economic system, which is
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the stage of prevention of critical situations (preventive phase of managing critical situation),
actually implemented analytical and prognostic function of management.

Thus, to assess the economic security of socio-economic systems of different levels can be
used a whole range of indicators. The use of a system of indicators of economic safety of
region with their threshold values will help to identify points of increased risk in food
production, infrastructure, financial, social and innovative sectors of the economy of the
region, beyond which there is a threat of disequilibrium and development of the constituent
elements of the regional system, followed by the onset of the crisis.
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Abstract

In recent decades, the low economic performance of European countries has been mainly
responsible for the emergence of an economic policy increasingly intended to strengthen the
innovative and technology capacity of regions. In particular, the European periphery is
lagging behind in the transition to a knowledge driven and eventually service-oriented
economy. In a general context of de-industrialization and transition to service economy, and
bearing in mind the policy debate at the EU level, the aim of this paper is to analyze the
factors driving knowledge-intensive service specialization at the regional level in Italy. Our
main research questions here can be summarized as follows: What determines the transition to
Services and the specialization in Knowledge-Intensive Services (KIS) in Italy? What are the
structural characteristics that may explain the regional variation of employment share in high-
knowledge services? Using data on Italian regions over the period 1995-2014 (and spatial
panel models as a methodology), the analysis carried out in the paper suggests some
considerations: the “mere” (but needed) transition to service activities can be positively
associated with R&D Personnel, Tertiary Education, University Attractiveness, Tourism and
efficient infrastructure (Railroad). But the transition to Knowledge Intensive Services,
supposed to pay higher wages, may deserve a more appropriate and focused public
intervention, in view of the fact that it seems to be mainly associated with Public R&D,
Tertiary Education and University Attractiveness.

Keywords: Structural Change, Specialization, Spatial Panels, Regional Economy
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1. Introduction

In recent decades, the low economic performance of European countries has been mainly
responsible for the emergence of an economic policy increasingly intended to strengthen the
innovative and technology capacity of regions. The Lisbon Strategy aims to guide economic
development and structural change towards a knowledge-based economy. The strategy has
involved several important actions, among them better policies to enhance the level of
investment in R&D. The Lisbon Strategy was relaunched in 2005, with its focus on the goals
of growth and employment and its use as an instrument to put Europe back on the road to
development and cohesion. A dual purpose was therefore assigned to the cohesion policy,
whose prime objective had previously been the reduction of regional disparities and
backwardness typical of marginal areas. In developing national strategic frameworks and
operational programs for the period 2007-2013, Member States were invited to pay particular
attention to supporting innovation, research and improving education and vocational training.

More recently, the Europe 2020 strategy further relaunched innovation as a key driver of
regional development and structural change. In this respect, it is important to note that the
European Commission has put a special emphasis on a set of technologies - labelled as ’Key
Enabling Technologies’ - which, because of their pervasiveness, may enable process, product
and service innovation throughout the economy, thus favoring the structural transformation
towards a ’knowledge-based’ and ’low-carbon’ economy. Technology-driven structural
change and/or specialization is also a central ingredient of the *Smart Specialization’ strategy
in the framework of the EU Cohesion Policy 2014-2020. In particular, the ’Research and
Innovation Strategies for Smart Specialization’ (RIS3) EU strategy encourages EU regions






