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The article focuses on personnel decision making of important banking subjects
during the ongoing economic recession with the specialization on financial crisis in
2008. Main objective of the article is to verify the implicit contract theory and to
answer the question of how the selected banks solve problem of reducing labour costs
during the crisis. Four important banks (Ceskd spofitelna, a. s., Komer¢ni banka,
a. s., GE Money Bank, a. s., Raiffeisenbank, a. s.) in years 2005 - 2010 are examined.
To identify the economic crisis, is used model, which is based on the model, indicating
the U. S. business cycle, which uses analytical team in Raiffeisenbank. Model used in
this article is based on three variables (index of industrial production, business sales,
employment rate). Employment rate is separate variable. The values of business sales
are adjusted to the values of basis indices, for which the year 2005 is the basis. The
development of all those three variables (index of industrial production, business
sales, employment rate) is similar and it is possible to determine the period from the
graphical representation, in which all variables reached their maximum and reversed
their trend. To support this, a trend line was added to the graphs. The trend line was
determined as a moving average for the four seasons. Based on the model, the
beginning of the economic recession was indentified to the turn of 2007 and 2008. The
biggest slumps can be seen during the year 2009. The investigated periods are
therefore the years 2008 and 2009.

The calculations of other variables, describing the current condition of the studied
subject, are adjusted to the values of basis indices in the same way as the business
sales. The year 2005 is set as a basis. Data from chosen banks” annual reports were
used to study their current condition. The basic monitored data are: labour costs,
number of employees and earnings after tax (EAT). This article focuses attention on
the personal decisions of banks, especially on the monitoring of costs of employees
and their evolution over time in the context of economic recession. The essential
conclusion is the confirmation of the implicit contract theory of the new Keynesian
economics, which appeared at all observed subject. It is possible to see a year delay
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between the reduction of the employees and reduction of salary costs. This delay
causes further costs. The reduction was observed in all subjects.
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Introduction

The banking environment is specific by its salary variedness and therefore by larges
space for salary costs manipulation. The salary variedness has to be divided into two
basic categories. First category is made up by employees directly dealing and generating
profit for the bank - usually employees of particular branches and on lower managerial
positions or employees directly in business sections. The second category consists of
administrative and managerial background of the whole bank (Synek, 2002). The public
usually perceive the second category with criticism and as an extremely demanding part
of a company regarding the costs. However it constitutes an important part of the
company as it plays an important role during crisis and their decision making affects the
smooth running of the bank (Samuelson, 1985; Elsby et al., 2010).

Banks from the top positions of the Czech market and on the contrary banks with
lower market share were chosen for the analysis. The ,,internet banks®, were omitted
since their character and business orientation are different of the banks - in the way they
are understood in the Czech Republic (Severin, 2010). The comparison of those bank’s
behaviour and decision making would be therefore not appropriate. Speaking of
particular banks that were investigated - the group of big banks was represented by the
companies: Ceskd spofitelna and Komer¢n{ banka. The group of banks with lower market
share consists of the Raiffeisenbank and the GE Money Bank.

The field of banking was chosen for several reasons. The 2008 crisis has been often
described as a financial crisis. Its beginning is also linked with the crisis on mortgage
market in the United States (Caballero, 2008; Greenspan, Mankiw, Stein, 2010).
“Academia, research and policy-makers still discuss who is responsible for the present
financial turmoil. There is a general accepted agreement that the present global financial
crisis is the result of complex issues.” (Sipko, 2011, p. 33)

The health of banking sector of whole Europe is one of the key questions of
nowadays mainly because banks represent an important pillar supporting economic
activity and stand for as an intermediate of the support of an economic development.
(Gorton, 2010). The issue of labor market associated with crisis is also mentioned, for
example, in the articles written by Elsby or Blanchard. (Elsby et al., 2010; Blanchard et
al., 2010).

1. Model of determination the economical recession

The first important assumption is to define a period which will be marked as a period
of economic crisis. The basic model defining the crisis is based on the prediction model,
compiled by team of analysts in Raiffeisenbank, under the leadership of Pavel Mertlik.
The original model focuses on the United States economic cycle and it is demonstrated on
graph 1.
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Graph 1: Model of USA business cycle
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The prediction model was adjusted for needs of this article, to monitor the
environment of the Czech Republic. The original model presumes four basic variables:
Households incomes, rate of employment, index of industrial production and business
sales. All these variables are illustrated in a single graph, which reflecting the economic
development.

The modified model analyzes three selected variables (business sales, the index of
industrial production and employment rate). Calculations and graphical representation
of these variables are based on quarterly data. Conversion of business sales, provided in
the methodology is implemented as follows.

Xosa00s = (X1/X3005) * 100, (1)
X1/2005 18 conversion value (business sales) of the year T.

Trend line, which helps determine the current evolution of the monitored values (trade
sales, industrial production index) is calculated as the moving average.

MA=(X1+X2+..+Xn)/n, (2)

MA is the moving average, X1 ... Xn are the variables (index of industrial production,
business sales, employment), n is the number of periods that determine the trend. In the
article, the trend is based on four periods (n = 4).

When the analyzed variables (index of industrial production and business sales) are
assembled to a time series, it is possible in this simple mode to monitor the economic
development of the Czech economy. Both indicators are adjusted according to the used
methodology (converted to values of 2005), which allows to formulate relevant
conclusion. Graph 2 demonstrates that the peak can be found in the turn of the years
2007 to 2008 and we can identify 2008 as the year when the recession hit the economy.
All the values declined until the second half of 2009, when the trend reversed and
a revival of the economy began.
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Graph 2: Business sales and industry in Czech Republic during years 2005 - 2010
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The third monitored indicator is the overall employment rate in the Czech Republic
measured in %. Time series of the employment rate is shown in graph 3. Its level in 2008
and for the majority of 2009 remained without significant changes, it even increased
slightly. Only in the second half of 2009, employment started declining rapidly down to its
bottom in the first quarter of 2010. The development of the employment rate is slow,

reflecting the market behaviour and the economic situation with roughly 12-month delay.

Graph 3: Employment in Czech Republic in the years 2005 - 2010
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The period of the crisis, defined by the model above, is the beginning of 2008. The
following section will try to describe the behaviour of banks and to highlight their main
decision making and its consequences right in this period. At the moment when a bank’s
senior management decides for proper action and begin to implement it, it should be
reflected in the monitored economic results of whole company.

2. Analysis of changes in personnel decisions

The main indicator reflecting the bank’s economic situation is EAT (Synek, 2002).
For comparison of individual banking subjects from personnel point of view, the value of
EAT is converted to EAT per one employee, so it is the average profit per employee. An
important phrase of development of this indicator is just over the period 2008 - 2009. The
time series is shown in graph 4.

Graph 4: EAT per employee
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It can be observed, EAT value of three out of the four selected banks significantly
decreased during the reporting period. Only EAT of the Raiffeisenbank rose. This can be
explained by the fact, the Raiffesenbank experienced a significant business expansion
into new markets, especially the market of premium banking, in this period.

Given the increasing trend is observed in a significant increase in the number of
employees (see below), it can be stated the commercial success of this expansion mean
also the rise of EAT per employee, but only in this single period. The following year,
when EAT of all the other banks increase, Raiffeisenbank declined. The Raiffeisenbank
was unable to eliminate the impact of economic recession on the EAT.

An important explanatory power has the value of unit labour costs (per one
employee). The development of this variable shows how much wage cost falls to one
employee. The graph 5 shows this value during the monitored years.
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Graph 5: Wage per employee
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Graph 5 demonstrates an interesting issue. During the monitored period, therefore in
the period between 2008 and 2009, unit labour costs in 3 chosen banks rose, while in the
Ceska sporitelna a downward trend was only slightly suspended. Why would, during the
crisis, the banks act in a way that would raise their labour costs? The answer could rest in
the existence of strong trade union (McConnell, Brue, 1992). Another important factor
that reflects the personal decisions of banks during the crisis is the number of employees
of these banks. Percentage change in the number of employees between years 2008 and
2009 is shown in the table 1.

Table 1: Changes in the number of employees

Changes in the number of employees

Raiffeisenbank 0,99 %
GE Money Bank -1,96 %
Komeréni bank -0,29 %
Ceskd spofitelna -1,32%

Source: Bank’s annual reports; calculations by authors

Values show only slight changes, which is why they could not significantly affect the
value of unit labour costs. But the point is that during the crisis three out of four
monitored banks reduced the number of their employees. The situation in the
Raiffeisenbank is more specific. We can say that although this bank did not reduce the
number of employees, it significantly suspended the increase of the number of its
employees, before the crisis and after 2009. So, all monitored banks either slowed growth
of recruiting new employees or began to limit their number. This fact was demonstrated
during the crisis between 2008 and 2009. Long-term trend is shown in the following
graph 6.
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Graph 6: Number of employees
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An interesting result from the graph 5 and graph 6 is that unit labour costs did not fall
significantly in years of crisis, till 2010, and this counts for all monitored banks.
Conclusion is, that only in the upcoming revival of the Czech economy, some banks
increase the number of employees, but not costs per unit. Comparison of changes in unit
labour costs during the crisis and in the subsequent period is shown in table 2.

Table 2: Changes in the unit labour costs

Changes in unit labour costs

Bank 2008 - 2009 2009 - 2010
Raiffeisenbank 2,61% -4,89%
GE Money Bank 8,35% -10,85%
Komeréni banka 0,70% -4,78%
Ceskd spofitelna -0,35% -3,71%

Source: Bank’s annual reports; calculations by authors

We may conclude - based on comparison of graphs 5 and 6 that banks in the first step
of reducing personnel costs decrease the number of employees. After that, in the second
step, they save the labour costs as such, which means cutting down wages. This
phenomenon was confirmed in all monitored banks. The question is, if this behaviour of
the management is acceptable. What are the reasons for this behaviour and what are its
consequences? One of the negative consequences could be that banks lose skilled and
competent employees who would be willing to work even for a lower wage (Samuelson,
1985; Elsby et al., 2010). Another consequence is the persistent unnecessarily high costs
of employees during the crisis. All banks were finally forced to reduce unit labour costs.
Only the reduction, showed up with about a year’s delay.



3. Comparison of reality with the implicit contract
theory

The situation described above corresponds to the new Keynesian economics, to the
implicit contract theory (Bal et al., 1988). In this theory, employers are trying to give the
assurance of stable wages and they respond to short-term fluctuations in demand for
their products by dismissals (recruitment) of employees. Companies keep the amount of
wages. “At a less aggregative level, it is standard collective bargaining procedure to
predetermine money wage rates for two or three years in advance, even though wage
rigidity does not promote employment in recessions.” (Stiglitz, Azariadis, 1983, p.188).

This theory is closely followed by the
insider-outsider theory (Leslie, 1992),
which describes that the company divides
its employees into those who the "
company wants to keep and those who the
company does not need and who will be
thus dismissed first (Stiglitz, Azariadis, " L
1983). So the wage costs react with a delay ", N
to the personnel decision-making of W L
monitored banks. In addition to the
implicit contract theory, this delay may be i
caused by negotiations with trade unions Eamings | MR)
about the amount of wages. The main L Bk L
objective of trade unions is to maximize
the amount of economic rent (Kraft,
Bednéfovd, Kocourek, 2011). Graph 6
indicates this situation, where S, curve
represents supply of labour and also its
function of average factor cost (labour).
MRP, is curve which represents marginal
revenue productivity of labour and curve
called MRL is marginal wage. The optimal
amount of labour hired is determined by
the intersection of curves S, and MR;. If
the unions want to maximize economic
rent the wage will be on the highest
possible point on the demand curve of
labour. At this wage (W,) company is
willing to employ L, workers.

Graph 6: Labour market;
maximize economic rent
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The aim of economic rent maximization has prevailed over the aim of maximal
employment, this belonging rather to the union’s aims. The maximization of economic
rent has become important to such an extent, that when bank were about to decide
whether to lay off the employees or to save costs by another way, they chose the laying
off. In fact, this means nothing but cutting the total wage paid, lower the wage rates to the
employees, which is not easy with regard to the imperfectly competitive labour market.
To maximize the desired effect a global reduction in wages is necessary. Sacrifying some
of the percentage of the employees is then easier for the unions. If the wages will reduced
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globally, it would affect a much higher percentage of employees and therefore a higher
percentage of those, who choose, who will represent them in the unions.

Conclusion

The period of economic crisis was (based on the introduced model) proved between
2008 and 2009. To indentify the absolute decline of the performance of the Czech
economy a development of two indicators (business sales and index of industrial
production, whose values kept dropping considerably in the mentioned years) was used.
At the same time by the beginning of 2008 the employment stopped rising and started its
considerable fall during 2009. The situation in different banking subjects is similar. We
can see a phenomenon, confirming the implicit contract theory. This theory of new
Keynesian economics can explain an important process, where banks during the crisis at
first start to fire its employees and only then try to find a way how to cut down the wage
costs without reduction of the number of employees. The unit labour costs were lowered
with delay, as late as in 2010. One of the main causes of this effect can rest in the
negotiations with unions or other groups representing the employees. This primal aim is
maximization of the salaries. Even though, the unions never achieved its goals during the
crisis, the unfavourable situation forced the banks to lower the salaries a year later. Not
only that this step resulted in higher additional costs for the banks, but also in a needless
laying off of some employees, who could generate further profit for the bank in the
future.
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