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Abstract: The paper focuses on understanding the changes in exchange rate regimes used in Central and
Eastern European countries that are currently members of the European Union but have not yet joined the Exchange
Rate Mechanism II, in view of their potential euro adoption. Some of these countries – Czech Republic, Hungary,
Poland and Romania – pursue compromise exchange rate regimes, while Bulgaria opted for a currency board in 1997,
following a severe financial crisis. Moreover, there is a difference between the announced exchange rate regime and
the de facto regime in all of these countries, coupled in some of them with an in inflation targeting monetary policy rule.
Key words: exchange rates, exchange rate regimes, volatility, emerging markets, Central and Eastern Europe
JEL classification: F31, F33

1. Introduction
One of the long-standing debates in international economics is focused on the merits and limitations
of different exchange rate regimes that a country may choose for its currency. Both flexible and fixed
exchange rates offer benefits and have costs, depending on a country’s characteristics and macroeconomic
circumstances. Historically, policymakers have tried to avoid an option for one of the extremes and opted for
compromise regimes of managed floating or adjustable (crawling) pegs. The Bretton Woods internationally
monetary system set up at end of World War II was designed according to this philosophy, but its demise at
the end of ‘60s shows that economic and political considerations make such compromise systems difficult to
manage, especially in a time of increased capital mobility. During the first eight decades of the 20th century,
worldwide financial assets grew at about the same pace as the global GDP, with the exception of times of
war, when governments’ debt rose more rapidly. In the United States, the total value of financial assets as a
percentage of GDP has grown more than twice as much since 1980 as it had in the previous 80 years. At the
global level, equities and private debt accounted for most of the increase in financial assets since 1980, as
companies and financial institutions turned increasingly to capital markets for financing. According to
McKinsey Global Institute, by 2007, the total value of global financial assets reached a peak of $194 trillion,
equal to 343 percent of GDP, which indicates a degree of financial depth never known in history. The growth
until 2007 is explained by numerous factors, including advances in communications and technology,
liberalization of financial markets and innovations in financial products. But 2008 brought a break of the
growing trend, as the value of financial assets fell by 16 trillion US dollars to only 178 trillion US dollar.
The Bretton Woods system established the rules for commercial and financial relations among the
world's major industrial states and was the first example of a fully negotiated monetary order intended to
govern monetary relations among independent nation-states. The chief features of the system were an
obligation for each country to adopt a monetary policy that maintained the exchange rate of its currency
within a fixed value with a band in terms of the US dollar, while the United States were obligated to maintain
the exchange rate between the US dollar and gold at a fixed value. At the same time, the system resided on
the IMF ability to bridge temporary balance of payment imbalances. After the downfall of Bretton Woods
arrangements major developed countries opted for floating rates, but especially in the ‘80s and ‘90s various
types of pegged rate regimes again became popular across the globe, being adopted in Western and Eastern
Europe, Asia and Latin America. Still, governments did not significantly improve their performance in
managing pegged regimes, as the emerging market currency crises in the ‘90s show. Also, the European
monetary crises in 1992 and 1993 are good examples of countries’ struggles aimed at defending fixed rates.
9
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As the feasibility of compromise exchange rate regimes has become questionable, the choices facing
policymakers have become more difficult. To a large extent the current argument over exchange rate policies
in the emerging market economies has simply transferred an ongoing debate to a new area. There are,
however, arguments about the applicability of fixed or flexible exchange rate regimes based on the special
circumstances of the emerging market economies.
The break-up of the Soviet Union and its loss of control over Central and Eastern Europe, along with
the moves toward economic liberalization in many emerging countries, has led to a huge increase in the
number of convertible currencies worldwide in the last two decades. Trade and financial relations are
constrained by the difficult management of these currencies. Many developing and transitional countries are
trying to establish their external and internal economic relationships on economic principles. These
principles, however, give no clear guidance about what type of exchange rate arrangements a country should
adopt. A market-oriented economy may function effectively under either fixed or flexible exchange rates, as
long as heavy use of exchange or capital controls is avoided. Thus, a country's choice of exchange rate
regime will depend on how different exchange rate regimes perform in terms of macroeconomic
independence and stability, and in terms of inflation control.
The debate about exchange rate regimes is sometimes confusing, for several reasons. One is that
most countries' exchange rate arrangements are not easily classified as fixed or flexible. Another is that the
objectives underlying the choice of exchange rate regime often are not clearly stated - they may be as much
political as economic. Most of the debate over the superiority of fixed or flexible rates concerns the use of
exchange rates as an adjustment mechanism, and is only implicit about the objectives the exchange rate
regime will help achieve. Obviously, there are costs and benefits to any exchange rate regime but the ratio of
costs to benefits associated with each regime varies systematically depending upon a country's characteristics
and the external economic environment it faces.
The main focus of this paper relies on understanding the changes in exchange rate regimes used in
Central and Eastern European countries that are currently members of the European Union but have not yet
joined the Exchange Rate Mechanism II, in view of their potential euro adoption. Some of these countries –
Czech Republic, Hungary, Poland and Romania – pursue compromise exchange rate regimes, while Bulgaria
opted for a currency board in 1997, following a severe financial crisis. Moreover, there is a difference
between the announced exchange rate regime and the de facto regime in all of these countries, coupled in
some of them with an in inflation targeting monetary policy rule. Section 2 of the paper reviews the main
arguments supporting the choice of a flexible versus fixed exchange regime, Section 3 outlines de jure and
de facto exchange rate regimes in CEE countries and Section 4 discusses the prospects of euro adoption in
CEE countries. Section 5 concludes.
2. The choice between fixed versus floating exchange rate regimes
Whether a country should choose a fixed or flexible exchange rate, or some intermediate regime, is
one of the oldest policy questions in economics and also one of critical importance. Many countries have
encountered crises that interrupted their growth because they had previously made a bad choice with regard
to their exchange rate regime or because they made major errors in implementing the regime. Obviously this
is not to say that exchange rate policy is the only thing that matters, but it is to claim that a flawed exchange
rate policy can bring the rest to ruin.
Although much taxonomy was proposed for exchange rate regimes, broadly the following types of
exchange-rate regimes may be encountered (Williamson, 2004): fixed pegged rates and floating exchange
rate. A fixed exchange rate, sometimes called a pegged exchange rate, is a type of exchange rate regime
wherein a currency's value is matched to the value of another single currency or to a basket of other
currencies, or to another measure of value, such as gold. As the reference value rises and falls, so does the
currency pegged to it. Fixed rates are those that have direct convertibility towards another currency. In case
of a separate currency, also known as a currency board arrangement, the domestic currency is backed one to
one by foreign reserves. Fixed and pegged rates appear to be the same. However, they are fundamentally
different. In a pegged rate, the currency is linked to some band or value, either fixed or periodically adjusted.
Pegged rates are not free-market mechanisms for international payments. Pegged rates, such as those that
were used in Asia and Russia before the currency crises, require a monetary authority to manage both the
exchange rate and monetary policy. With a pegged rate, the monetary base contains both domestic and
foreign components. Unlike floating and fixed rates, pegged rates invariably result in conflicts between
exchange rate and monetary policies. The typical pegged rates are: (1) crawling bands: the rate is allowed to
fluctuate in a band around a central value, which is adjusted periodically, either at a pre-announced rate or in
10
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a controlled way following economic indicators; (2) crawling pegs: the rate itself is fixed, and adjusted as
above; (3) pegged with horizontal bands: the currency is allowed to fluctuate in a fixed band (bigger than
1%) around a central rate. With a floating rate, a monetary authority sets a monetary policy, but has no
exchange-rate policy - the exchange rate is “on autopilot”. In consequence, the monetary base is determined
domestically by a monetary authority.
While both floating and fixed-rate regimes are equally desirable in principle, it must be stressed that
floating rates, unlike fixed rates, did not perform well in developing countries because these countries
usually have weak monetary authorities and histories of monetary instability. Floating rates are the most
common exchange rate regime today. For example, the Dollar, Euro, Yen, and British Pound all float.
However, since central banks frequently intervene to avoid excessive appreciation/depreciation, these
regimes are often called managed float.
In most circumstances, floating exchange rates are preferable to fixed exchange rates because
floating rates are reactive to the foreign exchange markets supply and demand in a better manner than fixed
rates. In addition, fixed exchange rates deprive governments of the use of an independent domestic monetary
policy to achieve internal stability. However, in certain situations, fixed exchange rates may be preferable for
their greater stability. For example, the Asian financial crisis was ameliorated by the fixed exchange rate of
the Chinese renminbi and Indian rupee and the IMF and the World Bank had acknowledged that Malaysia's
adoption of a peg to the US dollar in the aftermath of the same crisis was highly successful. Still, Belke and
Setzer (2003) argue that fixed exchange rates implemented before the Asian crisis had become so rigid that it
had masked valuable information needed for a market to function normally. That is, the currencies did not
represent their true market value. This masking of information created volatility which encouraged
speculators to attack the pegged currencies and as a response these countries attempted to protect their
currencies rather than allow them to devalue. One of the most common issues encountered in the
management of fixed rates is the careful and strict loyalty to policy commitments that countries must keep,
which induce the confidence of financial market investors in the management of such a regime, otherwise the
peg might fail. In recent years, fixed or pegged exchange rates have been a factor in every major emerging
market financial crisis—as previously mentioned: Mexico at the end of 1994; Thailand, Indonesia, and
Korea in 1997; Russia and Brazil in 1998; Argentina and Turkey in 2000; and Turkey again in 2001.
Emerging market countries without pegged rates —including South Africa, Israel, Mexico, and Turkey in
1998— have been, on the other hand, able to avoid such crises.
Figure 1. Exchange rate regimes between 1991 and 1999

Source: Fischer (2001)

More recently, some economists warn against the use of pegged but adjustable rates, known as soft
pegs in countries open to foreign capital flows (see, for example, Masson 2000). This is view known as the
bipolar view, or two corner solution. Willingly or otherwise, a growing number of countries have come to
accept it. The proportion of IMF members with intermediate arrangements fell during the 1990s, while the
use of hard pegs and more flexible arrangements rose, as Figure 1 shows. Countries open to capital flows can
adopt a wide range of arrangements, from free floating to a variety of crawling pegs with broad bands around
them (under which the central exchange rate is frequently and marginally adjusted), as well as very hard pegs
11
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sustained by policy commitments such as currency boards, dollarization (or, more generally, the adoption of
another foreign currency as legal tender), or membership in a currency union. But this excludes fixed,
adjustable-peg, and narrow-band systems, in which a government is committed to defending a particular
value (or range of values) of the exchange rate, but is not committed to devoting monetary (and, on occasion,
fiscal) policy only for the goal of defending the parity.
Many developed and emerging market economies open to capital flows moved away from
adjustable-peg regimes during the 1990s—some toward harder pegs, but more toward regimes with greater
flexibility (see Figure 1, Charts 2 and 3). Of the 33 countries classified as emerging market economies by
Morgan Stanley Capital International, the proportion with intermediate regimes fell from 64 percent to 42
percent over the decade. By the end of 1999, 16 of these countries had floating rates and 3 had hard pegs in
the form of currency boards or no legal tender. The remainder had intermediate arrangements: five crawling
bands, one horizontal band, one crawling peg, and seven fixed pegs.
The exclusion of intermediate regimes among emerging market economies has continued since the
end of 1999, with Greece moving from a horizontal band to membership in the euro and Turkey moving
from a crawling peg to a float. Soft pegs have not proved viable over time, especially for countries integrated
or integrating into international capital markets. This point has been brought home by numerous currency
crises as far back as the early 1970s, which have demonstrated the power of the "impossible trinity" or the so
called trilemma - a country cannot simultaneously maintain a fixed exchange rate, capital mobility, and a
monetary policy dedicated to domestic goals (see Figure 2).
Figure 3. The impossible trinity

Fischer (2001) emphasizes that many countries that claim to have floating exchange rates do not in
practice allow the rate to float freely, but use interest rate and intervention policies to affect its movement.
From this, he draws two conclusions: first, that it is incorrect to sustain that countries are moving away from
adjustable-peg systems and, second, that since countries desire fixed exchange rates for good reasons, they
would be well advised to adopt hard pegs. It is hardly surprising that most economists are concerned with the
behavior of both nominal and real exchange rates. Changes in the former are likely to affect the inflation
rate, while changes in the latter may affect both the wealth of domestic citizens and the allocation of
resources, with large political consequences. In this way, monetary policy in countries with floating
exchange rate systems is likely to respond to movements in the exchange rate. This is very often the case in
many smaller emerging economies and in most of the Group of Seven industrial countries (although seldom,
if ever, in the United States). In countries with an inflation targeting approach, movements in the exchange
rate are taken into account in setting monetary policy because they affect price behavior. Many recent
converts to floating have opted for an inflation targeting approach, and the approach seems to be succeeding.
The instability of exchange rates among the major currencies is an everlasting concern. Movements
in rates among the big three currencies—the dollar, the euro, and the yen—can create difficulties for other
countries, particularly those that peg to one of those currencies. For example, the appreciation of the dollar
that began in 1995 adversely affected exports of the East Asian countries, while the dollar's strengthening
also contributed to the difficulties Argentina and Turkey faced in 2000. There have been frequent proposals
for target zones among the three major currencies. In practice, such a system appears to operate informally
and loosely. When exchange rates get too far out of line with fundamentals, two or three of the big three
agree to intervene in currency markets. This happened in mid-1995, when the yen appreciated, and in the fall
of 2000, when the euro depreciated significantly. This informal system differs from a formal target zone in
three ways. First, there are no preannounced target zones and so no commitment to intervene at any
12
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particular level. Second, the informal system operates more through coordinated exchange market
interventions than through coordinated monetary policy actions. Third, such interventions are rare.
Nonetheless, this informal and loose system does provide some bounds on the extent to which exchange rates
among the big three are likely to diverge from equilibrium.
Since the choice of an exchange rate regime was never an easy one, regardless of the period or
country or level of development, and given the observed deviations of exchange rates from the announced
exchange rate regime, the IMF has acknowledged de facto exchange rate regimes as compared to de jure
regimes, although its classification remains a rather hybrid system that combines data on actual exchange
rate flexibility with information related to the official policy framework. Also, the IMF presents exchange
rate regimes in connection with countries’ monetary policy frameworks in order “to provide greater
transparency in the classification scheme and to illustrate the relationship between exchange rate regimes and
different monetary policy frameworks.” (IMF, 2006). According to this classification, exchange rate regimes
are divided in the following categories: (1) Exchange arrangements with no separate tender – the currency
of another country circulates as the sole legal tender or the country belongs to a monetary or currency union
in which the same legal tender is shared by the members of the union; (2) Currency board arrangements –
this monetary regime is based on an explicit legislative commitment to exchange domestic currency for a
specified foreign currency at a fixed exchange rate, combined with restrictions on the issuing authority to
ensure the fulfillment of its legal obligation; (3) Conventional fixed peg arrangements - the country pegs its
currency within margins of ±1 percent or less vis-à-vis another currency; a cooperative arrangement, such as
the ERM II; or a basket of currencies, where the basket is formed from the currencies of major trading or
financial partners and weights reflect the geographical distribution of trade, services, or capital flows; (4)
Pegged exchange rates within horizontal bands - the value of the currency is maintained within certain
margins of fluctuation of more than ±1 percent around a fixed central rate or the margin between the
maximum and minimum value of the exchange rate exceeds 2 percent; (5) Crawling pegs - the currency is
adjusted periodically in small amounts at a fixed rate or in response to changes in selective quantitative
indicators, such as past inflation differentials vis-à-vis major trading partners, differentials between the
inflation target and expected inflation in major trading partners; (6) Exchange rates within crawling bands the currency is maintained within certain fluctuation margins of at least ±1 percent around a central rate - or
the margin between the maximum and minimum value of the exchange rate exceeds 2 percent - and the
central rate or margins are adjusted periodically at a fixed rate or in response to changes in selective
quantitative indicators; (7) Managed floating with no predetermined path for the exchange rate - the
monetary authority attempts to influence the exchange rate without having a specific exchange rate path or
target and the indicators for managing the rate are broadly judgmental (e.g., balance of payments position,
international reserves, parallel market developments), while adjustments may not be automatic; (8)
Independently floating - the exchange rate is market-determined, with any official foreign exchange market
intervention aimed at moderating the rate of change and preventing undue fluctuations in the exchange rate,
rather than at establishing a level for it.
3. Exchange rate regimes in CEE countries
After the fall of communism at the end of the last century, many CEE countries opted for fixed
exchange rates as an appropriate tool for achieving macroeconomic stabilization, but a general trend towards
more flexibility in exchange rates is clearly observed in the late 1990s, as Sachs (1996) points out. This
higher flexibility in exchange rates was needed due to higher capital inflows, accompanied by higher capital
volatility in these countries. Officially, the Czech Republic and Slovakia initially chose narrow horizontal
bands, while Hungary and Poland opted for narrow crawling bands that helped in achieving the these
countries’ objectives of consolidating competitiveness on their export markets and keeping inflation at
moderate levels. Subsequently, all these countries allowed for more flexibility in their exchange rates and,
after widening the bands, the Czech Republic (in 1997), Poland (in 2000) and Slovakia (in 1998) opted for
managed or independently floating exchange rates. Hungary managed to maintain a fixed exchange rate until
2004, although this strategy was accompanied by a series of band widening: the Hungarian forint was repegged to euro in 2000, but in 2001 the band was widened to ±15% and the exchange rate regime was
changed from a crawling band to a horizontal band aiming at fulfilling the pre-requisites for entering the
Exchange Rate Mechanism II (ERM II). The other CEE countries’ choice of exchange rate regime was either
of fully fixed exchange rates as in the case of Baltic countries and Bulgaria, or of more flexible regimes, such
as Romania and Slovenia.
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Although the focus of our paper is on exchange rate regimes, a proper treatment of the subject would
not be appropriate without references to these countries’ monetary policies, due to the close relation between
exchange rate policy and monetary rule. From this perspective one may notice significant differences
between CEE countries. Initially, Czech Republic followed a strategy of joined targeting of both the
exchange rate and monetary aggregates which worked well in the early 1990s, but increasing capital flows
made it inappropriate. The Czech National Bank first decided on a widening of the exchange rate band in
1996 and in 1997 the exchange rate regime was changed to a managed float. Also, the momentary policy
changed to inflation targeting one year later, but the Czech National Bank preserved its right of intervening
in the foreign exchange market afterwards. Holub (2004) argues that these interventions were not consistent
with the commitment to inflation targeting and Frömmel and Schobert (2006) support this view with a
review of regular discussions in the central bank council about the equilibrium exchange rate during these
years. Hungary maintained its nominal exchange rate within a narrow crawling band until 2001, but during
that year the central bank decided on various stances in favor of substantial band widening. The same year
Hungary adopted the inflation targeting framework with a tolerance band of one percent, which was
accompanied by a transition from a crawling band to a horizontal band. In Poland, the central bank tried to
combine monetary and exchange rate targets until 1998 by actively pursuing a strategy of Polish zloty
devaluation within a crawling band framework against a basket of currencies. Due to increased financial
market integration, direct inflation targeting was introduced in 1998, although the announcement was made
in 1999. Currently the country’s exchange rate regime is independent floating and the National Bank of
Poland does not intervene in the foreign exchange market; therefore, the exchange rate is not a major
component of Poland’s monetary policy.
Since 1997, Romania adopted a managed floating regime with no official commitment to any
specific exchange rate or inflation path. In time, the Romanian National Bank position in the foreign
exchange market changed from a net seller of foreign currencies before 2002 to a net purchaser until present,
in line with the National Bank of Romania’s objectives established at the end of 2000: the consolidation of
the official reserves, a preventive action against an excessive appreciation of the domestic currency and a
gradual disinflation process. Due to the apparent contradiction between these objectives, the central bank
chose two instruments for attaining them. Aiming at consolidating reserves and at limiting the real
appreciation of the domestic currency in an attempt to support the Romanian products’ export
competitiveness, the central bank purchased impressive amounts of foreign currencies that were able to cover
more than four months of imports at end 2004 and six months at end of 2007. The high accumulation of
reserves contributed to the decrease of Romania’s country risk and the increase in the country’s rating, which
in turn generated an improved access to external financing. At the same time, this access to external funds
was accompanied by the fight against the nominal and real appreciation of the domestic currency. In October
2004 the central bank decided to reduce the frequency of its interventions in the foreign exchange market and
to make them more massive and less predictable. In 2005, the National Bank of Romania adopted a new
monetary rule, inflation targeting, accompanied by the (almost) full capital account liberalization and the
domestic currency denomination.
The two CEE countries that have already adopted the euro – Slovenia and Slovakia – are worth
mentioning here, although they are not the main focus of this paper. Slovenia chose a monetary targeting
policy until it was changed for a two-pillar strategy similar to that of the European Central Bank in 2001,
with the aim of price stability. This goal was achieved by an interdependent adjustment of interest rates and
exchange rates. However, as Frömmel and Schobert (2006) argue, if the central bank pursued only price
stability as its primary objective in a managed floating exchange rate regime, it would not need to adjust
exchange rate developments in reaction to capital flows, which actually implies dual objectives for Slovenia,
namely internal price stability and an exchange rate target. Slovenian tolar was pegged to euro in the ERM II
in 2004 and adopted the euro since 2007. At the beginning of the 1990s, Slovakia focused on exchange rate
stability, combined with tracking of a monetary aggregate. The exchange rate regime was changed to a
managed floating in 1998 and the National Bank of Slovakia used inflation bands as an informal guide for
monetary policy since 1999, although not formally introducing an inflation targeting framework. Slovakia
entered ERM II in 2005 and adopted the euro in 2009.
Table 1 presents the evolution of de facto exchange rate regimes in CEE countries since 2003 and we
may observe the differences between these countries, as a number of “groups of countries” may be
identified. First, we have the countries that have already given up on their own currencies and have adopted
the euro - Slovenia and Slovakia – and, as the table shows, both countries did not enjoy fully flexible
exchange rates before the entrance into ERM II. Second, we see the Baltic countries – Estonia, Latvia and
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Lithuania – with currencies belonging either to a currency board or to a fixed peg arrangement against the
euro, thus with very restrictive movement allowed at the level of the exchange rate. The same is the case of
Bulgaria, only with the exception that Bulgaria had not yet entered ERM II, while the Baltic states are
members of this monetary arrangement since 2004. Third, we have the CEE countries that are EU members
and are planning for joining ERM II and adopting euro, that have not yet entered the path of fixed exchange
rates. Moreover, two of these countries – Czech Republic and Hungary – have recently allowed for more
flexibility in their exchange rates, as they replaced the managed floating regime (Czech Republic) and the
pegged exchange rates (Hungary) with independent floating. Poland and Romania seem to follow for quite
some time a constant exchange rate policy: managed floating (Romania) and independent floating
(Romania).
Table 1. De facto exchange rate regimes in CEE countries
Country
Bulgaria
Czech
Republic

Estonia
Hungary

Latvia

Lithuania
Poland
Romania

Slovakia

Slovenia

June 30, 2003
Currency board
arrangement
Managed floating
with nopreannounced path
for the exchange rate
Currency board
arrangement
Pegged exchange
rates with horizontal
bands
Fixed peg
arrangement against
euro
Currency board
arrangement
Independently
floating
Exchange rates
within crawling
bands

June 30, 2004
Currency board
arrangement
Managed floating
with nopreannounced path
for the exchange rate
Currency board
arrangement2
Pegged exchange
rates with horizontal
bands1
Fixed peg
arrangement against
euro2
Currency board
arrangement2
Independently
floating
Exchange rates
within crawling
bands

June 30, 2005
Currency board
arrangement
Managed floating
with nopreannounced path
for the exchange rate
Currency board
arrangement
Pegged exchange
rates with horizontal
bands1
Fixed peg
arrangement against
euro
Currency board
arrangement
Independently
floating
Managed floating
with nopreannounced path
for the exchange rate
Pegged exchange
rates with horizontal
bands

July 31, 2006
Currency board
arrangement
Managed floating
with nopreannounced path
for the exchange rate
Currency board
arrangement
Pegged exchange
rates with horizontal
bands1
Fixed peg
arrangement against
euro
Currency board
arrangement
Independently
floating
Managed floating
with nopreannounced path
for the exchange rate
Pegged exchange
rates with horizontal
bands

Managed floating
Managed floating
with nowith nopreannounced path
preannounced path
for the exchange rate
for the exchange rate
Exchange rates
Exchange rates
Pegged exchange
Pegged exchange
within crawling
within crawling
rates with horizontal
rates with horizontal
bands
bands
bands
bands
1
The country adopts more than one nominal anchor in conducting monetary policy
2
The country enters ERM II

April 31, 2008
Currency board
arrangement
Independently
floating

Currency board
arrangement
Independently
floating
Fixed peg
arrangement against
euro
Currency board
arrangement
Independently
floating
Managed floating
with nopreannounced path
for the exchange rate
Pegged exchange
rates with horizontal
bands
Independently
floating (and euro
adoption since 2007)

Source: Classification of Exchange Rate Arrangements and Monetary Policy Frameworks, IMF

Under these circumstances, a valid question arises: which are the prospect of euro adoption for CEE
countries that are already ERM II members and when will the other CEE countries join ERM II and
eventually adopt the euro? We address this question and its possible answers in the next section.
4. Prospects of euro adoption for CEE countries
Shortly after ten new member states joined the European Union in 2004, and two more in 2007, the
Baltic countries, Hungary and Slovenia expressed their interest in joining the Eurozone as soon as possible.
Some of them, which had fixed exchange rate regimes, even questioned at the time whether it was necessary
to spend an additional two years in ERM-II before the assessment. From their EU entry in 2004 to the
deepest crisis since the Great Depression, Czech Republic and Poland enjoyed healthy macroeconomic
fundamentals. In 2006 for example, the 10-year interest rates on government bonds on the secondary market
in the Czech Republic stood at 3.8 percent, public debt and budget deficit were 29.4 percent of GDP and 2.6
percent of GDP respectively against the required maximum of 60 percent and 3 percent figures. Also,
inflation stayed at 2.1 percent, below the maximum value of 2.8 percent. Poland managed to fulfill all the
Maastricht criteria in 2007, with bonds yielding only 5.5 percent, a budget deficit below 2 percent of GDP,
and inflation around 2.5 percent. Hungary scored weaker, having failed to achieve any requirements since
2004, when the value of public sector debt exceeded 60 percent of GDP. Since then, Hungary has
experienced GDP contraction and mounting debt, causing the ratio to exceed 75 percent in 2009. But in all
these countries the costs of letting go of floating rates were seen as too high and the financial crisis delayed
their plans to adopt the euro. The Baltic countries have been in ERM II for longer than the required two years
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and they can apply for the single currency in any year that they fulfil the Maastricht criteria. In any case,
sustainability will always be questioned in the case of all these countries, especially taking into account the
recent evolutions in Greece.

Unfortunately, the global financial crisis put heavy breaks on the plans to adopt the common
European currency by the CEE countries. Before the outburst of the current financial crisis, market research
conducted either by various financial institutions in CEE countries or that is available as result of market polls, showed
that none of the remaining CEE countries that are EU members but have hot yet adopted the euro will most likely
introduce the common currency before 2012.
Table 2. Estimated euro adoption

* ERSTE Group research; ** Reuters poll (April 2008)

Source: Euro Adoption in CEE, ERSTE Bank Special Report, May 2008

The financial crisis found the countries in the region in different shapes and, as a result, its effects on
the countries’ incentives to adopt the euro are distinctive. Due to the slump in global activity, heightened risk
aversion by international investors and a de-leveraging by financial institutions, most CEE countries have
seen a significant weakening of export demand and a substantial worsening of their external financing
conditions. Moreover, the financial crisis reversed some of the progress that CEE countries had already made
in terms of convergence. The economic downturn has hurt public finances and shaken macroeconomic
stability in CEE countries to such a level that the monetary convergence with the eurozone has been shifted
into the undefined distant future. Table 3 presents an overview of Maastricht criteria fulfillment in these
countries before and after the crisis. It is clearly observable that because of the economic recession all CEE
countries missed the criteria in 2009, although some of them were better off in 2007 or 2008. While in 2007
Hungary was the only country not to comply with the Maastricht deficit criterion it is expected that all but
the Czech Republic and Bulgaria will have a deficit above -3% in 2009. Higher inflation rates and interest
rates than reference rates are also raising problems for the region.
Table 3. Maastricht criteria before and after the crisis
Inflation rate

April 2008

December
2008
2.6

Average of 3 lowest EU
1.9
member
Reference value
3.4
Bulgaria
10.1
Czech Rep.
4.8
Estonia
8.8
Hungary
7.3
Latvia
13.0
Lithuania
8.0
Poland
3.4
Romania
6.4
* 19 January forecast of DG ECOFIN

4.1
12.0
6.3
10.6
6.0
15.3
11.1
4.2
7.9

Long-term government
interest rates (bond
yields)
April 2008
December
2008
4.42
3.57
6.42
4.8
4.72
n.a.
8.02
5.93
4.59
5.99
7.34

5.57
7.76
4.30
n.a.
8.31
9.03
9.0
5.7
8.38

General government
General government gross
surplus or deficit (as %
debt (as % of GDP)
of GDP)
2007
January
2007
January
2009*
2009*
-3.0
3.4
-1.6
2.8
-5.5
0.0
-1.2
-2.0
-2.5

-3.0
2.0
-2.5
-3.2
-2.8
-6.3
-3.0
-3.6
-7.5

60.0
18.2
28.7
3.4
66.0
9.7
17.3
45.2
13.0

60.0
12.2
29.4
6.1
73.8
30.4
20.0
47.7
21.1

Note: shaded cells show that the Maastrocht criterion was not fulfilled.

Source: Szapary (2009) with adjustments made by the author.

As a result, a recent report by ERSTE Bank revises the previous estimates presented in Table 2 and
delays the entrance of some of the countries in ERM II and euro adoption to 2015 and 2016 respectively
given the current struggles of CEE countries with the realities of financial crisis (see Table 4).
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Table 4. ERM II entrance and euro adoption
2012
2013
Czech Republic
•
Hungary
ERM II
Poland
ERM II
Romania
ERM II
•
Maastricht criteria fully met

2014

2015
•
•
•

2016
•
•

•
EUR

EUR
EUR

Source: Kotian (2010)
While the financial crisis has increased the attractiveness of eurozone membership as it is perceived
to be a „safe harbour”, the depreciation of the region’s currencies against the euro and the slow-down in
economic activities make it more difficult for the new EU Member States to comply with the Maastricht
criteria. The current debate on unilateral euroisation in CEEC, fuelled by the IMF, underlines the dramatic
situation in some of the new EU Member States that are on the brink of a financial collapse. Euroisation
became the axiom for an adoption of the euro as legal tender without a previous convergence process and
without having a common central bank. The main advantages of euroisation may include lower interest rates
and the elimination of currency risk but the ECB strongly rejects the idea as unilateral euroisation bypasses
the convergence criteria and therefore eases the pressure for the new EU Member States to attain fiscal
consolidation and low inflation. However, unilateral euroisation also rises potential risk for European
integration as it undermines the institutional framework and unity of the EU and is therefore neither likely
nor desirable.
5. Conclusions
The merits and limitations of different exchange rate regimes that a country may choose for its
currency differ depending on a country’s characteristics and macroeconomic circumstances, so the option for
a flexible or fixed exchange rate is never an easy one. From the fixed exchange rate system imposed by
Bretton Woods arrangement until today’s system of exchange rate regimes a long time has passed and
countries’ options for a type of exchange rate regime have changed, sometimes even dramatically.
Nevertheless, in the past years it is clearly observable a trend towards inducing more flexibility at the
exchange rate level, especially in emerging markets, as such a policy is seen as preventing financial crises
similar to the ones in the 1990s.
After the fall of communism at the end of the last century, many CEE countries opted for fixed
exchange rates as an appropriate tool for achieving macroeconomic stabilization, but a general trend towards
more flexibility in exchange rates is clearly observed in the late 1990s. Today, CEE countries are diverse in
terms of exchange rates. First, we have the countries that have already given up on their own currencies and
have adopted the euro - Slovenia and Slovakia – and, as the table shows, both countries did not enjoy fully
flexible exchange rates before the entrance into ERM II. Second, we see the Baltic countries – Estonia,
Latvia and Lithuania – with currencies belonging either to a currency board or to a fixed peg arrangement
against the euro, thus with very restrictive movement allowed at the level of the exchange rate. The same is
the case of Bulgaria, only with the exception that Bulgaria had not yet entered ERM II, while the Baltic
states are members of this monetary arrangement since 2004. Third, we have the CEE countries that are EU
members and are planning for joining ERM II and adopting euro, that have not yet entered the path of fixed
exchange rates. Moreover, two of these countries – Czech Republic and Hungary – have recently allowed for
more flexibility in their exchange rates, as they replaced the managed floating regime (Czech Republic) and
the pegged exchange rates (Hungary) with independent floating. Poland and Romania seem to follow for
quite some time a constant exchange rate policy: managed floating (Romania) and independent floating
(Romania).
Shortly after ten new member states joined the European Union in 2004, and two more in 2007, the
Baltic countries, Hungary and Slovenia expressed their interest in joining the Eurozone as soon as possible.
Some of them, which had fixed exchange rate regimes, even questioned at the time whether it was necessary
to spend an additional two years in ERM-II before the assessment. Unfortunately, the global financial crisis
put heavy breaks on the plans to adopt the common European currency by the CEE countries. Before the
outburst of the current financial crisis, market research conducted either by various financial institutions in
CEE countries or that is available as result of market polls, showed that none of the remaining CEE countries
that are EU members but have hot yet adopted the euro will most likely introduce the common currency
before 2012.
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Abstract: Without a massive input of European non-refundable funds, the Romanian unbending public budget
cannot be perceived as having a stimulating function in the economy, on the whole. Starting from this point, the
following survey aims at providing an analysis of the level of European pre-accession and post-acccession funds input
existent in Romania, with a particular look on the European funds already absorbed and of the projects which have
either been implemented or are currently being implemented by the Romanian Gendarmerie – an institution with
responsibilities in the field of ensuring public order and national security.
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1.

Introduction
The European Union is based on an institutional system which is unique in the world. In the General
Report on the EU Activities, the most important accomplishments of the EU and its supporting institutions
are presented in chronological order, starting with Robert Schuman’s declaration in 1950, until the first
waves of accession from the 70s and 80s, or from the creation of the Single Market, in 1993, up to the
launching of the EURO on the 1st of January 1999 and the opening of the accession negotiations with the
Central and East European countries.
In the beginning, the EU was known as the European Economic Community – EEC – an economic
organisation with a trans-national character, which was created following the signing of the Treaty of Rome,
on the 25th of March 1957 and which had as main objectives the balanced and harmonious development of
the economic cooperation, as well as the growth of the standard living within the area of the Community.
On the same day, another treaty, creating the European Atomic Energy Community – EURATOM –
was signed. The signatory countries were the 6 member states of CECO: The Federal Republic of Germany,
Belgium, France, The Netherlands, Italy and Luxembourg.
Through the Treaty of Rome, which entered into force on the 1st of January 1958, the Common
Market was created, aiming at facilitating the free access and circulation of goods, finances, services and
labour forces, eliminating internal taxes and establishing a common agricultural policy and a common policy
regarding external trade outside the community.
The success accomplished by the cooperation between the 6 EEC member states led to the
subsequent accession of other countries, thus coming to the present state of affairs, when the EU is made up
of 27 Member States, including Romania, starting with 2007.
After EU accession all Member States benefit from European grants given for regional development
by the means of European funds (Marian Stoian, 2010).
For the public order and national security bodies, the EU accession provides further opportunities of
cooperation, partnerships and experience exchange with other EU MS. The fundamental element of the
public bodies at both national and international levels is tightly connected to project drafting, development
and implementation, which could trigger the legal aligning at European standards and the diminishiong of
the existent gaps.

2. EU funds dedicated to the pre-accession period
The community non-refundable financial assistance is targeted at supporting the candidate states in
the preparison process required for the adequate accession and implementation of the entire EU legislation,
thus representing the main challenge for all candidate countries. It is deemed necessary that all
administrative bodies and legislative systems should be strenghtened and that the infrastructure should be
aligned with EU standards. The funds are distributed though the general Phare, ISPA, SAPARD programs.
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Along with other EU MS, Romania has benefitted and is currently the beneficiary of pre-accession
funds which are considered the precursors of the Structural and the Cohesion Funds. We have managed to
successfully introduce and implement the policies allowing us to access the Structural and the Cohesion
Funds with the support of the pre-accession funds.
The Phare Program, launched in 1990 and destined to help Poland and Hungary was one year later
extended to other EU candidate countries. The Baltic States were integrated in 1995. The main objective of
this multilateral assistance program was to support the Central and East European countries during their
transition to a market economy.
Starting with 1997, Phare was transformed into a pre-accession financial instrument aimed at
sustaining institutional reforms and becoming, thus, the main financial and technical cooperation instrument
between the EU and the Central and Eastern Europe countries in the field of developing the legislative
framework, the administrative structures, the institutional building, the transborder cooperation and the
infrastructure investments.
While the Sapard program finances projects with a significant impact on the environment, the ISPA
program (Instrument for Structural Policies for Pre-Accession) represents one of these three main nonrefundable instruments which provides support for the candidate countries in their attempt to prepare for the
EU accession. Between 2000 and 2006, ISPA financed public transport and environment projects.
2.1
The level of pre-accession funds drawn by Romania
According to the objective designed by the Romanian Goverment for 2010, the total sum of the preaccession and post-accession funds is of 4,3 billion euro. The financial aid granted to Romania between 1991
and 2006 has risen to aprox. 6810 billion euro.
These pre-accession funds will continue to finance the implementing of the current projects by 2011.
From these funds, the Phare assistance has meant 3618 billion euro, which have been mainly invested in the
alignment with the EU acquis, enhancing the administrative capacity and financing necessary investments.
Starting with 2000 onwards, the Phare program has supported activities and investments concerning
Economic and Social Cohesion.
For the period 2000-2006, a sum of 2975 billion euro were earmarked for the Phare, Transition
Facility, Sapard and ISPA programs. According to a EU Commission Report concerning the administration
of the European funds, for the 2004-2006 period, a total sum of 1,3 billion euro was granted to Romania
through Phare funds, out of which the EU Community has so far disbursed 980 billion euro, representing
aprox. 72%; as a consequence, 169 billion euro have yet to be contracted, until the deadline.
Following 2007, corresponding to the transition period, Romania has continued to the benefit from
temporary financial assistance through the Transition Facility, in the sum of 46,5 billion euro and oriented
towards the development and enhancing of the administrative and judicial capacity, in view of implementing
and enforcing EU legislation.
According to the 2010 project budget, at the chapter dedicated to the Phare programs, annex no. 3/15
coresponding to the Ministry of Regional Development and Tourism, the allocated budget of 739 billion euro
was contracted in proportion of 97,31%. The Phare 2003 Economic and Social Cohesion concluded on the
31st of May 2009, that is, a 91,31 % input degree.
For the 2004 Economic and Social Cohesion Program, planned to conclude on the 31st of May 2010,
1358 billion euro have been disbursed so far – an input rate of 87,39 %. The other PHARE programs are due
to finish in November 2010 and November 2011. For the projects currently under implementation, 221
billion euro have been paid – an input degree of 52%.
2.2
European programs implemented by the Romanian Gendarmerie
In the public order and national security institutions, the Phare funds were invested in twinning,
services and procurement projects, summing up a total of 840 billion euro for the projects started in 2005 and
concluded in 2008, according to the decision of the EU Commission.
Within these programs, the objectives were related to the institutional and administrative
reorganisation, in a wider, multinational context, to defining and maintaing relations with other national
defense structures, professional training, enhancing cooperation between public order bodies, strenghtening
legislative systems and aligning the existent infrastructure with the EU standards in the domain.
For public institutions, the accession provides wider opportunities of cooperation, partnerships and
experience exchange with other EU MS. The fundamental element of the public bodies at both national and
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international levels is tightly connected to project drafting, development and implementation, which could
trigger the legal aligning at European standards and the diminishing of the existent gaps.
According to the strategy designed by the Ministry of Administration and Interior to ensure public
order, civil society safety and counter street crime, the methods of action are established taking into
consideration the state interests, the available resources, the evolution of the economic and poilitical
processes and the operative situation or the potential threats against public order. These responsibilities are
carried out by the main public order forces – the Police and the Gendarmerie. A twinning project usually
involves a series of activities such as seminars, training, knowledge transfer, juridical assistance and it is
based on a tight cooperation relationship between one EU MS and the MS administration of the beneficiary
country; the project requires both partners to make efforts in order to achieve the results outlined in the
beginning, during the project programming phase.This aspect brings a qualitative difference between the
twinning projects and other community projects, where the EU expertise does not have clear responsibilities
over the precise results of the projects and does not stimulate the creation of sustainable partnerships.
Therefore, aware of the fact that the twinning as a form of PHARE assistance was conceived and
proved practically to be a useful instrument in supporting the development of the administrative capacities of
the candidate countries institutions, the Romanian Gendarmerie benefited / benefits from the following
PHARE programs:
1. RO 02/IB/JH/06 institutional twinning program - "Modernization of the Romanian Gendarmerie
Structures and Practices" within the 2002 PHARE project "Modernization and Reform of the Institutions InCharged with Law Application and Enforcement of the Anti-Corruptive Structures ", beneficiary: M.A.I.
2. RO 04/IB/JH/05 institutional twinning program – „Consolidation of the Romanian Gendarmerie
Structures and Practices and Training for the Full Participation to the European Police Force", within 2004
PHARE sheet „Strengthening of the PoliceCooperation". The financing was provided by the European
Union, in amount of Euro 500.000, and co-financed by Romania – Euro 100.000.
3. RO 04/IB/JH/04 institutional twinning program - "Police Cooperation", within 2004 PHARE sheet
"Strengthening of the Police Cooperation". The financing was provided by the European Union, in amount
of Euro 500.000, and co-financed by Romania – Euro 100.000.
4. 2004/016-772.03.12 PHARE project "Fight against Organized Crime - An Inter-Institutional
Approach". The financing, for the institutional twinning component, was provided by the European Union, in
amount of 1.200.000 Euro, and co-financed by Romania - Euro 200.000.
5. RO 06/IB/JH/03 institutional twinning program - "Consolidation of the Romanian Gendarmerie
Capacities in order to Ensure Interoperability with Similar Institutions of the European Union”.
The fifth programs are already finalized and implemented. According to the Institutional Twinning
Convention, the major objectives of these programs refer to the redefinition of the organizing structure and to
the preparing of development proposals, preparing of legislative proposals and regulation concerning the
organizing and functioning of the Romanian Gendarmerie, preparing of international cooperation
instruments, redefining the personnel training systems according to the European Union standards.
The RO 02/IB/JH/06 Program „Modernization of the Romanian Gendarmerie Structures and
Practices" took place starting with September 8th, 2003 , the main objectives being: to increase the
capacities of the Romanian Gendarmerie to apply the law, in accordance with the European standards and
procedures, to transform it into a modern, flexible institution, with national competence, a guarantor of law
enforcement and of citizens’ safety and peace, to ensure and warrant the compatibility with the Member
States structures, to ensure a high interoperability capacity which, in line with the EU requirements decided
at Nice, Feira, Gothenburg, Laeken and Noordwijk, to allow it to participate, within the European Police
Force or within the European Gendarmerie Force, to missions under the EU command, and it ended on May
8th, 2004; following this program, the Romanian Gendarmerie, as law enforcement instrument, accelerated
the process of alignment to the EU standards, acquiring additional value following the established and
developed professional contracts. Registered accomplishments: along 52 activities carried out with the
support of French and Spanish experts, fundamented on audit reports of the current situation in the field of
human resources training necessities, over 600 Gendarmerie officers were trained through the means of
worshops, experience exchange, study visits, in areas such as: maintaining and re-establishing public order,
professional intervention and ethics, investigation techniques, mountain rescue missions, drug-consumption
prevention, inner and external communication.
The Romanian Gendarmerie took part, as secondary beneficiary, jointly with the Romanian Police,
during May 2006-April 2007, to the PHARE RO 04/IB/JH/04 institutional twinning program – „Police
Cooperation”, in partnership with the Spanish National Police – senior partner and the French National
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Police – junior partner, the objective targeting the strengthening of the coordination and intervention
capacities of the Police and Gendarmerie, at the municipal and rural level, in the context of Romania’s
adhesion to the EU in order to cope with the new needs of the Romanian population and in order to prevent
and fight against the threats and criminal acts, which take place during the economic and social transition
period.
The PHARE 2004 project – Consolidation of the Romanian Gendarmerie structures, practices and
training in view of the full participation at the European Police Force – twinning project – was carried out in
partnership with the French National Gendarmerie and was aimed at strenghtening the practices and
structures of the Romanian Gerndamerie so as to better serve the civil society and the rule of law, with a
special regard on Romania’s stability and involvement in the EU Security and Defnse Policy (PESA). In this
project, there were many notable accomplishments over more than 20 training activities; more than 500
gendarmerie forces, from the county inspectorates and mobile squads who attended these activties were able
to enhance their level of knowledge and competences in various fields, such as judiciary police (investigation
techniques, crime scene search, missing persons search, vulnerable persons protection, juvenile crime
prevention), professional intervention, research and documentation (gathering necessary data for public order
missions), street crime prevention and management, antiterrorist combat negociation and countering
organised crime, nuclear/chemical/PESA peril crises management and civilian crisis management.
During September 2006 – December 2007, the Romanian Gendarmerie, participated as secondary
beneficiary to the PHARE RO 04/IB/JH/09 Institutional Twinning Project - "Fight against Organized Crime
- An Inter-Institutional Approach", a partnership with the General Court – Ministry of Internal Affairs of
Spain and the National Cooperation Service specialized in Police Technique of France, focused on the
strengthening of the strategic, institutional and operational capacity of the structures involved in the law
application in the fight against organized crime.
The activities performed within the PHARE projects have reached their targets, their successful
implementation so far representing an important premise of the success of the interoperability, of the
convergence of actionable methods and practices, with similar structures within the European Union. The
programs have been developed and accomplished, with economical costs, at a high degree of performance
from the point of view of the relevance of deficiency, impact and sustainability, respecting the total budget of
Euro 2.6 million, namely Euro 2.2 million financed by the European Union, and Euro 400.000 cofinancing
provided by Romania.
Within the PHARE 2006 programming exercise, the Romanian Gendarmerie is presently running a
new twinning project in partnership with the French National Gendarmerie, namely RO 06/IB/JH/03 –
„Consolidation of the Romanian Gendarmerie Capacities in order to Ensure Interoperability with Similar
Institutions of the European Union”, a 18 month project, started in August 2007, with a budget of 1.000.000
euro from the European Union, plus the national co-financing in amount of 250.000 euro. The main objective
is to consolidate and specialize the capacities and the personnel of the Romanian Gendarmerie for an
efficient carry out of the missions (to maintain and reestablish the public order, antiterrorism and mountain
interventions) and to provide inter-operability with similar institutions of the European Union. This project is
structured by three components including – improvement of the daily good practices of the Romanian
Gendarmerie personnel, increase of fighting capacity against terrorism and organized crime, and increase of
abilities of ensuring and reestablishing the public order and managing the civil crises.
As a consequence, over 1100 Gendarmerie forces were deployed during a number of 41 activities,
along with attending various courses and workshops prepared by the French experts and there were
remarkable accomplishments on both qualitative and technical levels. Hence, the Romanian Gendarmerie has
gained and has enhanced its capacity of training the trainers, through attaining a superior level of preemptive
patenting – equivalent to the one possessed by the French Gendarmerie – this result has been obtained
through the creation of a network of experts within the Gendarmerie Human Resources Professional Training
Centre in Ochiuri. The trainers from the Sinaia Human Resources Professional Mountain Training Centre
were able to attend a full course on mountain rescue training, organised in summer and winter, and they
managed to gain additional skills and technical abilities in the domain of mountain rescue, including the type
of dog-aided rescue and victims search in case of avalanche. At the same time, the training of the antiterrorist
intervention officers has been thouroughly improved, as officers from the Gendarmerie Special Intervention
Brigade and the National Gendarmerie Intervention Group have gained additional competences and have
undergone highly demanding physical training, along with specialized training sessions organised for the
crisis situations negociators body.
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3.

European funds targeted at the post-accession period
The Community Structural Funds are the main EU instruments used to promote economic and social
cohesion and solidarity. The Structural Funds represent an important element of the national policies which
contribute, directly or indirectly to the harmonious evolution of the EU on the whole, as well as to promoting
the environment principles.
Both aspects have great significance when we discuss about obtaining a sustainable growth and
development of the labour and of the competition market.
One major characteristic of the structural instruments is that they are not used for individual projects,
but for the financing of development programs carried out at national level, with their own budget and
various economic and social partners: Member States, local authorities, the EU Commission (Stoian, M.
2010, p.200).
Unlike the pre-accession programs, the management responsibility of the post-accession programs
falls exclusively under the command of each beneficiary country, the Commission thus ensuring solely the
ex-post control (Stoian, M. 2010, p.201).
The necessity of investing in the development of the institutional capacity concerning cohesion in the
MS envisages an adequate level of management and social and economic mid and long-term development
(Huba,C.2009).
The Structural Instruments refer, therefore, to those financial instruments which the EU deploys in
order to eliminate economic and social discrepancies between different regions and to build economic and
social cohesion. The largest share of this type of financing is focused upon the regions with a GDP under
75% of the EU medium GDP (the so-called Convergence Regions).
The economic and social policy is financed by three main funds: the European Regional
Development Fund (FEDR), the European Social Fund (FSE), the Cohesion Fund (FC).
The European Regional Development Fund (FEDR) and the European Social Fund (FSE) form the EU
Structural Funds which, together with the Cohesion Fund set up the Structural Instruments.
The Financial Instruments of the Community will each contribute adequately to reaching the
following main goals:
1. Convergence
2. Regional competitiveness and labour force occupancy
3. European territorial cooperation
According to the Romanian National Communication Strategy regarding structural instruments
2007-2013, outlined by the Authority for Coordinating Structural Funds within the Ministry of Public
Finances, Romania is facing the most important modernization opportunity, provided by the accession to the
EU and the integration in an economy which tends to extend globally.
The 2007-2013 period represents a new interval of programming for the structural instruments
mentioned above, based on a set of regulations which include provisions regarding the domains which are to
be financed, as well as the principles applied and the mechanisms of managing and implementing this type of
financial assistance.
The Structural funds Romania has been using since its accession corresponding to the operational
programs have already been approved and launched and are being successfully implemented.
3.1 The stage of the structural and cohesion fund input in Romania
For the period 2007-2013 cca. 19,667 bn. euro have been allocated to Romania from the European
Union's Structural and Cohesion Funds, out of which the amount of 6,55 bn to CF, cca. 9 bn to ERDF and to
ESF approximately 4 bn.
The 7 operational programmes for the Convergence objective, coordinated by the Ministry of Public
Finance, each of them having a management authority, are grouped under an Operational Programme Enhancing Economic Competitiveness - Ministry of Economy and Commerce, Sectorial Operational
Programme - Infrastructure and Transportation - Ministry of Transportation, OP - Infrastructure and
Environment - Ministry of Environment, Regional OP - Ministry of Development, OP Technical Assistance Ministry of Economy and Finance, OP - Human Resources' Development - Ministry of Labour, OP Administrative Capacity Development - Ministry of Administration and Interior.
EU financing for the contracted projects covered - on the 28th of February 2010 - 52,35% of the EU
allocated funds, if we take into consideration the latest data provided by the Ministry of Public Finances.
For the 2007-2010 period, Romania was given 35,86 billion lei, out of which, on the 28th of
February 2010, for the 7 operational programs, 15.620 projects have been submitted; a number of 3.962
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projects, summing up 36,95 billion lei (1 euro = 4.2325 lei) were approved, 2.333 projects are being financed
(24,86 billion lei – out of which 15,15 billion lei is EU contribution).
At present, comparing to the situation dated the 31st of January 2010, 52 more contracts/financing
decisions have been registered, summing up 24,84 billion lei EU financing and representing 69,27 % of the
EU contribution to the approved projects, with respect to the money allocated by EU for 2007 -2010.
Payments to the beneficiaries have been made - 2,84 billion lei, divided as follows:
- pre-financing payments – 1,94 billion lei;
- EU contribution – 0,85 billion lei;
- state budget contribution – 0,05 billion lei .
The payments register an input rate of only 7,79 % of the entire value allocated for the 7 operational
programs approved by the EU for 2007 – 2010.
On the 28th of February 2010, the Regional Operational Program and the Environment Sectorial
Operational Program were still considered the champions of fund input, relevant projects number, rhytm of
contracting and of the EU sums available, as well as the payments made, compared to the EU planning for
2007-2010.
The Regional Operational Program (POR), with 574 contracted projects and EU funds of 4,50 billion
lei cover over 80% of the EU funds for 2007-2010, that is, the largest percentage of all European funded
programs.
POR is followed on the second place by the Economic Competitiveness Growth Program and by
Environment POS, with a disbursement rate of 13,86% (on the 28th of February 2010).
The Economic Competitiveness Growth Program includes 973 projects, summing up 3,63 billion lei,
out of which 2,03 billion lei European funds. In this program, the number of projects has slowly, but
constantly increased; some projects were concluded and assessed on the IT and internet access components,
or in the field of research, development and energy. The contracted projects cover aprox. 56% of the EU
funds for 2007-2010, with an input rate of 10,68 %.
The Environment Program was the first to receive project proposals in Brussels, from September
2007 on, while other projects were just starting.
In the Environment program there are 46 projects, valuing 3,87 billion lei. The most significant
projects refer to sewage and sanitation services or waste disposal integrated management systems and
display an input rate of 9,70%.
The Operational Program for Developing Human Resources contains 591 projects, with a total EU
contribution of 2,86 billion lei and an input rate of 5,03 %.
Transportation POS benefits from 20 projects, summing up 4,82 billion lei, with an EU contribution
of 1,61 billion lei and an input rate of 1,87%.
The last two places from the point of view of the input rate are occupied by the Technical Assistance
Operational Program and the Administrative Capacity Development Operational Program (PO DCA).
The Technical Assistance Operational Program PO has registered a low input rate, of only 1,76% for
the 24 projects which have been approved, with a total value of 0,16 billion lei and an EU contribution of
0,11 billion lei. Over three years, 24 initiatives have been implemented out of 40 proposals.
PO DCA has registered the lowest disbursement rate, of only 1,66%, despite the fact that the number
of projects has been quite high - 105 contracts. The total financing of the projects rises to 0,20 %, out of
which the EU contribution is 0,16 billion lei. These funds have been requested during 2007-2010 for a
number of 934 projects, out of which, by the 28th of February 2010, only 105 have been contracted.
Several delays have been registered with regard to the Schengen space border security management
funding, however, Bucharest will manage to attract all 542,2 billion euro allocated.
3.2 The project carried out by the Romanian Gendarmerie
The Ministry of Administration and Internal Affairs crossed one stage of the reorganization process,
for the legislative and institutional harmonization with similar components of the other member states of the
European Union, successfully using Phare pre-adhesion funds made available by the Union.
The General Directorate for the Development of Administrative Capacity (DG DCA) represents the
MoAI structure which fulfills the role of Management Authority for the DAC PO and is responsible for the
proper management and implementation of the financial support provided for this program.
In this period, as of September the 29th, 2009 , the project „SMIS 4427 – Implementation of a Elearning type system for the continuous training and retraining of the Romanian Gendarmerie employees” is
in progress, co-financed by the European Fund of Regional Development, based on the financing agreement
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signed with the Ministry of Communications and Informational Society, Intermediary Body for the 3rd
Priority Axis – „ Information and Communications Technology for Private and Public Sectors” of the
Operational Sectorial Program „Economic Competitive Growth”. The total value of the project is lei
23,258,047.52, out of which the financial nonredeemable assistance is of lei 19,544,577.75. the project
objective is to „Increase the efficiency and effectiveness of the training process for the Romanian
Gendarmerie employees by implementing an e-learning system to allow the employees access to online and
off-line courses at the highest technological level, using the information technology, in 62 different locations
throughout the country”, which shall lead to the provision of high quality services for the population.
The non-refundable support is meant to accelerate the implementation of the project, because the
financing has been done from the beginning at the level of all 62 locations so as to cover 690 training
sessions.
This financing is essential to the implementation of the project. As it can be seen from the project
analysis (which does not provide income), it represents a significant saving source with regard to the
organisational activity (the social costs of the public services decreases when we consider a single item), and,
at the same time, an important social value source. Both benefits have money equivalents, but do not produce
income which could allow the implementation and the exploitation of the system. In the current context of
maintaing public order in our society, any savings and any public service efficiency growth should have the
same target – extending the capacity of ensuring and managing public order and safety. Consequently, the
non-refundable financial assistance for the project implementation, as well as the issue of financing the
administration of the system with local resources are sine qua non conditions for attaining the goals
established in the beginning. Following the project implementation, when the non-refundable financing
finishes, the financing sources will continue to be provided by the Romanian Gendarmerie’s own and private
budget.
4.

Conclusions
We are going through a period of confusion financially and economically speaking and we must
cope with difficulties and challenges that lay ahead of us, as well as to chose the most appropriate and
successful manner in order to approach and manage the present financial crisis with a minimal impact on
European fund absorption ( Huba , C.C.2009).
At present, accessing EU funds is a difficult, time-consuming process, as it requires a lot of
documentation which, in turn, demands much information and document knowledge drawn even from the
implementation phase.
There is a set of terms which beneficiaries of this type of financing must accomplish, in order to have
a good absorption rate. Among the first terms is programming the public investments programs as effective
as possible, which would allow a full integration of structural funds in the public finance systems (Florescu,
D. 2009).
As a result, in order to accomplish a higher input rate in 2010, we need to shorten the deadlines and
to simplify the current procedures, including the modification of the public procurement legislation. In the
context of the international crisis, a good manner of re-launching would be to make better and faster use of
the EU funds, by enhancing the allocated budgets, planned to extend by the year 2013.
The analysis carried out reveals the fact that the sums coming from internal financing are insufficient
for accomplishing the objectives of collective restructuring, so, in our opinion, the public order and national
security bodies – and other institutions, as well - should keep focusing on drawing new structural and
cohesion funds. We consider these economic-financial factors triggering this context to be the severe public
budget and the system of earmarking the limited budget resources which are conditioned by the evolution of
the gross domestic income.
Although the investment projects carried out so far have proved their utility, we need to be
constantly preocupied by possibilities of drawing more funds so as to continue the process of restructuring
and organisation of the public order and national security bodies, according to the strategy developed by the
Ministry of Administration and Interior.
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Abstract: In the last decades we were witnessing a revolution in the financial sector as a result of the
development of tools and techniques for risk management. New markets were created to transfer risks. And these
markets were successful in generating huge profits. Risk is always with us. But the growing emphasis on mathematical
modelling made it less comprehensible to those outside the financial services industry. The failures of risk management
are important causes in the current crisis. This paper aims to identify the failures and to present the possible new
approaches in risk management.
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1. Introduction
The current economic crisis has proved that the sophisticated forecasting models were not able to make us
aware about what will happen. Experts look to be taken by surprise. It seems that we don’t live in the world
for which textbooks prepared us. In addition: the current crisis was even amplified by the risk management
models that banks used. These models allowed them to increase their exposure to risk instead of limiting the
risk, making the global economic system more fragile than ever.
Low probability events that have a high impact (called in the literature Black swan events) that are almost
impossible to predict are dominating more and more the economy. The complexity of the economic system
due to globalization and the spreading of Internet is not only increasing the impact of Black swans but makes
impossible the prediction of normal events. What we can predict for sure is that those companies/entities that
ignore Black swans will not survive. As a result it is more profitable to reduce our vulnerability to these
events than to try to anticipate when these low-risk, high-impact events will take place. Risk management
should reduce the impact of what we can not totally understand.
In order to change the way we approach risk we must first avoid the risk management failures. Risk
management means in the first place to identify and measure risks. There are two important mistakes in
managing risk:
- known risks to be miss measured;
- significant risks to be ignored not being detected or being wrong perceived. Risk managers may
ignore a know risk because of assuming a wrong assumption of its low probability to materialize or
because it is difficult to incorporate it in the known, sophisticated risk models. Of course, there are
also unanticipated risks.
Once being identified and measured, risks have to be communicated to the management of the organization.
The lack of success in communicating the risk to management is the failure of risk management. The
sophisticated methods of evaluating and managing risk are often difficult to communicate by risk managers.
Risk managers are often incapable to explain complex reports to top managers who have no expertise in this
field. Risk management should be designed to help executives to maximize company’s value being able to
make more aware decisions. It is not a purpose per se. It is not for the sake of risk managers and their profits.
After risks were measured and communicated, top management has to decide about the risks they will
assume and risk managers have to take care to keep these risks in some limits. Strategic decisions are the
responsibilities of top executives. But risk managers should provide timely information to executives to
allow them to evaluate the consequences of the risks they will undertake. So, risk managers should be able to
communicate effectively with top management.
There are many voices that consider that risk managers failed in many financial institutions to comply with
their responsibilities.
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2.
A taxonomy of risk management failures
Synthesizing, we can make taxonomy of failures in risk management that were exemplified once again
during the current crisis:
1. Analyzing the past in order to manage the risk. We believe that we can manage risk by
forecasting extreme events. Risk managers use in a wrong way the past in order to predict the
future. Models imply usually to extrapolate past events to predict the probability of a risk to
materialize in the future. Researches have demonstrated that past events are not linked to future
shocks. For instance, the attacks of September 11th had no precedent. The same is true also for price
volatility. Before the 80s the largest decrease in stock prices in a single day was of 10%. Still, in the
Black Monday, October 19th, 1987 the stock index collapsed by 23% in one single day. Why should
anybody believe that there is not possible a decrease of more than 23%? Black swans have no
precedents.
In addition, today’s world is not similar cu yesterday’s world. Interdependencies and nonlinearities
have developed. There are events with significant consequences – 0.1% of risky events are
producing more than half of the losses. There is not a standard success or a standard failure. There
are standard heights or weights, but not standard victories or standard catastrophes.
We have to predict both the event and the magnitude, which is difficult due to the fact that in
complex systems the consequences are not standard.
Predicting major changes is almost impossible. To believe that we can manage risk by predicting
extreme events is the most important error. And it is not only because it was proved that it is
impossible to predict Black swans but also because we neglect other possible events by focusing on
some extreme scenarios. And this makes us more vulnerable.
There is a lot of imprecision in measuring the probability of large losses. As a consequence,
organizations should focus more their attention to the implications of large losses in order to survive.
This is the reason why energy companies, for example, switched from their effort to predict nuclear
accidents to an effort to develop strategies to be prepared to face such events. Instead of focusing on
low probabilities of catastrophic risks, risk managers should develop survival strategies if such risks
occur. This approach can be defined as sustainable risk management. The recent earthquake from
Chile is demonstrating the viability of such an approach - small number of deaths relative to the
magnitude of the event.
2. The mathematical instruments used have some insufficiencies.
a.) We consider that we can measure risk by standard deviation. Statistical methods are in
general used to estimate the distribution of risks. This methods are useful when we have available a
lot of data and when we expect future events to have similar distribution as past events. Standard
deviation, σ, frequently used in finance as a measure of risk, should not be used in risk management,
because it corresponds to the square roots of the squared average variations and not of average
variations. This means, that in a random world, approximately two thirds of the changes should be
within some limits (σ between +1 and 1), and the variations that are above seven standard deviations
are considered to be impossible. Still, reality shows that there are changes that are above 10, even 20
standard deviations. This implies that risk managers should avoid using methods based on standard
deviations, like regressions or beta coefficients.
b.) We don’t adjust psychologically the mathematical expressions. There are studies that
demonstrate that the way we express a given risk is influencing its understanding. If we
communicate investors that in average they can lose their investment once at each 30 years, they are
more willing to undertake the risk, compared to the situation when we communicate that that there is
3.3% probability to lose each year (both expressions are mathematically equivalent). The way you
present can increase the propensity to invest and to assume the risk. Consequently, it is
recommended to express in different ways the same risk in order to not be captive to the
mathematical instruments.
c.) We consider that efficiency and shareholders’ wealth maximization are not tolerating
redundancy. In their effort to optimize, companies become vulnerable facing changes. Biological
system developed method to adapt to changes accepting redundancy (2 lungs, 2 kidneys). Nature is
the best risk manager. In companies, redundancy is considered to be lack of efficiency. On another
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hand, debt is considered to be valuable. It is true but only on good times. Financial leverage is
making companies and economic systems more fragile.
But the most important risk lies within us: we overestimate our abilities and underestimate our
vulnerabilities. Any company that is not understanding its weak points it is faited to bankruptcy.

3.
New approaches to risk management
Risk managers should think a lot about all important sources of risk, of uncertainties. A useful method in this
respect is scenario analysis. Anyway, some risks still remain unknown until they become reality (the wellknown in our day’s example of 9/11). So, risk managers have to understand the limits of all the complex
models developed and to be prepared to face any unpredictable challenge.
Introducing complementary methods like scenario analysis to investigate how crisis will develop, how
companies will be affected by them and how they should react can help managers in making better decisions.
The difficulties faced by risk management models had major contribution to the current financial crisis. So,
there is no doubt that risk management practices should be improved by taking into account the lessons
learned. Scenario analysis must use economic analysis to assess the potential impact of sudden events like
the lack of liquidity in the market, rather than rely on past data.
Information is power. Having an informational advantage gives you market power. As Andrew Lo, a leading
economist, pointed out in an interview for MIT Sloan Management Review, “if corporate leaders, portfolio
managers and regulators want to make good risk-based decisions, they need to have the right data, and they
need to have the right framework to analyze the data”. That’s why accounting and accountants should adopt
new accounting procedures, should change their approach towards a “risk accounting” (Posner, B.G.,
Hopkins, M.S., 2009, p. 57).
Information and sophisticated models is flooding the financial industry, but access to useful information is
imperfect, and models alone are not enough. A bigger alignment among the finance function, risk
management and business operations is part of the solution.
We designed our models with an end-objective of shareholder wealth maximization. But these models are
based on market valuations which are considered to be rational. Market valuations are imperfect. If market
valuations are perfect, this means markets will react rationally to any change, so the current financial crisis
would have been avoided.
The history of stock market is an alternation of bull and bear markets over long strong and weak cycles. But
in each case, these cycles lasted enough to make investors believe that this is the norm. Over a bull market
period of time, we tend to be blinded by profits. We become addicted to returns. But “financial gain can be
as potent a drug as cocaine. …after a whole decade of cocktails, we became very relaxed about all sorts of
risks!”. (Posner, B.G., Hopkins, M.S., 2009, p. 56) We believe nothing can happen to us!
As John Kenneth Galbraith mentioned, due to practical reasons it should be considered that the financial
memory lasts no more than 20 years. This is a necessary period of time to allow people to forget the disaster
produced by a bear market, as it is a necessary period of time to permit a new generation of investors to be
impressed by its own financial innovations and to believe in a bull market.
The stock market is not a game in which one part gains what the other is loosing. It is a game in which, over
a certain period of time, almost anybody may win or lose.
Some researchers are focusing on psychological factors that determine the market cycles, others emphasize
the economic causes. In reality, the two categories can not be separated. But no theory can predict future
based only on past. History is ambiguous, and the financial mania unique. All the theoretical systems that
can be considered to be rigid can still protect investors of their emotions, giving them the strength to face the
bear and the faith to return in the market when the decline is at a low and when anybody else would have
abandoned the battle.
During bubbles and crashes the market professionals are overcome by emotions such as greed, fear, or panic.
There is a complex dynamic between the rational, the logic of our models and emotions. By not taking into
account the interplay between rationality and emotions, our decisions may be counterproductive.
In extreme cases, under huge pressures, market forces alone can not provide the best outcomes. The recent
turmoil shows that financial markets need better rules and procedures. The large deregulation in this market
that we witnessed in the last decade was a contributor to the current crisis.
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4.

Conclusions
People in general, from executives and investors to governors and regulators, tend to forget that
markets evolve in cycles. By believing that something new was discovered is a mistake. By developing
complex financial instruments capable to hedge the risk decision makers believed that they can afford to
assume any kind of risk in any proportion. But these complex instruments were not enough tested to
understand how they will react to different changes in the market conditions.
The current crisis has painfully reminded that financial stability and liquidity is not to be assumed as
granted. So, it becomes critical for financial institutions and companies to understand, measure and manage
risk better. Our fundamentals are not changed: if we want more reward we have to assume more risk. We can
not eliminate totally risk, because we will eliminate reward. But we have to be able to manage appropriately
the risk we undertake.
The current financial crisis, the most serious since the Great Depression, is asking for fundamental
changes in the way companies, investors, financial institutions are identifying, evaluating, communicating
and managing risks in general.

•
•
•
•
•
•
•
•
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Abstract: IFRS 5 the non-current assets held for sale and discontinued operations requires that an entity will
categorize a non-current assets (or group of assets for disposal) as held for sale, if its carrying accounting value will be
principally recovered through sale operations and not through its continuing using. The accounting regulations in
Romania provide transfer of the non-current assets held for sale on stocks.
Keywords: the non-current assets held for sale and discontinued
JEL classification: B21; C81; F15; L14; M41

If the non-current asset or the group of assets is not used due to disruption of the business activities
or it is held for sale in the next time can we give up at the depreciation calculation? We can give up at the
calculation of depreciation of an asset or group of assets during the temporary interruption / seasonal (e.g. the
seaside tourism) of the activity?
The accounting regulations of our country provide rules to calculation and registration of the noncurrent assets depreciation as long as they are located in the enterprise and the input value (depreciable
value) has not been recovered during the operation determined under the depreciation method chosen,
whatever they are or not used or to be sold.
In concordance to IFRS 5, the non-current assets held for sale and discontinued1 operations requires
that an entity will categorize a non-current assets (or group of assets for disposal) as held for sale2, if its
carrying accounting value will be principally recovered through sale operations and not through its
continuing using.
The objective of IFRS 5 The non-current assets held for sale and discontinued operations is to
describe the accounting for the assets held for sale and to present the discontinued operations. In particular,
the IFRS requires:
(a) assets that perform the criteria to be classified as held for sale are evalued at the lower of the value
between the accounting value and fair value less the selling costs and the termination of recording
depreciation of those assets, and
(b) assets that perform the criteria to be classified as held for sale are presented separately in the
first part of the balance sheet and the results for discontinued operations are presented separately in the
profit and loss account.
In Order no. 3055/2009, for approval of the Accounting Regulations with European Directives, this
came into force on 1 January 2010, at art. 153, item (1), it is mentioned: indicate where there is a change in
1

Translation of IFRS 5 Non-current Fixed Assets Held for Sale and Discontinued Operations in French is
IFRS 5 Actifs non courants destinés à être vendus et Activités abandonnées.
2
The IASB Board did not agree the proposal of Mr. Harry Schmid, to use the term “withdrawn from use /
active operation” against the phrase “held for sale”. The opinion of Mr. Schmid is those that, in these conditions, the
classification would apply equally to all forms of transfer (sale, scrapping, exchange, rotation, etc.) and would not need
detailed rules and the standards should be based on a simple and clear principle without ambiguity, see BC 18 and DO
11 in IFRS 5 The non-current assets held for sale and discontinued operations.
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the active using, in that it will be improved to sale, at the deciding moment on the change of the destination,
in the accounting the transfer of the tangible assets is recorded in the category of stocks. The transfer is done
at the unamortized value of the assets. If the tangible assets were revaluated in the same time with the asset
reclassification, it will be closed the reserve account from its relating revaluation.
For a full disclosure of the information in the spirit of the true image unaltered and the provisions of
Order no. 3055/2009 for the approval of the accounting regulations with European directives, we propose to
use of the words the withdrawn assets from the current using and available for sale3. Also we suggest
passing the withdrawn assets from the current using and available for sale in a special category and not
reclassified them as stocks.
For records in the primary accounting and financial reporting (balance sheet, profit or loss accounts and
explicative notes) we propose to establish in the Class 2 in the NON-CURRENT ASSETS of group 22.
WITHDRAWN ASSETS FROM THE CURRENT USING AND AVAILABLE FOR SALE 4 , as
follows:

CLASS 2 - NON-CURRENT ASSETS
20. INTANGIBLE ASSETS
21. TANGIBLE ASSETS
22. WITHDRAWN ASSETS FROM THE CURRENT USING AND AVAILABLE FOR SALE
227. Goodwill available for sale (A)
221. Freehold land and land improvements available for sale (A)
222. Buildings available for sale (A)
223. Plant and machinery, motor vehicles, animals and plantations available for sale (A)
Starting from here we can create separate accounts both for the debt associated directly to the
withdrawn assets from the current using and available for sale and for income and expenditure.
To illustrate the proposed, we present the following example:
S.C. MIORITA S.A. owns a building (production hall), on 01 January N under the following conditions:
the book value (input) 200,000 lei, the normal operation 40 years, the consumed lasting 18 years, the
depreciated value of 90,000 lei. At the end of the N year, the company makes a revaluation of all its
constructions using the net value method. Thus, the fair value (market) set for construction is 125,000 lei.
During the year N +1, because the economic crisis and the significant reducing of the economic activity, the
company decides to prepare for selling the production hall in the following circumstances: data of the
decision for changing the destination is 30.06.N+1, advertising, tendering and construction sales last 5
months, the selling price is 110,000 lei.
Calculations and records proposed in the primary accounting are:
 Calculations:
• input value
• depreciated value 200,000 lei/40 years × 18 years
• net value 200,000 lei – 90,000 lei
• fair value (market)
• revaluation difference (surplus) 125,000 lei – 110,000 lei
 Recognition in the primary accounting at 31.12.N:

200,000 lei
90,000 lei
110,000 lei
125,000 lei
15,000 lei

a) cancellation of the accumulated depreciation:
3

To avoid confusion between non-current assets and current assets (stocks).
In Order no. 3055/2009 Group 22 The tangible assets in course of construction was restricted to that class of
assets. Thus, the assets withdrawn from the current using and available for sale can be highlighted by creating of
new accounts in the free groups 24, 25 or 27. Also can be used the variant to create new synthetic accounts of first
degree in Group 21 TANGIBLE ASSETS.
4
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90,000 lei 2812

=

212

90,000 lei

b) register the positive difference of revaluation:
15,000 lei 212


=

105

15,000 lei

Accounting records during the year N+1:

a) registration of depreciation for the first 6 months of the year N+1:
200,000 lei / 40 years × 6 / 12 months = 2,500 lei
2,500 lei 6811

=

2812

2,500 lei

b) switching the construction from the active use class (or continue) in the category of the withdrawn
assets from the current using and available for sale:
122,500 lei
2,500 lei 2812

222*

=

212

125,000 lei

c) transferring the reserve from the revaluation to the reserve which represents the surplus achieved
from the revaluation reserve and eventually to the reported result:
15,000 lei 105

=

1065

15,000 lei

and possibly:
15,000 lei

1065

=

1171

15,000 lei

d) selling the building after 5 months of the reclassification data as withdrawn assets from the current
using and available for sale:
130,900 lei

461

=
4427

7583**
20,900 lei

110,000 lei

e) discharge the management of the withdrawn assets from the current using and available for sale after
the proper sale:
122,500 lei

6583**

=

222*

122,500 lei

Note: * 222 Buildings available for sale
** Instead of the 6583 and 7583 accounts can be created those special accounts of expenditure and
incomes for the withdrawn assets from the current using and available for sale.

For reporting this special category of the assets in the balance sheet we propose to include a new point,
no. 5 in the item II TANGIBLE ASSETS, the withdrawn assets from the current using and available
for sale, after line 10, as follows:
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Balance Sheet
on 31.12.N
Indicators

Nr.
line
B.

A.

-leiBALANCE
01.01.N
31.12.N
1.
2.

A. NON-CURRENT ASSETS
I. INTANGIBLE ASSETS
1. Set-up costs
(ct. 201 – 2801)
2. Development costs
(ct. 203 – 2803 – 2903)
3. Concessions, patents, licences, trademarks and similar rights
and other intangible assets
(ct. 205 + 208 - 2805 - 2808 - 2905 - 2908)
4. Goodwill
(ct. 2071 - 2807 - 2907)
5. Advance payments for the intangible assets in progress
(ct. 233 + 234 - 2933)
TOTAL (lines 01 to 05)
II. TANGIBLE ASSETS
1. Freehold land and buildings
(ct. 211 + 212 - 2811 - 2812 - 2911 - 2912)
2. Plant and machinery
(ct. 213 - 2813 - 2913)
3. Other plants, machinery and fixtures
(ct. 214 - 2814 - 2914)
4. Advance payments for tangible assets in progress
(ct. 231 + 232 - 2931)
5. Withdrawn assets from the current using and available for
sale (ct. 227* + 221 + 222 + 223)
TOTAL (lines 07 to 11)

01
02
03

04
05
06
07
08
09
10
11
12

* The 227 account Goodwill available for sale, if presents the significant information can be an
element in the post-line I. INTANGIBLE ASSETS, with another symbol.
•
•
•
•
•
•
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Abstract: In the present paper, we analyzed the tax on profit, its evolution during 2000-2009, its contribution
to the total budgetary revenues, its role of stimulating the economic and social development, by mentioning some
possibilities by means of which the importance of these taxes could be increased. The researches were done for
Romania and contain generalities of the tax on profit, objectives of the tax policy related to the period 2000-2010,
evolution of the tax on profit, basic model of the sampling module, of subjects, of tax and of accounting principles in the
management of profit. The aim of the paper is to analyze and quantify the benefits of the exemption from paying the tax
on the reinvested profit granted to the economical agents.
Key words: tax on profit, tax policy, tax relief
JEL classification: G38

1. Introduction
Direct taxes are normative and have well-defined quantum and terms of payment. Direct taxes are
preferred to indirect taxes because the former are brought into the customers attention in due time, are more
equitable. The greatest impact on the economical and financial performances of companies is held by the tax
on profit. This kind of taxation is the main component of legal entities revenues.
2. Objectives of the tax policy 2000-2010:
2.1.
Objectives of the tax policy 2000-2005
Fiscal reforms aim at lowering the inflation rate and the evolution of the current account deficit in
sustainable limits and have the following objectives:
- gradual reduction of fiscal pressure, especially of the labor pressure;
- gradual growing of the excises in order to reach the taxing quota, imposed by the European Union
standards;
- consolidating the fiscal discipline and intensification of the fiscal control;
- fiscal restructuring, that is, implementation of the flat quota in 2005;
- development of uniform, stable laws, with simplified appliance procedures, according with EU
guidelines.elaborating of The Fiscal Code.2.2. Objectives of the tax policy 2006-2007:
- establishment of the general consolidated budget deficit at a level correlated with

-

-

macroeconomic objectives, in order to sustain the efforts to reduce the inflation according to
the nominal convergence criteria;
supporting the convergence process of the Romanian economy with European economies;
lowering the contribution welfare insurances rates in order to eliminate the disadvantage of
tax competitiveness and to reduce the black economy;
increasing the transparency and efficiency of public funds usage made by the primary credit
release authorities;
preparing the necessary conditions for the absorption capacity of structural instruments (structural
and cohesion funds)
2.3.
Objectives of the tax policy 2008-2010

The inflation reduction process, the external deficit process and limitation of the
structural deficit will ensure the public finances long-term sustainability, the durable
economical growth and the real convergence. Fiscal policy objectives:
maintaining a stimulating fiscal policy, a fiscal stability characterized by maintaining
fundamental taxes, the lack of implementing new taxes without increasing the existing ones;
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promoting a prudent wage policy;
gradual reduction of the welfare insurances contributions that will encourage the
development of labor market;
- complying with the criteria imposed by the Maastricht Treaty, respectively with the
consolidated general budget deficit lower than 3% of gross domestic product; the
simplification, transparency and predictability of the fiscal system; the consolidation of the
conditions for the absorption and operation of the structural instruments.
Analyzing, as well, the development of the fiscal policy specific indicators in Romania
during 2001-2008, we reach the following conclusions:
-

•

regarding the direct taxes:
The tax on profit had a decreasing trend until 2001, as the effect of the tax on profit quota
diminuation, then it maintains the ratio constant in GDP during 2002-2007. Legislation in the field,
The recently approved legislation in this domain, assures a uniform system of facilities for all
categories of taxpayers, income tax payers.
• Contributions for social insurances continue to hold the largest ratio (about 10% of GDP). It has
been observed their increase until 2002, followed by a slight decline regarding the ratio of total
revenues (from 38% in 2002 to 25.77% in 2007), especially due to the reduction of quotas, since
2002, and to the control of wage policy;
• Tax on profit has increased since 2002 determined by the widening of the tax base, as a result of
reducing the contributions for social insurances, while increasing the number of employees
- regarding the indirect taxes
• Slight decrease of the VAT is largely due to reducing the final consumption during this period, but is
also due to the significant growth of items which doesn’t involve VAT but involves its
reimbursement, compared to gross added value.
• Increasing the excise ratio in GDP (from 3.1% in 1999 to 3.6% in 2007), is determined largely by the
gradually reaching of EU standards.
• Lowering of customs duties (from 1.5% of GDP in 1999 to 0.4% of GDP in 2007), influenced both
by the increase of import activities in a slower pace than GDP, as well as by the continuing
amendment of legislation, in order to gradually abolish the customs barriers in the relationship with
the EU.
In order to achieve a more comprehensive image about what the tax on profit means, we issued a
table in which one can find the tax on profit ratios in the two major economic categories: total budgetary
revenues (TBV) and gross domestic product (GDP). These indicators provide us the necessary information
regarding the concerns of tax authorities whose aim is to sample the results of the trading companies. It also
reveals the level of the fiscal pressure which is exercised by this tax.
3. Evolution of the tax on profit
3.1
The real tax on profit during 2000-2010

Explanations
TBR
GDP
Explanations
TBR
GDP

Table 1: Ratio of the tax on profit in the total budgetary revenues and in GDP (%)
2000
2001
2002
2003
2004
16,55
16,56
18,44
17,30
20,00
2,48
2,17
2,17
2,17
3,12
2005
17,74
2,50

2006
19,42
2,30

2007
21,49
2,60

TBR – Total Budgetary Revenues
GDP – Gross Domestic Product
Source: Personal calculations based on the Annual Statistics 2000-2007

Table 1 reveals that the income funds from the profit tax collection of the trading
companies, tend to reduce both in the total budgetary revenues and in the gross domestic product,
and in recent years it shows a neutral character. This tendency is the result of the efforts of
harmonization with European tax legislation and of the attempt to reduce the tax burden. The effects
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of these efforts can positively affect the economy. This tendency is different only in 2004 (election
year), when these ratios were increasing.
The graphic representation of the data in the above table is to be found in the following chart:
Chart1: Ratio of the tax on profit in TBR and GDP (%)
30,00
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Tax on income is the main component of the taxation of the revenues of legal entities. Until
2009 there was also the taxation of micro companies, but this tax had a low flow of approximately
0.3% of GDP, and was eliminated beginning with 2010.
From the ratio of 7.1% of GDP in 1990, the taxation on profit was reduced permanently
reaching in 2001 only 1.9% of GDP, the lowest point in its history, (immediately after switching
from the general tax ratio of 38% to that of 25%). This general tendency of reduction was due to the
lowering of taxation quotas, tendency which also exists in the other EU countries.
It is noticed that the lowest point in history has not been reached in 2000, when the taxation
quota was reduced with 13 percentage points, but the following year. It is noted also that during the
development from 1993 to 2000, the maximum point of 4.3% which was recorded in 1997, was not
caused by legislative amendments.
These situations were determined by the efficiency in collecting tax on income and by the
fluctuations in GDP (in 1997 there was a strong reduction of the real GDP with 6.1% compared to
an increase in real GDP of 3.9 % in 1996 and in 2001 a significant increase of 5.7% compared to
2.1% in 2000).
In 2004, tax on income was 2.6% of GDP while in 2005 and 2006 this ratio decreased to 2.3.
Consequently, by applying the flat quota of taxation, which meant for the tax on profit the reduction
of the general quota from 25% to 16%, the GDP ratio of the achieved fiscal revenue based on this
tax was reduced. For 2010-2012 is expected to stabilize this percentage, reaching the approximate
value of 2.8%.
3.2. Tax on profit vs. Total budgetary revenues vs. GDP

Regarding the tax reform from 2005, the real revenues have reduced from 2.7 million lei to
2.56 million lei, meaning 5.2%. In 2006 these revenues have increased to 2.82 million lei, thus
exceeding the value from 2004.
For 2007-2010 it is revealed a continuing increase of the real revenues, determined by the
sustained increase of the GDP. The forecasted value for 2012 will be of 5.38 million lei, price/year
in 1990, which was below the level recorded in 1990. Thus, despite the sustained economic increase
during 2000-2010, tax on income is far from the values recorded in early 1990, due to the reduction
of tax franchise.
Table 2: Tax on profit on the total state budgetary revenues (million lei)
Explanations

2000

2001

2002
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2004
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Total budgetary revenues

120.342.242

148.209.230

178.432.000

241.235.500

288.279.800

Tax on profit from TBR

19.927.291

21.991.008

299.798.792

43.681.000

64.416.000

% tax on profit from TBR

16,55

14,83

16,80

18,10

22,34

Explanations

2005

2006

2007

2008

Total budgetary revenues

357.366.600

428.254.000

55.575,5

67.005

Tax on profit from TBR

67.356.000

7.446.000

10.382

12.821

% tax on profit from TBR

1,73

18,68

19,13

19,13

TBR – total budgetary revenues
Source: personal calculations based on the Annual Statistics

For the tax on income, the minimum historic value was recorded at the moment of the
transition from a tax general quota of 38% to 25%, with a gap year compared to the legislative
amendment. The moment of the transition from the quota of 25% to the flat quota of 16%
corresponds to a reduction of the real revenues and of the GDP quota. Note, however, that two or three
years after the implementation of these reforms, the reduction is stopped, following an increasing period of
the revenues from this tax.
4. Tax on profit – sampling module, subjects, tax and accounting principles on the management of
profit – the basic model.
The sampling module of the tax on income in Romania is not different from the way this tax is
collected in other countries. The subjects of this type of rating are part of the following categories:
• Romanian legal entities
• Foreign legal entities carrying out activities at a fixed establishment in Romania
• Foreign legal entities and individuals which are not residing in Romania but they are carrying
out activities in Romania through an association without becoming legal entity.
• Foreign legal entities which derive their incomes from the real estates located in Romania or from
the assignment of participation titles held at a Romanian legal entity;
• Romanian individuals associated with Romanian legal entities, for the revenues derrived both in
Romania and abroad from partnership without legal entity.
4.1.
Taxing systems
Tax on profit is the remunerating indicator of the state factor. All economic entities which perform
economic activities and are not classified in other taxation bracket of their activity, such as nonprofit
organizations, they all are required to pay the tax on profit. Activity taxation by means of tax on profit is,
primarily succeeded through three systems, namely:
a. The basic system by means of which the tax on profit quota applies on the taxable revenues, which
are determined by the Fiscal Code
b. The alternate conditioning system targeting a double counting of the tax on profit, in the end
choosing the highest value; in this category fits certain economic entities such as casinos, night bars,
sports betting, etc.
c. taxation of economic activity of nonprofit organizations.
4.2.
Basic principles
The taxation assessment is determined by the principle of linking expenditures with revenues. Based
on this principle, expenditure is acknowledged in accounting and financial statements only if the resources
consumption of the enterprise will generate revenues at least equal with the value of the resources
consumption. If through the economic activities revenues are not generated, but the resources (expenditures)
were implied, their value is not recognized in the calculation of the taxable income (the taxable basis of the
tax on income).
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To determine the taxable basis of the tax on income, one should also take into consideration the
avoidance of double taxation, according to which the income earned by an economic entity should be taxed
only once. If a company derives revenues that were taxed at source, that company will situate it, in the
process of calculating the tax on income, in the schedule of the tax-free companies.
Taxable basis of the tax on income is derived from two basic elements: expenditures and revenues.
The difference between these two elements provides the indicator, which is called gross profit, if the value of
revenues is bigger than the value of expenditures. To obtain the taxable basis of income these elements are
further on classified into several subcategories. Expenditures are classified as: inferring, partially inferring
and non-inferring. Revenues are classified, in their turn, as follows: taxable revenues and tax-free revenues.
Inferring expenditures are those expenditures revealed by the Fiscal Code through the law, but also
those that are done by the company at a certain moment and as a consequent it will obtain a higher value of
revenues than it would have obtained by means of the expenditures incurred by the current activity of the
company.
Partially inferring expenditures are those listed by the Fiscal Code, whose limit being exceeded, the
company will automatically become fiscally non-inferring. Non-inferring expenditures are classified as
follows:
a) expenditures strictly listed by the Fiscal Code;
b) expenditures that exceed the maximum limit of the partially inferring expenditures;
c) expenditures incurred by the company, whose revenues obtained after advancing those resources are
below their value.
All range of incomes arising from the activity of the company are considered to be taxable revenues.
Their value should be analyzed in terms of their origin and of the taxation at source. If the company derives
its revenues which were taxed at source, it will be considered tax-free when calculating the taxable basis of
the tax on income.
Thus, taking into consideration the above mentioned provisions, the taxable basis of the tax on
income is defined as follows: total revenues minus the expenditures related to the achievement of revenues,
from these it is subtracted the tax-free revenues and it is added the non-inferring expenditures.
The companies to whom it is applied the double taxing system must calculate the taxing basis and
the tax on income by means of the following methods:
a. the first variant is the classical one – the tax on profit quota is applied on the taxing basis;
b. applying a legal procentage on the value of the revenues derrived from the activities which are
characteristic to the main activities of those companies.
This double calculation of the taxing basis and of the tax on profit will determine the recording in the
accountancy and, further on, the payment of the most high value.

5. Evolution of the taxation quota. Tax relief during 2000 and 2009
5.1. Evolution and tax relief during 2000 - 2009
Between 2000-2001 the general tax quota was reduced from 38% to 25%, excepting the case of the
taxpayers who derived their income from gambling, bars and night clubs, case in which it was applied an
additional quota of 25%, this quota being applied to the part of the taxable income corresponding to the
revenue ratio of total income of such activities. Since 1st July, 2002, the tax on income legislation was
simplified and unified into a single normative act. In 2003 the quota of the part of the taxable profit,
which corresponds to the share of the total revenues of exporting activities, increased from 6 to
12.5%.
The year 2004 has been introduced into the Fiscal Code, this year unifing, therefore, all
existing regulations. The Fiscal Code objectives are willing to comply with the European Union
fiscal legislation and ensure a unified, stable, coherent and clear legislative framework. Previously,
the Fiscal Code maintained the existent quotas broadly, excepting the quota applied on the profit
corresponding to the export revenues, which has been equalized with the general rate of 25%.
Since 2005, the general taxation rate was reduced from 25% to 16%, this being, as well, the
general taxation rate applied to individuals’ income.
As far as the tax on profit is concerned, the Fical Code aims to:
- Establish rules for determining the profit, according to the international standards;
- Introduce neutral tax provisions that will not determine the business’ localization;
- Non-discriminating tax treatment for nonresidents;
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-

Recognizing part of the additional inferring expenditures;
Possibily use accelerated depreciation method for the acquisition of technology;
- Transparency in granting tax relief.
The fiscal privileges granted for the taxation on profit, until the year 2000, focused on:
- granting direct tax relief or exemptions
- stimulating investments or for social purposes.
Tax relief granted for a certain period (between 6 months and 5 years) has not determined
the establishment of stronger economical agents, economically speaking, but it has materialised in
the tax dodging, the economical agents having benefits of this provision by deriving profit free of
tax. Thus, it has been etablished the first company operating in the period of tax exemption. By the
end of this period the individual has already unfolded its activity in another newly established firm.
The first company was maintained at a low activity level, possibly on loss, as to pay to the state no
income tax for the period of exemption. The new company shall run concurrently at a normal
activity for the period of relief, and when this period expires a new firm will take it place and so on.
Discriminating relief granted to foreign investors resulted in a large number of companies
with a small foreign contribution to the share capital, which were interested only in fast enrichment,
and which transfered abroad the obtained profits that have not been previously taxed in our country.
The tax relief granted for accomplishing investments or with social purposes represented a
useful feacility, economically and financially speaking, leading to benefic effects, which was/is
favored by the business environment.
The levy relief operated in the field of tax on profit by reducing the general quota to 16% is
considered by the Romanian government as a means of relaxing the business environment, of
stimulating the private initiative and of encouraging the institutionalization of the black economy.
By lowering the taxation quota is hoped to increase the taxable basis (by expanding the existing
businesses), to increase the foreign direct investments (the taxing rate becoming a competitive one
in regard to the countries with which Romania compete) and to reduce the share of the bleak
economy in GDP. The real data of the years 2005 and 2006 did not confirm these optimistic
expectations, but it is hoped that the stability of fiscal legislation will lead to reaching the above
mentioned objectives in mean time.(Braşoveanu, 2009, p.70)
5.2. Tax relief for the tax on profit available at the present
-

During 1st October 2009 – 31st December 2010, in terms of the levy relief of trading
companies that have chosen as a development strategy to increase investments in equipments, as to
change the old equipments or for expanding the existing activities, it has been granted exemption
from paying the tax on the reinvested profit.
According to Article 19 of Law no. 571/2003 regarding the Fiscal Code, as amended by Law no.
329/2009, on the reorganization of some of the public authorities and institutions, on rationalizing the public
expenditures, on the supporting of business environment and on the compliance with the framework
agreements of the European Commission and of the International Monetary Fund, beginning with the derived
profit from the date of October 1, 2009, companies whose investment is on the production or purchase of
technological equipments can break down those amounts from the calculation of the taxable profit.

Exemption from the tax on reinvested profits is granted on the following conditions:
- Reinvestment of profits is made for machineries, equipments and facilities, as provided in 2.1
subgroup of the Catalogue approved by Government Decision no. 2.139/2004, regarding the
classification and the average lifetime of fixed assets. The main subgroups which belong to this
category are the following:
- Extraction and preparation of coal and metalliferous and non-metalliferous ores;
- Machineries, equipments and facilities for machine building and metalworking;
- Automatic molding - filling lines;
- Machineries, equipments and facilities for chemical and petrochemical industry;
- Machineries, equipments and facilities for the production of building materials and
refractoriness;
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-

-

Machineries, equipments and facilities for sylviculture, wood exploitation and processing;
Machineries, equipments and facilities for pulp and paper industry;
Machineries, equipments and facilities for the production of glass, porcelain and earthenware;
Machineries, equipments and facilities for the textile industry;

Machineries, equipments and facilities for the typographic industry;
Power machinery and energy plants, etc.
Fixed assets are used for the activity carried out by the company for the purpose of deriving revenues.
The company yields an accounting profit during the period in which it performs the investments for
which the tax exemption is applied.
- The assets purchased must be new, not previously used.
A question needs to be raised, namely what is the difference between the application of this facility
and of other facilities of the same nature, such as:
1. Use of accelerated depreciation: the depreciation of tangible non-current assets is calculated, from an
accounting point of view, on the basis of a depreciation plan, as of the commissioning thereof until
the full recovery of the values under usage. From a tax point of view as well, the expenditures related
to the purchase, manufacturing, construction, assembly, installation or improvement of fixed assets
are recovered by deducting the depreciation. The value to be recovered is amortised during the
normal period of operation established according to the Catalogue. The depreciation regime is
determined according to the following rules:
a) in case of constructions, the linear depreciation is applied;
b) in case of technological equipment, namely of machinery, tools and equipment, as well as
in the case of computers and peripheral equipment thereof, the linear, digressive or
accelerated depreciation may be opted for;
c) in case of any other depreciable fixed asset, the linear or digressive depreciation may be
used.
The expenditures incurred for accelerated depreciation are registered for tax purposes with the tax
records, as it is stipulated by the Methodological rules and regulations of Law number 571 /2003 on
the Tax Code, approved by Government Resolution number 44 / 2004, subsequently amended. As of
August 2005, the tax records must be drawn up according to the provisions of Order number 870 /
2005. This register has a special regime and is it distributed by the Imprimeria Naţională (National
Press) S.A National Company.
2. Application of the programme for supporting the development of small and medium sized enterprises
through funds, within the limit of amounts paid as profit tax. Through this Programme funds are
allocated amounting to a maximum of 100 thousand lei / beneficiary, within the limit of amounts
paid for reinvested gross profit. This procedure institutes a de minimis aid scheme. The granting of
de minimis aids under the Programme is carried out in compliance with the de minimis aid criteria
stipulated by the Regulation (EC) number 1.998 / 2006 on the application of articles 87 and of the EC
Treaty. The budget allocated for the Programme for the 2009 budget year amounts to 3,200 thousand
lei, of which:
- 2,880 thousand lei for supplying financial grants;
- 320 thousand lei made available to the Agency for the Implementation of Projects and
Programmes for SMEs (small and medium sized enterprises), for expenditures related to services of
drafting development programmes of small and medium sized enterprises, to programme
management services and to complementary services of monitoring, assessment and control, pursuant
to the provisions of paragraph (4) article 26 of Law number 346 on the stimulation of the setting-up
and development of small and medium sized enterprises, subsequently amended and completed.
Eligibility criteria: According to the programme, the economic operators that cumulatively
comply with the eligibility criteria below on the application date may benefit from financial grants:
• they fit the SMEs (small and medium sized enterprises) category
• they are not under dissolution, judicial reorganisation, liquidation, insolvency, bankruptcy,
temporary suspension of activity;
• they have an integral private share capital, are registered and carry out their activity on
Romanian territory;
• they have at least one year from their setting up on the submission date of the standard
application form for fund allocation;
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• they have fulfilled their tax payment obligation to the consolidated general budget and to
the consolidated budget;
• they concluded the 2008 tax year with a positive balance and they reinvested, the profit, in
whole or in part;
• they purchased new tangible and intangible assets and the same were commissioned before
31st December 2008;
• their activities for which the financing under the Programme is applied for are authorised
(NACE codes) upon purchasing the assets;
• they did not apply the accelerated depreciation stipulated by Law number 571 / 2003 on
Tax Code, subsequently amended and completed, for the assets for which they request funds
under the Programme;
• they are not endangered, according to the provisions of the Communication of the
Commission – Community Guidelines regarding State aid to rescue and restructure
endangered enterprises, published in the Official Journal of the European Community,
number 244 / 2004;
• the amounts spent in 2008, of the profit, were investments in:
a) tangible assets:
a1) technological equipment (machineries, facilities, and work equipments)
– group 2 subgroup 2.1;
a2) computers and peripheral equipment thereof;
b) intangible assets:
- patents, copyrights, licences, trademarks or brands and other similar values, as well as the
purchase or the creation of computer programmes.
Through the Programme 16% of the amounts spent in 2008, of the profit, were allocated in 2009,
without exceeding the amount of Lei 100 thousand, for the purchase of tangible and intangible assets, if they
were:
- invoiced during the period comprised between 1st January and 31st December 2008;
- fully paid (including advance, where applicable) during the period comprised between 1st January and 31st
December 2008;
- commissioned during the period comprised between 1st January and 31st December 2008.
Financial grants are supplied only if the purchased assets are new, entered on the market and
commissioned in compliance with the applicable technical regulations. Financial grants are not supplied for
tangible and intangible assets purchased under leasing system and for second-hand tangible assets.
Expenditure settlements through performance of compensatory payments between contracting parties
(compensation order) are not accepted.
With a view to obtaining the in-principle approval of financing, the economic operator fills-in a form
that the same sends on-line to the Agency for Small and Medium Sized Enterprises.
If following the investigations carried out by the representative of the Agency it is ascertained that
the destination of the aids is changed, the amounts received are reimbursed, updated according to the
corresponding interests and penalties, and calculated on the ascertainment date.
The beneficiaries of the financial grants have the obligation to report the effects of the participation
in the Programme for a period of 3 years, as of the year following the awarding of the grant, by filling-in and
sending, via mail or fax, the form enclosed as annex to the procedure.
The period for sending the technical report form is 1st – 30th April of the year following the expiry of
the reference financial year.
In the case of non-reimbursable amounts granted to small and medium sized enterprises for
investments performed using the profit some requirements are also imposed:
- the maintenance of the investment for a minimum period of 3 years;
- the company did not benefit from State aids and de minimum aids amounting to a maximum of Eur 200,000
during a period of 3 tax years, including the current tax year, either from the sources of the State or of the
local authorities, or from community sources;
- the company is a payer of profit tax and the same declares the tax on profit;
- if at the end of the financial year an accounting loss is registered, the adjustment of the invested profit is not
carried, and the company does not have the obligation to appropriate the amount of the invested profit for the
constitution of reserves.
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The tax value of the investment performed using the profit is not reduced in this case either. Opting
for one or the other variant is the company’s choice, according to the criteria it fits.
It must be further specified that the exemption from profit tax payment regulated by the Emergency
Ordinance number 109 / 2009 is not a real exemption, because the tax value of the fixed asset moves down
according to the same proportion corresponding to the “exempt” profit tax.
5.Conclusions
Regarding the exemption from paying the tax on the reinvested profit, this tax relief is in fact, merely a
short-term postponement of the profit tax payment.
This is why it may be advisable to use the accelerated depreciation, which although amounts to a
mere 50% during the first year, allows the value of the investment to be fully linearly depreciated during the
remaining period of operation.
In addition, in the case of accelerated depreciation it is not compulsory to apply the restriction
regarding the constitution of the reserve from tax relief. It is common knowledge that the tax regime of
reserves from facilities imposes the following conditions:
- the reserve cannot be used in order to increase the share capital;
- the reserve cannot be used for appropriation in the form of dividends;
- the decrease of the reserve imposes the taxation thereof by recording it as income.
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Abstract: This research presents a brief evolution identifying the trends of audit profession in the Europe, and
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1. Introduction
The utility of such a research resides in the necessity of giving answers to some current, very
concrete, questions that may contribute to a better understanding of the auditing phenomenon. Starting this
research we approached both the theoretical and methodological aspects. We have used mostly a descriptive
type of research, objectively portraying the social phenomena in the attempt of formulating some
hypotheses, or in judging the existing ones as suitable or not suitable for a certain social context. As for the
practical study we have chosen an explicative type of research, having as a purpose the putting to value of
the relationships between the phenomena: the way certain parameters (e.g. turnover, total assets, the number
of employees), influences the auditor mandate. In the explicative part we notice the appearance of the
possibility of making predictions.
In the whole extent of the study we did not use the application of the two approaches as extreme
typologies of a sociologic research; in fact we might say that both parts of the research contain, to a certain
extent, descriptive elements. The explicative part contains a description of the situation while the descriptive
part withholds explicative elements through the classification it introduces.
For the first part we consider that the research has a descriptive tone, with an evident qualitative
character, but still holding quantitative elements, while in the last chapter the research is clearly explicative
and with a strong quantitative character but holding qualitative elements.
Kuhn’s series of paradigms (Kuhn, T.1970, p.85) regarding the differences between the qualitative
and quantitative types of research can be easily approached permitting to underline the difficulties in the
strictly delimiting of the research periods: the qualitative research is subjective while the quantitative one is
objective; the qualitative approach attempts a detailed description, while the quantitative approach searches
for laws that could explain the phenomenon; the qualitative study is an exploration of that which seems to be
a dynamic reality, while the quantitative study, that what seems to be a statistical reality in the purpose of
developing universal laws. In this moment of the scientific road we have undertaken for the present paper we
cannot afford to give a generally valid classification to the type of research we used, because we are unable
to portray a unique characterization. And it seems that this is not a dilemma that concerns only our research.
The nowadays problem is that many authors face the same difficulty in circumscribing their works to a single
well determined method of research, most of the recent literature in the field allowing and even promoting an
interdependence of the different types of research, shifting and mixing in accordance with the needs required
by the element taken under observation.
The present scientific investigation modestly subscribes to the attempts for formulating conclusions:
first of all, to the auditors’ mandate and their attitude in respecting the standards, by studying an audit quality
report.
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2. Auditing – why? ... how? ...what for?
First and foremost we attempted to outline the social phenomena which brought the genesis of the
audit phenomenon and, given the circumstances, the methodology of study employed is specific to
descriptive research with elements of explanatory research by delineating some new classifications.
Concerning the evolution in time of the audit process we thought it would be appropriate to make a
demarcation on three time segments.
The first segment covers the period from The Ancient Times up to the 18th Century, and a result of
our research we could not identify in this time range but incipient forms of financial audit as it was not
delimited yet from the accounting and control activities and the person carrying out this activity would be
generically called the accountant. The works required were mainly meant to prevent frauds or to discover
these frauds and punish the thieves. The main beneficiaries of these works were various kings and emperors,
the church and the state, and the accountants had a certain social status in that respective epoch as they
generally were priests or specialists in the field who were acknowledged as having high moral standards.
The second time segment is the period ranging in between 1850-1900 when the first forms of audit
emerged as a professional activity. The practice of audit itself dates back to more than one thousand years
ago but it is only in the second half of the 19th century that trading companies would check their accounts by
resorting to the help of accounting experts from outside the company. In America, the first signs of
accountancy conceptualization appear after 1887 when the American Institute of Chartered Accounting
Experts is set up.
As compared to the previous period of time, we can observe the change of the group of users of the
results brought about by the financial audit activity, as they were, in the 18th century, the sate, the
shareholders and the banks. These would require the best accountants of the time to make audit works that
would provide the best solutions for safeguarding the integrity of patrimony and provide the public with the
most accurate form of financial statements and activity results.
By the end of the 19th century, the profession of financial auditor already begins to take shape and
the group of users of audit works are still the same: the state, the banks and the shareholders whose main
purpose was to prevent frauds and mistakes, to certify the observance of accounting rules as well as to have a
financial audit report outlining the degree of compliance with the true image of patrimony // assets. In
conclusion, financial audit was known as a distinct specialization of accountancy about the 19th century
though we do not know a precise date or place.
The third segment covers the time range between 1900 – to the current day. In the period 1900 –
1920, the profession of auditor sets apart from that of accountant. In the United States of America, there
emerges a nucleus of the profession of financial auditor as a liberal profession which becomes an opinion
leader by setting up, in 1905, a special department within AICPA. In the USA there emerges also the need to
establish some audit practices specific to the American economy as taking over ad literam the British audit
practices no longer match the specific of business in the USA (AICPA - American Institute of Certified Public
Accountants). Therefore, the first attempts of conceptualization emerge by means of the first recommendations
concerning audit missions: in 1910, the first manual of audit was published (Graham H.F, 1917) and in 1917 a
professional guidebook was issued in which it was clearly depicted what economic grounds an audit mission
(Chatfield M., 1970) was supposed to cover;
The time-line determination in the evolution of the profession of auditor as a liberal one, does not
exclude, in fact it requires a demarcation on levels of development/initiation of de facto objectives of audit.
This demarcation of the evolution of the liberal profession of an auditor by tracing it back in the course of
time does not exclude but it even requires a demarcation by levels of development / initiation of the de facto
objectives of audit.
Similarly to the worldwide context, the audit activities in Romania have emerged and evolved in
harmony with the record-keeping, accounting and control activities. From the study of bibliographical
resources we notice that the informational sources concerning the evolution of financial audit in Romania
specify mainly aspects concerning the public sector. In fact we were able to find little reference to the private
sector.
The time range 1831-1858 is marked by the emergence of financial control, in a period of time when
there was still confusion between the revenues and the expenses of the country and the budget of the ruler as
there was not an evolved form of state control. In the Romanian Principalities, The Organic Rules and
Regulations - of Muntenia and Moldavia – were issued, comprising some incipient forms of organization of
public finances. The modernization of public finances as well as that of the financial control occurred after
the administrative Union of the two principalities, especially after the ruler of the principalities Alexandru
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Ioan Cuza promulgated the Law on Setting Up the High Court of Accounts on January 24th 1864.
In the inter-war period, the law of 1929 on Public Accounting introduces the double entry
bookkeeping system as a type of bookkeeping which is used to the present day. From now on, accounting
records, the statements and the accounts concerning budget operation and public money handling make
possible the control and the knowledge of the financial state of the country. The political evolution taking
place in our country in the post-war period (1945-1989) had a great impact on public finances especially in
what the financial control is regarded, in the sense that institutions of a deep democratic nature were
dissolved and replaced with institutions subservient to state-control dictatorial policy. Thee regulations
concerning the organization and the execution of preventive control in institutions, enterprises and stateowned economic organizations were approved in 1959 and the head of the accounting-financial department
is assigned the preventive control of the unit.
After 1990, the contemporary period of financial audit organization emerges. Romania, passing to
an economy based on the concept of competition, returned, implicitly, as far as the public sector is
concerned, to the former financial institutions of the inter-war period, adapted to the actual conditions of
transition period for the public sector. At the same time, in the private sector, professional bodies come into
being.
Though financial audit existed in the Anglo-Saxon and French – speaking countries in the European
area, being subject to a permanent improvement for almost four decades, in Romania, it emerged only after
1990, as a necessity for further specialisation in the field of accountancy. Year 1993 marks, in our country,
the advent of financial audit offices and in 2004 there were already 477 financial audit offices registered with
the Chamber of Financial Auditors of Romania.
The year 1993 marks, in our country, the advent of financial audit offices and in 2004 there were
already 477 financial audit offices registered with the Chamber of Financial Auditors of Romania.
The body regulating this profession in our country, the Chamber of Financial Auditors of Romania
was set up in 2000 and its mission was to build, on a solid base, the identity and the public recognition of the
profession of financial auditor in Romania having as a main purpose the constant development of this
profession and to strengthen it by means of Audit Standards and the Code of Ethical and Professional
Conduct in the field of financial audit, through the complete assimilation of the International Standards and
of the IFAC Code of Ethics in order to allow the financial auditors, members of CAFR (CAFR – Chamber of
Financial Auditors of Romania), to supply high quality services of financial audit, serving the interests of the
public, in general, and that of the community, in particular.
3. Auditing today in European Union
We consider that in order to serve the public interest, IFAC takes actions in order to consolidate the
position of the profession of accountant at a world level and contributes to the development of some strong
economies by establishing and promoting the acceptance of high quality professional standards aiming at the
international convergence of such standards, taking public positions in the issues in which the state or the
importance of the liberal accounting profession is the most relevant. In conclusion, the International
Standards of Financial Audit can be applied in several ways: by their use in the original from, being turned
into national standards; as a source of national standards of financial audit or as a reference system for the
harmonization of national regulations with the community acquis.
Within the European Union, statutory audit has been approached in the course of time in four
Directives of the European Community: the Fourth Directive 78/660, of 25th July 1983 (modified by
Directive 90/64 and 90/605 of 8 november 1990); the Seventh Directive 83/349 of 13th June 1983 (modified
by Directive 90/64 and 90/605 of 8 november 1990); Directive no. 86/635 of 8th December 1986 annual
accounts and consolidated accounts of banks and other financial institutions; the Eighth Directive 84/253 of
10th April 1984 (modified in 2005). The Fourth Directive (Fourth Drective, art.51, alin.1) lays down
explicitly which economic entities must audit their financial statements for each country which is member of
the European Union, this obligation extended automatically over the entities having the same consolidated
accounts (Seventh Directive, art. 37).
Concerning the field of application of compulsory financial audit (or legal) we could note an explicit
(negativist) delimitation with the following common elements for each country member of the European
Union: Total balance – varies from 1.55 million euros in France – 3.65 millions euros in Holland (in
absolute minimal values); Turnover – varies from 1.5 millions in Ireland to 6,875 million euros in Germany
(in absolute minimal valise); Number of employees - 50 employees for any country of the European Union
less Sweden – 200 employees, as following figure states:
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Tabel 1: Financial audit within European Union
The exception required by law
Total Assets
Turnover
No of employees 2
1
for financial audit
3,125
6,25
50
The Fourth Directive of EU
3,438
6,875
50
Germany3
3,125
6,25
50
Belgium
2,37
4,75
50
Spain
1,55
3,10
50
France
1,90
1,5
50
Irlande 4
3,65
7,7
50
The Nederlands
2,8
5,6
50
Great Britain
200
Sweden
1
amounts in milions euros for EU countries and in milion pound for Great Britain;
2
the average number of employees during the financial exercise;
3
only to capital companies;
4
extemptions introduced only in 1999;

Concerning the main features of the mandate of auditors as compared to the level of some states of
the European Union, these are outlined in the following table
Table 2 : Main features of auditors’ mandate in UE
The
The
Renewal Deputy auditor
period of possibility of of
the
revocation
contract
mandate
1
6
Yes, by court
Yes
Yes

Country

Nomina
lization

No of
auditors

France

SGA2

Germany

SGA

1
or
2
1

Belgium

SGA

1

3

Spain

SGA

1

Variable
(3 to 9
years)

Irlande

SGA

1

1

The
Nederlan
ds
Marea
Britanie

SGA

1

Undeter
mined

SGA

1

1

Suedia

SGA

One
more

1

Yes,
but
through
Justice means
Yes,
with
SGA
compliance,
for
just
motivations
Yes,
with
SGA
compliance,
for
just
motivations,
and with Court
of
Laws’
acccord

Yes,
with
SGA accord

Yes 3

Yes

Yes, but
at least 3
years
have to
past after
the end
of
the
previous
mandate
Yes

Yes

Yes

or

Precised
Yes
in
the
statut of
compay
1
numbered in financial exercises;
2
SGA – Shareholders’ General Assembly;

Yes
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Fee

Limitless ,
Not public

Unforeseen
explicit
but
possibly
Unforeseen
explicit
but
possibly

Limitless ,
Not public

Yes,
individual
auditors

Set
by
published
Commerce
Register

for

Unforeseen
explicit
but
possibly
Unforeseen
explicit
but
possibly
Unforeseen
explicit
but
possibly
Unforeseen
explicit
but
possibly

Set
by
SAG,
mentioned in the
sessions minutes

SAG,
in

Mentioned in the
Financial
Statements,
aprouved by SAG
Limitless

Mentioned in the
financial
Statements
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to anonymous companies listed to Stock Exchange the Commerce Code precise a rotation of Wirtschaftsprufersignatory auditor within the audit company ;

3. Auditing nowadays in Romania
The ideological delineations from the field of auditing in Romania greatly absorb the contemporary
international general conceptual frame. The ad-literam assumption of the General Frame, of the Ethical
Code, of the International Audit Standards, by the Romanian legal system, determined an approach with a
high degree of uniformity with respect to the ongoing research at a national level from the part of the
researcher. A society having an audit culture represents a real challenge for the scholar intending to underline
the most important steps in the evolution of the auditing process, as well as its determinant factors, in a study
of strong documentary character. As we have previously suggested, this is not the case of Romania.
According to the Last Report concerning the activity carried out in 2006 by the Monitoring and
Professional Competence Department within CAFR concerning the activity of Audit Planning, the attention
is drawn to some specific tests and objectives which were documented and carried out by the auditors
involved in the review in a non-satisfying ratio. The analysis of the data within the Report concerning the
activity carried out in 2006 by the Monitoring and Professional Competence Department within CAFR,
respectively the statistical data of the accomplished quality audit is outlined in the table bellow for the
auditing activity.

No.

Table 3: Report concerning the activity carried out in 2006 by the
Monitoring and Professional Competence Department within CAFR
Objective name
Percentage (%)
Legal
Natural
persons persons

AUDITING ACTIVITY
11
Existence and filling in entirely the sections in the Minimum Auditing
60%
Standards
12
Existence of main tables and of work sheets for all of the sections and the
56%
verification of their compliance with the accounts
13
Existence of a reference system
67%
14
Verification of mathematical calculations and the existence of a checking
56%
system
15
Compliance with the structure of sheet work (objective,, activity carried out,
69%
result, conclusion, name of client, related period, reference, date and
signature)
16
Existence of confirmation letters from debtors, creditors, banks
72%
17
Existence of confirmation letters from the attorney-at-law / legal advisors
65%
18
Verification of existence of transactions with the affiliated parties (ISA 550,
35%
O 22-26)
19
Compliance with the principle of separation of financial exercises
53%
20
Participation in the inventory/ existence of the file and the inventory report,
72%
contrary, the expression of an adequate opinion in the audit report
21
Testing the net achievable value (AS 2)
35%
22
Reconciliation with the registers of sales and purchases with the VAT
75%
discounts
23
Verification of the consistency of the depreciation method used and the
68%
calculation of depreciation for a sample of fixed assets
24
Determination of useful lifetime according to IAS 16
18%
25
Write-down provisions and provisions for risks and expenses presentation
62%
and determination mode
26
Long-term loan contracts with banks – presentation and degree of
65%
compliance with contract clauses (K point 6)
27
Contracts of leasing – presentation and correct registration
63%
28
Comparison between a sample of invoice of purchase / sale and
61%
sale/purchase journal and the Ledger Register (O point 3 of point 12)
www.cafr.ro/servlet/DownloadForm?file=rap_Mon_2006.pdf – 20 september 2008;

42%
35%
42%
44%
50%

48%
46%
21%
38%
67%
37%
49%
52%
14%
49%
55%
65%
46%

The situation of quality audit at the closing of closing of auditing process is the best of the three
stages of the process. The problems encountered by auditors – natural persons who failed to comply, in their
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work, with the objectives concerning the principle of activity continuity but in a ratio of 48%, a lower
percentage that the one obtained in the quality audit of planning activity for the same parameter (54%). This
also indicates that the discussions with the management of the entity audited and performance of adjustments
are deficient.
We can express our opinion that in the current situation, the percentage to follow up audit standards
is so low as the problems raised by any possible adjustments represent an aspect of strong conflict between
the entity’s management and the auditor. Therefore, not even objective 31, Comparison of the amount of
differences non-adjusted with the significance threshold cannot present a better percentage of
accomplishment as the previous failure to perform the adjustments brought about, absolutely logically, to the
impossibility to compare them with the significance threshold.
The auditor – as individual tries to comply with the structure of working sheets, but even the
compliance from the form point of view exists only in a percentage of 42% of cases. We can note instead a
greater compliance, yet non-satisfactory for the auditors – legal persons (56%). The participation in the
inventorying process is an objective which is reached in 67% of cases for natural persons and 72% for legal
persons as this objective is best accomplished.
Taking into consideration the importance given to the inventory of reference books in the special
literature and the analytical curricula of the universities in this special field is one of the relevant factors in
obtaining this percentage.
The verification of the depreciation method and the calculation of depreciation is also one of the five
objectives with the passing note accomplished by the auditors natural persons. The percentage of more than
50% obtained in 2006 for the objectives: contracts with banks and the contracts of leasing can be justified, in
the opinion of the author, by their high standardization degree which facilitates the examination of the data to
be checked.
This report indicates three major deficiencies of the auditing activity in Romania: a little assumption
of the new, by failing to check the existence of the affiliated parties both of natural persons (21%), and legal
persons (35%); little interest in checking the net achievable value; verification to a less extent than the
significant sampling threshold of the useful life time according to IAS 16, respectively 18% - legal persons
and 14% natural persons;
4. Conclusions
As far as the conclusions regarding the evolution in time of the audit phenomenon we can make a
demarcation on three large segments of time. First Ancient Times to the 18th century, we may conclude that:
there were only incipient forms of financial audit as it was not clearly delimitated from the activities of
accounting and control and the works required aimed to prevent and discover frauds and punish the thieves.
The individual conducting the work was generally called the accountant. Accountants enjoyed a certain
social status in that respective epoch; they would usually be priests or specialists in this field whose moral
standards were generally acknowledged. The main beneficiaries of these works would be various kings and
emperors, the church and the state.
The second time segment we identified is 1850-1900, when the first forms of audit emerge as a
professional activity.The emergence of audit overlaps in the course of time and at this moment the need
arose to separate the competences and the responsibilities of unit heads (the managers) from those of the
owners. The individual performing the audit, respectively controlling the accounts is a chartered accountant
not working within the company.The beneficiaries – there’s a change in the group of users as they are now
the state, the shareholders and the banks. The Objective – audit emerges with the purpose to avoid frauds and
mistakes, to certify the observance of accounting rules as well as to have a financial audit report specifying
the degree of compliance with the faithful image of the patrimony. Financial audit came to be known as a
distinct specialization of accountancy about the 18th century, though a precise date and place is yet unknown.
The third segment starts from 1900 - to the present day1900-1920 separation of the profession of
auditor from that of accountant. In the United States of America, there emerges a nucleus of the profession
of financial auditor as a liberal profession which becomes an opinion leader by the setting up, in 1905, of a
special department within the AICPA.The individual performing the audit is an external auditor; The
beneficiaries – the group of users changed; as they are now: the state, the shareholders or the banks and a
new category emerges: the user of information with sound knowledge in the field and with no financial
interest. The Objective –This is how the first attempts of conceptualization emerge: by the advent of the first
recommendations concerning audit missions: 1910 – the first audit manual was published (Graham H.F.,
1917); 1917 – the issuance of a professional guide specifying what an audit mission had to cover (Chatfield,
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1977). Concerning the Romanian economic area we may conclude that for the first time segment we have
several elements we can identify which are common to the trends at the world level; as far as the second
large time segment is concerned, we could notice a major delay in the evolution of accountancy and in
relation to the audit phenomenon, we cannot point out common aspects but after 1990.
As a result of the study of auditing in EU countries, we can conclude that auditors’ mandate varies
from one country to another despite the constant attempts for harmonization at the level of the European
Union. We want to underline that the only exiting uniformity relating the appointment of auditors by the
General Assembly of the entity, which is also the least harmonized segment.
The activity of financial audit in Romania went through a period of development as it was
normalized and standardized by taking over ad literam the international standards in the field, and the extent
to which it complies to the European standards is very high as this profession is put in line with the
international rules and regulations.
We consider the possibility of identifying two great directions of research in this area: a retrospective
one and a prospective one. The retrospective direction of research, represents a study outlining the
interrelation and the interdependence of the evolution of financial audit and financial control in the
Romanian area, with their evolution in the European area in the period 1750-1900.The prospective direction
of research refers to the making of a study pointing out the interdependencies within the European Union in
establishing quality factors that influence the mode to appoint and to perform the mandate of a financial
auditor.
As a result of the study performed, I think that the directions of research which can be outlined are:
one of a prospective nature, as a possible direction of study and the second one, as a possible way to improve
the auditing activity of financial statements. The first proposal of the direction of research which is
prospective refers to the carrying out a study outlining the motivations, on the one hand the
interdependencies between the auditors supplying also related services to an entity and the degree of
independence during the financial auditing process according to a number of quality factors influencing the
way to carry out the mandate of a financial auditor.
The second direction of research which is also prospective relates to the possibility to carry out a
study concerning the civil, criminal and professional liability of the Romanian auditor and its evolution in the
Romanian area, in interdependency with civil liabilities, respectively the criminal liabilities of the other
categories of free lancers in Romania.
•
•
•
•
•

•
•
•
•
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Abstract: Starting from the premise that banking control represents the key element in the prevention and
limitation of the damages resulted from inadequate management, this paper engages with the concept (of financial
control) in order to explore the regulation activity, the controlling activity per se, as well as the measures of correction
ranging from the conventional application of the legislative norms and regulations to the restructuring of the financial
institutions.
Especially with an eye to the financial crisis and its climax in the present context, the position adopted in this
paper is focused on the need to adopt a more detailed regulation – legislatively implemented – of several aspects
regarding the management, supervision, and control of the banking activity.
The paper also emphasizes the necessity and the specific modes of intervention of the state in the economy, in
general, and in the financial and capital markets, in particular.
Key terms: Authority, Banker, Crisis, Customer, Evolution, Income, Power, Responsibility, the State
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The limitation of the risk in banking
As shown in another work (Cornel Nicolae Jucan – „Studiu privind băncile private şi mixte din
Romînia” - Teză de doctorat, 1996, p. 181-182) the fundamental elements of the quality of a bank’s
management are, to name but a few: leadership, the degree of conformation to norms and regulations,
planning abilities, promptness and adequacy in the response to changes of context, the quality of the adopted
policies and the ability to check if these are properly applied, the collaboration within the team and
consideration of potential successors. In fact, one of the demands placed by the law upon the banking activity
refers to the leaders of the respective institutions. These must prove a high degree of professionalism, as well
as a considerable inclination towards authority and prediction (Nicolae Pretorian- „Comerţul de bancă nu
este un banal comerţ economic”, în Economistul, nr.585/1995, p.1).
In developed countries, perspective leaders must successfuly complete a series of courses focused on
management and must have significant hands-on experience in the economic and financial fields. In
Romania, the situation and conditions imposed to the founders and leaders of banks was first defined through
the Banking Law of 1934: „Those who have been convicted of theft, embezzlement, bankruptcy, or other
similar crimes, as well as their accomplices, are not allowed to become bank founders or directors.” The
French banking law,(Legea comerţului de bancă din 13 iunie 1941) describes at length which persons are not
allowed to become members of a bank’s leadership, indicating in each case the corresponding article of the
Penal Code that deals with the specific situation.
Unfortunately, in Romania after the fall of the communist regime in 1989, the banking law of 1991
(Legea nr. 33/1991) only stipulates generalities regarding those who are entitled to lead a bank. According to
this law, potential leaders were required to fulfill only two conditions, namely, to have a good reputation and
not to have caused any bankruptcies. The National Bank of Romania (BNR) was expected to adopt more
specific ethical norms and regulations. This serious legislative gap allowed any commercial bank to question
the position of the National Bank of Romania, thus creating the context for unprepared persons – who did not
have the necessary training to successfully fulfill their tasks – to occupy leadership positions in banking
institutions. The consequences of this situation are visible and, we would suggest, the exemples of the
leadership of banks such as BANCOREX , DACIA FELIX, CREDIT BANK , ALBINA , BANCA
INTERNAŢIONALĂ A RELIGIILOR and COLUMNA are the result of the lack of adequate banking
legislation. Thus, the notion of „good reputation” is far too general to be successfully applied in the banking
practice. As shown above, the events in the Romanian banking field in the past several years should induce a
more complex reflection regarding these norms and regulations.
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A more detailed regulation of all the aspects related to the leadership, supervision, and the control of
the banking activity – realized directly through the law – is absolutely necessary, especially in the present
context of the international economic crisis. A more rigorously regulation of the banking activity will play a
fundamental role in the revigoration of the economy (This purpose was partially resolved by the Law
58/1998).
The banking control represents the key element in the prevention and limitation of the damages
caused by inadequate admistration (Cornel Jucan – op.cit. p. 181-182). The concept of „banking control”
covers the activities of regulation, control and correction measures, ranging from the conventional
application of the norms and the legislative regulations to the restructuring of the banking institutions. The
principle of banking control is best captured by the following formulation: „if the mechanisms of regulation,
control, and remediation function properly, the probability of inefficient management is significantly smaller.
If inefficient management appears, nevertheless, the urgent application of proper measures can stop and
inverse the degradation process” (Aristobulo de Juan – De la bancheri buni la bancheri răi, p.2). Provided
that there is a controlling institution – the Central Bank or the Superintendency of Banks – whose function is
to verify the modes in which someone becomes a banker (through the founding of a new bank or through a
transfer of control on an already existing bank), the danger of inadequate management would be
considerably diminished.
The obligation that banks have to inform in detail a competent authority about their balance sheets
and their incomes, as well as the analyses of these information would ensure a more efficient identification
of potential problems and the prompt application of appropriate measures. Moreover, if the degree to which
banks conform to the legislation concerning loans and the limitation of correlated credits is justly and
periodically assessed by the appropriate control mechanisms, the major risk of insolvability could be
eliminated. Importantly, an effective mechanism of banking control also depends on the application of
necessary sanctions in the event of mistakes in management and inappropriate observance of the banking law
through fines, changes in the leadership team, lawsuits, or other measures.
As it is well-known, the fundamental objective of every bank is to gain profit. To this end, every
banking institution engages in an adequate set of activities. What is more, the achievement of a proper
balance between the profits and the risks involved in the realization of these profits represents a key aspect of
the banking management. Importantly, in the banking activity, in general, and in the loan and placement
activity, in particular, a bank must constantly take into account the fact that the funds a bank operates with
belong to its customers.
In the present context, it appears that precisely in the well developed countries – which,
paradoxically, did have a well organized banking system – , banks do not take into consideration the required
discipline or the obligatory minimum resources with regard to placements. Thus, specialists in the field have
constantly drawn attention that commercial banks in developed countries must encourage or, respectively,
discourage the actions of the economic agents in relation to the general and national interests, given that they
also serve as consultants for businesses, companies, and the population (Nicolae Pretorian – op. cit., p.2). As
a consequence, specialists require professionalism and accurate knowledge of the tendencies in the
development of the internal and international economies as conditions for the avoidance of the granting of
loans to activities that have no realistic perspectives and that might lead customers into bankruptcy.
Naturally, it is not always easy to identify the economic dificulties of an economic agent within the
adequate time interval that would allow the application of necessary measures. Frequently, even situations in
which a solution could have feasibly been found eventually turned out to be impossible to solve because of
the lack of sufficient lucidity and insight for an adequate understanding of the evolution of the problem and,
as a result, for the anticipation of future developments.
Conclusions
In conclusion, we would like to underline that the financial crisis has proved the necessity of state
intervention in the economy, in general, and on the financial market, in particular. Evidently, this necessity
does not mean nationalization. The most appropriate path – already applied in the US and in other developed
countries – would be the significant increase in the capital of the banking and non-banking institutions,
realized simultaneously with the employment of well-prepared specialists, capable of ensuring an effective
mangement of the mentioned institutions. This efective management must take into account the necessity of
a triple responsibility in operation in the field under scrutiny: of the bankers, of the customers (the economic
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agents), and of the public powers that intervene in the regulation of the economic life (Jacques Masson –
op.cit., p.25).
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Abstract: In the past 10 years, the evolution of cards in Romania has followed an upward trend. The limitations
of magnetic stripe cards have compelled the banks to introduce smart cards. The major advantages highlighted by the
promoters of this type of card have been the maximum security of transactions. At the end of 2009, only 20% of the
cards issued in Romania are equipped with EMV technology. In 2010 several banks have began to adopt the chip card
system.
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1. Introduction
The bank card is a means by which an authorized holder can pay the value of goods and/or services
purchased from merchants entitled to accept it (based on a system organized according to a contract between
the owner, the issuer and the merchant or service provider) or can deposit or withdraw cash in and from a
personal account.
The items on the front of the card are:
 Name of card issuer;
 Area covered by the card;
 Card number – a sequence of 13-16 digits that are specifically grouped (i.e., the first digit of
VISA cards is always 4, and of Eurocard/Mastercard, 5)
 A group of four digits that are identical with the first four digits of the sequence above and that
serve for verification;
 Expiration date;
 Cardholder’s name;
 The embossed code of card type (V for VISA, CV for Classic Card, BV for Business Card,
PV for Premier Card);
 A 3-dimensional hologram (security feature);
 The logo of the organization issuing the card
The items on the back of the card are:
 The magnetic stripe that contains encoded standard data about the cardholder;
 A panel for the cardholder’s signature; the background of this panel defines it as a security feature;
 Bank specifications
Cards can be classified according to various criteria, the most important being the following:
 By function;
 Debit cards;
 Credit cards;
 Check guarantees cards.
 By the technology used
 Magnetic stripe cards;
 Chip cards – smart cards.
 By the issuer;
 Cards issued by banks;
 Cards issued by non-banking companies.
 By the time the transaction is registered
 „pay later” cards;
 „pay before” cards;
 „pay now” cards.
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The manner in which cards are used to carry out commercial transactions, in the Romanian financial
system, may be revealed by the representation of the card payment circuit:
Figure 1: Card payment circuit
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Source: (Hamzescu, Groza, Popa, Ciora, 1997, p.277)

2. The evolution of magnetic stripe cards
In the past 10 years, the evolution of cards in Romania has followed an upward trend, due to, on one
hand, the multiplication of exchanges and, on the other, the ongoing process of improving the quality of
products and services that are offered by the banking system and its connection to the European and
international banking system.
In the early 2000, the card market was just beginning to grow and advanced step by step because the
Romanian economy was still in a transitional period and the Romanian business environment was only
emerging. The banking market had to deal with a certain reluctance of companies and individuals regarding
this means of payment – based on a conservative view of Romanians, who just wanted to have money in
their pockets.
Despite these problems, banks were forced to implement the card payment system in the Romanian
market by providing to public with information regarding the benefits of the payments made with their help.
However, banks also had the opportunity to diversify their related services in order to meet as well as
possible the needs of their customers.
It should be emphasized that this endeavor was a challenge for the Romanian banking system,
which, in the first stage, turned to the Visa global network to ensure all the logistical and technical support
operations for the activity. Among the banks that were in the frontline of this movement we mention the
Romanian Bank for Development, the Romanian Commercial Bank, the „Ion Ţiriac” Bank, the Agricultural
Bank and the Romanian Foreign Trade Bank. This first step resulted in the creation of a common data
processing company, known as ROMCARD, whose main aim was to mediate card transactions. Later on,
other banks became its members.
After more than a decade since the first operation with a payment card, this means of payment has
experienced an evolution that has mirrored the economic and social development of Romania. This can be
shown by the evolution of the number of cards issued after 2000:
Figure 2: Evolution of valid cards circulating in Romania
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We note a steep increase between 2001 and 2004, and between 2006 and 2008, but also a slight
decline in the dynamics of the card use in Romania due to the economic crisis. In fact, the impact of the
crisis is highlighted by the analysis of the number of card transaction processing units, which is almost
stagnant, and also by comparing the volume of transactions with debit and credit cards.
Figure 3: Comparison 2008-2009 of the development of card acceptance systems
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Source: (BNR, 2010)
Figure 4: The value of card transactions before and during the crisis
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3. The evolution of chip cards
The limitations of magnetic stripe cards have compelled the banks to introduce smart cards. These
limitations refer to:
• Reduced capacity – a limited number of characters that can be stocked
• Questionable security – this refers mainly to: the sources in the environment that can
demagnetize the magnetic stripes (excessive heat), malfunctions due to intensive use, the
vulnerability to fraud, the security of information.
• Uncertain future – due to the technical development of the functions that require for the
payment cards to be more intelligent, a feature that magnetic stripe cards cannot offer.
When it comes to the features that banks must stress when they create and promote bank cards, the
issue of the account’s security is inevitably raised.
For many years, magnetic stripe cards represented a piece of revolutionary technology that was
quickly adopted by all the banks providing such products. During the 21st century, technological progress
has brought a new type of product into the market: the chip card.
The smart card is a debit or credit card equipped with a microprocessor that stocks and allows the
transfer of information.
The first microchip cards emerged in France, in 1985, when French banks ordered a total of 18
million such cards.
The major advantages highlighted by the promoters of this type of card have been the maximum
security of transactions, their speed and the impossibility to forge the card. It is the only way to make
transactions with merchants 100% secure by encrypting information on the card. Also, in some countries, it
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can be used for activities other than banking and to make telephone calls, or it is used as an electronic access
card.
But these advantages, which are not negligible in a society as technologically advanced as ours,
come at a price. Thus, besides the supplemental cost of the chip, we should add those for software
development, maintenance and testing. Bearing in mind that most countries have experienced a period of
transition, in which they have used a dual system of both magnetic stripe and chip cards, we can quantify the
increase in costs to be several times higher than that of a usual card.
When we compare advantages and disadvantages, it is clear that the magnetic stripe card is morally
out-of-date:
Table 1: Advantages and disadvantages of smart cards
Advantages of chip cards
Increased security of transactions
Superior information storage capacity
Transaction speed (payments are processed
with greater speed)
The impossibility to forge the cards
Savings in the costs of implementing antifraud systems
Higher endurance – reduced replacement costs
The possibility to design loyalty programs
Use in non-banking transactions
The possibility to make off-line transactions

Disadvantages of chip cards
The costs of developing and testing the new
software (approx. 1-2 Euro/card while a magnetic
stripe card costs 10-20 eurocents)
The costs of implementing the system in
ATMs
The costs of decommissioning magnetic
stripe cards
Information and promotion costs
The risk of losing the loyalty of customers
who are resistant to change

Smart cards are based on EMV technology. Smart transactions are processed according to the
common standards adopted by Europay, MasterCard and Visa, hence the EMV acronym employed for this
type of technology.
In 2008, there were over 300 de million cards issued only by MasterCard at an international level
and they were accepted in over 800 de million locations worldwide. There were also over 360 de million
VISA Europe cards. The EMV standard was accepted in 68% of POS terminals and in over a half

(56%) of the ATMs in Europe. The introduction of the Single European Payment Area will allow
the use of EMV cards and accepting terminals in the entire SEPA region. Moreover, till 2010, the
European Union must implement this technology 100%.
The strongest development of this technology took part in Latin America, with an increase
of over 400% in the number of EMV chip cards and an increase of almost 100% in POS acceptance.
In terms of development dynamic, the second area was, in 2008, the Asia-Pacific area. There, the
EMV chip card increase rate was over 70%, while accepting EMV terminals reached 150%. Arabic
countries have also experienced a significant increase in the use of this system, mainly after 2007.
India and Canada, countries with a substantial pool of potential consumers, are just beginning to
implement the EMV technology, their main means of achieving this being sectoral programs or cobranded loyalty-oriented partnerships.
In Romania, the process of implementing chip cards began in April 2005. BCR (Romanian
Commercial Bank) was the first bank in Romania that upgraded its card acceptance network (ATM and
POS) to the EMV technology. Even if there were plans to issue chip cards, they have not materialized up to
now.
So, a pleasant surprise came just six months later, when the first local bank to issue chip cards was
ProCredit Bank, one of the small class actors in the business. Like all the banks that have implemented this
system, ProCreditBank began with the launching of dual technology cards – magnetic stripe and chip. This
technological advantage brought them a significant growth rate of the volume of transactions in the first two
years after the implementation and a favorable perception among card users. At the beginning of 2006,
ProCredit Bank had issued over 10,045 VISA chip cards, and in March 2007 their number reached over
11,500, with transactions of over 5.3 million Eur. The sense of innovation of the people at ProCreditBank
brought them the consolidation of their brand and a well-deserved place in the market.
ING was the second player to issue chip cards. Like in the approach of ProCredit Bank, ING used
alternative technologies (magnetic stripe technology – in order to allow the use of the cards in the already
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existing networks – and EMV technology). The novelty brought by ING was the implementation of the EMV
technology both in the issuing and in the accepting part of the process. The MasterCard International
Standard Card, launched in April 2006, was only a debit product targeting natural persons, which could be
used in the country and abroad. Among the main benefits offered by this new technology, MasterCard
International Standard Card offered access to the MasterCard network (that numbers 19.4 million accepting
commercial terminals and 600 thousand ATMs) and did not impose restrictions on reservations
(accommodation, car rentals, airline tickets). By 2007, ING already had approximately 37% of the EMV
technology card portfolio, and now all their cards have chips.
In 2007, two other banks took steps toward the new EMV technology: Credit Europe (the former
Finansbank) and Transilvania Bank, which modified their ATM and POS networks to accept transactions
with smart cards; they have implemented their own cards by the end of 2009.
After having missed the start in 2005, BCR began issuing chip cards only in 2008. With a card
market share of 25%, BCR preferred to wait for the technological sedimentation of the product and to enter
this product segment when consumers had already been informed about existing benefits. This strategy
allowed them to prepare better the process of implementation (to modify the software in ATMs and POSs)
and to quickly operate the necessary changes in their entire network.
For BRD (Romanian Bank for Development), 2008 was the year when it launched its first chip
cards, in a first stage, Maestro and Cirrus BRD. Like in the case of all Romanian banks, their system was a
dual one. Besides, the strategy it chose was similar to that of BRD, confirming the rivalry between the two
financial colossi and the concern to avoid any technological gap between them.
At the end of 2009, only 20% of the cards issued in Romania are equipped with EMV technology.
Most banks have speeded the process of transformation of their accepting networks so that 98% of ATMs
and almost 80% of POS terminals in the local market can read chips now.
In 2010 several banks have began to adopt the chip card system. Among the most notable players we
mention Raiffeisen Bank that, after having introduced the system in its acceptance networks, in 2009, is
currently seeking to offer its customers the prospect of safer transactions, with the help of its own chip cards.
4. Conclusion
Even if we are still far from the card transaction volume of the developed countries in the European
Union and we do not have yet a financial and consumer culture upgraded to the technological progress of the
contemporary financial system, we may say that the dynamics of cards in Romania will experience an
accelerated upward trend in the following years.
During the period 2000-2009, the Romanian banking system also developed, as shown by the data
presented above, from the perspective of modern monetics, which includes the term "electronic means of
payment", the card, and also the infrastructure emerging due to the use of this means.

•
•
•
•
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Abstract: Although it has been suggested that Cash Generating Units (CGU) impairment loss should be first
be allocated to the subjective values of assets (intangible assets for which there is no active market, assets whose fair
value diminished with the sell costs is less than their book value) IASC rejected this approach. The main reason for this
decision to reject such a losses allocation criterion is related to the fact that all unit assets form an entire and it is
natural to allocate any losses to all components of assets on a proportional basis, without considering that some values
may be more subjective than others. Moreover the fund cash generating unit concept involves a comprehensive
approach for component assets and not an active-by-active approach.
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Introduction
In treating the impairment of cash-generating units enterprises have to comply with paragraph 104 ,
which states that "an impairment loss is recognized for a CGU (the smallest group of cash-generating units
to which goodwill has been allocated or a corporate asset) if and only if the recoverable amount of the unit
(group of units) is less than the carrying amount of the unit (group of units). Impairment loss will be
allocated to reduce the book value of assets of unit as follows: a) first to reduce the carrying amount of any
goodwill allocated to cash-generating unit (group of units) and b) then any other assets of the unit (group of
units) pro rata, based on the share book value of each asset in the unit (group of units). These reductions in
carrying amount will be treated as impairment losses on individual assets and recognized as stated in
paragraph 60.”
Given that for most active in a cash-generating unit it is not possible to determine which specific
assets have suffered impairment losses, IAS 36 "Impairment of Assets" as prescribe an approach in line of
the previously mentioned policy. If a cash-generating unit includes any goodwill, any depreciation should be
allocated entirely to it until its carrying amount was reduced to zero. If this is not entirely covers the
impairment the remainder should be allocated proportionally, based on the share book value, to all the other
assets of the cash-generating unit. Loss recognized for individual assets will affect profit or loss, except
where the asset is revalued, case in which the depreciation is regarded as a revaluation induced decrease.
Allocation Methods for CGU Value Losses
Consider the general case of loss allocation in the absence of corporate assets, i.e., goodwill. In this
case the loss is allocated to the cash-generating unit components in proportion with their carrying amounts.
Example 1:
Let us assume two special equipments with no residual value at end of useful lifetime, with 10-year
linear amortization, which together constitute a cash-generating unit. Their carrying amounts are 50,000 mu,
25,000 mu, respectively.
The initial situation of the two assets is presented in the table below:
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Specification
Equipment 1
Equipment 2
TOTAL

Table 1: Initial situation of the equipments
Gross Value
Amortization
Net Depreciation
100.000
50.000
0
50.000
25.000
0
150.000
75.000
0
Source: own elaboration

Net Value
50.000
25.000
75.000

At the end of year N there are value impairment indications that lead to the measuring of the
recoverable amount. This it can be done by estimating the value in use, considered to be around 15,000 mu.
The impairment of cash-generating unit is 60,000 mu (75,000 to 15,000) and assets will be assigned in
proportion to their carrying components as follows:
Equipment 1: [(50.000/75.000) x 60,000] = 40.000 um,
Equipment 2: [(25.000/75.000) x 60,000] = 20.000 um
The final situation of the two equipments, after the recognized impairment acknowledgement is as
follows:

Specification
Equipment 1
Equipment 2
TOTAL

Table 2: Final situation of the equipments
Gross Value
Amortization
Net
Depreciation
100.000
50.000
(40.000)
50.000
25.000
(20.000)
150.000
75.000
(60.000)
Source: own elaboration

Net Value
10.000
5.000
15.000

For corporate assets the loss value allocation is done differently, as they may or may not be assigned
to the cash-generating unit under review. Suppose for example a corporate assets, e.g., the company's
headquarters building, a research center, which cannot be reasonably and consistently assigned to a cashgenerating unit.
Example 2:
Let us assume the M enterprise, which embeds three cash-generating units, A, B, and C, a building
(the company headquarters), and a research center. The building and the research center have the following
book values: 150,000 mu and 50,000 mu. It is clear that the research center value cannot be allocated
rationally and consistently to the three cash-generating units, A, B, and C. The book values of A, B and C,
the lifetime and the weight of the amount allocated to each unit office are presented in the following table:
Table 3: Lifetime and the weight of the amount allocated to each unit office
Specification
CGU A
CGU B
CGU C
Total
100.000
150.000
200.000
400.000
Balance sheet values
20
20
Remaining life (years) 10
1
2
2
Share
300.000
400.000
800.000
Weighted
balance 100.000
sheet values
12%
38%
50%
100%
Share CGU
18.000
57.000
75.000
150.000
Building assignment
207.000
275.000
600.000
Stock balance after 118.000
allocation
Source: own elaboration

Due to adverse developments in the technological environment one has to proceed to impairment
tests. The recoverable value of the cash-generating units is given by their current utilization value. The
following values are considered recoverable for the cash-generating units A, B, and C as follows: 200,000
mu, 165,000 mu, and 270,000 mu, while the recoverable value of all the units forming the company M is
740.000 mu.
The process of evaluation and distribution of any impairment loss is involving at least three stages,
out of which the first two are not taking into account the research center value which cannot be allocated to
the group of cash-generating units.
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Step 1 - impairment tests are conducted at individual cash-generating units, as follows:
Table 4: Impairment tests conducted at individual cash-generating units
Specification
CGU A
CGU B
CGU C
Total
118.000
207.000
275.000
600.000
Stock balance after allocation
200.000
165.000
270.000
740.000
Value of Service / recoverable
0
(42.000)
(5.000)
(47.000)
Loss of value
Source: own elaboration

Step 2 – Value loss is allocated between the assets of the cash-generating units and the headquarters
building in proportion with their carrying amounts:

Specification
Building damage
UGN impaired assets
Total

Table 5: Allocation of value loss
CGU B
CGU C
(57.000 / 207.000) x (75.000 / 275.000) x
42.000 = 11.565
5.000 = 1.364
(150.000 / 207.000) x (200.000 / 275.000) x
42.000 = 30.435
5.000 = 3.636
42.000
5.000
Source: own elaboration

Total
12.929
34.071
47.000

Step 3 - Impairment test of the CGU group and the M society as an entire while taking into account
the default value of research center:

Specification
Balance
sheet
values
Loss - Stage 2

CGU
A
100.00
0
-

Loss values
2nd Stage

100.00
0

after

Table 6: Impairment test of the CGU
CGU B CGU C Building
Center
150.00
0
(30.435
)
119.56
5

Total

200.000

150.000

50.000

650.000

(3.636)

(12.929)

-

(47.000)

196.364

137.071

50.000

603.000
740.000

Value of Service M
Source: own elaboration

Since the recoverable value of the CGUs is higher than book value, no further impairment loss shall
be recognized in the third stage. For the identified cash generating unit goodwill the established impairment
loss should be first charged on fund assets while the uncovered difference will be shared among the various
unit components. The following example treats this aspect.
Example 3:
The Alfa Company acquires the company BETA in year N for a fair value of 150,000 mu. BETA is a
plant that includes two cash-generating units A and B, its component assets have a fair value of 120,000 mu,
of acquisition and emphasizing a positive difference of 30,000 mu. The goodwill arising from acquisition can
rationally be allocate to the two units A and B until the end of N, when there are indications that Beta has
suffered an impairment loss; the measured recoverable amount being estimated at 135,000 mu. Given that
the positive difference in acquisition may be awarded to the two cash-generating units of BETA, an
impairment loss of 15,000 mu will be acknowledged which is fully covered by the goodwill:
6813
=
207
15.000
"Operating expenses - property
"Goodwill"
depreciation adjustments"
If goodwill is associated with a CGU but it was not allocated to that cash generating unit, the
impairment test has to be done by comparing the book value of the unit excluding the value of goodwill with
its recoverable amount, any impairment loss is recognized. Thus, if one considers that goodwill can be
allocated to the group of cash generating units belonging to the unit to which it relates, after the CGU which
could not get goodwill allocated was tested for impairment as a result of external/internal cues, it will follow
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the entire group of cash generating units impairment, which owns more than goodwill and whose loss of
value, if any, is related to the goodwill of the unit.
Example 4:
Company X has three CGU A, B, and C. In year N-2 (September) it is acquired by the company Y at
a fair value of 100,000 mu (A - 25.000 um, B - 35.000 um, C - 20,000 mu, and a positive difference in the
acquisition of 20,000 mu).
By the end of September N-1 the Y company manage to allocate the amount of goodwill acquired by
the business combination to the cash generating units A and C; unit B is also considered to be related to
goodwill but its value cannot be rationally allocated.
At the end of N there are impairment indications for the cash-generating unit B and for the company
Y based on the following information:
• B book value 32,000 mu, 30,000 mu recoverable value;
• Y book value 90,000 mu, 72,000 mu recoverable value.
After the recognition of a loss of value of 2.000 um allocated to the individual assets of unit B, the
impairment loss related to higher cash-generating unit (company Y) amounting to 18,000 mu is allocated on
goodwill behalf.
Example 5:
Resume the previous example and consider that at the end year N the group of higher cashgenerating units (A, B and C) can get assigned the goodwill arising from the business combination. The
group is depreciated by measuring its recoverable value of 63,000 mu while its net book value is 89.000 um.
The calculations indicate that the unit B has a book value of 32,000 mu and a recoverable value of
38.000 u.m. Given that the individual cash-generating unit B is not considered impaired, the impairment test
will be applied to Y as a set of cash-generating units. An impairment loss of 26,000 mu is aknowledged and
allocated primarily to the goodwill 20,000 mu, the difference being allocated in proportion to the unit's
individual assets as follows:
6813
"Operating
expenses
Adjustments to depreciation of
assets"

=

%
207
"Goodwill"
2xx
„Active”

26.000
20.000
6.000

"In allocating an impairment loss in accordance with paragraph 104, an entity will not reduce the
carrying amount of an asset below the higher of: a) its fair value less costs to sell (if it can be fixed;) b) value
use (if it can be determined), c) zero. The amount of impairment loss that would otherwise have been
allocated to the asset will be allocated proportionately to the other assets of the unit (group of units). "
Since the assets components of cash-generating units are working together, no visibly impaired
assets can be selected for priority allocation of their loss, as suggested in the draft statement. When the
recoverable amount of an obviously impaired asset can be determined one has to follow the procedure
described in the paragraph 105, individual asset value is reduced up to zero if necessary. If, however, the
recoverable amount of an individual asset cannot be determined, we cannot say that the asset is obviously
impaired, as the impairment loss of a cash-generating unit is related to all assets of the unit. In these
circumstances the International Standard IAS 36 "Impairment of Assets" requires the arbitrary impairment
allocation between the GGU assets.
Example 6:
ALFA is a CGU with the book value at the end of year N of 75.000 mu and 40,000 mu recoverable
value. For the cash-generating unit ALFA there is no goodwill, which may be allocated on a rational and
consistent way. In its composition there are two technological equipments, which are working together and
contribute to the cash flow generation via continuing utilization. The equipment X at the end of year N has a
book value of 30,000 N mu and equipment Y one of 45,000 mu.
As no reliable estimates regarding the usefulness or fair value less costs to sell of the two assets can
be done, in accordance with paragraphs 105, and 106 which states that "if you can not estimate the
recoverable amount of each individual asset of a cash-generating units, this standard requires the arbitrary
allocation of impairment loss between the assets, other than goodwill, because the assets of a cashgenerating units form an entire", an impairment loss of 35,000 mu will be recognize and allocated on
account of both technological equipment. Given that we know the carrying amounts of the two assets it will
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be allocated a loss in the share book value of each individual equipment as follows: 14.000 um X equipment
(35,000 x 40%), the difference being attributed to equipment such Y.
6813
"Operating expenses Impairment of assets"

=

6813
"Operating expenses Impairment of assets"

=

2131
"Technological
equipment"/ X
2131
"Technological
equipment”/ Y

14.000

21.000

Example 7:
Let us consider the production line X with the following situation at the end of year N: book value
800,000 mu, 280,000 mu recoverable amount, and a goodwill worth 12.000 um. CGU X includes two
machines A and B. For the equipment A it has been estimated a fair value less costs to sell of 172,000 mu,
the utilization value being close to the fair value, and a book value as at end of year N of 180,000 mu. For B
we cannot measure the recoverable amount while the carrying amount is 620,000 mu.
Respecting the provisions of paragraph 107 which states that "if the recoverable amount of an
individual asset cannot be determined: a) the impairment loss is recognized for the asset if its carrying
amount is greater than the higher of fair value less costs to sell and the allocation according to the
procedures described in paragraphs 104 and 105, and b) no impairment loss is recognized for an asset if the
cash-generating unit to which it belongs is not impaired. This applies even if the asset's fair value less costs
to sell is less than its carrying value”, for the considered example we recognize an impairment loss of
520,000 mu for X charged to goodwill for 12,000 mu, 180,000 mu on machine A and 328.000 mu on
machine B as follows:
6813
=
"Operating expenses Impairment
of assets"
6813
=
"Operating expenses Impairment
of assets"
6813
=
"Operating expenses Impairment
of assets"

207
"Goodwill"

12.000

2131/A
"Technological equipment"

180.000

2131/B
"Technological equipment"

328.000

When revisiting the above example but now assuming a recoverable amount of 805,000 mu for the
production line, even if the fair value less costs to sell of machine A is less than its carrying amount, as cashgenerating unit is not impaired, no loss will be recognized.
"After applying the requirements of paragraphs 104 and 105 a liability for any remaining amount of
an impairment loss relating to a cash-generating units will be recognized if and only if this is required by
another standard." It is quite natural that after the carrying amounts of assets was reduced to zero and the
components impairment loss was not covered, to recognize a liability for it.
Conclusions
The cash-generating unit concept is very new in Romanian practice. Given that modeling attempts
related to the recognition and the resumption of impairment losses related to such units are currently in
progress theoretical works and expected to be applied into practice into the short future.
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The evaluation, together with the control and audit is undeniably a function of the management
and not just an ordinary one, but the one which completes a management cycle and, through feedback, prepares
the following one (Bogdan, 2006).
Such an approach is fundamental in management and in fact the only one that is correct, to be taken into
account and made operational in practical activity.
As tools of this management function, a series of value indicators appeared in the specialized
literature based on the previously presented classical approaches of evaluation. The most widely known
among them are those based on residual economic profit, return on invested capital in terms of cash flow,
total return obtained by shareholders, goodwill, M/B ratio, Tobin's Q ratio, created value ratio.
In what follows we will present a series of financial indicators by which the creation of value can be
measured as high performance in the management of modern organizations.
Residual economic profit (REP)
This is actually an “economic result”, in the calculation of which the managers must specify the cost
of the adjusted capital depending on the degree of risk. This is multiplied by the value of investments,
obtaining the costs of invested capital. These expenses are deducted from the profit before tax and what
remains represents the residual profit.
Gross profit - cost of invested capital = Residual economic profit
Thus, it represents the profit remaining after deduction from the turnover of all costs involved in
operating the business, including the costs of invested capital to finance it. Thus the deficiency characteristic
to the net profit indicator, namely the one of not taking into account the equity cost, is removed.
Figure 1 - Determining factors of the REP
Turnover
Profit from the
current activity

Operating expenses

REP
Invested capital
Cost of
invested capital

Weighted average
cost of invested
capital

By taking into account the cost of invested capital in the company, this indicator reflects the added
value created by the company during a financial year, being able to provide a reference for the company
management which aims to create value for shareholders.
Some of the directions to be followed by company management through which the company’s residual
economic profit may increase and implicitly its value are:
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1)
2)
3)
4)

Increase profitability and efficiency in using existing assets, without increasing the invested capital;
Search of those investment projects whose profitability is higher than the cost of invested capital;
Optimizing the cost of capital by optimally choosing and organizing the available funding sources;
Resize the existing structure of assets by removing the unproductive assets that do not generate returns
higher than the cost of capital used to finance them.

Economic value added (EVA)
The American consultancy firm Stern Stewart has developed an indicator called Economic Value
Added (EVA ®) whose essential role is to measure the financial performance achieved by a company, by
increasing its value.
The calculation method of the economic value added proposed by the Stern-Stewart company is:
EVA = Net operating profit after taxes - Cost of invested capital
In other words, EVA represents the net operating profit from which the opportunity cost of the entire
invested capital is deducted; virtually it represents the measure of a real economic profit obtained by the
company, which can be written as:
EVA = (ROIC – WACC) x K
where:
ROIC - return on invested capital;
WACC - weighted average cost of capital in percents;
K - value of the invested capital in the form of non-current assets and the need of working capital.
A positive value of the EVA indicator denotes the creation of wealth for shareholders beyond the
remuneration of capital. A negative value indicates that the company did not cover the cost of capital from
the operating results achieved. In other words, it loses money even if it records a positive accounting result.
Creating value tends to be a major criterion of performance analysis in large companies. Although
some opinions consider that this type of analysis is suitable for the companies listed on the stock exchange,
in fact, its use is much broader, including also the unlisted companies.
Using the EVA indicator to measure performance also has some limitations. First, this indicator
favors only one partner - the investor.
One way of eliminating the limits of EVA in measuring performance is its dynamic analysis by
updating the size of the annual EVA feasible over the forecast period.
Having this theory as a starting point it is considered that a company’s value consists of the value of
invested capital calculated by patrimonial or accounting methods to which updated future flows of residual
economic profit are added. These flows represent, by some authors, even the value of goodwill (Deaconu,
2002).
• The EVA capitalization method (EVA is assumed to steadily increase over an unlimited period)

GW =

EVA
ke − g

where:
g - the growth rate of the long-term benefit.
•

the EVA update method (EVA is assumed to be constant for a specified period of n years)

1 − (1 + k e ) − n
GW = EVAx
ke
Refined Economic Value Added (REVA)
This is an indicator also calculated by the formula for calculating the residual economic profit
(REP), the same as the EVA indicator, representing an improvement (Bacidore, 1997). This indicator takes
into account the fact that a company’s value is generated both by the operating physical assets and the
strategy for future business growth opportunities. As a result, the REVA indicator takes into account the
market value of invested capital which is greater than their book value taken into account when calculating
EVA.
EVA = NOPATbook value– WACC x Kbook value
REVA = NOPATbook value– WACC x Kmarket value
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Comparing the two formulas we will easily lead to the greatest shortcoming of the REVA indicator,
the fact that it takes into account any market changes of the invested capital, without a correlation to the
changes in the calculation of the operating net income (book value).
With the market value of the invested capital influenced by business strategy, REVA should be the
indicator to measure performance used to reward the executive managers of the company, while the EVA
should be used for the gratification of division managers or those from the lower levels of the company
(Bausch, 2003).
REI indicator
Other adjustments can be made to the old formula of EVA using, for example, the cash flow
corresponding to the invested capital instead of the weighted average cost of capital (we discussed such an
improvement in the case of CFROI as a derivate of ROI), and the market value of the invested capital, rather
than their book value (as with REVA). Thus, the distortion created by accounting regarding the size of the
cash flow which is actually generated by the company is eliminated, resulting in a new indicator called REI
(Residual Economic Income).
To observe more clearly the difference between the three indicators, we present below the formulas
for all three indicators:
EVA = NOPATbook value – WACC x K book value
REVA = NOPAT book value – WACC x Kmarket value
REI = CFREI – WACC x Kmarket value
The cash flow used in the REI formula can be written as:
CFREI = CFp + CFinv + ∆CFp
where:
CFp - represents the planned cash flow for the period under review;
CFinv - cash flow resulting from new investments of the period under review;
∆CFp - the remainder from the planned cash flow and the actual cash flow of the period under
review.
By calculating the cash flow in this way (taking into account current and future cash flows arising
from management decisions), it captures all the changes that interfere in the economic result under the effect
of time, investment and stock exchange information.
In these circumstances, achieving a positive REI equals real value creation for the shareholders (also
recognized by the market, not only in accounting).
Integration into the size of the stock exchange rates of the information regarding business strategy
depends heavily on the market efficiency where the company shares are traded. Adjusting their value is
partially done and with delay. In general, there is a shorter or longer period of time during which to expect
the quantification of the positive effects of the strategy through financial results.
Market value added (MVA)
In business performance analysis the concept of “market value added” is increasingly used. This
indicator results from comparing the company’s market value by the amount of capital invested in the
company. The market value of the firm is calculated as the sum between the market value of long-term loans
and the market value of the company’s shares.
MVA = V – K
where:
V – market value of the company;
K – total invested capital in the company.
V = Emarket value + Dmarket value
K = Ebook value + D
where:
Emarket value – market value of the company’s shares (market value of the equity);
Ebook value – book value of the equity;
Dmarket value –market value of financial debt on the long term.
D – book value of financial debt on the long term.
Some analysts calculate this indicator by subtracting from the market value the equity and the
aggregate value of shareholder investment and reinvested profit (Pare, 1995).
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MVA = Emarket value – Ebook value
Emarket value = number of shares x the value of one share on the market
Stewart showed the link between MVA and EVA by the formula:
MVA = present value of all future EVA generated by the company
n

MVA ≅ ∑ EVAi
i =1

where:
n - number of forecast years.
Cash value added (CVA)
This indicator is similar to the economic value added, but its calculation only takes into account the
cash flows and not the results of the company’s activity. It is determined by subtracting from the operating
cash flow generated by an investment the operating cash flow necessary to cover the cost of capital
employed in that strategic investment.
CVA = CFr – CFn
CFr – operating cash flow generated by an investment;
CFn – (minimum) operating cash flow necessary to cover the cost of capital employed in that
strategic investments.
The necessary cash flow must be seen as part of the minimum cash flow which will be generated by
an investment over the course of its existence to cover the return expected of investors.
Unlike indicators based on profit, the CVA represents a cash flow that can be used in the
performance analysis over time without being affected by accounting information based on historical costs.
Discounted cash flow (DCF)
The value of an enterprise is the sum of forecasted discounted cash flows, updated with the cost of
invested capital to which the updated residual value is added. The main objective of managers is to maximize
the present value of cash flows and as a result maximizing the value created for shareholders.
Through this indicator the disadvantage of the net profit calculation was eliminated, previously
affected by accrual accounting and the impact of the calculated revenue and expenditure (depreciation and
provisions).
n

V =∑
t =1

DCFt
RV
+
t
(1 + a )
(1 + a ) n

where:
DCFt - the value of available cash flows from the explicit period;
RV - residual value of the company in the last year of explicit forecast (the sum of forecasted
available cash flows updated starting with the year following after an explicit period of forecast to infinity);
a - update rate (cost of capital);
t - year of forecast;
n - forecast period (explicit period).
Considering the issue without taking into account a number of internal and external factors that
interfere in the process of value creation, it can be asserted that value is created within the company if the
company’s value estimated in this way is greater than the assets in which the capital was invested (book net
asset).
The available cash flow is the cash flow which remains at the company’s disposal (after ensuring the
necessary resources allocation to maintain and develop the existing production) to remunerate the capital
investors, i.e. shareholders and creditors. As a result, in estimating it one has to take into account the origin
of attracted funds and the allocation of flows required to ensure the continuity and development of the
company’s activity. Thus we can identify four main components and some of the determinants of cash flow:

67

Revista economică
Figure 2 - Determining factors of the DCF
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Return on investment (ROI)
This indicator was defined as the ratio of the net profit after amortization but before deducting
interest on the long-term debt and the invested capital (E + D).
To see the direct link between the numerator and denominator of this indicator’s formula, we can
consider c EBIT(1-i) = NP + Int (1- i):

ROI =

EBIT (1 − i )
E+D

ROI =

NP + Int (1 − i )
E+D

Figure3 - Determining factors of ROI
Operating income
Gross operating margin
EBIT x (1-i)
Corporate tax rate
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Regarding the reflection of the created value through this indicator it is considered that an enterprise
creates value as long as the ROI is greater than the cost of invested capital. This point of view is not entirely
correct since the ROI is estimated based on the information from accounting reports and therefore it is
influenced by the principles and accounting rules applied by the companies, which in addition may vary from
one company to another. Consequently, accounting information should be processed to eliminate the
negative effects of the historical cost principle.
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The sizes of the elements that are part of the ROI formula are based on the activity performance of
several departments within the company. Therefore, in assessing the value of this indicator the sequence of
determinant factors and their impact on the recorded level of performance should be observed.
Cash Flow Return on Investment (CFROI)
This performance indicator eliminates some of the deficiencies described above. Holt Value
Associates consulting company was the one who launched it, considering it the best indicator to measure the
creation of value. The return on invested capital is estimated taking into account the cash flow generated by
activities financed by it, unlike the ROI which takes into account the profit. To obtain added value, the
company should increase the difference between the level of this indicator and the cost of invested capital in
the enterprise.

CFROI =

CFCFROI
K



WACC

CF − Amo
n
(
1
+
WACC
)
−
1


=
K

where:
CF - the gross cash flow generated in the current year by the assets representing investment in the
company
CFROI is compared to the opportunity cost of capital attracted to finance investments and where the
latter is smaller it is considered that these investments create value for shareholders.
Figure 4 - Determining factors of CFROI
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Market value/Book value ratio (M/B)
It is calculated as the company's market value divided by the book value of equity (invested capital
except medium and long term loans). This ratio is important because it indicates the value that financial
markets give the management team and organizational structure of the company in use. The book value
represents the historical costs of assets that are involved in the operating activity and were financed by
shareholders. This amount equals the equity invested by shareholders in the company.
Figure 5 - Determining factors of the M/B
M/B = Market value / Equity
M/B = The market price of a share / The book value of a share
Market Value
M/B

Share price

Number of shares
Book value of
the equity

Book value of the share

In the light of this model, companies that create value are those characterized by an improper M/B
ratio. This ratio gives only an approximate indication about the company’s ability to create value because a
large proportion of the intangible assets of the companies are not part of the accounting and therefore not
considered in estimating the book value of equity.
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Tobin’s Q ratio
The Q ratio was developed by James Tobin of Yale University, Nobel laureate in economics, who
compared the combined market value of all companies on the stock market with their replacement costs
(Tobin, 1969). At the company’s level, the Q ratio is calculated as the market value of the company divided
by the replacement value of the company’s assets:

Q=

Vmarket
TA

where:
Vmarket - market value of the company;
TA - replacement value of total net assets.
A lower ratio (between 0 and 1) shows that the replacement cost of the company’s assets is greater
than their market value. That means the market value of the company is underrated. In the reverse situation,
where there is an improper Q ratio, it means that the market value is higher than the replacement value of the
company’s assets; hence a number of company assets are unidentified and not registered in the accounts.
This ratio is used in Tobin's model as a model for the evaluation of investment decisions.
Using the replacement value of assets instead of the book values aims first of all to capture the effect
of inflation on assets, replacement costs being usually higher than historical cost accounting.
Figure 6 - Determining factors of the Q ratio
Share price
Market value
Number of shares
Q
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From the management perspective, an improper value of the Q ratio represents an incentive to
develop investment projects which are in progress and increase their profitability. Similarly, in the case of a
proper value of the Q ratio, it is advisable for the company not to invest further in technology and equipment
as they could obtain them cheaper through mergers or acquisitions of companies in the same sector.
Total Shareholder Return (TSR)
Some specialists consider that the total shareholder return (TSR) is the best indicator to measure the
company’s performance and its ability to create value for shareholders.
This indicator is used to compare the market performance of different listed companies and their
shares. It is calculated as the rate of return only for the companies listed on the stock exchange, based on the
difference in price of shares and dividends distributed over a period of time:

TSR =

Pr ice1 − Pr ice0 + Div
x100
Pr ice0

where:
Price0 – the share’s price on the stock exchange at the beginning of the period;
Price1 – share’s price on the stock exchange at the end of the period;
Div – dividend per share.
This indicator can also be calculated as an absolute value based on the relationship (Işfănescu,
2001):
TSR = Ns x (Price1 – Price0 + Div)
where:
Ns – number of shares.
70

Nr. 6 (53) /2010 vol.1
A limit of this indicator, for its use in measuring the overall performance of the organization, and
especially the company’s management is given by the influence of the evolution of share prices on the stock
market and other external factors. These factors do not depend on the performance of the company’s
management and as such cannot be controlled by it. On the short-term, the existing differences between the
current performance of the company and market expectations and changes in such expectations have an
impact on the share price rather than the performance level achieved. On the long term, however, companies
which confirm market expectations regarding their high performance will ensure an upward trend of the
share prices.
Figure 7 - Determining factors of TSR
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Company management should ensure both an efficient management of business resources or skills
and the expectations of investors based on available information about the company and its business
environment.
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1. Introduction
From the historical point of view, the issue of budget deficit has become an interesting research topic
starting with the ‘80s, due to the fact that United States and most of the industrialized countries confronted
large budgetary deficits and public debt stocks. The issue of budgetary disequilibrium starts from defining
the optimal size of public sector, and analyzing in the same time the influence on the economic growth and
the effects of public debt and budget deficit on social welfare. The sustainability of fiscal and budgetary
policies should become a long-term objective of public authorities from each country.
Defining and quantifying the public deficit proved to be very difficult, as the specialty literature
presents different points of view. Also, there are different opinions regarding the existence of a negative
fiscal balance (budget deficit). Recent studies proved that a negative fiscal balance, but with low sizes,
should not be seen as a „bad thing”.
Following Eisner (1984), a budget deficit is like sin. To most of the public it is morally wrong, very
difficult to avoid, not always easy to identify, and susceptible to considerable bias in measurement. To the
body politic, and perhaps to many economists, the apparent underlying reality is that every dollar of deficitof a person, business or government-adds a dollar to debt. And debt is bad! Deficits are not always bad, or at
least at certain times their alternatives are worse.
Another point of view refers to the fact that budget deficits consume capital today that was intended
for use by future generations, affecting in this way future generations that become much poorer. This is
sustained by the intergenerational theory regarding the transfer of the cost or burden of public debt from
generation to generation. (Jacobs 2002).
The role of state in the economy is very tight attached to budgetary disequilibrium. The role of state
as public authority involves the issuance and the endorsement of the regulation framework, as well as its
influence in the economic mechanism through the economic-financial leverages: fiscal leverage, customs
leverage, public expenses leverage. Many economists (Barro and Sala-i-Martin 1995) pointed out the
important growth of the government size reflected by the size of public expenses and tried to identify and
explain the causes of these dynamics. The experience of financial crises conducted to changes in visions
regarding the economic equilibrium, and especially the consequences of potential big disequilibrium. That is
why, the relative high size of public deficits corresponding to periods of economic crisis had represented and
still represent a warning signal regarding the potential implications of negative balances on the real
economy.
Along with joining the European Union, Romania has faced new public finance challenges. Romania
has to follow certain steps, in order to comply with the accession criteria regarding macroeconomic stability
which implies, among many others efforts, fiscal consolidation. Fiscal policy should take into consideration
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nominal and real convergence, and should be flexible enough in order to reduce internal or external potential
shocks generated by the accession.
In addition to price, interest rates and exchange rate stability, the convergence criteria regarding the
accession to Economic and Monetary Union settled by the Maastricht Treaty, ratified by all EU member
states in 1993, refers to public finances too: the fiscal policy of the government should be sustainable, and
the sustainability can be reached without large budget deficits. In particular:
(i) State budget deficit (planed or effective) should not exceed 3% of GDP; if this value is exceeded, the
budget deficit should be substantially and continuously reduced, up to the reference value, or the
exceeding of the reference value should be exceptional and temporary.
(ii) Public debt should not exceed 60% of GDP, and if bigger values are registered, then the government
should significantly diminish the public debt and reach the reference value in an optimal period of time.
The accession to Economic and Monetary Union implies the abnegation of one of the two
macroeconomic instruments of a state – and that is the monetary policy, but the state continues to keep the
control of the second instrument – the fiscal policy. Fiscal policy of every member state of the Euro Zone is
conceived at national level, but should comply with Stability and Economic Growth Pact that is considered
to be a fiscal instrument, which has as objective the consolidation of public finances in the Euro Zone,
sustaining in the same time the main objective of ECB – the price stability.
2. The Fiscal Policy of Romania in the context of the recent financial crisis
In the framework of the recent financial crisis, many governments have announced special fiscal
stimulus packages conceived as anti-crisis measures. The size and the content of these packages of measures
differ across countries, but almost all of them are large as a share of GDP. The policy debates of these
countries have mainly concentrated on their short-run efficacy at stimulating output, and paid much less
attention devoted to long-run fiscal sustainability issues. But it is becoming increasingly clear that
sustainability will be a real concern.
The stability of the international monetary and financial system represents a global public good. In a
sound macroeconomic environment, financial stability is a precondition for sustained economic growth. The
global financial turmoil that broke out in August 2007 is the most vivid illustration of the fact that financial
sector crises, by their very nature, can have disruptive effects on the real economy: they can trigger
recessions, lead to large direct and indirect fiscal costs for the government, and entail major negative
spillover effects at the international level. In SEE countries, the financial crisis started with a delay
comparing to the western states; the first crisis signals appeared on the last quarter of 2008, when it was
certain that these countries are going to face a very difficult economic period.
According to Sanfrey (2010) the degree of underestimation of the severity of the financial crisis can
be proved comparing the forecasts for GDP growth in 2009 from the October 2009 IMF Report Word
Economic Outlook with those from the October 2008 Word Economic Outlook. The difference is amazing
not only for Romania case: a difference of more than 13 percentage points (4.8 per cent growth forecast a
year before versus an 8.5 per cent drop projected in October 2009), but also for most of the countries from
the region. In addition, EBRD forecasts for 2009 published one year before proved to underestimate the
negative effects of the financial crisis. Table no. 1 presents the GDP forecasts for 2009 published in October
2008 versus October 2009.
Table 1: GDP forecast 2009 according to World Economic Outlook IMF Report / EBRD Transition Report
published on October 2008 vs October 2009
IMF
EBRD
Oct 2008
Oct 2009
Oct 2008
Oct 2009
6.3
0.7
5
3
Albania
5
-3
4.5
-3.1
Bosnia and Herzegovina
4.2
-6.5
3.8
6
Bulgaria
3.7
-5.2
2
-5.4
Croatia
4.8
-8.5
3
-8
Romania
6
-4
3
-4
Serbia
Source:IMF, EBRD, Sanfey (2009)

Once the financial crisis started in South East Europe, governments throughout the region faced an
immediate dilemma: spend less to offset shrinking tax revenues and risk cutting domestic demand even
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further, or spend more and risk crowding out private investment and possible credit rating downgrades.
Traditional Keynesian theory, which has come back into fashion in the United States, the United Kingdom
and other large western economies, suggests that governments should spend more in a recession to
counteract the fall in private demand. However, unlike in the United States and other large western countries,
governments in SEE had no obvious means to finance such a deficit-spending programme (the cost of
borrowing is too big).
As a result, most governments announced various fiscal programmes that appeared to be
expansionary but in reality have had little impact on the actual economy. Following Sanfrey (2010) in
Romania the government announced in February 2009 a €13 billion stimulus package to help counteract the
worst effects of the crisis. According to the programme, €10 billion should have been used for infrastructure
projects. Sanfrey considers that these stimulus has been more “imaginary than real”; few projects have got
off the ground and the effect on economic growth has been negligible.
3. The International Monetary Fund - potential role and international dimension. The StandBy Agreement signed with Romania
The recent financial crisis proved that the financial system is a global system, with strong
interconnections across countries. What was initially a U.S. crisis is now affecting the entire world. National
policymakers cannot do the job alone: what happens to them depends not only on their own regulatory
structure, but also on the regulatory structure of other countries. Also, not only the administration of systemic
risk at the national level is important, but also the administration of systemic risk at global level. In this
context, the International Monetary Fund, together with central banks and other international organizations,
has a very important role regarding the help that can be offered to countries facing difficulties.
Taking into the consideration the current economic conditions, the international liquidity represents one
of the biggest necessities for the moment, and the need of countries affected by the crises to access bigger
funds than in the past increased. In this context the IMF available funds become insufficient and an increase
of the Funds’ resources proves to be absolute necessary in order to assure global financial stability.
One of the main responsibilities of IMF is to provide loans to countries experiencing problems
regarding the balance of payments, offering these countries the possibility to rebuild their international
reserves, to stabilize their currencies, to continue paying for imports and to restore conditions for strong
economic growth. Unlike development banks, the IMF does not lend for specific projects. Over the years, the
IMF has developed various loan instruments, called "facilities," that are designed to satisfy the specific needs
of its member states (e.g. preferential interest rate loans or Stand-By Agreements – non-preferential).
The IMF financial assistance for Romania consisted of Stand-By Agreement Programmes. Starting with
1972, Romania has used the IMF resources on eleven occasions in order to support of the Government´s
Economic Programs. According to official data published on the IMF Regional Office for Romania and
Bulgaria site, the total Fund credit and loans outstanding at end-October 2009 amounted to SDR 6088
million, 690.95% of quota.
On May 4, 2009 the IMF Board approved a new Stand-by Arrangement for a period of 24 months, in
the amount equivalent to SDR 11.44 billion (EUR 12.95 billion), as the important part of a international
financial package that includes another EUR 5 billion from the EU in order to finance the balance of
payments, EUR 1 billion form the World Bank and aprox. EUR 1 billion from other multilateral
commitments (EBRD, EBI, etc).
The European Union and International Monetary Fund assistance is conditioned by the implementation
of an economic policies programme that should consist of fiscal, financial and structural measures. This
programme will help Romania to satisfy its short-term liquidity need, to improve its competitiveness and to
correct the medium-term disequilibrium, to reduce its large fiscal deficits and to improve fiscal governance.
At the time of the first review, on September 2009, all performance criteria and the indicative
targets established for the end of June 2009 have been fulfilled, with one exception regarding the
performance criteria that the general government will not accumulate external debt arrears during the
program period. The IMF approved a waiver for the Government for this criteria. At the end of June 2009,
the rate of inflation remained within the inner band of the inflation consultation mechanism (5.9% achieved
versus 6.4% - the central point of the interval). The structural objective regarding the endorsement of fiscal
adjustment measures by the Parliament until the end of August 2009 was fulfilled on April 2009. In addition,
the structural objectives regarding the review of banking regulation and the Deposit Guarantee Fund
regulation have been fulfilled until the established deadlines.
In Romania the economic activity contracted with 7.6% in the first half of year 2009, comparing
with 2% that was projected in the programme. This was the effect of the severe contraction suffered by the
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intern demand, especially the consumption, while the non-governmental credit decreased, the income growth
stopped and the confidence degree collapsed. Lately the external sector has a positive impact because of
huge contraction of imports. The rate of economic decline started to slow down in the second quarter of
2009, but the economic growth is not expected to come back to positive values until year 2010.
According to September Review, in the absence of additional measures, the budget deficit at the end
of year 2009 will rise considerably due to cyclic decline. According to the forecast, the budget deficit was
expected to reach 8.1% of GDP, unlike the 4.6% indicative target estimated at the beginning of the
programme, as a result of income cyclical reduction (including smaller amounts resulted from collecting
taxes).
As a result of the severe recession suffered by Romania, the economic contraction proved to be
deeper due to the combination of an adverse extern environment and a faster reduction of intern demand, and
it was anticipated that the economic environment will continue this trend in 2009, so the performance criteria
established on April 2009 have been modified together with IMF specialists in September 2009, after the
first review.
The revised programme proposes establishing equilibrium between the short-term answer of the
fiscal policies to cyclical evolutions and the medium-term consolidation objectives. Though, it have been
approved that the main part of the cyclical deterioration to be included in the deficit in 2009 and 2010,
together with additional economic consolidation and measures in order to assure the sustainability of the
adjustment. For year 2009, the revised programme set a government deficit target at 7.3% of GDP,
enclosing around 2⅔ % of GDP from the cyclical deterioration towards initial programme, and imposing
adjustment measures of another 0.8% of GDP for the rest of year 2009 (See Table 2). While almost half of
this adjustment will be covered by additional cost reductions imposed by the rules of a balanced budget in
order to compensate the smaller incomes, there will be necessary to adopt emergency measures such as:
reduction in personnel spending (no more premias and extra hours payments); unpaid 10-days furlough or
equivalent reduction of work programme; restructuring of the state agencies, most of them will disappear and
will be integrated in the resort ministries; and cuts in capital spending.
Table 2: Fiscal Program, original and revised (percent of GDP)
Overall deficit – original program
Overall deficit – revised macroframework, no measures
Overall deficit – revised program
Required adjustment effort, of which:
Revaluation of property value
Increase in tobacco and fuel excises
Unpaid 10-day furlough
Cuts in capital spending (- means increase)
Reduction in personnel spending (wage freeze, premia, employment cuts, etc)
Freeze in goods and services, pensions and some transfers
Cuts in goods and services and other expenditure
Pension reform savings
Source: Letter of Intent addressed to IMF, 8 September 2009. www.mfinante.ro

2009
4.6
8.1
7.3
0.8

0.3
0.2
0.1
0.2

2010
3.6
7.9
5.9
2.0
0.1
0.2
-0.1
0.8
0.7
0.2
0.1

Regarding the year 2010, the revised programme includes a reduction of the budget deficit under 6%
of GDP, which means a structural adjustment effort of 2 percents of GDP. The measures taken into
consideration mostly concentrate on the reduction of expenditures, as these expenditures have been rising in
the last years, and include the following:
(i)
the rationalization of the institutional structure of public sector, of the number of employees and of
costs. These measures will generate continuous personnel spending reductions;
(ii)
savings generated by the pension reform, as the contribution basis will be larger and a better control
of disability pensions and early retirement claims;
(iii)
savings generated by a better control of social assistance programmes together with additional
resources for the improvement of social protection system;
(iv)
nominal freeze in the level of wages at the level reached in 2010 (except for the monthly wages
under 705 RON), nominal freeze in the level of pensions (except for the social pensions), freeze in
goods and services and other transfers in 2010; and
(v)
revaluation of property value and increasing tobacco and fuel excises.
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According to the programme, larger short-term deficits will be balanced by comprehensive structural
measures that will assure sustainable medium-term expenditure cuts:
- The public wage legislation. The implementation of unified public wage legislation (the deadline for
approval – October 2009) in order to assure a transparent, correct and uniform wage system for all the
public employees will generate medium-term savings.
The Fiscal Responsibility Law.(deadline for preparation – end of November 2009 and deadline for
adoption – March 2010; both deadlines completed).
- Local Authorities. In order to minimize the fiscal risks of local authorities, the revised programme
includes additional measures for a better control of local public finances. A better control refers to
avoiding the use of state budget resources, when local authorities’ expenditures are bigger because of
the incomes that had been overestimated or of the arrears that had been accumulated, even if these
authorities have constitutional autonomy when elaborating their own budgets.
- Fiscal governance reforms. In order to compensate the income loss due to economic cycle and to fulfil
the objectives, the revised programme concentrates on the fraud and nonconformity of VAT issue, on
restructuring of the VAT reimbursement process to solve the delays in reimbursement clearings, on the
better administration of fiscal arrears that increased continuously, and on improving the control of the
biggest contributors.
Second and third reviews under the Stand-By Agreement were completed on February 2010. The
second review scheduled for mid-December 2009 was prevented to completion because of the political
difficulties Romania faced at the end of year 2009.
As a result of the common evaluation as of February 2010, the IMF representatives concluded that most
end-December 2009 quantitative performance criteria were met. The ceiling on the accumulation of domestic
arrears at end September and end December was missed, but IMF approved a waiver for that missed targets.
The end-2009 inflation rate was slightly higher than the central bank target, but remained well within the
inner band of the inflation consultation mechanism. The indicative target on current expenditures was
breached. The end-December structural benchmark on parliamentary approval of revised pension legislation
was not met due to political difficulties ahead of presidential elections. The IMF authorities have agreed to
reschedule the benchmark for end-June 2010. All other structural benchmarks were met by the agreed
deadlines.
Table 3: Fiscal Program revised in December 2009 for year 2010 (percent of GDP)
2010
Overall deficit – revised macro framework, no measures
Overall deficit – revised program
Required adjustment effort, of which:
Turnover tax on medical distributions
Net lending repayment
Unpaid 4-day furlough
Reduction in personnel spending (wage freeze, premia, employment cuts, etc)
Freeze in goods and services, some transfers and other expenditures
Savings/Cuts in goods and services due to restructuring, layoffs
Pension freeze and pension reform savings
Source: IMF Country Report No.10/49, February 2010, www.imf.org

8.4
5.9
2.5
0.1
0.4
0.1
0.7
0.3
0.15
0.75

The 2010 budget targets a deficit of 5.9 % of GDP for the general government. The target (agreed at
the time of the first review) remains appropriate given the largely unchanged macroeconomic outlook and
the need to strengthen fiscal sustainability. With unchanged fiscal policies, the fiscal deficit would rise to
around 8.4 percent of GDP in 2010 (see Table 3), requiring 2½ percent of GDP in adjustment to meet the
agreed target. The key measures focused on expenditure cuts include the following:
(i) rationalization of the public sector wage bill (through a freeze on wages; cuts in overtime and premia;
and, a significant reduction in employment, as well as the implementation of the new public wage law
passed in October 2009);
(ii) savings from a better control on fraudulent disability pensions, early retirement claims, and social
benefits;
(iii) a freeze on goods and services spending, pensions (except the minimum social pension), and savings due
to the reorganization of state agencies.
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On the revenue side, a new turnover tax on medical goods suppliers, and net lending repayments will
contribute about 20 percent of the deficit adjustment.
Regarding the reduction of fiscal deficit, this should target more sustainable levels on medium term,
reaching a ceiling of maximum 3% of GDP until 2012 (the Maastricht criteria). This forecast means a
structural deficit adjustment of around 1.25% of GDP/ year in 2011 and 2012. The full implementation of the
constitutional reforms stipulated by the new Fiscal Responsibility Law will have a positive impact on the
fiscal discipline consolidation on medium term, after the end of the Stand-By Agreement, while the
provisions of the unitary public wage legislation and the pension reform should come with an adjustment of
around 1% of GDP.
Upon completion of the first three reviews under the Stand-By Agreement, the first four tranches were
made available for Romania. The first tranche was available at the signing date of the Agreement, the second
one in September 2009 and the third and fourth on February 2010. If the first tranche of the loan was used
for increasing the NBR’ international reserves, the next tranches were used to finance the budget deficit, as
Table 4 shows.
Table 4: The available tranches according to Stand-By Agreement 2009-2011
Beneficiary
Date of
Total Tranche
National Bank of
Ministry of Public
disbursement
Romania
Finances
May 2009
DST 4.37 billions
DST 4.37 billions
Tranche I
September 2009
DST 0.859 billion
DST 0.859 billion
DST 1.718 billions
Tranche II
February 2010
DST 0.7045 billion
DST 0.7045 billion DST 1.409 billions
Tranche III
February 2010
DST 0.383 billion
DST 0.383 billion
DST 0.766 billions
Tranche IV
Source: The Stand-By Agreement 2009-2011

We can conclude that Romanian Government has done his job until now regarding the financial
crisis, as the Government signed the Agreements with IMF and European Union. These agreements were
designed in order to keep the tax rates, interests and national currency compatible with private investment
decisions. Unfortunately, the political fight brings gradually a larger implication of the government in
offering support from public resources. If this really happens, many private entities might reduce
investments. In this way, the international agreements could come with contraction effects.
So, in order to accomplish the objective of the IMF Programme, the Government programme
includes: fiscal policy consolidation to reduce the financing needs of government and to improve the longterm fiscal sustainability; the adequate capitalization of banks and enough liquidities on internal financial
markets; inflation rate within the NBR’s inflation targeting interval; adequate external financing and
improvement of confidence level.
4. The Budget Deficit of Romania – recent developments
In the context of the current financial crisis, the economic decline of Romania started with the last
quarter of year 2008. There is uncertainty regarding the time needed to recover from this crisis. International
voices suggest that, taking into consideration the global crisis conditions, countries that faced accelerated
positive economic growth in the past, seem to witness now a deep contraction of the economy. This is the
case of Romania, too. If in the period prior to the eruption of the crisis Romania registered an economic
growth of 8.5% in 2004 and 7.3% in 2008 (unsustainable economic growth because of the relaxed fiscal
policy), in 2009 Romania registered a dramatic contraction of its economic activity, of 7.1% of GDP. For
further years the forecasts come with positive values, but very close to zero.
According to the last data published on the Ministry of Public Finances site the Gross Domestic
Product for year 2009 reached lei 505,5 billion in current prices, that means a decrease of 7.1% yoy in real
terms. The decrease was determined by the reduction of the Gross Added Value from all sectors of activity,
especially trade, hotels and restaurants, transports and telecommunications (-11.2%), constructions (-13.6%).
The total final consumption registered a 8.2% yoy decrease in 2009, as households expenses for final
consumption reduced with 10.8%.
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Figure 1: The Real GDP in Romania in 2000-2011

Source: EUROSTAT database (forecasts for year 2010 and 2011).

The budget deficit of Romania was in line with the Maastricht criteria, under the ceiling of 3% of
GDP, in the period between year 2001 and year 2007. The expansionist fiscal policies of year 2008,
influenced by the coming elections, conducted to a significant overshooting of this ceiling, and the budget
deficit reached 5.3% of GDP measured according to European standards (and 4.9% of GDP according to
national standards). Even if a part of the expenses had a situation nature and will not affect the next year
budget, there are budgetary engagements that have a structural nature, and their effects will be felt over a
period of years, such as the decision of increasing the pension point from 32 to 45 percent of the medium
wage. According to World Bank forecasts, this decision will need annual transfers from state budget to the
social insurance budget of 1.6 percent of GDP (without taking into consideration the deterioration of
demographic elements). On the other part, in the period between 2006 and 2008 the state expenses with
public authorities (agencies, city halls, prefectures) increased from 1.7 percent of GDP to 2.8 percent of
GDP. It is obvious that the reduction of budget deficit under the ceiling of 3% of GDP and the admission to
ERMA II at the estimated moment (2015) recall a series of emergency measures of restraint nature in order
to correct the structural disequilibrium. In this context, the adoption by the Parliament of three essential laws
(pension reform; unitary public wages legislation; fiscal responsibility law) will have a special importance in
complying with the euro adoption criteria. Also, the reduction of budget deficit represents a performance
criteria of the Stand-By Agreement signed with the IMF.
Figure 2: The Budget Deficit of Romania in 2005- 2009

Source: NBR, Ministry of Public Finances
The increase of the budget deficit with a 3 percent of GDP in the last quarter of year 2008 negated
the external adjustment effort of the private sector, and kept the current account deficit at a very huge level
(12.3 percent of GDP). That is the reason the answer to the adverse crisis effects in 2009 in Romania was
different from the answer of other European countries and USA (a soft fiscal policy). In the context of a
large current account deficit hard to finance, the choice the Romanian authorities should make is between an
ordered reduction or a disordered one achieved by the market, with negative effects on exchange rate,
economic growth and financial stability. Another negative effect of the expansionist fiscal policy was the
growth of the governmental credit (in the last quarter of 2008 and the beginning of 2009), that conducted to a
possible eviction of the private sector.
The big depression of the budget deficit of Romania in the period between 2005 and 2009 is
presented in Figure 2.
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According to the execution of the general government for the period of 01.01.2009 – 31.12.2009, the
budget deficit reached the value of 7.2% of GDP. This figure was computed for a nominal GDP of lei 505.5
billion, the last data published by the Ministry of Public Finances. In absolute figures, the budget deficit
registered the value of lei 36.4 billion, complying with the deficit target of the Stand-By Agreement (lei 36.5
billion).
At 31.12.2009 the state budget revenues reached the amount of lei 156.6 billion (Eur 37 billion),
which means a decrease of 5.4% yoy, because of the reduction with 31.9% of the revenues from custom
taxes, together with the reduction with 16% of VAT revenues and the reduction with 8.9% of the profit tax
revenues. The reductions were partially compensated by revenues from income tax (0.3% growth), excises
(14.2% growth) and property taxes (3.8% growth).
Figure 3: The Structure of State Budget Revenues at 31.12.2009

Source: State budget execution at 31.12.2009, www.mfinante.ro

The expenses of the general government increased last year with 1.4% yoy, and reached the value
of lei 193 billion (Eur 45.5 billion), while the personnel expenses grew with 2.4%, and goods and services
expenses reduced with 12.6 %. Social assistance expenses increased with lei 9.8 billion yoy, as the pension
point increased in October 2008 and the minimum social pension was introduced in April 2009. As of the
end of 2009, the Pension Fund Budget closed with a lei 958.6 million deficit, despite the allocations in
amount of lei 6.4 billion from the state budget. Interest expenses increased with 66% yoy, as a result of the
large growth of the volume of state loans, as the state had to cover a bigger budget deficit comparing with the
former years. Investment expenses, which include capital expenses and development programmes transfers,
reached the amount of lei 35.2 billion, meaning 7% of GDP.
Dornbush and Fisher (1992) consider that public decidents can make use of the following methods in
order to finance deficits: (i) the taxation increase; (ii) the reduction of budget expenses; (iii) issuing currency;
(iv) public debt. The Romanian budget deficit was mostly financed by state loans.
Figure 4: Budget Deficit Financing in Romania in 2007-2009

Source: Romania Public Debt Report, December 2009, Ministry of Public Finances

In the period of 2007-2009 the main source of financing the budget deficit of Romania was
represented by the domestic resources (91.7% in 2007, 89.2% in 2008 and 64.8% in 2009). As a result of
signing the Stand-By Agreement with IMF and the others agreements with the international organizations in
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2009, the share of the external sources in financing the budget deficit increased significantly. The tranches of
the external loans ware mostly used to finance the budget deficit, even if those were initially dedicated to
sustain the infrastructure projects.
With a public debt of 21.78% of GDP at the end of 2008, Romania was easily complying with the
Maastricht criteria (the ceiling of 60% of GDP). According to the operative data published by the Ministry of
Finance, at the end of 2009 the public debt reached the value of almost 30% of GDP.
The structure of public debt at 31 December 2009 is outlined in Figure 5. The main share is
represented by state loans (38%), followed by treasury certificates (17%) and state bonds (16.8%).
Figure 5: The Structure of Public Debt of Romania as of 31.12.2009

Source: Romania Public Debt Report, December 2009, Ministry of Public Finances

Once Romania have contracted new state loans from international financial institutions and once
with the issuing of new treasury certificates and Eurobonds in order to finance the budget deficit, the public
debt service increased in 2009 comparing with 2008. The same trend is going to be followed in the further
years (for the 2010 and 2011 the public debt service forecasts include the public debt service that is going to
be contracted in order to finance the budget deficit from the next period and to refinance the public debt).
Figure 6: The Governmental Public Debt Service as of 2008-2011

Source: Romania Public Debt Report, December 2009, Ministry of Public Finances

5. Conclusions
The budget deficit issue represents a subject of maximum importance as well as for Romanian public
authorities as for international authorities, especially in the context of the “anti-crisis” measures plan
proposed by the Romanian Government. As the budget deficit represents a performance criteria of the StandBy Agreement, the deficit target for next years should be met in order to benefit of the next tranches of the
loans contracted.
The loan agreements negotiated with the IMF and European Union in the spring of 2009, as well as the
ones with the World Bank and other international financial institutions, has as main objective to offer
financial support to the Romanian Government economic programme in order to reach macroeconomic and
financial consolidation.
In addition, Romania has to adapt its macroeconomic policies to the new context of the international
financial crisis. The vulnerability of the Romanian economy towards international financial turbulences and
the need to recalibrate the mix of the economic policies in accordance with the challenges of the moment
were set off by the National Bank of Romania starting with the end of 2007. The NBR pointed out that the
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restrictive monetary policy, justified by the overheating of the Romanian economy, should be followed by a
similar fiscal policy, as well as a prudential income policy and structural reforms.
In 2008, in the context of the challenges of the international financial crisis, the fiscal and salary
policies seemed to be inadequate, as they stressed the procyclic nature of economic trends. Thus, it has been
stimulated an economic growth found already over the potential. The excess of the aggregate demand, as a
result of the relaxed nature of the fiscal and salary policies (together with the aggressive credit policy of the
commercial banks practiced in the first half of year 2008), made the NBR to adopt a restrictive monetary
policy.
In the recent crisis conditions, the relaxed fiscal policy conducted to new penalties for Romania: some
rating agencies downgraded Romania’s sovereign rating, but at the beginning of year 2010 the ratings were
revised and upgraded, once the positive evaluations of IMF and EC were conducted and made public and
Romania received the promised tranches from the international loans contracted.
Taking into consideration the current economic situation of Romania, a recalibration of the policy mix
is needed. Hereby, the suboptimal mix of policies that defined the preceding period of the financial crisis
should be replaced with a policy mix that should have a similar degree of restrictiveness for all the policies
involved (budgetary policy, salary policy and monetary policy) and that should assure a long-term
sustainable economic growth. Also, the need to recalibrate the economic policies is stipulated by the
provisions of the Loan Agreement signed with IMF, EU and the others international financial institutions.
Signing this Agreement in the spring of 2009 represented an important step for Romania regarding the
recovery of foreign investors trust in the capacity of Romania to successfully overtake this period of
financial turbulences.
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Abstract: This paper goal is to better understand the barriers to internationalization for financial services
firms, including their relative importance and how these would support a regional approach to expansion rather than a
globally diverse approach. It addresses the under-researched area of services internationalization, particularly for
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internationalization theories do not fully explain the barriers that financial services firms face when internationalizing
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1. The degree of fitness of existing theories to financial services internationalization
Past and present scholars have developed several theories on internationalization. The primary focus
of this research relates to the barriers to internationalization and how these barriers may affect the choice of
country (within region or across region).
Financial institutions have a relatively low level of internationalized compared with other industries.
This would imply that there are greater barriers to internationalization in financial services. In this paper, we
seek to understand how existing theories and concepts have identified potential barriers to
internationalization, whether these barriers are applicable to financial services and whether these theories and
concepts shed light on the phenomenon of regional versus global expansion.
Most of the existing theories were developed and have been applied in the context of manufacturing
firms. They have been sparingly applied to services firms and rarely to financial services firms. The
following discussion will also describe and critique where these theories have been applied to services and
particularly financial services.
As mentioned, these theories and concepts have generally been developed from the perspective of
manufacturing firms rather than services firms. The typical differences between manufacturing and services
internationalization are the lack of a physical product which results in service firms being unable to export;
service firms’ international subsidiaries are typically less capital intensive than manufacturing firms; and for
some service firms, there is a need for local production to serve customers in the host country (as service
provision and consumption are inseparable) (Boddewyn et al. 1986; Terpstra and Yu 1988; Zeithmal et al.
1985). McLauglin and Fitzsimmons (1996) also identified the degree of customer contact as a key success
factor for services firms due to the intense human involvement required in the delivery of services. While the
above observations generally hold for service firms, there are variations. Erramilli and Rao (Erramilli and
Rao 1990; 1993) classified service firms into soft service firms and hard service firms. Soft service firms
provide services for which it is very difficult to separate production and consumption, for example, car
rentals, and restaurants. Hard service firms provide services for which it is possible to separate production
and consumption, for example, engineering firms, consultants and software. Hard services can effectively be
exported, for example, software can be produced in one country, placed on a disc and transported to another
country. In addition, not all service firms have low capital intensity; it can vary significantly from low levels
in consulting firms to high levels in airlines and hotels (Erramilli and Rao 1993).
There has been little research on the barriers to the internationalization of services, with the
exception of Dahringer (1991). The barriers identified by Dahringer were primarily of a form related to
government restrictions, including tariffs, country agreements, buy-national policies, prohibited employment
of foreigners, distance, direct competition from government, scarce factors of production, and restriction of
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service buyers. All of these, apart from distance and scarce factors of production, have an origin in a political
agenda.
While there appear to be significant differences between manufacturing and services
internationalization, Bodewyn et. al. (1986) state that the differences between different services sub-sectors
may be larger than the differences between manufacturing and services firms. They therefore advocated the
analysis of service sub-sector, for example, financial services. A specific theory has not been developed for
financial services firms although several researchers have researched aspects of international financial
services. For example, Nigh, Cho et al. (1986) analyzed the location of U.S. banks’ international branches,
Bhuain (1997) analyzed the importance of market orientation in banking success and Garfein (1989)
analyzed the role of prestige in the international success of American Express. None of these studies
answered the question of whether existing theories were applicable for financial services. Bodewyn et. al.
(1986) concluded that existing internationalization theories could be applied to services if suitable
adaptations were made. It is unclear whether these adaptations would be applicable for financial services
internationalization. Unlike many services, financial services tend to be capital intensive. In addition, the
provision of financial services cannot be separated from consumption; hence the export mode does not apply.
Typically, there is a need for local production (or delivery) in the host country although this is changing with
the emergence of trends such as offshoring and the internet (Yip 2000).
The first group of theories and concepts relate to the strategic decisions of place and modalities to
compete while the second group of theories and concepts relate to the effective management of operations in
case of internationalization issue. The former have been drawn from a broad range of schools. In rough
chronological order they include:
Table 1: Theories Related to places and modalities to compete
School/Theory or Concept
Objective
Industrial Organization /Liability of
To explain why foreign firms have competitive
Foreignness
disadvantages compared with host country domestic
firms
Behaviorist/Stages Model
To explain the process of internationalization –
Evolution of location and mode selection
Economics/Economic basis of the
To explain the patterns of international production –
Multinational Enterprise (MNE)
Location and mode selection

The key difference in these theories is the ‘theoretical lens’ used to view internationalization.
The Liability of Foreignness concept focuses on the additional costs that a firm must overcome
when competing against domestic firms in a host country – thus the firm’s location and mode decisions are
driven by the levels of these costs and the firm’s ability to overcome these costs. The Stages Model asserts
that the major determinant of the internationalization process is the lack of knowledge and risk aversion. The
Economic basis of the Multinational Enterprise (MNE) uses competitive advantages, location theory and
transactional cost economics, to explain internationalization patterns. The choice of country is driven by
country specific and firm specific factors, while the mode of internationalization is driven by the need to
internalize the transaction. Each has been included here to provide broad, theory-independent insights on the
barriers to internationalization and the choice of market.
2. Theories Addressing ‘Where and How to Compete’ Issues
Firm decisions on places and modalities to compete are reflected in internationalization patterns –
which countries are attracting multinational enterprises (MNEs) and which models are being used. Theories
seeking to describe and explain these internationalization patterns and processes have been developed since
the 1960s. Some of the earliest theories and more pre-eminent include Hymer’s (1960/1976) work on
international operations from his doctoral dissertation, the Stages Model by Johanson and Vahlne (1977) and
the Economic view of the MNE that includes Dunning’s Eclectic theory (Dunning 1977; and consequent
research). Each of these theories has attracted followers and critics.
2.1. Liability of Foreignness (LOF)
Hymer (1960/1976), in one of the earliest papers on international business, proposed that foreign
firms incur higher costs than domestic firms when competing in a market, and labeled these costs the
Liability of Foreignness (LOF). These additional costs were largely due to informational constraints about
the local market, higher coordination costs associated with managing from a distance, an inability to appeal
to nationalistic buyers, and a lack of political contacts.
83

Revista economică
Later authors sought to further clarify and classify this concept and its components. Hennart (1982)
proposed that operating in a foreign country would entail higher costs than operating at home due to
unfamiliarity costs and that these could be categorized into economic, social, legal and culture unfamiliarity
costs. Similarly, Zaheer and Mosakowski (1997) grouped these costs into:
1. Spatial costs: Transportation and coordination over a distance.
2. Unfamiliarity costs: Lack of knowledge of market and political networks.
3. Host country environment costs: Differential government treatment of foreign firms, and local
customers’ preference for local firms.
4. Home country environment costs: Regulatory requirements imposed by home country regulators.
Clearly, LOF represents a set of barriers that firms need to overcome when internationalizing and
these categories are useful guides to identify the various barriers.
Furthermore, several researchers have sought to apply the LOF concept to financial services. Zaheer
and Mosakowski (1997) investigated the LOF in relation to financial services and found good support in a
study of 2667 interbank currency trading rooms in 47 countries over the period from 1974 to 1993. They
found that a LOF was present but that it declined over time with a foreign player achieving a ‘level playing
field’ with domestic players after about 15 years.
One limitation of Zaheer and Mosakowski’s study is the type of financial service they selected:
interbank currency trading rooms. This business is effectively a ‘wholesale’ business as the customers are
other banks. Foreign Exchange is a commodity product with an efficient market with only small margins.
The purchase decision is largely driven by price and the creditworthiness of the counter party. A large
international bank with a strong credit rating and an ability to offer currency at small margins (due to scale
advantages) would be in a good competitive position. The price factor would be expected to outweigh
preferences to deal with local firms; therefore one would expect the LOF to be weak for this product.
However, they still found that a LOF existed. The authors recognized that currency trading is a commodity
market and therefore concluded that non-economic factors drove the existence of the LOF. These factors
could include local networks, local embeddings, institutional linkages and organizational legitimacy in the
host market. The decline in LOF over time was attributed to learning effects and increased legitimacy of the
foreign firm in the host market.
These findings suggest that quality of relationships with customers, market participants and
institutions, and the firm’s reputation, are important. Therefore key barriers to internationalization would
include the difficulty of developing these relationships and the difficulty of establishing a trustworthy
reputation. A presence in the local market with proper conduct should reduce these barriers over time. It also
suggests that as foreign firms have different reputations before they enter a market, firms may face different
degrees of LOF.
Similarly, two countries may have existing government and business linkages that result in a lower
LOF for firms entering from either country. This may provide some insight for firms expanding in their own
region, where established linkages already exist, rather than across the globe to completely new markets.
In another study, Miller and Parkhe (2002) analysed foreign banks’ performance in 13 countries
1989 to 1996 and found that the LOF existed in commercial banking. They analysed the X-efficiency(Miller
and Parkhe used a model based on standard profit X-efficiency. Berger and Mester (1997) defined standard
profit X-efficiency as measuring ‘how close a bank is to producing the maximum profits given a particular
level of input and output prices’.) Berger and Mester (1997)) of foreign and host country banks and found the
following:
1. On average, foreign banks were less X-efficient than host country banks.
2. Foreign banks from more competitive countries were more X-efficient than foreign banks from
less competitive countries.
3. Foreign banks from more competitive countries were competitive with local banks in less
competitive countries.
4. Similar regulations and financial systems did not affect relative X-efficiencies.
Miller and Parkhe (2002) contend that one of the potential causes of the lower X-efficiencies of
foreign banks is that they are internationalizing to ‘Follow the Customer’ – as their home market customers
become more international, the banks follow the customer to ensure that they maintain a relationship and
prevent other international financial firms from doing business with their customers – effectively a defensive
ploy. This is consistent with the findings of several other researchers. The foreign banks were therefore less
concerned about the profitability of their offshore business and more concerned with retaining their existing
customers’ business.
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Another contention is that if a foreign bank targets host country customers then it may need to offer
more attractive rates than domestic firms, thereby reducing the profitability of the foreign banks. Miller and
Parkhe’s (2002) research supports the existence of a LOF but does not necessarily explain why financial
institutions would prefer regional expansion to global expansion.
In summary, the Liability of Foreignness represents a collection of barriers to internationalization
that can be grouped by:
1. Host country: barriers that affect all foreign firms entering a specific country equally, for example,
regulatory restrictions on minimum levels of capital.
2. Home country: The foreign firm’s home market characteristics, including government regulations,
can affect the LOF.
3. Host-Home country combinations: The combinations of countries may result in higher or lower
costs for a firm. For example, this can be due to business linkages between countries, and preferred access
agreements such as with NAFTA and in the EU.
4. Specific firm: barriers that vary based on an individual firm, for example, firm reputation.
The contention that LOF varies by country pairs may provide insight on the preference for regional
expansion. However, it is not sufficient in its own right – it does not explain why two firms from the same
home country, entering the same host country, have vastly different outcomes – do they face different
barriers or do they have different abilities to overcome the same barriers? Also, the LOF concept covers a
multitude of different barriers; greater detail will provide greater insight into the barriers facing financial
institutions.
2.2. Liability of Newness (LON)
Related to the concept of Liability of Foreignness (LOF) is the concept of Liability of Newness
(LON). It states that when a firm engages in an activity for the first time, it faces additional costs over and
above those normally related to this activity (Hannan and Freeman 1984; March 1991). These costs include
the costs to learn or to acquire knowledge required to complete the activity. In the internationalization
process, the LON would be expected to occur at several points: when first moving from a purely domestic
focus to offshore markets, the firm faces the need to do many things differently from its domestic market.
The LON is the cost of learning associated with operating internationally in multiple markets versus a purely
domestic focus. Another area where LON is present is in the entry modes – if a firm has not previously
participated in an international joint venture, then it will have related learning costs. Therefore LON is
primarily a barrier associated with learning how to compete in international markets and how to operate
internationally rather than domestically (Lu and Beamish 2004).
Lu and Beamish (2004) applied the concept of Liability of Newness to internationalization of Small
to Medium sized Enterprises (SMEs). They describe how a new international operation needs to contend
with several challenges including the need for local purchasing, establishing facilities, staffing and
establishing external business networks. They contend that the LON decreases over time as the firm ‘learns
by doing’. Once a firm has entered one country it can apply the learning to the process of entering another
country.
At present, there has been no specific research on the Liability of Newness in financial services
internationalization; however, it is a broad concept that should be applicable across all industries. There is no
reason to expect that it would not apply to financial services firms. It is useful in identifying another set of
barriers to internationalization – the costs associated with learning the various aspects of how to
internationalize for the first time. However, similar to LOF, by itself LON does not explain
internationalization patterns. It does not explain why regional expansion is preferred to global expansion.
Perhaps, it could be argued that learning how to internationalize is less costly in nearby countries than in
more remote countries. Travel costs of executives are lower and time zones are less of an issue.
The Liability of Newness, by definition, will be less applicable to internationally experienced
financial service firms, which leads to the expectation that internationally experienced firms would be more
likely to embark on additional international expansion than less experienced firms.
2.3. Stages (or Uppsala) Internationalisation Model
Johanson and Vahlne (1977) and Johanson and Wiedersheim-Paul (1975) developed an alternative
process model for internationalization based on the behavioral theory of the firm – the Stages Model. Rather
than basing the model on comparative costs, innovation or scale economies, the Stages Model involves the
gradual acquisition, integration and use of knowledge about foreign markets and operations, and
incrementally increasing commitments to foreign markets. It assumes that lack of knowledge about foreign
markets and operations is an important barrier to international expansion and that knowledge can be obtained
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most effectively by international operations. In this model the internationalization process is the product of a
series of incremental decisions.
Johanson and Vahlne observed that manufacturing companies follow a typical internationalization
pattern progressing from agent, to sales subsidiary, to production facilities, in the foreign country. The choice
of country is driven by the concept of ‘Psychic Distance’ – the sum of the factors preventing the flow of
information from the host country to the home country (Wiedersheim-Paul 1972). Examples of these factors
include language, culture, education, business practices and level of industrial development. Firms enter
markets with low psychic distance (similar languages, culture etc), and only subsequently enter markets with
increasing psychic distance.
The model assumes that the present state of internationalization is an important factor in future
internationalization decisions. It distinguishes between State aspects (static) and Change aspects (dynamic).
State aspects include market commitment (resource commitments to foreign markets) and knowledge about
markets and operations. Change aspects include commitment decisions and current business activities. The
model assumes that the state of internationalization affects perceived opportunities and risks that influence
commitment decisions and business activities. Commitment and market knowledge are affected by
commitment decisions and current activities. Market specific knowledge includes culture, customer
characteristics, legal system etc. Market specific knowledge is mostly obtained via experience in the local
market.
The Stages Model provides another set of barriers to internationalization – those related to the need
for knowledge. Knowledge can be defined as objective (can be taught) or experiential knowledge (can only
be learned through experience). Johanson and Vahlne contend that experiential knowledge is the key barrier
for international expansion, as it cannot be easily obtained. The less structured the activity, the more
important is experiential knowledge. Internationalization is typically not highly structured – it is very
complex and can vary significantly from market to market due to different regulations, culture and business
environments. The need for this knowledge cannot simply be overcome by hiring local market experts, as
they need time to become effective in operating within their new firm.
These knowledge-related barriers appear to be similar to one of the underlying causes o Liability of
Foreignness and Liability of Newness – the need to learn how to operate in a new environment. What is
different in the Stages Model is that this model builds on the need for knowledge and uses this need to
explain the pattern of internationalization – which countries are targeted using which mode.
In 1990, in response to the trend for greater use of alliances and joint ventures, the concept of
industrial networks was added to the model, so that the commitment and knowledge of other entities could
affect the internationalization process of a firm (Johanson and Vahlne 1990). The concepts of commitment,
knowledge, current activities and commitment decisions became multi-firm rather than within one firm, and
the internationalization process inter-organizational, not just within the one organization. Later, Delios and
Henisz (2003) also expanded on the model by adding political hazards. They found that companies with
experience in countries with high political hazard were more likely to expand into countries with high
political hazards.
Petersen and Pedersen (1997) summarise the support for and critiques of the Stages Model. The key
criticisms include:
1. The Stages Model applies to market-seeking international activity and not efficiency-seeking or
strategic asset-seeking activity
2. The Stages Model is focussed on the early stage of internationalisation when lack of market
knowledge and resources are constraints.
3. Psychic distance is shrinking, the world has become more homogeneous and therefore the concept
of psychic distance is less relevant
4. The Stages Model is not valid for service industries
Most financial institutions are still at the relatively early stage of internationalization, so the second
criticism is not a concern in financial services, particularly for market-seeking behavior. Similarly, psychic
distance may be shrinking but it still exists, and differences in language, culture, and business practices, are
still barriers that firms need to overcome. In relation to the model not applying to services firms, this is
obviously correct for the establishment chain related component, as not all service firms can use the
exporting mode. Erramilli and Rao (1990) classified service firms on the basis of hard service firms (able to
export) and soft service firms (not able to export) and the internationalization behavior (market-seeking or
client-following). They were able to show that market knowledge appeared to be a major determinant in the
choice of entry mode for service firms which are consistent with the Stages Model.
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Hellman (1994) also states that Terpstra and Yu (1988) and Ball and Tschoegl (1982) found that the
Stages model did not hold for services companies. However, this does not appear to be entirely correct:
neither of them explicitly tested the psychic distance concept; each of them analyzed geographic distance and
assumed that there is a correlation between psychic distance and geographic distance (Johanson and
Wiedersheim-Paul 1975a). Terpstra and Yu (1988) only analyzed post-1970 U.S. advertising firms and
found that geographic proximity had no significant effect. However, they observed that U.S. advertising
industries expanded extensively internationally in the 1950s and 1960s. They observed that in the early years
of international expansion, the advertising firms expanded in a similar fashion to manufacturing firms,
making investments into highly developed, culturally similar countries in the late 1950s and early 1960s and
then into the less developed, less culturally similar countries in the late 1960s and early 1970s. They
concluded that geographic proximity was less of an issue as the advertising industry was already highly
internationally experienced in 1970 (the start date of their analysis). Similarly, Ball and Tschoegl (1982) only
examined whether a foreign bank had a branch in Japan or a subsidiary in California in 1978 and analyzed
the effect of a distance variable from the foreign bank’s head office to either Japan or California. This does
not appear to be a conclusive analysis of the application of the Stages Model to financial services.
Erramilli (1990) in a study of U.S. services firms, found that less experienced firms preferred
entering markets that were similar to their home market, and as their experience increased and became more
diversified, these firms sought out more geographically and culturally distant countries. Banks were a part of
Erramilli’s sample, but were only 9% of the 175 service firms in the sample.
Engwall and Wallenstal (1988) attempted to apply the Stages Model to the internationalization
pattern of Swedish Banks. They concluded that it did not apply, as banks were more likely to locate in major
financial centers such as London and New York rather than in countries with increasing levels of psychic
distance. Similarly, Hellman (1994) analyzed the internationalization patterns of four Finnish banks and two
Finnish insurance companies from 1964 to 1990. While the primary research focus was to determine whether
the internationalization patterns of the firms were more consistent with client-following or market-seeking
behavior, the research found that financial institutions’ internationalization did not start out in countries that
were culturally close and then gradually move to more culturally different countries. In other words, the
findings were consistent with Engwall and Wallenstal’s (1988) findings that the Stages Model did not apply.
Hellman found that banks tended to move to international banking centers rather than culturally close
countries. A tendency for financial services to follow their competitors rather than their clients was also
observed.
While the exporting mode is not applicable for financial services, a conceptually similar
establishment chain pattern could be developed for financial services firms, progressing along the following
lines:
1. Representative Offices: unable to take local deposits or make local loans
2. Agency: can make commercial loans but cannot make consumer loans or take deposits, typically
obtain funding from parent or interbank market
3. Branch: part of the parent bank and can draw upon its capital; can offer a wide range of services
(often wholesale orientation)
4. Subsidiary: identical to domestic banks, with local capital base and an ability to take local deposits
(often retail orientation).
Hellman (1994) observed that in several cases, financial institutions initially established a
representative office followed by a minority or majority ownership or a wholly-owned subsidiary.
The criticisms of the Stages Model are less relevant for financial services firms. This process based
theory offers an interesting proposition – although in empirical applications to financial services, it was
found not to hold.
The Stages model does provide some justification for the regional versus global expansion trend
observed by Rugman. If the psychic distance of countries within the same region were less than countries
located in different regions, then this would be consistent with Rugman’s findings. Thus regional similarities
in language, culture and business practices would support regional based expansion. The interesting counter
position would occur if the psychic distance between countries across regions were less than that for
countries within a region. For example, the psychic distance between Australia and the UK is less than the
psychic distance between Australia and China. Johanson and Wiedersheim-Paul (1975) observed that
psychic distance is correlated with geographic distance but noted that there are obvious exceptions such as
Australia and England.
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2.4. Economic Basis of the Multinational Enterprise
Several academics have used an economic theory to explain observed patterns of
internationalization, particularly, the choice of location and entry mode. The key strands relate to concepts of
competitive advantage, location theory and transactional cost economics. One of the earliest and most
influential of these academics was John Dunning who proposed the Eclectic Paradigm in his seminal paper
in 1977. Dunning (1977) proposed that MNEs base their international production decisions on a combination
of Ownership advantages, Location advantages and Internalization advantages. He subsequently built upon
this theory in several papers and books.
Ownership advantages are inherent to the firm or its home market and include advantages such as
product or process knowledge. The main types of Ownership advantages are based on:
1. The possession and exploitation of monopoly power
2. The possession of scarce, unique and sustainable resources and capabilities
3. The competencies of the managers of the firm to identify evaluate and harness resources and
capabilities from around the world and to coordinate them with existing resources and capabilities.
The greater a firm’s Ownership advantages relative to other firms, particularly those domiciled in the
host country, the more successful the firm will be in a particular location. This is similar to the Porter
concept of Competitive Advantage. It is consistent with the Liability of Foreignness concept: ownership
advantages are required to overcome the Liability of Foreignness.
The choice of host country is driven by Location advantages (factors that are inherent to a specific
country). Location advantages include exchange rate, political risks, wage levels, infrastructure levels, and
regulations of supra-national entities, cultural differences, demand patterns, and supply capabilities.
Later authors including Devinney et al (2003) have modified the Eclectic theory by adding
managerial beliefs, remedial efficiency (cost to move from current position) and contestability to the
Ownership, Location and Internationalization Advantages (OLI) framework. In this work, they contend that
the mode of entry is a portfolio decision not a single independent decision and therefore the past and current
positions matter.
In terms of the research question on barriers to internationalization, the Eclectic theory proves some
indirect insight – if a firm does not possess Ownership advantages then this is effectively a barrier to
internationalization. Similarly, Location advantages may provide some insight on the preference for regional
versus global expansion. Supra-national regulations or agreements such as NAFTA may result in preference
for regional expansion over global expansion for North American firms. However, the original theory was
more focused on resource-seeking or strategic-asset seeking behavior rather than the market seeking
behavior that is the focus of this research. The relative importance of location factors will differ. For
example, internationalizing firms will be more interested in market potential and growth than local wage
levels.
Erramilli and Rao (1993) modified the Transaction Cost theory to explain the entry mode choice of
service firms, rather than keeping its traditional focus on manufacturing firms. They argued that some
characteristics of some service firms, such as low capital intensity, and inseparability of production and
consumption, resulted in a need to modify the traditional Transaction Cost Advantages (TCA) approach.
They modified traditional TCA by showing that the relationship between asset specificity and entry mode
choice (higher asset specificity results in a preference for higher control entry modes) can be moderated for
services by variables of capital intensity, inseparability, cultural distance between host and home countries,
host-country country risk and firm size
Several researchers contend that the internationalization of financial services can be primarily
explained by transaction cost theory (or internalization theory) – where international banks act to internalize
Coasian style externalities. These externalities include the brokerage cost of finding the right price, the
contracting cost, the risk of scheduling and related input costs; and the taxes paid on transactions. The size of
international imperfections are larger than domestic imperfections, so there are more benefits for
internalization for international banks than domestic banks (Rugman 1981).
Transaction Cost theory helps explain why banks tend to favor branches or subsidiaries rather than
correspondent-based relationships as banks choose to use branches or subsidiaries to exploit advantages
internally rather than rely upon external markets that cannot price the benefits and risks adequately.
Cho (1985) considers that Transaction Cost theory is insufficient for a general theory. The theory
fails to explain the source of Ownership advantages. (Why do banks from the same country have different
levels of internationalization?) Nor does it address why banks select one country over another for
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international expansion. Moreover, the Transaction Cost theory does not recognize the possibilities of
involvement of resources other than financial information. Lastly, it lacks dynamism.
Gray and Gray (1981) and Yannopoulos (1983) attempted to apply the Eclectic theory to banking.
However, both failed to investigate the sources of advantages empirically and to test the Eclectic model with
actual experiences of banks. Their research is still useful for explaining current investment patterns in
banking. These papers help explain the advantages of international banks and where and how these
advantages can be exploited. Cho (1985) investigated the applicability of the Eclectic theory using U.S.
banks that operated in Singapore and Korea in the 1970s and early 1980s. His dependent variables were
based on foreign branch performance including total branch assets, the size of branch lending, size of branch
deposits and branch profitability. The size of the bank was found to be the most important ownership
advantage (although was questionable for profitability).
Given little product differentiation, economies of scale are more important in banking and therefore
relatively large banks tend to dominate international banking. Location advantages were found to be negative
for the growth of international banks, however they were found to be attractive for profitability – indicating
that regulators were more concerned about foreign banks dominating the domestic market than worrying
about the level of profitability. There were some problems with data reliability on branch profitability, as
these may have been manipulated to lower taxes etc. Nigh, Cho and Krishnan (1986) analyzed the
international distribution of U.S. banks foreign branches using the Eclectic theory to a limited extent – they
focused on location-related factors. They found that the level of Foreign Direct Investment by U.S. firms was
a better predictor of foreign branch activity than the size of the domestic market opportunity in the host
country, that is, that client-following was the major determinant and that market seeking was not prevalent.
However, this analysis was restricted to foreign branch expansion of U.S. banks in the period from 1976 to
1982. It did not include bank subsidiaries nor non-US home countries. An alternative explanation is that
more experienced and more committed banks (particularly the non-U.S. banks) were using subsidiaries
rather than branches for their international operations thereby limiting liability back to the parent bank. The
U.S. domestic banking market is large and fragmented due to the restrictions on banking across state lines,
resulting in a more domestic focus for many U.S. banks, with the notable exception of Citibank. Citibank has
long had an international perspective and by 1939 had opened 100 offices in 23 countries outside the U.S.,
becoming the largest international bank. Berger, Buch et al. (2004) also sought to empirically test and
compare the Eclectic paradigm and the traditional economic theory of comparative advantage to explain the
geographic patterns of financial institutions. Their results provided support for both theories.
The original intention of the Eclectic theory was to explain international production decisions of
multinational enterprises – why they invested in specific countries and what drove the choice of investment
mode. It was not intended to directly explain the barriers to internationalization, nor was it targeted at
services firms, let alone financial services firms. It was also static in nature – it sought to explain the
currently observed patterns, not predict how or why patterns would evolve over time.
3. Conclusion
The described theories seem to classify into 2 distinctive groups:
1. The Economic Basis of the MNE theory (or Internalization model)
2. The Behavioral Theory (or Internationalization model).
The first includes Dunning’s Eclectic Paradigm and Rugman’s Regional Framework. The
second group includes the Stages or Uppsala model of internationalization and has a more dynamic
nature. It is based on incremental learning and risk mitigation by management. Market knowledge and
internationalization knowledge are key to this group.
Forsgren (1989) compared the two groups and strongly supported the Stages model. However, it
should be noted that the underlying purposes of the two theories differ.
The Eclectic paradigm seeks to explain the extent, form and pattern of international production
while the Stages Model seeks to explain the pattern and mode of establishing marketing – oriented
operations (including manufacturing for the local market). Table 2 shows a summary of the comparison
of the two theories.
Internationalization is an evolutionary process. Early decisions are driven by the key decision
makers’ attitudes, attributes and behavior and become more structured over time
To date, these theories have been sparingly applied to the internationalization of services and
rarely to financial services. The Ownership, Location and Internationalization Advantages framework
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has been applied to financial services on a few occasions; there are only two applications of the Stages
model to financial services and only limited references to financial services in the transnational
literature (usually a passing reference to Citicorp).
Table 2: Comparison of Eclectic (OLI) Model and Stages Model
OLI
Stages Model
Extent, form and pattern of
Pattern and mode of establishing market
international production
oriented operations
Focus
Seeks to explain entire
Partial – deliberately excludes
phenomena of international
many explanatory variables –
production
focused on expansion
Underlying theories
Economic
Economic, Organizational and
Marketing theories
Assumption
Access to perfect information
Information is gained from market
experience
Choice of market
Where advantages are maximized
Psychic distance is major determinant
Most applicable
More developed internationally
Early stages of internationalization
(with extensive global networks)
information lacking
Decision making criteria
Optimize rationally
Avoid uncertainty
Explanatory variables
Many
Firm’s knowledge
Relationships to other entities in the
foreign market
Transaction costs
Static – decision makers
Dynamic – information changes
rational and well informed
over time
Source: Adapted from Forsgren (1989)
Dimension
Objective

This may help explain the observation that practitioner awareness of these theories appears to be
quite low - few financial services executives refer to these theories in their discussions on
internationalization. The other reason is that most of the theories are descriptive in nature; apart from the
transnational literature and managers that are more interested in effective solutions.
•
•
•
•
•
•
•
•
•
•
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Abstract : Education is defined as a priority both on nationally and European plan, the investment in human
resources is considered the most important, a basic pillar in ensuring and improving the economic competitiveness. The
education system must be built up to meet three principles: fairness, boost performance, efficiency. Of course all of
these can be achieved in the conditions of an adequate funding.
We can identify as beneficiaries of the superior education are: the state, the student, and private enterprises.
After we determined the three categories of beneficiaries, we can think a system of financing the superior education to
which both the state and the student can contribute too, but also the private companies.
This paper contains some proposals regarding the voucher system, the students’ loans, and changes in the
funding formula used in higher education system.
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Education is defined as a priority both on nationally and European plan, the investment in human
resources is considered the most important, a basic pillar in ensuring and improving the economic
competitiveness. At the current stage of economical and social development, the development of the
education comes as a requirement of the overall progress of society. On a long term, education contributes to
the economical development of a country, it stimulates progress and raises the population’s standard of
living, but with some conditions: to be well tailored, rationally organized, adapted and adaptable to the
current and future needs of society, led with professionalism and competence, and of course adequately
funded.
Education, regarded as educational and training activity, is expressed in two forms, closely related:
first as a process of information transmission and reception and second as a long data storing process that
gradually checks it. In other words, on a short term, education is a consuming activity of national income and
on a long term is an investment process in human resources.
Currently, in Romania they tend devote to education up to 6% of GDP, but even this percentage appears
to be insufficient in order to meet the new requirements of quality and performance, and to be competitive in
relation to the educational system developed in other countries from Europe and even the world. The
amounts necessary to fund education are increasing as a result of the government’s objective to increase
literacy; and extending the compulsory education (to 10 classes); because of the individual awareness of the
need for training; adapting the textbooks and the facilities to the new technologies, etc. It is therefore
necessary to reconsider the funding arrangements, to identify new funding sources that would join the
existing ones, not replace them, so as to provide the necessary support of this area that has extreme
importance to the society and its future and the future of the economy as a whole.
The education system must be built up to meet three principles: fairness, boost performance,
efficiency. Of course all of these can be achieved in the conditions of an adequate funding. The overall effect
of all investments in human resources, of which education is the most important investment, will translate
itself into a GDP growth, which will further determine an increased allocation in absolute form as to cover
the social and cultural needs.
In the following paragraphs we will deal with the education funding problem on two levels: financing
the pre-university education and the higher education.
Compulsory education in Romania consists in ten classes, and the university education is structured on
different levels: pre-school, primary school, secondary post-grad school. Currently, the system of financing
the pre-university education structured as it follows:
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The basic funding ensures the normal development of the learning process at the pre-university
level of education, according to the national standards. The basic funding is provided by the
local budgets of the administrative territorial units belonging to schools, from the amounts
deducted from certain income of the state budget and from other revenue of local budgets. The
allocation of funds for the basic financing of education is calculated based on a funding formula
that takes into consideration the standard cost per student / preschool, the number of students /
preschoolers in the school, and the density-dependent correction factors for students in the area,
the severity of disadvantages and other factors.
- Providing additional funding ensures capital expenditure, social expenditure and other expenses
associated with the process of education. Additional funding is provided from the local budgets
and other sources, according to the law.
- Self-financing is carried out on behalf of its revenues from donations, sponsorships and fees
from legal entities and individuals. Revenues obtained from the mentioned sources are managed
and used at the level of the institutions and establishments in question, including increasing the
wages fund, without payments from the state budget, from the local budgets and without
affecting the budget allocations.
The education system must be equitable, as I mentioned above, and this requires the free and
unimpeded access to education to all students regardless of financial situation or family of origin. However,
the educational system must focus on the results translated into the performances of the students. So the
financing system needs to be thought of such nature as to give all children access to education, and to
encourage schools to pursue a quality education aimed towards student’s performance in terms of efficiency.
Even if the current funding system respects the principle the financing goes with the student, on the
basis of the formula used for allocating funds from the budget, and tries to be fair and provide access to
education to people coming from disadvantaged environments through the subsidies which they provide
(transport subsidies, social grants, free textbooks at senior school cycle and others), however, I believe that
the current funding system doesn’t emphasizes on the quality of the education process, moreover since the
pre-university education plays an important role in the further development of the student both professionally
and personally.
I propose in this regard the introduction of a funding system based on vouchers, system that is
used in other European countries and in the USA, and which proved to be effective. Vouchers are coupons
that have some coverage in money that is equivalent to a certain percentage from the taxes paid by a
taxpayer. Vouchers will be given to the educational institution chosen by the parent and they will settle them
from the ministry, so as an educational institution will attract more vouchers it will benefit from a greater
funding. This represents a more clear and practical expression to the principle according to which funding
should follow the student.
The vouchers have the advantage that the parent can choose a form of public or private education for
their child, so it involves him in the teaching process. However, the voucher system will promote
competition among schools, both between public schools and between public and private schools, so as to
attract students, and for this purpose they will be required to provide quality services (trained teachers, good
basic material, innovative methods of transmitting information to students, activities directed towards the
student), to be competitive, so this system is focused on performance, as thing which the current system
lacks. And the principle of an effective use of the public money will work much better, because schools
being in direct competition will be more interested to obtain maximum effects from the attracted resources,
because their future activity will depend on how they will know how to develop themselves and adapt to new
conditions and requirements. Thus, famous schools will attract students, will receive funding and will
develop, while schools with certain disabilities will be bypassed, and either will disappear or will be forced
to raise their standards. So, through this system the mechanism of selection works at its best.
Another advantage is that it offers the possibility and the right to children that come from low-income
families to gain access to private schools, which are better than public ones, under the conditions in which
they wish for that to happen, thus offering equal chances to the pupils, regardless of their material and
financial status, reinforcing the principle of fairness. This will increase the degree of literacy and compulsory
education graduation because families having these vouchers will tend to use them because they are
perceived as a right they benefit from, and they can give them no other use.
The downside that the some experts expect would be that this system will destroy some public schools
because private schools are perceived as being qualitatively superior to the public ones. But this must not be
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viewed as a disadvantage, we need to guide ourselves by principles of efficiency in any field and competition
promotes efficiency.
The way this system was implemented varies from country to country. Some countries give vouchers to
all families, in others they give them only to those with low incomes (Colombia, Chile, Puerto Rico).
Vouchers can have a value direct proportional with the family’s contribution to the state budget through
taxes and duties, or can be issued with a value inversely proportional to the contribution, meaning that poorer
families receive vouchers with a greater value than the richest ones.
Studies from these countries have shown that vouchers issued to families with an income per family
member under the settled one were very successful, because they were used to the targeted purpose and led
to increasing employability of children in education (Edwin G. West , 1997). In Romania, it would be
advisable to also issue such vouchers for both school education and university education, from which all
families could benefit, but with a value inversely proportional to their contribution to the state budget
through taxes and fees. Even though there are voices against it, we should think that the public spending
role is a redistributive one, and ensures all citizens access to public services, especially since Romania is a
special case due to the Roma ethnicity, among which the degree of literacy is very low, and their revenue is
even zero in most cases.
The government of Romania aims for the period 2010-2012 to open an account with a deposit
equivalent to 500 euros to which the parent can contribute annually up to 2% of the taxable income. The
account may be used only to complete the compulsory education, for strictly educational purposes. The
parents / guardians of children or other interested individuals may submit new amounts in this account, up to
500 euros / year, which are deductible from the income tax. The account can be used by the children only
after it reached the age of 16 years old, in purely educational purposes, precisely defined by the law. The
existence of such an account, and its increase through the tax deductions can substantially contribute to
developing a learning culture in our society (see Programul de guvernare 2009-2012, capitulul 5 Educaţie).
Although this is a convenient feature from the state, it will not give the expected results because it is not
binding, it is only voluntary, and is conditional upon the existence of a reasonable income, because if the
family’s income is low, the maximum amount of 2% will be a tiny sum, and those that come from
disadvantaged sections will have no advantage. I therefore plead for the introduction of vouchers that are
fair and stimulating.
In the case of financing the superior education, the current situation is as it follows: the superior
education institutions benefit from a basis funding from the state budget for the personnel costs and for the
costs of materials and services; they also benefit from additional funding, also from the state budget but with
exact destination (subsidies, investments, research, etc.) it also benefits from its own incomes that mainly
come from student fees collected from the students, but also from the student’s dormitory taxes, the canteen,
rents, research contracts with the private domain, and through which they ensures their self-financing. The
superior education system can also be funded from external funds, reimbursable, but especially irredeemable
grants achieved for equipment, research, the implementation of various programs that constitute themselves
as European priorities. The basis funding is granted based on an institutional agreement closed between the
educational institution and the Ministry of Education Research and Innovation, and is calculated by a
mathematical formula. This mathematical formula is based on:
• 70% compared with the number of students enrolled in without fee;
• 30% depending on the degree of compliance with the quality indicators.
This financing system is based on a formula and is common encountered in the EU countries, but we
can notice that in Romania a major importance in financing holds the quantitative criteria, the number of
students enrolled in without charge (70%). The qualitative criteria holds only 30%, and is focused on the
quality of the management and of the academic staff, and doesn not take into account the students results,
however, the performance of an academic institution is measured also through the performance of its
students and graduates, so they too should be introduced into the formula and indicators that reflect the
performance of the students and / or the graduates.The performance is a relation between inputs, outputs
and outcomes. We canbot analyse the high education performance without taking into account the
outcomes, that means not the number of graduates, but the number of graduates who found a job in the
area.
In the table below you can see the methods used to determine the basic funding for the university
education in the EU countries.
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Table no. 1: The main mechanisms for direct public funding
BE
fr
Negotiating the
budget with the
funding
body
based on a draft
submitted by the
institution
The
budget
established by the
financing organ
based on previous
costs
The
financing
formula
Performance
contracts based
on
strategic
objectives
Contracts based
on
a
preset
number
of
professional
graduates
Funding
for
specific research
projects awarded
based on auction

Negotiating the
budget with the
funding
body
based on a draft
submitted by the
institution
The
budget
established by the
financing organ
based on previous
costs
The
financing
formula
Performance
contracts based
on
strategic
objectives
Contracts based
on
a
preset
number
of
professional
graduates
Funding
for
specific research
projects awarded
based on auction

BE
de

BE
nl

●

BE

CZ

DK

DE

EE

●

IE

E
L

●

●

●

●

●

●

●

●
●

FR

●

●

●

IT

CY

●

●

●

●

H
U

MT

NL

AT

PL

PT

●

●

●

●

RO

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

SI

SK

FI

SE

●

●

UK

UKSCT

●

IS

LI

N
O

●

●

●

●

●

●

●

LT

×

●

●

L
V

●

●

×
●

ES

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

●

● The mechanism is applied × Depends on the regional authority
The source: Governance in the superior education in Europe. Policies, structures, funding and academic body,
the Eurydice information network regarding education in Europe, April 2008, pg 50

It can be noticed that a significant number of European countries use the financing formulas, and the
financing based on research projects.
The following table presents the performance indicators used in the funding formula for determining the
funding base within the EU countries.
It may be noticed from the above table that the emphasis in the funding formula is set on the results of
the students, something that doesn’t happen in Romania, where are taken into consideration the training of
the teachers and the quality of the infrastructure, and of the university management.
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Table no 2: The performance criteria of funding formulas
BE
fr

BE
de

BE
nl

BE

Indicators
regarding
the
students results
Diminishing the
personnel costs
The
level
of
training of the
teachers
The results of the
institutions
evaluated
The quality of
infrastructure, of
the management
and
of
the
services offered to
the universitary
communnity

DK

●

●

DE

EE

IE

EL

ES

FR

●

IT

CY

●

LV

LT

●

●

×

HU
Indicators
regarding
the
students results
Diminishing the
personnel costs
The
level
of
training of the
teachers
The results of the
institutions
evaluated
The quality of
infrastructure, of
the management
and
of
the
services offered to
the universitary
communnity

CZ

●

MT

NL

AT

●

●

PL

PT

RO

●

●

●

●

×

●

SI

SK

FI

SE

UK

●

●

●

●

●

UKSCT

IS

LI

NO

●

●

●

●

●

● The criteria is being used × Depends on the regional authority
The source: Governance in superior education in Europe. Policies, structures, funding and academic body, the
Eurydice information network on education in Europe, April 2008, pg 55

We can notice that there is a combination between the public and private sources in financing the
superior education in Romania, but even so the resources are insufficient, and significantly lower than the
ones from the developed countries of the European Union, that is why this funding system should be
redesigned and diversified. Recent reforms in many countries have tried to increase the autonomy of the
superior education institutions on the financial management and, in particular they helped the collection and
use of the private funds. In many countries, the public institutions of superior education are still
predominantly funded from public funds and only to a small extent from private funds. On the one hand the
governments claim they cannot give a higher percentage of GDP for the superior education, but they are
aware that given the current lack of funding could jeopardize the future development. However, in the past
decade, many countries have tried to diversify the sources of funding for the superior education system.
Whatever the current level of the public funding in different countries, the political messages from the
educational authorities everywhere encourage new ways of financing superior education.
A system of financing the superior education as to be considered optimal, must meet the following
objectives (see Ghid privind finanţarea sistemului de învăţământ din România, comparativ cu unele state
membre ale UE, din perspectiva legislaţiei ajutorului de stat, elaborat de Consiliul Concurenţei, pag.4):
 to increase the absolute level of funding;
 to diversify the sources of income of the universities;
 to encourage the efficient use of funds;
 to provide resources for the excellence research to ensure the international competitiveness;
 to grant aid for students in the form of grants, loans.
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In order to build a system of financing the superior education in Romania, that would be fair and
trigger performance on all those involved, it should start from identifying the recipients of this public
service. So, we can identify as beneficiaries of the superior education are (Dinca G., 2003):
1. The state, which actually represents the society, which cannot be named as sole beneficiary;
2. The student, the future university graduate, because his work will be higher paid in the labor
market because of the training he has acquired during the superior education carried out. Studies
show that the participation rate on the labor market of the university graduates is 15% higher
than the average, and their unemployment rate is about 50% lower.
3. Private companies also benefit from the superior’s education services, because it valorifies the
human capital formed through this system of education, the persons thus educated a higher labor
productivity, and adapt more easily to the new technologies, are more innovative.
After we determined the three categories of beneficiaries, we can think a system of financing the
superior education to which both the state and the student can contribute too, but also the private companies.
Hence, the financial resources designed for financing the superior education should come from:
⇒ The state budget, because if the society benefits from it, it must pay a part of the costs, a thing that is
going on in Romania also. Another reason could be that the state must be concerned to provide equal
opportunities to all who are interested and able to study regardless of their financial situation, through means
of subsidies and / or social grants, and other appropriate policies to equalize the opportunities of access to
this level of education. Currently, the state provides subsidized places in the state universities. The question
is whether these seats would be distributed to students on subsidized social criteria or on performance
criteria? There are authors, which starting from the premise that the public expenditure, in this case the
budgeted places by the state, have the role of redistribution of GDP, plead for distributing them according to
the student's financial situation, claiming that this will ensure equal opportunities because it provides access
to superior education to the poor children also, the rich people don’t need these places because they can
afford to pay for them anyway. Other authors advocate for the allocation of the budgeted seats based on a
formula that takes into account simultaneously the social and the performance criteria and each criterion has
a coefficient of importance (Robert Dur, Coen Teulings, Thijsvand Rens, 2004).
I personally plead against these suggestions, and I think that the budgeted seats should be allocated to
the students strictly on the basis of a student’s performance criteria, meaning according to the results
obtained by them, as the primary objective of any institution of superior education should be to obtain
performance. The best students should occupy places without charge, regardless of their financial situation,
to give them a reason to continue to obtain the best results. If for example a student with good results will
have to pay the place because his family is wealthy, this can discourage him because he will think that
regardless of his effort and results, he will have to pay. On the other hand I agree that those who come from
families with a precarious financial situation must have access to superior education. This problem can be
solved through social grants awarded by the state to students who register the income per family member less
than a certain decent value. These social grants should be paid on installment incomes to proportionally
decrease with the increasing income per family member, in order to be fair. It should also define a maximum
limit of it that must be set as to cover the fee of the student, the accommodation, meals, and also a minimum
limit. But each case that falls under the scholarship grant should be treated individually, and should be set the
appropriate social exchange, according to the expenditure involved in the process of education supported by
each individual and by his income. And related to the grants offered by the state, the system should give only
two categories of scholarships: scholarships of performance for the very deserving students with exceptional
results, and social grants, for those listed above. The merit and study scholarships currently existing in
Romania should be eliminated, and the funds for the other two categories mentioned should be increased.
An alternative to these social exchanges are the vouchers issued to all students, but with a value
inversely proportional to the contribution power to the state budget of the family. Another alternative that the
students who failed to take up a budget seat can appeal to are the loans for tuition offered by the state or by
the commercial banks and guaranteed by the state, and these credits to provide certain preferential terms,
advantageous for students, conditions that will be exposed below.
So if a student who comes from a poor family is unable to obtain results good enough to occupy a place
in the "n" number of the ones the state budgets, will pay tuition, but will receive in exchange a social
scholarship correlated with his income and expenses, a compensation thus being accomplished. Or the tuition
tax may be paid on the account of the vouchers, if this system will be implemented, or through an education
credit offered or guaranteed by the state. I believe that this system meets the accessibility and performance
criterias.
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⇒ Private enterprises, which should be involved in financing the superior education through:
- to conduct collaborative research contracts with universities and to conduct research over issues
of interest to industrial firms;
- contracting specialized consulting services from the academics;
- providing material conditions for the conduct of practical training;
- through private scholarships to students in exchange for future cooperation;
- organizing training courses for employees in collaboration with universities;
This source should be developed at present because current funding coming from private companies are
insignificant, in some cases even zero. In this sense the state should intervene to encourage the development
of these partnerships by providing some tax relief to the companies. The direct links between university and
private environment should be stimulated, universities can capitalize on such research results, and they can
attract additional funds that would ensure a degree of self-financing.
⇒ Students, in their individual contribution in the form of fees for education. This contribution will
push students to be more conscientious, more responsible and more involved. However there must be
designed and provided some funding sources of the student’s contribution, if they or their parents cannot
afford to pay the funds. A solution could be the development of a credit system in Romania for students
(Nicholas Barr, 2004) that should be granted by a state institution or by commercial banks but guaranteed to
be attractive and to reach everyone. Every student must have access to this form of financing, regardless of
their family income and the interest rate should be at the charge for government securities, meaning
beneficial to the student. The credit must be realistically calculated to cover the study fees, accommodation,
maintenance of student facilities and the courses required, and should be transferred directly by the financial
institution on behalf of the university. Students should be given a grace period until completion of studies, to
begin repayment once they become employed, and the monthly rate does should not exceed a certain
percentage (10 to 20%) of its monthly income.
This form of financing for education allows all those willing to study to do so, and is found in several
European countries and beyond, for example in Finland, Denmark, Norway, Britain, Japan, USA.
In Romania, it is currently trying to launch such a product, but unfortunately it is not available for all
students. BRD has are two categories of loans for education: the 10 credit, available only to students in their
final years, the maximum amount is 12,000 lei, and a repayment period of 5 years. The credit costs are quite
high: nearly 8% interest rate, monthly management fee of 0.3% balance 2% award fee, early repayment fee
between 3-5%. So this is not accessible to everyone, only to students in their final years and the repayment
conditions are not favorable. There is a loan that can go up to 40,000 lei on a maximum of 5 years, but only
for postgraduate studies abroad. So at this moment in Romania there is no product of crediting the studies
that comes to the student’s advantage.
In Britain there exists, for example, the Student Loan Company, which offers loans to students in order
to enhance the disadvantaged access to superior education. They borrow money to students that come from
disadvantaged sections, but also to students coming from other social categories, in accordance with the
lending regulations in force. Both the time of returning the loan and the return rates are set according to the
salary levels that students have after completing their studies and their integration into employment. The
Student Loan Company is not the only institution from where students can obtain funding for educational
costs, accommodation, maintenance, etc.. Moreover, even the educational institution in which they study has
the right to grant loans to cover a certain percentage of the costs of a student (see Miroiu Adrian Finanţarea
Învăţământului Superior Românesc.Evaluare şi Propunere de Politici ).
Through these loans a link between the recipient of education, the student, and the service itself it’s
created. To this end the student will be more responsible and more interested in obtaining a high
performance.
Conclusions
Education is defined as a priority both on nationally and European plan, the investment in human
resources is considered the most important, a basic pillar in ensuring and improving the economic
competitiveness. At the current stage of economical and social development, the development of the
education comes as a requirement of the overall progress of society. On a long term, education contributes to
the economical development of a country, it stimulates progress and raises the population’s standard of
living, but with some conditions: to be well tailored, rationally organized, adapted and adaptable to the
current and future needs of society, led with professionalism and competence, and of course adequately
funded.
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The education system must be built up to meet three principles: fairness, boost performance,
efficiency. Of course all of these can be achieved in the conditions of an adequate funding. So the financing
system needs to be thought of such nature as to give all children access to education, and to encourage
schools to pursue a quality education aimed towards student’s performance in terms of efficiency.
Even if the current funding system respects the principle the financing goes with the student, on the
basis of the formula used for allocating funds from the budget, and tries to be fair and provide access to
education to people coming from disadvantaged environments through the subsidies which they provide
(transport subsidies, social grants, free textbooks at senior school cycle and others), however, I believe that
the current funding system doesn’t emphasizes on the quality of the education process, moreover since the
pre-university education plays an important role in the further development of the student both professionally
and personally.
I propose in this regard the introduction of a funding system based on vouchers, system that is
used in other European countries and in the USA, and which proved to be effective. In Romania, it would be
advisable to also issue such vouchers for both school education and university education, from which all
families could benefit, but with a value inversely proportional to their contribution to the state budget
through taxes and fees. Even though there are voices against it, we should think that the public spending
role is a redistributive one, and ensures all citizens access to public services, especially since Romania is a
special case due to the Roma ethnicity, among which the degree of literacy is very low, and their revenue is
even zero in most cases.
In the case of financing the superior education the financing system is based on a formula and is
common encountered in the EU countries, but we can notice that in Romania a major importance in
financing holds the quantitative criteria, the number of students enrolled in without charge (70%). The
qualitative criteria holds only 30%, and is focused on the quality of the management and of the academic
staff, and does not take into account the students results, however, the performance of an academic
institution is measured through the performance of its students and graduates, so they too should be
introduced into the formula and indicators that reflect the performance of the students and / or the
graduates. In order to build a system of financing the superior education in Romania, that would be fair and
trigger performance on all those involved, it should start from identifying the recipients of this public
service. So, we can identify as beneficiaries of the superior education are: the state, the student, and private
enterprises. After we determined the three categories of beneficiaries, we can think a system of financing the
superior education to which both the state and the student can contribute too, but also the private companies.
•
•
•
•
•
•
•
•
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Abstract: In this paper, the authors test a model of an efficient portfolio with minimum risk, starting from the
analysis of one year portfolio payoff and risk of ten securities from Bucharest Stock Exchange. In accordance with the
modern portfolio theory, maximization of returns at minimal risk should be the main objective of every investor. We
show, using a mathematical methodology based on Markowitz portfolio theory and on Lagrange function, which is the
exact amount of stocks to be purchased from a Bucharest Stock Exchange sample of securities in order to have an
efficient portfolio with minimum risk at a given return.
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1. Introduction
Markowitz's portfolio model is concerned with selecting optimal portfolio by risk adverse investors.
According to the model, risk adverse investors should select efficient portfolios, the portfolios that maximize
return at a given level of risk or minimize risk at a given level of return, which can be formed by combining
securities having less than perfect positive correlations in their returns (Sharpe, 1963). In this paper, the
authors use a specific mathematical methodology, based on Markowitz portfolio theory, in order to construct
an efficient portfolio, with minimum risk, given an average return, considering ten securities from Bucharest
Stock Exchange.
2. Theoretical background
Before the ideas expressed by Markowitz (1956), investors were more concerned on assessing the
risks and returns of individual securities in constructing their portfolios. The most common investment
advice was to identify those securities that offered the best opportunities for gain with the least risk and then
construct a portfolio from these. Following this advice, an investor might conclude that bank stocks were the
best investment instruments when establishing a portfolio since they all offered good risk-reward
characteristics. Markowitz proved that this way of thinking is not right, suggesting that the value of a
security to an investor might best be evaluated by its mean, its standard deviation and its correlation to other
securities in the portfolio. He warned investors that “holding securities that tend to move in concert with each other
does not lower risk” (Markowitz (1956)). Diversification, he concluded “reduces risk only when those assets are
combined whose prices move inversely, or at different times, in relation to each other”(Markowitz (1956)). This
suggestion seemed to ignore all the other information concerning the company — its earnings, dividend
policy, capital structure, customers and competitors —by computing relatively few simple statistics.
Detailing a mathematic of diversification, he suggested that investors select their portfolios in function of
their overall risk-reward characteristics instead of merely compiling portfolios from securities that each
individually has attractive risk reward characteristics. In other words, investors should select portfolios not
individual securities.
Harry M. Markowitz pioneered this portfolio theory in 1952 and he showed that it is possible for
different portfolios to have varying levels of risk and return. Each investor must decide upon the level of risk
they are ready to assume and then allocate or diversify their investment according to this decision. Investors
will decide for the portfolio which better suits their risk attitude. Those who accept more risk, will select the
portfolio on the efficient frontier, closer to point X, whereas the more risk adverse they are, the more closer
to point Y the portfolio would be (Figure 1).
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Figure 1: Efficient frontier
Expected

Risk

Source: Markowitz, 1952

The optimal-risk portfolio is usually determined to be somewhere in the middle of the curve because
as one go higher up the curve, she/he takes on proportionately more risk for a lower incremental return. But
low risk/low return portfolios are pointless because she/he can achieve a similar return by investing in riskfree returns like government securities (Sharpe, 1963).
Investors can choose how much volatility she/he is willing to bear in her/his portfolio by picking any
other point that falls on the efficient frontier. This will give her/him maximum return for risk s/he wishes to
accept. To select a minimum variance portfolio, an investor should plot her/his indifference curves on the
efficient set and then proceeds to choose the portfolio that is on the indifference curve that is farthest
northeast. These portfolios will correspondence to the point at which an indifference curve is just tangent to
the efficient set.
Markowitz model was theoretically elegant and conceptually sound. However, its serious limitation
was the volume of work well beyond the capacity of all except a few analysts. To resolve the problem,
William F. Sharpe developed a simplified variant of the Markowitz model that reduces substantially its data
and computational requirements (Sharpe, 1963) .
3. Methodological framework
Our analysis starts from the following hypothesis: we wish to invest a given sum ( S ) in k Bucharest
Stock Exchange securities ( A1 , A2 ... Ak ) at the following prices ( P1 , P2 ...Pk ). We want to determine the exact
amount to be invested in each security, in percentage ( x1 , x2 ...xk ) and in exact number of securities
( n1 , n2 ...nk ).
The next restrictions are taken into consideration:
(1)
x1 , x2 ...xk ∈ (0,1)
(2)
x1 + x2 + ... + xk = 1
We assume r the daily return obtained for each security. In this way, we will have:
P − Pkt −1
rkt = kt
Pkt −1

(3)

where: k – the security “k”; t – the time.
For having a minimum risk portfolio, we conduct our analysis guided by the Harry Markowitz idea:
minimizing one variable while keeping the other constant, which in our case is minimizing risk by
considering a given average return of the portfolio. Markowitz (1952) associated the risk with the variance in
the value of a portfolio. In this way, the risk of our portfolio becomes:
σ 21


σ 12
var(rp ) = var( x1 ⋅ r1 + x2 ⋅ r2 + ... + xk ⋅ rk1 ) = [x1 , x2 ,...xn ] ⋅ ...


σ
 k1

σ 12 ...σ 1k 


 x1 
σ 2 ...σ 2k   
T
 x2 
...
...  ⋅ ...  = X ⋅ V ⋅ X

  x 
2   k
σ k 2 ...σ k

2

We want to minimize var (rp), considering the following restrictions:
101

(4)

Revista economică
x1 + x2 + ... + xk = 1

(5)
(6)

x1 ⋅ r1 + x2 ⋅ r2 + ... + xk ⋅ rk = rp

We also consider:
 r1 
1 
 
1 
 r2 
 
U = 1  , R =  r3 
 
 
... 
...
r 
1 
 
 k

(7)

The restrictions transform themselves into the following equations:
UT ⋅ X =1

(8)

RT ⋅ X = r p

Using the Lagrange function, we build the following function, which must be minimized:
L = X T ⋅ V ⋅ X + λ (U T ⋅ X ) + µ ( RT ⋅ X − rp )
(9)
For these, we set the partial derivatives to zero:
 ∂L
 ∂x = V ⋅ X ⋅ λ ⋅ U + µ ⋅ R = 0

 ∂L
= U T ⋅ X −1 = 0

λ
∂

 ∂L
T
 ∂µ = R ⋅ X − rp = 0


(10)

from which we can determine X like:
X = −λ ⋅ V −1 ⋅ U − µ ⋅ V −1 ⋅ R
where:

(11)

λ=

µ=

b ⋅ rp − c

(12)

ac − b2

b − a ⋅ rp

(13)

ac − b 2

a = U T ⋅ V −1 ⋅ U
b = R ⋅V

−1

⋅U

c = R ⋅V

−1

⋅R

T

T

(14)
(15)
(16)

For the purpose of this study, we followed the trend in the price of 10 securities from Bucharest
Stock Exchange that were monitored over a period of 12 months. The securities taken into consideration
belong to the first tier of Bucharest Stock Exchange, being considered the most representative companies,
since they have to fulfill some extremely demanding performance and transparence criteria (own funds > 30
million Euros, business plan for at least three next years etc.). On Bucharest Stock Exchange there were
listed at the beginning of 2010, 21 companies at the first tier. From all these, considering their evolution in
the last year, we had taken into consideration the following securities:
• Antibiotice Iaşi (ATB)
• Azomureş (AZO)
• Biofarm (BIO)
• BRD Societe Generale (BRD)
• SSIF Broker SA (BRK)
• Rompetrol Rafinare (RRC)
• Petrom (SNP)
• CNTEE Transelectrica (TEL)
• SNTGN Transgaz SA (TGN)
• Banca Transilvania (TLV)
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Another reason for considering these companies in the sample was that the majority of the selected
securities (more precisely 9 of the 10) make part of the BET index, which has in its composition the most
liquid and traded companies on the stock market. It is true that, on the second tier, there are some companies,
which in the last years, have registered greater returns, but we considered these securities not so stable, our
proposed objective being that of building an efficient portfolio with minimum risk.
The analysed time-horizon is 1.01.2009-24.12.2009. Although the available data surpassed this timehorizon (we had data beginning with 2008), we considered 2008 like an atypical year, given the international
financial crisis, that, through its contagion effect, lead to dramatic effects even on the Romanian capital
market, with corrections of more than 70 % of the market indexes.
4. Results
For each share it was known the average return of Ri , in this way resulting an average return of
portfolio of 0,002984 (aprox. 3 %) for the analysed period of time. With the help of Lagrange function (Eq.),
we can determine exactly the percentage to be invested in every share (X), in order t keep a minimum risk.
The table below (Table 1) presents the obtained results:
Table 1: Percentage of the available sum to be invested in every share of the portfolio
Share
Percentage
ATB
0.115768 (11,58 %)
AZO
0.069131 (6,91 %)
BIO
0.070171 (7,02 %)
BRD
0.065188 (6,52 %)
BRK
0.056678 (5,67|%)
RRC
0.162279 (16,23 %)
SNP
0.077519 (7,75 %)
TEL
0.049572 (4,96 %)
TGN
0.194917 (19.49 %)
TLV
0.138777 (13,88 %)
Source: authors own computation

Further we have computed how many shares could have been purchased at the start of the time
period (Table 2), with the sum of 10.000 RON, with the help of the subsequent formula:

ni 0 =

x ∗ S0
Pi 0

(17)

where: n = no. of shares “i”;
x = percent of the invested sum in the share “i”;
p = trade price of the share „i” at the moment 0.
Table 2: Volumes of shares to be purchased
Shares
ATB
AZO
BIO
BRD
BRK
RRC
SNP
TEL
TGN
TLV

Volume of shares to be
purchased
3047
4431
8589
78
5668
76547
4123
44
16
1262

Trade price
4.01.2010
0.625
0.288
0.202
13.2
0.205
0.0646
0.252
13
159
2.17

Sum to be
invested in every
share

1904.081
1276.257
1734.946
1024.386
1161.897
4944.913
1039.089
570.3013
2561.307
2737.687
18954.86
Source: authors own computation
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Adjusted volume of
shares to be
purchased
1607
2338
4531
41
2990
40384
2175
23
8
666
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At the level of 4.01.2010 trade prices, if we purchase the indicated volumes of shares, the average
invested sum would be of 18954.86, and not 10.000 RON. This is the reason why, in accordance with the
proportionality
•
•
•
•
•
•
•
•
•
•

S0
10.000
=
= 0.527569 we would only purchase:
S1 18954.86

1607 shares ATB
2338 shares AZO
4531 shares BIO
41 shares BRD
2990 shares BRK
40.384 shares RRC
2175 shares SNP
23 shares TEL
8 shares TGN
666 shares TLV

5. Conclusions
Starting from the Markowitz portfolio theory, we have tested a model of an efficient portfolio, which
offers minimum risk, at a given return, with application on a Bucharest Stock Exchange sample. In order to
do this, we had been previously monitorizing over a period of one year the returns and risks associated with
the 10 securities from Bucharest Stock Exchange, assuming that the the past can provide some information
on how the returns will behave in the future. The mathematical computations offered us the exact amount of
stocks to be purchased from the 10 securities belonging to Bucharest Stock Exchange, in order to obtain the
desired efficient portfolio.
•
•
•
•
•
•
•
•
•
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Abstract: Although each year during 1991-2007 the aggregate local budgets were in surplus, however their
deficit reached at 0.72% of GDP in 2008 and 0.46% of GDP in 2009. As local public administration expenditures can
hardly be reduced, the public decision makers must find effective solutions to increase the local budgets revenues. The
aim of this study is to investigate which are their own finance resources of the Romanian local budgets and to find
solutions for their diversification, by using a useful instrument – the SWOT matrix, with the purpose to have an
appropriate understanding and to anticipate its trend.
Keywords: local budget, own revenues, local taxes, fiscal decentralization, SWOT matrix.
JEL classification: H 70, H 71.

1. Introduction
In the context of the responsibilities decentralization from the government to the local authorities’
management, the revenues of the Romanian local budgets have increased regularly during the last decade.
We consider that this tendency is mainly due to the fact that the local authorities know better than the central
authorities the requests of the citizens living in their territory as highlighted (Văcărel, Bistriceanu, Bercea,
Anghelache, Moşteanu, Bodnar and Georgescu, 2003, p. 573), the financial decentralization process
becomes effective beyond the limit which the public goods and services supply begins to narrow, and the
comparative cost of decision making by the government becomes too elevated.
Therefore, local authorities’ responsibilities and functions must be oriented to satisfy citizens’
demands and to respond to the local needs based on institutional and legal systems. This reflects the local
policies’ constraints which can be described as the necessity to provide local services mainly financed by
own taxes. Consequently, sub-national governments must have an important degree of local financial
autonomy that is assured by theirs own taxes.
An efficient allocation of public resources at local levels involves the identification of the specific
services that must be delivered by local authorities in order to fulfil the citizens’ demand.
OECD and European Commission are concerned by the need to improve governance and management
at all governmental level in order to assure equal access to local public services.
In order to start our investigation it is useful to analyze the profile of local budget revenues (figure 1
and 2).
In the figure 1we find that the local budget revenues had an increasing trend from a minimum of
3376 million lei, in 2000, to a maximum of 46758 million lei, in 2009. The share of local budget revenues in
GDP has reached at 9.2% in 2009.
The local authorities have a small chance to control the amounts of VAT, the donations and the
subsidies that they receive from the state budget and from the unemployment insurance budget, which
represented 47.5% of the local budgets revenues in 2009 and must be spent for certain destinations. However
the local authorities are able to increase their own revenues, consisting of shares from income tax, local taxes
and other local revenues, which represented 52.5% of the local budgets revenues in 2009. For these funding
sources there are not set certain destinations.
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Figure 1: Evolution of the local budget revenues during 2000 - 2009 (million lei)
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Source: Our own findings based on data from the Ministry of Public Finance.

Our study is structured as follows. In the 2nd Section we have analyzed some characteristics for local
budgets financing based on local taxes and other local revenues. The 3rd Section highlights the local budgets
funding sources represented by income tax shares in order to reveal the importance of quotas from income
tax to complete the local budget revenues. In the next Section we present the SWOT matrix for own revenues
of the Romanian local budgets. The findings of this study are included in Section 5. Section 6 presents the
acknowledgement according to which this work was supported by CNCSIS–UEFISCSU, project number
PNII–IDEI 1780/2008.
Figure 2: Structure of the local budget revenues in 2009
Other local revenues
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1,2%
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9,4%
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36,9%

Shares from
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Source: Our own findings based on data from the Ministry of Public Finance.

2. Local budgets financing from local taxes and other local revenues
The local taxes and other local revenues weight in the total local revenues were 20.4% in 2009. In
this category we will refer to the non-tax revenues, which involve assistance from the local authority and to
the property taxes, as: the building tax, the land tax, the car tax (figure 3).
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Figure 3: Evolution of the local taxes and other local revenues during 2003 - 2009 (million lei)
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Source: Our own findings based on data from the Ministry of Public Finance.

The local taxes and other local revenues have increased by 355.9% in nominal terms, from a
minimum of 2098 million lei in 2003 reaching to 9565 million lei in 2009. This indicator progress is due to
the increasing collection of property taxes and non-tax revenues.
In order to enhance the revenues that local budgets will collect in 2010, the Romanian government
increased around 20% the buildings, lands and cars taxable values. In addition, the local councils may
increase maximum 20% the standard amount for almost all the local taxes. Moreover, the Convergence
Programme for 2009-2012 proposes to determine the taxable charge for buildings and lands according to
their market value. We consider that this approach will cause a rapid increase of the individuals’ financial
obligations, because (Miricescu, 2010, p. 23), clarifies that the building tax owed by legal persons is about
16 times higher than the tax on the same building owned by an individual.
With the aim of having regular revenues in the budget, we consider that the local authorities should
motivate the taxpayers by reducing the taxes with 10% - the maximum percentage allowed; if they pay all
the property taxes before the first deadline - March 31. In the case of failure to pay the taxes in time, the
taxpayers fiscal duty will increases by 0.1% for each day of delay. We consider that the local taxes collection
may enhance, even through the citizens enforcement, because there are many cases when the taxpayers have
the money, but they do not wish to pay their taxes.
The individuals who manage the local financed public institutions should concern to obtain their own
revenues from self-financing, by renting the classrooms or the celebrations hall, by using the cafeterias to
acquire income, etc. We advise that the institutions which obtain self-financing may use this money to
improve their conditions.
3. Local budgets financing from income tax shares
The own revenues of local budgets include quotas from income tax in addition to revenues from
local taxes. In practice, quotas from income tax represent the main local own revenues (figure 4). Ministry of
Finance’s report shows for year 2009 a total income tax collected by local budgets summing 14.99 billion lei
in comparison with property taxes which ware only 3.23 billion lei.
The income tax shares granted to the local budgets have increased in nominal terms by 165.1%, from
a minimum of 5655.2 million lei in 2003, to a maximum of 14993.2 million lei in 2009.
The mechanism of quotas from income tax was introduced in 1999. The central fiscal authority must
collect all the income taxes owed by taxpayers. In a monthly base, a part of these taxes are transferred to
local budgets in order to assure liquidity for their local interest payments. Transfers are made after two
different rules: (i) proportionally with income tax collected from the employees and (ii) in base of a
sophisticated repartition mechanism that allocate more resources to poor local communities.
The nowadays quota from income tax that is used to proportional allocation is 47% and the balancing
quota is 22%. These values have been changed in time, especially because: (i) there was correlated to
decentralization’s level, (ii) base of applying was changed, (iii) the intercorelation between the two of theme
was changed, and (iv) income tax rate was changed.
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Figure 4: The income tax shares evolution during the period 2003 - 2009 (million lei)
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Source: Our own findings based on data from the Ministry of Public Finance.
Figure 5: Quotas from income tax for localities and for local budget balancing
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Analyzing the date from the figure 5 it can be distinguish two separate periods depending on national
fiscal policy. By the year 2005 personal income were taxed at progressive rates percentage reaching 40%.
From financial year 2005 those rates were changed with a flat tax of 16%. In the first implementation year
the quotas were allotted to local budgets exclusively on base of amounts collected from each administrativeterritorial unit. The inequities generated by this repartition method imposed an embittering by introducing a
second resource that could be distributed on a discretionary basis. In this period the criteria used for establish
the amount for each local budget was perfected in order to reduce the political decision and to use objective
verifiable parameters. After 2005, the 16% flat income tax rate reduced the amounts cashed to the state
budget, and in a corresponding way the amounts transferred to local budgets. In order not to affect the local
revenues, quotas from income tax were changed and maintained all the following years.
Quotas from income tax were applied in the first stage only to wage taxes. These taxes represent the
main category of income taxes, around three quarters of income taxes being collected from wages. The rest
of income taxes are retained from authorized parsons’ income, rents, copyrights, and so on. The decision of
extending income taxes used as repartition base advantages local budgets because personal non-wage
incomes is diversifying and growing in importance, especially after introduction lump tax for legal persons.
The two quota mechanism confirmed its efficiency, but the quotas should be recalibrated in order to
raise discretionary quota to the detriment of proportional quota (these recalibrations were made in several
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steps in the period of years 2002-2005). This process took account of total amounts from income tax that
could be yield from state budget to local budgets.
The change of fiscal policy in 2005 led to significant reduction of local revenues from income tax
quotas. The marginal income tax used in 2004 was 40% and the minimal rate 18%. The new income tax rate
was reduced and the taxable revenues were such adjusted that every taxpayer had at least the same net
income. From states’ point of view, this measure should conduct to a reduction of undeclared illegal wages.
Even employers were encouraged to declare real wages paid for their employees, the budgetary gains were
especially on social contributions and not in income tax. In this context, the local budgets lost significant
resources in first months of applying flat income tax. Beginning with March 2005, the quotas were modified
with 30% in localities’ favour, reaching the actual 47% level. Correspondingly, the balancing quota became
22% (from 17%) and county budget quota rose to 13% (from 10%).
The actual repartition system of amounts resulted in applying quotas to income tax keeps the two
components. The main resources to local budgets come from 47% proportional quota. The main
disadvantage is represented by the effects of repartition because localities with well developed economic
environment benefit of great amounts of money which conduct to deepening the differences between rich
and poor localities. Industrialized economic areas are advantaged, although their functioning is made using
labour from the neighbourhood localities. From taxpayers’ point of view, this system obliged them to
organize separate fiscal evidence for each local division of the company.
The balancing quotas were introduced to repair the disparities between localities by allotting more
money to poor local communities. The repartition criteria are based more on statistical indicators that reflect
the economic situation of each locality. In the first stage, only poor localities (those with income tax per
capita smaller than county average) are eligible for transfers. The amounts transferred can not help the
beneficiaries to exceed county average level. Due to the excessive polarization of localities, almost 95% of
localities are under average (so we consider them poor localities) and the rest are over average (being
significantly over the average level). Analyzing a sample that represents 10% of localities we can see that
only 18 localities are over average from the total of 328 localities. In the most cases, these 18 localities are in
urban area. For example in Iaşi County, the single rich locality is Iaşi Municipality having an income tax per
capita more than double than county’s average. The ratio between Iaşi and Grozeşti (poorest locality in Iaşi
County) is 27.35 showing us the accentuated disparities between localities.
The second repartition stage assures financial allocation to all local budgets, remaining with higher
priority poor localities, but repartition criteria are completed with number of inhabitants.
Analyzing in ensemble the repartition criteria, we consider that this mechanism should be embittered by
reducing proportional quotas and increasing balancing quotas because the effects of discretionary balancing
amounts (those from stage two) are cancelled by effects of first stage amounts which consolidate the position
of most powerful localities.
As the income tax shares distribution to balance the local budgets is reduced with the degree that the
income tax was not collected, we recommend that the local authorities calculate as exactly as possible which
are property taxes that can be paid by the citizens who live in their territory, depending on their financial
circumstances. For example, as (Ţâţu, Şerbănescu, Cataramă, Ştefan, Nica, Miricescu, 2010, p. 212), judge
the local council may approve a discharge or reduction for the building tax in favour of the people whose
monthly income is less than the minimum salary (…).
According to the information provided by the National Trade Register Office during 2009 were
established 57205 companies – which pay profit tax and three categories of businesses – which pay income
tax: 40776 authorized natural persons, 14633 individual enterprises and 3408 family enterprises. For this
reason, the local budgets revenues from the income tax shares will increase in the future.
4. SWOT matrix for own revenues of the Romanian local budgets
The SWOT matrix is a model which can be used only by analyzing both the internal and also the
external specific environment for the own revenues of the Romanian local budgets.
The internal environment analysis struggles to find which the strengths (S) and the weaknesses (W)
are.
The external environment analysis identifies the opportunities (O) and the threats (T). The
opportunities (O) represent the possibilities for a real improvement, offered by the external sub-national
governments’ environment, that is a range of positive circumstances, and the threats (T) are negative aspects
that can have a damaging influence against this domain.
109

Revista economică
The mixture between the internal and the external dimension – the SWOT matrix require that we
find the satisfactory decisions which emphasis the own revenues of the Romanian local budgets.
In conclusion, the SWOT matrix emphasizes the feasible improvements for own revenues of the
Romanian local budgets (table 1).
SWOT

Strengths (S)

Weaknesses
(W)

Opportunities
(O)

Threats (T)

Table 1. The SWOT matrix for own revenues of the Romanian local budgets
Findings for local budgets own revenues
- the local authorities are able to increase own revenues, consisting of shares from income tax, local
taxes and other local revenues;
- non-tax revenues, which involve assistance from the local authority and to the property taxes, as:
the building tax, the land tax, the car tax;
- increasing collection of property taxes and non-tax revenues;
- the local councils may increase maximum 20% the standard amount for almost all the local taxes.
- the local authorities have a small chance to control the amounts of VAT, the donations and the
subsidies that they receive from the state budget and from the unemployment insurance budget
- the Romanian government increased around 20% the buildings, lands and cars taxable values;
- the Convergence Programme for 2009-2012 proposes to determine the taxable charge for buildings
and lands according to their market value;
- the criteria used for establish the amount for each local budget was perfected in order to reduce the
political decision and to use objective verifiable parameters;
- from states’ point of view, new income tax rate conducts to a reduction of undeclared illegal wages.
Even employers were encouraged to declare real wages paid for their employees, the budgetary
gains were especially on social contributions and not in income tax;
- the balancing quotas were introduced to repair the disparities between localities by allotting more
money to poor local communities;
- active measures undertaken by state in order to stimulate investments at local levels in order to
assure the base for a strong development of each local authorities according to their possibilities
(industrial, tourism, agriculture).
- the change of income taxation conducts to significant reduction of local revenues from income tax
quotas;
- the reduction of employees and employers as a results of economic crisis.
Source: Our own findings.

Therefore, it is useful to notice that at this moment both the central and local authorities in the
Romania have the responsibility to increase the performances in the public services delivery and in the
funding sources. Doing so, we can enlarge the living standard for the entire Romanian society.
5. Conclusions
The aim of this study is to investigate which are their own finance resources of the Romanian local
budgets and to find solutions for their diversification, by using a useful instrument – the SWOT matrix, with
the purpose to have an appropriate understanding and to anticipate its trend. Therefore, we identify four
strengths, one weakness, six opportunities and two threats based on the investigation of Romanian local
budgets own revenues.
All so, we recommended the following:
(i) local authorities to motivate the taxpayers by reducing the taxes with 10% - the maximum
percentage allowed, if they pay all the property taxes before the first deadline - March 31;
(ii) the mechanism of repartition of income tax from state budget to local budgets should be
embittered by reducing proportional quotas and increasing balancing quotas because the effects of
discretionary balancing amounts are cancelled by effects of first stage amounts which consolidate the
position of most powerful localities;
(iii) as the income tax shares distribution to balance the local budgets is reduced with the degree that
the income tax was not collected, we recommend that the local authorities calculate as exactly as possible
which are property taxes that can be paid by the citizens who live in their territory, depending on their
financial circumstances.
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Abstract: Accounting and the calculation of costs, are approaches with a general character, especially
concerning the industrial fields. References to this issue, concerning agriculture, are too few, both internationally and
internally.
As the field of agriculture has it’s importance within an economy, the agricultural production must be
accomplished based on economic efficiency criteria. Efficiency mainly meaning, costs as low as possible in the given
market conditions. Consequently, costs must be made and controlled rigorously. This can be done by applying the
proper cost calculation methods to the specific of agricultural production.
Key words: cost calculation, calculation methods, costs in agriculture
JEL Classification: D24

The dynamism of the economical life, the fast technological changes and especially the continuous
globalizing of the markets led to the creation of some contention strategies that would make the economic
agents viable in this fight. The interdependences and the uncertainties are, of course, the main characteristics
of the markets. Conquering and splitting the market represents the essential feature of the economic agents.
The enterprises already “installed” on the market can dispose of a certain number of advantages towards the
possible competitors. At the same time they can also develop strategies that might constrain the entrance on
the market of others. The contention on the internal market, but especially the one on the external market,
dictated the increased interest of the firms towards knowing not only the real level of the expenses but also of
the factors that can operate in order to reduce the expenses.
In the present, the agricultural enterprise’s position on the market has changed. The prices that it can
practice are often imposed upon, among others, by a worldwide contention. The import of agricultural
products constrained Romanian agricultural enterprises, despite all the performances registered in time, to
give up in front of the contention, especially because of the raised prices and low products diversity. The
agricultural enterprises – the ones that remained on the market – produce for a reduced segment of clients
and their production technologies brought the agricultural production back with several decades. The new
production technologies can not be promoted because of the acute lack of financial resources. To these
aspects, that do not favor the Romanian agriculture, we can also add the lack of implication from the part of
the governmental factors, but also the investments insecurity of the Romanian and foreign investors in the
agricultural production.
The idea of advanced technologies in the agricultural production – the only one capable to save the
Romanian agriculture – represents a general denomination that includes: ecological production technologies,
computer assisted design and production methods, flexible production systems, the total control of the
quality, advanced elements of production management including planning systems for all the production
resources.
Today, the agricultural enterprises produce just like that, and they found themselves, after a few
years, in bankruptcy. Those who chose the agricultural activity and production have only one choice:
advanced production technologies and managerial accounting techniques.
The traditional production technologies used to favour the traditional managerial accounting
methods. Traditional managerial accounting techniques present certain problems such as: usage of costs
calculus absorbing method, cost behavior, short term costs calculus systems and financial indicators.
The costs calculus absorbing methods are based on the indirect expenses distribution according to
distribution keys that are often arbitrary settled. In the present, the indirect expenses registers a considerably
growth, especially because of the indirect very big salaries.
With the traditional managerial accounting the costs are classified as fixed and variable, according to
the way they develop reported to the production volume. With the advanced production technologies many
of the indirect expenses have a sustaining character and are generated by activities and factors that do not
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have to do with the production volume. Constantly, the long term variability of many costs categories was
ignored. More, the tendency of the direct costs attached to the work force is to diminish in the total of the
costs, so the analysis of the indirect costs becomes more and more important.
As for the costs calculus systems, the traditional costs accounting follows the basic materials along
different production stages, from the in course of execution production until the one of end product. This
way of working supposes various accounting registrations.
Short term financial indicators, with the traditional accounting systems, are not enough to
characterize the enterprise’s activity. Besides financial information we also need information referring to
quality, reliableness, flexibility, production time, clients’ satisfaction etc. Traditionally, the reports tended to
concentrate upon the information of cost and, in consequence, there existed a big risk of ignoring the
strategic marketing or management.
All these determine a specific behavior of the market agents as they seek for protection. The entrance
of the economic agents on the market and their staying there take place on strict economic criteria and the
cost represents each agent’s barometer on the market.
The free development of the price on the market determines such a behavior of the economic agents
as they action for reducing the costs in order to ensure the level of the profit margin they wish or have to
reach.
The agro-alimentary economy can not adjust the behavior of the agricultural enterprises on the
market. Many times the prices do not have to do with the costs and the contention is “amputated” by the
strong need for financial resources of the agricultural producers.
Not even the quality of the products is looked upon by the producers in each case and the clients that
buy these products determine the level of the prices and subjectively influence the production’s profit. From
here there comes the strong necessity of introducing the most advanced production technologies in the
Romanian agriculture, which should bring quality and efficiency to the agricultural production. Along the
advanced production technologies, there exists the necessity and possibility of introducing the most modern
costs calculation methods and of organizing the managerial accounting.
By knowing the way costs are determined, respectively the determination and interpreting of some
specific indicators, we can have the best card to win the request and offer game in the field of agriculture.
The particularities the production process in agriculture presents and the way of organizing the
evidence system regarding the resources consumption influence the agricultural production costs calculation.
Production means and methods for the Romanian agriculture are, presently, very different. Their
common element is constituted by their remaining behind those in other activity fields, but also behind those
in the economically developed countries.
The methodology of costs calculating and registration used for the agricultural production combines
the characteristics of the calculation methods that are specific for the agricultural enterprises: the calculation
on places or activity centers (production farms) and the calculation on types of activities (growing and
species and animals categories).
Because there are not compulsory regulations and methodologies in the field of managerial
accounting, the agricultural enterprises use a costs calculation and accounting system integrated in the
general accounting system and it functions on the basis of the data collected at agricultural farm level and
their integration on the level of the whole agricultural enterprise.
Unfortunately, this system concentrates on the production cost in order to measure the production
factors usage and not for controlling and providing data for the decisional system.
According to Romanian legislation the complete cost measures the resources consumption for a
calculation object, for products or clients portfolio. According to the Public Finances Minister’s Order no.
1826/2003 in order to approve the circumstances regarding some measures for organizing and leading the
cost accounting management, the complete cost calculation methods include: commands method, phases
method, global method, the standard costs method.
The global method is applied by the agricultural entities with a homogenous production, obtaining
hence a single product, work or service, or, if various products are obtained, there exists the possibility that
by different equalization criteria to turn them into one conventional product and where there does not exist a
semi product or a not finished production at the end of the control period or even when this exists, it is
constant from a control period to another or insignificant.
In agriculture, the global method is applied for: vegetable growing (cucumbers, tomatoes, water –
melons etc), field growing from which there results a single product (wheat, oats, barley, corn etc), fruit
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growing, grape growing, glass houses with one product, zootechny (cattle, ovine, porcine) and auxiliaries
(chemical sector, irrigation system, supplying – providing – transport sector).
The costs calculation on phases method is used in the case of mass production, where the
technological process implies several phases, settled by partition (segmenting) of the technological process
in his important stages. This method is very successful with the wine production technology (the phases are:
squeezing, zymosis, decanting, filtering, acidity correction), in zootechny (with ovine and meat birds).
The commands method’s calculation object is the individual command and at the end of the control
period there usually exists production in course of execution that differs from a control period to another. In
agriculture the method is applied to the auxiliary production of the mechanical sector. As for plants growing
and zootechny this method does not have large perspectives.
The standard costs method regards the establishing of a previously calculated cost, named “standard
cost” that is a real, normal cost used as a model to measure the effective cost and to settle the selling prices
of the production. After comparing the effective costs with the corresponding standard costs there might
appear some differences, which are considered deviations from the normal production conditions. In order to
determine these deviations it is needed such an accounting organization as to ensure the registration of the
standard costs and of the obtained effective production costs and their comparison.
The standard cost method is a control instrument, a guide in formulating the production and prices
politics.
The method is applied in zootechny, in field plants growing and it has a great perspective for the
future of agricultural production, contributing in realizing the management by costs.
The direct costing method consists in ascribing the products with only the variable expenses; either
they are direct or indirect expenses, according to the activity volume. This method is successfully applied in
the zootechny sector and in the one of glass houses growing, because of their repetitive character, despite the
corn growing that are obtained just once in a year.
The price – hour – machine method can be applied only where the agricultural production develops
in industrial technologies stages. We talk about the zootechnical production, although is rare for Romanian
zootechny.
Planning some new, modern production technologies of great efficiency could favor the application
of the PERT – cost method for calculating the zootechnical production cost, although at a small scale. The
main goal followed by this method is constituted by determining the minimal or optimal cost of the product
when having a fixed execution term. In zootechnical production there exists terms in achieving some
products and it is necessary to achieve them with costs as low as possible.
To calculate a very correct unitary cost of the agricultural production we can use the GP method. As
it is a production costs programming and following method by using a conventional measurement unit,
called GP, previously established and stressing on the costs casualty principle, the GP method is usually
applied ion zootechny, but it has several limits:
- A lot of work in order to establish the GPs;
- Difficulties in applying it with those zootechnical societies with great variations of the
production in course of execution from one period to another.
In different terms but with the same perspective as the standard costs we can use the normalized
costs method. Because of the great variety of technologies, because it is some place behind the scientific
conquering the elaboration of the normalized is abandoned either by the research institutes and governmental
organizations for the agricultural production.
Keeping in mind that in contradistinction to the standard cost, the normalized cost is not a real cost,
the post calculation is needed. So, the normalized cost is corrected with the deviations from the norms and
with the norms modifications, resulting the effective cost.
The method has the same applicability and perspective as the standard costs method with the
condition to elaborate the normalized.
As a method to underlie the decisions to organize the modern control, the ABC method (Activity
Based Costing) can get into the calculus of the agricultural production, only in the case of agricultural
entities that posses modern and performing technologies.
As a managerial strategy, the target costing method is compatible with the control of the life cycle
control, but it requests the implication of all the members of the agricultural entity. So, in order to reach a
certain level of the profit margin, already established, it is important that a certain limit of the costs to not be
overreached, costs that are already established, called target costs, but to which the entire personnel of the
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enterprise have to take part. This thing is possible only if the agricultural enterprises would have the
possibility of market manifestation , on economical criteria.
The road that has to be traced in order to introduce the target costs method in the calculation of the
agricultural production costs in our country is very difficult, lasting but necessary.
The importance of target costs method consists of that it focuses the interests on advanced
technologies of product design, before manufacturing the product, remembering that it is very difficult to
make costs economy once the product is launched to production (manufacturing).
Also the direct costs method can be applied in the agricultural production as for the unitary cost
calculus this method retains only the direct expenses, no matter they are fixed or variable.
The workability of this method is justified where the operative calculus of the cost is followed and
where the economical entity wants to modify the products variety without modifying its basic structure. The
successfully applying of this method requests a correct evaluation of the production in course of execution
and of the products stocks of the period.
These are not descriptions of the costs calculus methods but some hypothesis regarding the
possibilities and perspectives of applying the costs calculus methods in the Romanian agricultural
production, with its limits and restrictions.
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
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Abstract: Restructuring budget expenses, resuming crediting, taking into account the financial
resources necessary for public investments, increase of the degree of absorbing European funds and social
dialog are major challenges for executive power during this year.
The responsibility comes to the executive power which must promote budgetary policies with
immediate outcomes in cutting down budgetary expenses as a consequence of diminishing budgetary income.
Therefore, diminishing budgetary allotment on specific domains has become a priority strengthened
by the funding international financial institutions, IMF, the European Commission and the World Bank of
last year; the domains which entail major cutting down of the sums allotted are those regarding the wages of
the staff in the budgetary sector and those which fund the pension public system.
The general measures are being expected to entail outcomes by enforcing the legislation regarding
restructuring national agencies (Law 329 from 2009), unitary wages for the budgetary staff (Law 330 from
2009), promoting the law regarding the maximum number of the staff within the local public administration
and the reconstruction within the pension public system.
Key words: public pension, budget expenses, budgetary policies
JEL Classification: E62
The present situation aspects to be taken in account
• The principles of pension public system
Having in view objective analyses of the pension public system we must start with the principles
according to which the present system is being organized and is working.
This are adjusted in a specific legislation (Law 19 from 17 March 2000 regarding the public pension
system art.2.) and we take into account:
- The principle of uniqueness according to which the state organize and guarantees the public system
based on the same norms
- The principle of equality which ensures a good treatment regarding the rights and obligations
stipulated by the low
- The principle of social solidarity which means that the participants to the public system assume
obligations and benefit from the rights to prevent to limit or to get rid of the social risks stipulated by the low
- The principle of compulsoriness, according to which the individuals and the companies have,
according to the law, the obligation to participate to the public system, the social security rights being
exercised in correlation with the obeying of the law
- The principle of contribution according to which the funds of social insurance take into account the
contribution of the people who participate in the public system, the rights of social insurance being on the
ground of social insurance contributions which are paid.
- The principle of distribution, on which funds are redistributed to pay the obligations of the public
system, according to law
- The principle of autonomy, based on the independent management of the public system, according
to law
• Granted rights
In the present system of social insurances are granted: pension for age limit, anticipated pension,
partially anticipated pension, invalidity pension for and survivor’s pension.
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Trough the system of social insurance are given other two rights: rights with objective character
(allowance for temporary disability of work, caused by regular diseases or by accidents outside work,
benefits for prevention of illness and the recovery of the work capacity, allowance for rising the children and
allowance for death) and rights with preventive character (allowance for the reduction of working time,
allowances for acquisitions of medical equipment, which are not supported by the social insurance for
health).
• Risk elements
The analysis of public costs for pensions in the last year shows their evolution in the same context,
rises concern because since 2006 the budget of social insurance registers annual major deficits. These
reached their peak when the highest deficit was registered, 1.5 million euro worth. In 2009, the allocations
for pensions in Romania were about 39 billions lei, being therefore the largest cost in the GDP: 8% with the
tendency of rising in the future. Recent calculations show that in 2050 the deficit created by the system of
social insurance will reach 12% from the GDP, if the system will not be reconfigured.
Compared with the budgetary effort given for this type of cost, it is shown that the system of social
insurance has many imbalances and shortcomings.
The major imbalance is between the number of pensioners and the number of payers. The total
number of pensioners in November 2009 in Romania reached 5.54 millions while the total number of payers
was at 5.65 millions, resulting a dependency ratio of 0.98 pensioners/1payer (In 1990 this rate was of 2.3/1).
If the ratio will follow the same trend, there is a drop to be expected, aprox. 16% from the total
number of payee, in the period of 2010-2060, while the number of pensioners will rise more than 15%.

An important aspect to be taken in analysis is the average retirement age by 54 years and 7
months, low if relative to the standard retirement age required by law (in the fourth quarter 2009 is
ruled at 58 years and 8 months for women 63 years and 8 months respectively for men). Reduction
causes of the standard retirement age are found in: working groups, retirement on grounds of
disability, early performance of the complete contribution and survivors’ pensioners. Reduced ages
are added to those cases for beneficiaries of special pension, 50 years for civil aviation crew, 55 years
for military and MAI personnel, 60 years for judges and support staff in courts and courts of appeal
The sensitive issue to be responsible analysed is the increase of the number of invalidity retirements
that raises questions regarding to the corectness of the followed procedures. If in 2001 the nubner of
beneficiaries of the invalidity pensions was of 600,000 persons, this number has increased to 900,000 persons
retired on the ground of invalidity, meaning 50% increase with negative effects on the public expenses

Discrepancies seized amid legal inequality, with direct reference to special pension that rule
privileges for different professions has created undue differences between the smallest and largest
public pension. For example on October 1, 2009 the lowest pension in Romania was of 350 lei,
while the largest special pension reached over 37,000 lei, or more than 100 times more. This twill
puts in doubt the principles contained above, governed by specific legislation.
•

Disabilities of the present public pension system
Romanian public pension system is build on three functional components:
- Contributive pensions, Pylon I, constituted from 4.3 million employees contribution plus other
contributors compelled by the law to pay social insurance, from which are paid pensions for 4.76
millions pensioners. This kind of social insurance contributions, supported by present employees are
not stored or invested, but there are used only for paying the present pensions. Surely, social
insurance payers have a right to pension, but the connections between the value of social insurance
paid during the life and the value of pension is not proportional.
- Pensions for agricultures, uncontributive pension, funded from the state budget for paying pensions
for about 760.000 ex-agriculture. The mean pension in this system in present is 308 lei/month. The
total sum for paying this kind of pensions reached last year about 2.8 billon lei.
- Special pension, for about 160.000 ex-employees from Interns and Defending (including special
services). These payees had a special contributive system, either non-contributive, either
contribution of reduced quotas.. Last year the state budget invested 3.7-4 billion lei for these
pensions.
By special pensions benefit in present about 8300 former diplomats, members of aeronautic staff,
congressmen, workers at the Court. For there too, the contributions were reduced, differentiated or cut. The
medium level of the pension is 6000-7000 lei monthly (70-80% is supported from the state budget). There
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are some exceptions, for example pensions of 20000-30000 lei monthly. Last year, these exceptions cost the
budget about 600 million lei.
The necessity of reconsidering the public system of pensions. Necessary measurements
Reconsidering the public system of pensions is becoming a priority, caused by economical and social
factors.
This process has to consider:
 the financial sustainability of the public system
 the discharge of inaccurances and discrepancies referring to the contributions at the budget of social
insurances, inequality in granting the resources for the financing the public pensions
 the discharge of the discriminating criteria for some of the professional categories
 the harmonization of the national public system with the European one, and with the
recommendations of the European Union for the public pensions.
 strengthening the system of private pensions.
Reconsidering the legislation will have to regulate important subdomains of the actual system of
pensions, as it follows:
1.Reconsidering the standard age for pensioners
The standard age is the most discussed subject, because it discusses the rise of the retirement age to
60 years, till 2014, for women, and 65 years for men. The problem causes justified discussions, if the age of
women will rise till 65 years in 2030. the approach is mobilizing, but the question is if he corresponds to the
real state of the society, if the public expenses will not be cut and the costs for the unemployment will rise.
Other arguments are difficult to bring, because in the European Union the age of retirement is at 65 years
(both for men and women), but with a medium life expectancy higher in Romania.
The question is the same for pensioners and special status of national defense, public order and
national security of which retirement age will follow to rise beginning in 2010, from 55 years to 60 years
gradually by 2025 and those in the judiciary, diplomacy, the courts staff, civil servants, parliamentarians,
who will receive pension at retirement ages set by a particular calendar Magistrates (court support staff of,
persons treated for 60 years now, both women and men:Women - 58 years and 9 months; Men - 63 years and
9 months; Parliamentary officials, persons treated for 65 years now both women and men: Women - 58 years
and 9 months; Men - 63 years and 9 months).
2. Funding the pension public unitary system
The new law project provides the payment for the social security’s contribution, in charge of
employers and employees. The employer will pay 20.8%, from gross payroll and the employee will pay
10.5% from monthly gross salary. For the staff of national defense, public order and national security will
transfer 5% which were paid by budget to state insurance budget and it will be added more than 5.5%.The
increase with 5.5% of contribution is realizing through gross wage growth so net income should not be
affected.
3.Method of calculation
Establishing retirements is realized through multiplication of average number of points that the
person would have realized through all activity during, if the person would have paid social securities
contributions, with value of one retirement point , established by law.This was 732.8 lei in December 2009.
Procedure for determining a value for retirement point:
The value of retirement point is established in stages by law:
Until 2020, will increase annually with 100% inflation rate, to which is added 50% from real
increase of medium gross salary, realized until last year.
During 2021, the value of retirement point is annually increasing by 100% inflation rate to which is
added 45% from real increase of medium gross salary, realized until last year. Percentage from real increase
of medium gross salary taken into consideration to annual increase for value of retirement point, is gradually
reduced by 5% every year
4. Recalculation of pensions established by special laws, which are in pay at starting date of
pension public unitary system
The requirement that within 6 months of the onset of the new legislation, all pensions in payment,
which were based on special laws, will be recalculated using the points system in the whole period of activity
produces discomfort in the conditions that such special pensions will be reduced. The new level of pension,
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after recalculation, will be one that will result from multiplying the score and a pension point value

provided by law on completing the process of recalculation. Pension payments in the amount
recalculated, will be made from the social security budget, beginning with the date of completing
the process of recalculation.
The estimated economies to the budget are between EUR 500 and 800 millions per year5.
5. The increase of the number of the payees to the public pension unitary system
The principal of obligation and contribution to the PPVS will have to take into consideration that all
persons who obtain professional incomes should pay contributions to the budget of state social insurance.
6. Discouraging the number of retirements partially anticipated
The number of pensions is of 115 000 with an upward trend. The new project will take into account
the most severe conditions to grant this type of pensions by increasing the penalty to 0,75% for each month
of pensioning anticipated.
7. Discouraging invalidity retirement
The new legislation stipulates that the medical document will be replaced with the medical report of
evolution completed by the doctor of social insurance. It also provides additional regulations, especially with
deadlines and penalties to the procedure of medical expertise. The law provides the possibility of concluding
agreements between retirement homes and hospitals, laboratories, clinics, etc.. for re-checking the medical
records of suspected
8. Funding the wage invalidity pensioners of the degree 1
It is being granted for I degree invalidity and does not represent social insurance of contributive
nature but social assistance.
The law requires that the allowance for accompanying to be funded from the state budget and not from
the state social insurance budget, following that the payment of such benefits to continue to be made by
retirement homes
Expected economic impact
Macro-economic development impact is quantified by the number of contributors and beneficiaries of
the scheme, as follows:
• The number of taxpayers will increase by about 244 thousand in 2010 and 529 thousand people in 2020,
integrating the public pension system for military personnel and civil servants with special status of
national defense, public order and national security as well as attracting new class taxpayers from
freelancers, lawyers and clerical staff (denominations recognized by law and not integrated into the
public pension system)
• The number of pensioners is reduced with 253 thousand in 2010 and 284 thousand people in 2020,
following the actions of amending the retirement age and of discouraging of the access to early
retirement and disability.
• Economic
impact,
long-term
(2020)
by
ministry
estimates
will
result
in:
1. Reducing public expenditures for the average pension of state social security by about 3.747 million in
2010 and approximately 23.144 million lei in 2020

2. Reducing paid pension costs is by about 784 million lei this year and about 1459 million in
2020
3. Reduction of consolidated public budget expenditures by about 2.761 billion lei in. 2010 and
about 24.119 million in 2020
4. Increasing public revenues to consolidated about 152 million in 2010 and about 2626 million in
2020

5

Data published by ZF, the total expenditure for the year 2008 for special retirement benefits amounted to approximately 725 ministerial million, of
which most went to employees of the Defense Ministry and Interior Ministry employees. Those data indicate that in the year 2008, approximately
8,500 judges and prosecutors receive pensions totaling 66 million.
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Expected impact on the consolidated budget proposals amending unified public pension system
Indicator
Cost reductions
millions lei
- % from PIB
Revenue
increasing
millions lei
- % from PIB

2010

2011

2012

2013

2014

2015

2016

2017

2018

2019

2020

2761,3

3033,9

3861,7

4886,8

6712,4

10114,4

12688,5

15352,9

18020,1

20822,1

24118,6

-0,5

-0,5

-0,6

-0,7

-0,9

-1,3

-1,5

-1,7

-1,8

-2,0

-2,1

152

338

589

894

1117

1360

1605

1840

2065

2306

2626

0,03

0,06

0,10

0,13

0,15

0,17

0,19

0,20

0,21

0,22

0,23

Source: MFP

Conclusions
After 1996, except 2005-2007, the budget of social insurance registered a deficit. The outcomes of
the economic financial crises have the impact in this area and made the situation really serious. If we
compare the degree of sustainability in the public area, in the year 2009 the pension expenses over passed the
income in CAS with 16.9% and in 2010 the percentage will be similar. If a pensioner gets 675lei/month the
government comes with 561 lei and the difference of 114 lei from other state budgetary systems.
This situation is the result of policies lacking realism tributary to sectorial approaches during the
previous growth period.
No doubt those professional organisations will have a reaction to reconsidering the pension public
system. The reasons can be strictly juridical (see the Constitution), procedural because the techniques of
legislative are not being fulfilled. The draft bill promoted by the government is not in terms with the
European Convention. Some state institutions are not taken into account and others are privileged by
enforcing a system differently recalculated.

A method of increasing small pensions could be increased social benefits, but it infringes the
principle of contribution resumed in the new law and to induce confidence in the state pension
system. Currently, there are pensioners with a contribution period of 10-15 years who are receiving
pensions of 400-450 lei, meaning little more than welfare. The situation creates complaints on
grounds of unequal and discriminatory treatment.
In this respect will be weighed against the desire for social protection and the principles of
contribution and equity.
Beyond any approach, we believe that the first should be the assessment and economic
analysis reasoned that the pension system is unbalanced. Public pension fund deficit on the first two
months of this year reached 1.5 billion lei (some EUR 350 million)6.
Private Pension Pillar II implementation may and must be a solution. The need is undeniable in the
context of demographic and current budget, having a negligible cost in total public expenditure. The total
amount of contributions paid to pension from Pillar II budget is currently 0.7% of total consolidated budget
expenditures and only 0.24% of GDP. In addition, investment results achieved by private pension funds have
an average annual return of almost 18%, something that should stimulate the system. In fact, this
recommendation was made by international financial institutions, with expertise in the field, as World Bank
and OECD
The conclusions are clear, high budget deficits, pension and general administrative structures that
can bear comparison with the budget, leading to situations that are contrary to the principles of sustainable
development. Perspective of a State which does not comply with basic rules in terms of budget balance may
change slightly, into recession. It might fill the technical progress of the overall inefficiency of a company;
the issue for consideration to the issue discussed is that non-reconsideration of the pension system will lead
to impossibility of financing.
Romania must promote and support social cohesion policy but does not threaten to integrate and ensure
macroeconomic equilibrium in the context of budgetary policies promoted.

6

Mihai Seitan, ministrul muncii, familiei şi solidarităţii sociale
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Abstract: In this paper, the authors analyze the performance of the Romanian IT companies with the help of a
correlated indicators system. Choosing a subject pool of Romanian companies within the IT area, we have analyzed the
performance using a system of indicators. Assessing the data, we have observed that the profitability of these firms has
followed, in general, an ascending trend during the four years we have taken into consideration.
Key words: net profit, gross profit, sales margin, operational margin, investment profitability
JEL classification: G32

1. Introduction
Investors are interested by the company’s ability to generate, sustain and increase profit. Profitability
can be measured in some different ways, but interdependent. Firstly, the profit from sales is considered,
namely, the sales profitability at one RON obtained from sales.
Another way would be the investment profitability, which correlates profits with investments
necessary to obtain it.
In order to measure profitability, the informational system offers two large categories of indicators:
profitability expressed through the link between costs, sales and investment profitability.
2. The link between costs and sales. Sales profitability
A profitability measurement is based on the link between the company’s costs and sales. Earnings
are generated especially by the ability of controlling the costs compared to obtained revenues. The structure
of the profit and loss account reveals the percentage of each cost component in total sales. Moreover, the
following indicators assess the relation between several profitability measurements and total sales. One of
these indicators is the gross profit margin.
a) Gross profit margin reveals the relation between sales and fabrication costs:
Gross profit margin =

Gross profit
(1)
Sales
Figure 1: Gross profit margin
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Figure 1 reveals a linear evolution of the efficiency indicator, from 20.6% in the year 2006 to 21% in
the year 2009, which means that the activity of the company was efficient, around 20% of the sales returned
to the entities under the form of gross profit. This is a positive aspect, taking into consideration the creation
of resources necessary for auto financing current and investment activities.
Gross profit margin represents the sum of money the company has generated above the cost of
producing goods and services. This sum can be used to pay off fixed expenditures, namely leases and
managerial expenditures. This ratio represents the percentage of each RON as profit in the total sales.
Generally, the higher is a company credit rating and the smaller is the value of the loan, the smaller will be
the loan gross profit ratio, because the person or the company which grants loans needs a higher gross profit
ratio for high risk loans.
b) Another indicator which assesses the relation between the profit and sales is the operational
profit margin. This indicator is determined as following:
Operational profit
(2)
Sales

Operational profit m arg in =

The indicator
elements:
-

supplies information concerning a company’s profitability, without the following
investments;
financing (interest expenditures);
income tax.
Figure 2: Operational margin
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The operational margin has an evolution similar to the previous indicator, meaning that the gross
profit was 90% generated by the current activity. This is a positive aspect and it reveals an efficient current
activity.
c) A profit margin which is independent from the financing methods and fiscal position is the
margin before taxes, determined as following:
Margin before taxes =

Earnings without interest and taxes
(3)
Sales

d) Finally, another indicator which assesses the relation between profit and sales is the net profit
margin. This is the net expression of all expenditures and it is determined as follows:
Net profit margin =

Net profit
(4)
Sales

In figure 3, taking into consideration the income tax, which is calculated, retained and paid by the
analyzed companies, it is seen that, at the end of each analyzed period, the net profitability of sales has
constantly reached a level above 12%, a positive aspect regarding the companies activities.
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Figure 3: Net profit margin
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2.1. Investment profitability
Investment profitability (IP) is a measure of the link between profit and investments necessary to
generate it. The different ways of quantifying the investment efficiency represent, in fact, forms of assessing
investment profitability, as the following: economic profitability ratio, capital profitability, owner’s equity
profitability.
1) The economic profitability ratio (EPR) compares profit with total assets (or with total liabilities or
owner’s equity). This indicator can be interpreted in two ways. Firstly, the indicator measures the ability of
management and its efficiency in using the company assets to generate (operational) profit. Secondly, the
indicator assesses the total profitability accumulated for all sources of capital (liabilities and owner’s capital),
independently of the capital’s source.
The result is obtained from the net profit before paying the financing costs and before adding the
interest costs to it, after deducting the income tax, as follows:
EPR =

Net profit + Interest cos t after deducting income tax
(5 )
Average total assets

The economic profitability ratio can also be determined using the gross profit before taxes at the
numerator. This shows an investment profitability ratio, which is not affected by the differences concerning
taxation or the company’s fiscal policy.
EPR =

Earnings before interest and taxes
(6)
Average total assets

Figure 4: Investment profitability ratio
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From the figure above, it can be observed that the economic profitability ratio has an ascending
evolution during the whole analyzed period, reaching a level above 7.5%. The aspect is positive, taking into
consideration the major projects’ financing process of the Romanian IT companies.
In practice, the economic profitability ratio is determined by using, at the numerator, either the net
profit or the earnings before taxes. The investment profitability ratios which do not take into consideration
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taxes facilitate the comparison of companies with different levels of financial leverage. Therefore,
profitability ratios which use total assets at the denominator should always include at the numerator the profit
before taxes.
2) An efficient measure for investment profitability is total capital profitability (TCP). This indicator
uses as a basis for assessment the sum of external debts and owner’s equity instead of total assets. TCP
measures the profitability corresponding to all sources of non-commercial capital.
The result can be measured either before taxes, or by using net profit and taxes:

Earningsbefore taxes
(7)
Average (Total liabilities + owner's equity)

TCP =

or
TCP =

Net profit + Taxes expenditures
(8)
Average (Total liabilities + owner' s equity)

Figure 5: Total capital profitability
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By analyzing the data in the figure above, it can be seen that the entire capital used in financing the
current, operational and investment activity has generated an over 8% gross profit, a positive aspect
regarding the development of the invested capital in the Romanian IT companies.
3) Owner’s equity profitability (OEP) does not take into consideration liabilities at the denominator
and uses net profit or profit before taxes:
OEP =

Gross profit
(9)
Average owner' s equity

or
OEP =

Net profit
(10)
Average owner' s equity
Figure 6: Owner’s equity profitability
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From the data presented above, it is shown that the rate of success for the owner’s equity was over
8.4%, aspect which is positive regarding the process of financing the business from its own resources.
A detailed analysis of the OEP is also possible. This indicator can be determined as follows:
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OEP =

Profit
×
Sales

Sales
×
Assets

Assets
(11)
Owner' s equity

and, moreover,
OEP = Profitability x Activity x Solvability (12)
The analysis of the owner’s equity ratio elements, also known as the DuPont model, helps the
analyst observe the contribution of each factor to the changes encountered in the OEP.
The relation between the economic profitability ratio and owner’s equity profitability ratio reflects
the structure of the company’s liabilities. Suppliers and shareholders endow the company with necessary
capital for the acquisition of assets used in the operational activity. In exchange, they receive their share of
the company profit. The OEP can be influenced by several factors, as shown in the following figure.
Figure 7: Owner’s equity profitability
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From this figure, it can be seen that the analyzed indicator has been largely influenced by the
solvability ratio, followed by the activity ratio (which during 2006-2009 has increased seriously) and the
profitability ratio.
3. Conclusions
Choosing a subject pool of Romanian companies within the IT area, we have analyzed the performance
using a system of indicators. Assessing the data, we have observed that the profitability of these firms has
followed, in general, an ascending trend during the four years we have taken into consideration.
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Abstract: The authors of the present research study have started from the fact that the public debt portfolio is
of utmost importance for a state and the process of administrating it represents a priority.
It has been emphasized that the modifications in the legislation regulating public debt have influenced the
evolution of the level of indebtedness and have brought in a series of new elements in the field of public debt
management, on the level of its administration.
The public debt has been analyzed function of its administrator and, based on the respective analysis, the
authors have interpreted the obtained results.
Key-words: public debt management, indebtedness level, state loans, economic growth
JEL Classification: E6, E62, H63

1. Introduction
The growing levels of the public debt, the tendency of the central banks towards a more extended
independence, as well as the changes in the objectives and priorities of the public debt policies over the last
two decades have influenced the choice of institutional public debt management agreements.
Seen in its evolution, the public debt manifests a tendency of continuous growth, inevitably icurring
the increase of interest rates, as well as of the total public expenses.
The high amount of public debt interest rates shows how important are the revenues of the state
creditors coming directly from the public treasury.
As the public debt is for the most part concentrated with the banks, insurance companies and
domestic or foreign economic agents, it becomes obvious that the specific interest rates return to an
overwhelming extent to these categories of creditors.
In its quality as sole administrator of the public debt, the Ministry of Finance also has the
responsibility of elaborating annually the General Account of Public Debt, as an annex to the General
Annual Execution Account of the State Budget. The General Account of Public Debt also includes the
General Account of Local debt, to which is enclosed the situation of guarantees granted by the administrative
subdivisions.
The finalization of the process of liberalisation of capital account in Romania in September 2006
opened the path to the integration of the Romanian economy in the international financial flows. The lack of
treasury securities issues on the internal market determined the temporary financing out of the cash in the
general current account of the Treasury, thus being ignored one of the main objectives of government debt
administration, that is the minimization of long-term costs in the context of risk limitation by developping
the treasury securities market. The lack of treasury securities issues, both on the internal and the external
market generated a series of loans from international financial institutions and commercial banks.
In our country, during the reference period, a series of measures were taken to bring constant
improvements to the legal and institutional framework of the public debt management.
2. The Legal, Regulatory and Institutional Framework of Public Debt in Romania
The Romanian legal framework concerning the dimension, structuring, contracting and monitoring
the public debt has known several changes starting with 1993, the year the first law of the public debt came
into force.
The concept of public debt was therefore regulated by means of the following legal acts:
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•

Law no. 91/1993 on the public debt, published in the Official Gazette no. 3/10.01.1994, which
defined the terms and conditions under which the Romanian state can borrow;
• Law no. 81/1999 on the public debt, published in the Official Gazette no. 215/17.05.1999, a
regulation adopted due to the emergence of the capital market in our country;
• Law no. 313/2004 on the public debt, published in the Official Gazette no. 172/29.06.2004, by
means of which the Romanian legislation concerning the public debt was correlated with the
European acquis and with the commitments taken during the EU adherence negotiation process;
• Emergency Government Ordinance no. 64/2007 on the public debt, published in the Official Gazette
no. 439/28.06.2007, modified and supplemented by a series of regulations (EGO no. 141/2007, Law
no. 109/2008, Law no. 149/2008, EGO no. 34/2009).
Simultaneously with the above-mentioned regulations, theere were also adopted several government
decisions concerning the approval of methodological rules referring to the application of the public debt
laws.
Following the difficulties encountered in the management of government debt and the
recommendations from the International Monetary Fund and the World Bank, regarding the improvement of
the legal and institutional framework of the public debt administration process, at the beginning of 2005, a
new law on the public debt (Law no. 313/2004) came into force. The respective law created the legal
framework for an effective public debt management, mainly aiming at banning any other entity, apart from
the Ministry of Finance, from contacting loans on behalf of and for the Romanian Goervrment.
Based on this law, the possibility for other ministries to contract loans with the state guarantee was
ruled out. In the same time, several clarifications were made as to the local debt, by making it a part of the
public debt.
The Romanian legislation concerning the public debt was also harmonized with the European rules, in
the sense that a series of aspects were regulated, such as forbidding the direct financing of the state by the
central bank and introducing the provision that the National Bank of Romania becomes fully responsible
with the administration of currency reserves.
3. Public Debt Management in Romania between 2000 and 2008
In the present research study, the authors have started from the fact that the portfolio of the public
debt is extremely important for any state and the process of administrating it represents a priority.
In the period subjected to analysis, in Romania there were several measures taken in order to
improve constantly the legal and institutional framework concerning the public debt administration. By
analyzing the macroeconomic (fiscal, budgetary, monetary, exchange) policies, one can notice that they are
constantly reoriented as to the public debt and the budget deficit.
As a matter of fact, on the macroeconomic level, the Romanian fiscal and budgetary coordinates
were set up to maintain the public debt within sustainable limits, as well as to ensure the resources necessary
for the financing of budget deficits and for the public debt service at the lowest cost level possible.
The evolution of the public debt in the gross domestic product between 2000 and 2008 can be traced
from Table 1 and Figure 1.
Table 1: The Evolution of Public Debt in the GDP between 2000 and 2008
- percentage of the GDP Year of
2000
2001
2002
2003
reference
Total public
31,4
28,74
28,9
26,0
debt
Government
31,4
28,7
28,8
25,9
debt
0,0
0,04
0,1
0,1
Local debt
Source: the Ministry of Public Finances,2000-2008

2004

2005

2006

2007

2008

22,5

20,4

18,5

20,3

19,9

22,4

19,5

17,5

18,8

18,4

0,1

0,9

1,0

1,5

1,5

In the same time, the level of public indebtedness was situated on a falling trend (2000-2006), due to
a significant economic growth, getting close at the end of 2008 to the value of 20%.
At the end of 2007, the registered debt had increased as compared to the end of 2006, following the
debt accumulation to cover the financing needs of the budget deficit and the appreciation of the public debt
in foreign currency, as a result of the national currency depreciation relative to the euro and the American
dollar (currencies in which the public debt is denominated).
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Figure 1: The Evolution of Public Debt in the GDP(%) 2000-2008
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Another cause for the increase of the public debt is its way of reporting (in conformity with the EGO
no. 64/2007 on the public debt), as new debt instruments are taken into account, such as financial leasing
contracts, supplier’s credits and promissory notes avalised by the local administrative authorities.
In the present research study, the authors have analyzed the Romanian level of indebtedness between
1998 and 2008 (Figure 2) and noticed its modification from 27,6% in 1998 to 18,4% in 2008, although in
1999, there was an increase at 33,2%. After the „top year” (1999) and up to now, the level of indebtedness
has progressively decreased year by year (see Figure 2).
Figure 2: The Evolution of the Romanian Indebtedness Level between 1998 and 2008
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In our opinion, the public debt was sustainable, if we take into consideration the economic rowth
registered in the analyzed period.
As a matter of fact, the modifications in the legislation concerning the public debt have influenced
the evolution of the indebtedness level and have brought in a series of new elements in the field of public
debt management, on the level of its administration.
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The administration of public debt supposes operations concerning dimensioning, structuring,
contracting and unfolding of the government debt, including its refinancing, reimbursement, registration and
reporting as well as the administration of risks related to the government debt and the whole aggregate of
authorizing and monitoring operations of the local debt.
Depending on its administrator, the public debt falls into the following categories:
• government debt- the total state obligations at a given time, under the form of loans contracted
either directly or guaranteed by the state through the Ministry of Finance;
• local debt- the total obligations of the administrative subdivisions at a given time, deriving from
loans contracted either directly or with their guarantee.
The evolution of government debt, both direct and guaranteed, can be traced from Table 2 and
Figure 3 and 4.
Table 2: The Level of Government Debt between 2000 and 2008
Guaranteed government
Government debt
Direct government debt
Year of
debt
reference
mil.lei
%
mil.lei
%
mil.lei
%
25.231,7
100
19.398,1
76,87
5.833,6
23,13
2000
33.465,4
100
24.808,0
74,13
8.657,0
25,87
2001
43.632,7
100
35.553,0
81,48
8.079,8
18,52
2002
51.137,0
100
41.922,1
81,97
9.214,9
18,03
2003
55.147,3
100
42.636,7
77,31
12.510,6
22,69
2004
56.381,9
100
42.720,7
75,77
13.661,2
24,23
2005
59.868,4
100
49.829,9
83,23
10.038,5
16,77
2006
76.161,2
100
66.794,8
87,70
9.366,4
12,30
2007
100.514,3
100
89.457,8
89,0
11.056,5
11,0
2008
Source: the Ministry of Public Finances,2000-2008
Figure 3: The Evolution of Government Debt between 2000 and 2008 (mil.lei)
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During the analyzed period, the government debt increased by 4 time, from 25,231.7 mil.lei to
100,514.3 mil.lei, a significant augmentation being registered after 2005.
If we consider the state guarantees, these were granted for development purposes (the rehabilitation
of the water supply system for the urban areas in the SOMEŞ-TISA basin, cofinancing the EU-SAPARD
projects, investment projets or programmes of national importance, etc) and for public consommation
(internal loans for fuel imports, loans contracted by economic agents).
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Figure 4: The Government Debt Classified According to the Type of Debt
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In these circumstances, at teh end of 2008, the direct debt represented 89,0%, while the guarantees
ony stoof for 11%. The guaranteed debt balance was made of guarantees for the banking sector granted
based on special laws and of guarantees for loans contracted by economic operators.
Regarding the structure of public debt with its two components, it is graphically presented in Figure
5.
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Figure 5: The Structure of Public Debt Depending on its Administrator
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Out of the graphic representation, one can notice that the local debt was practically non-existent
between 2000 and 2004 and it only emerged in 2005, remaining insignificant in termes of percentage of the
total debt (under 10 % at the end of the analyzed period). Nevertheless, the increase rate of local debt was
higher that the increase rate of givernment debt over the same period of time.
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4. The Analysis of the Local Debt Portfolio
The local debt has a minor share of the total public debt; still, in the last years, it grew progressively,
due to the accumulated need for financing on the level of the local public authorities and to the guarantees
granted to pre-finance investments based on non-reimbursable external funds.
Table 3: The Level of Local Debt between 2000 and 2008
Local debt

Year
of reference

Guaranteed local
debt
mil.lei
%
10,1
13,72
30,1
13,23
63,9
15,78
167,2
6,36
263,8
7,60
359,9
5,83
619,2
6,70

Direct local debt

mil.lei
%
3,4
100
2000
41,2
100
2001
73,7
100
2002
226,8
100
2003
404,9
100
2004
2628,7
100
2005
3470,9
100
2006
6172,7
100
2007
9241,1
100
2008
Source: the Ministry of Public Finance,2000-2008

mil.lei
3,4
41,2
63,6
196,7
341,0
2461,5
3207,1
5812,8
8621,9

%
100
100
86,28
86,77
84,22
93,64
92,4
94,17
93,3

The evolution of local debt, both total and divised according to the type of debt, is presented in Table
3 and in Figure 6 and 7.
Figure 6: The Evolution of Local Debt between 2000 and 2008 (mil. lei)
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One can notice the rising trend of the local debt, from 3.4 mil. lei in 2000 to 9241.1 mil. lei in 2008,
a significant growth being registered starting with 2005.
According to the structure, depending on the type of debt, direct and guaranteed, one can see that
between 2000 and 2001, there were no guarantees and the local debt was quite insignificant. Starting with
2002, the value of guarentees gradually increased from 13.72% to 15.78% in 2004, at the end of 2008 being
settled at 6.7%.
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Figure 7: The Structure of Local Debt depending on the Type of Debt
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As for the structure of local debt according to the maturity dates, during the analyzed period, the
medium-term debt is predominant, the long-term debt (over 5 or 10 years) emerging only in 2002.
Otherwise, the short-term debt has never been contracted by the Romanian local public authorities.
In terms of local debt, 2005 was a year of major changes as to its evolution, as during this year the
long-term local debt registered its highest value (approximately 75% of the total local debt). From the point
of view of the currency, in 2005 a significant part of the local debt was contracted in euros.
5. Conclusions
In the period subjected to analysis, in Romania there were several measures taken in order to
improve constantly the legal and institutional framework concerning the public debt administration. By
analyzing the macroeconomic (fiscal, budgetary, monetary, exchange) policies, one can notice that they are
constantly reoriented as to the public debt and the budget deficit.
As a matter of fact, on the macroeconomic level, the Romanian fiscal and budgetary coordinates
were set up to maintain the public debt within sustainable limits, as well as to ensure the resources necessary
for the financing of budget deficits and for the public debt service at the lowest cost level possible.
The implementation of the public debt legislations has led to the following requirements:
• The Ministry of Finance must be the administrator of government debt, not only in the sense of
contracting it, but also with respect to the management of the contracted loans (disbursements ans
reimbursements);
• The residence criterion must be eliminated after the liberalisation of the capital account;
• The possibility to contract loans in order to sustain the state balance of payments and foreign
currency reserves must be ruled out;
• The administration of local debt must be passed to the local public authorities, the Ministry of
Finance exerting only duties of authorization, monitoring and fiscal and budgetary control, so that
the macroeconomic balances are not affected.
The emergence of these requirements revealed the necessity to improve the legal framework of the
public debt management. Thus, in 2007, the EGO no.64 on the public debt was adopted.
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Abstract: The world economic crisis is amplified by the day and Romania experiences more strongly that this
economic recession at the level of the companies in Romania. There is a crisis of overconsumption. To get out of it, our
country needs to eliminate the waste by investing in infrastructure based on multi-programming budget, by fiscal
reform that is not neutral and by implementing structural reforms.
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The international financial crisis was only the trigger of the domestic economic crisis because it has
affected funding sources. The solution to exit from a crisis of overconsumption is more complex than a state
aid package that may throw us back in time to high deficits and inflation expressed in two digits numbers.
The measures should start with eliminating waste by reducing administrative expenditures. The
easiest money is those one already has and one can save. The savings made can bring us to think of an
infrastructure investment plan, because they create jobs and have a significant effect on stimulating the
economy. But the infrastructure investments must be made within a multiannual budgetary programming, the
only solution to further reduce costs and eliminate erroneous allocation of public funds. Of course, there
must also be corrected the fiscal policy errors - not necessarily to raise revenue, which is hard in crisis time,
but to more equitably distribute the tax burden and to allow those with less access to credit to overcome the
crisis in good conditions.
The economic crisis which Romania started to cross is predominantly a domestic crisis, caused by
the wrong mix of macroeconomic policies adopted in recent years. Economic growth appears to be of an
unhealthy nature because in these years we had a growth based on consumption financed by debt. The
private consumption has been excessive, but the population is not to be blamed for this: all macroeconomic
measures have been pro-cyclical, stimulating consumption.
Before designing a crisis plan, one must admit not only that there is a crisis but also to be aware of
its causes. The main cause is the excessive consumption by debt. Population can not be blamed, but in the
future they can be better informed and certainly more cautious on their expectations concerning their own
revenue. The government may be criticized for having made a strategic error: in a period of economic
growth, it consumed all this growth and became further indebted.
There must also be made public a plan to adopt the euro, with a precise target, such a plan will
increase our external credibility (and thus will decrease the cost of external financing) and especially will
determine our country to do the required necessary budgetary and fiscal reforms and structural reforms that
the government keeps delaying (ie increasing the competition, a flexible labor market, agricultural
modernization, reducing bureaucracy).
Countries of Central and Eastern Europe were the most affected by global crisis, and this fact put
them in position to act either through the banking system measures or the trade or tax system.
For example, Austria announced a new legislation in 2009 to reduce income taxes for those that
reinvest in their own business; granting an amount of 1,500 euros for the disposal of 30,000 cars that were
registered before of January 1, 1996; the application of an accelerated devaluation of acquisition costs of
tangible assets.
Bulgaria has also rapidly adopted a series of measures, including a tax exemption for a period of five
years for those companies that choose to invest in disadvantaged areas; the tax deduction for young families
who are paying rates on loans and also VAT exemptions for certain defined situations.
The Czech Republic, another state that faces a worsening economic environment, chose to reduce the
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corporate income tax from 21% to 20% starting January 1, 2009, to reduce the rate of health insurance for
the employees and the employers.
Hungary, one of the states most affected by the current crisis, announced a series of fiscal measures
aimed at passing the tax on income to the tax on consumption, at increasing the income tax rate for
companies from 16% to 19% and at eliminating another tax, that of solidarity, as well as reducing payroll
taxes.
Turkey adopted a series of measures - earnings derived from the liquidation of companies with the
main or secondary headquarters outside the Turkish state will be transferred to Turkey, certain tax incentives
in free trade zones have been extended and other measures aimed at tax cuts and tax incentives for
individuals and corporations.
With an economic crisis that has destabilized the world economy, and strongly felt effects in
Romania, the government adopted a series of ferm measures:
• in order to restore confidence in the investment environment by encouraging investments
• to stimulate private business environment aiming to create jobs
• social protection to reduce the negative effects, hard to cope with by the population
According to data presented by the government, concerning the crisis measures taken by Romania in
2009 and those proposed for 2010, the situation of some of them is as follows (order is random):
1. Public investment - year 2010 will enter in the post-December history as the year of investment – there
were allotted amounts of money 4 times bigger as compared to those of 1999 and by about 1% more than
in 2008 (ie 6.4% of GDP, as compared to 5 6% in 2008, ie 28.45 billion RON). The priority investments
in 2010 are in health and agriculture infrastructure, energy, social housing, education, culture and sports,
but also for rural areas and equipping of the army.
2. Tax extempt of reinvested profits - to stimulate investment in new technologies, to develop business and
hence productivity growth in 2009, this facility has cost the Romanian state 17.7 million RON,
representing tax exempt. For 2010 it is estimated that the value will be 328 million RON, representing
0.06% of GDP.
3. Supporting companies that hire unemployed to new jobs created by the exemption from Social Security
Tax - the impact of this measure, according to an analysis conducted by the Ministry of Labour, Family
and Social Protection will be a beneficial one: the hiring of 50,000 unemployed and a total gain to the
general consolidated budget of 52 million (reduced unemployment benefit costs in the amount of 235
million RON, while the social security exemption amount is of 183 million RON).
4. The "First House" Program - if by mid March this year there have been given 16,968 warantees rising to
an amount of 706 million Euro, for 2010 there was given a new limit of 700 million euros, by the
Government Decision no. 119/2010. According to official data, this program was a breath of oxygen for
500 companies, thus preserving 9,500 jobs.
5. The "Used vehicle" Program - if in 2009 there were allocated 228 million RON for this program, and
spent only 96.81 million RON, 2010 seems to be a success. The significant change of the conditions lead
to the withdrawal from circulation of 60,000 used vehicles, totaling 228,000 RON, causing the
government to supplement the amount by 190 million RON, for a number of 50,000 value tickets.
6. "Rebirth of the Romanian village - 10 houses for specialists" – by GD 151/2010 the Government intends
to build housing service, to be occupied by professionals who will practice in rural areas. These
accomodatin facilities will be occupied only during the employment contract, but may be purchased
later. The program aims to build 25,000 homes in rural areas, both to boost the construction sector in
Romania, now smitten by the economic crisis and to stimulate young people to practice in vital sectors
(health, education, culture) in rural areas.
7. Energy rehabilitation of residential buildings - in 2009 there were rehabilitated 692 units, the payments
value being of 160 mil RON and for 2010 there have been allocated funds of 150 million RON, while the
number of flats to be rehabilitated from these funds is of about 17,000.
8. The "first silo" program- program that allows farmers who have no storage space to keep the crops
produced longer and to sell it on the market on favorable terms, receiving in exchange an advantageous
cerificate. It is estimated that 2010 there in will be granted 2,000 deposit licenses, will be issued 6,000
certificates and the credit volume will be around 40 million euros.
9. Rehabilitation and modernization of county roads and roads of local interest – among the objectives of
this measure there can be listed the following: improving access to main transport routes and to tourist
attractions, to industry, providing altenative routes to the main roads, increase the efficiency of economic
activity, access to regional markets, etc.
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10. NHA sale housing for young people - by GEO 14/2010 it was decided to reduce from 3 to 1 year the
period in which one may choose to purchase these homes. Estimates show that the amounts to be so
attracted to the budget are of approximately 500 million euros, representing sales of 22,000 units
offering thus the opportunity for the building of 20,000 new homes.

INDICATOR

Table 1 Income collected from value added tax
2008 (mil.RON)

2009 (mil.RON)

VAT collected
VAT refunded
Interest and penalties

1
2
3

51,963.80
11,638.20
548.00

44,305.60
10,418.00
434.80

TOTAL VAT

4=1-2+3

40,873.60

34,322.40

Source: NAFA 2009 Report

11. Exemption from the income tax payment to the state budget and contributions from social budgets
during temporary interruption (maximum 90 days) – according to the impact assessment done by the
Ministry of Labour, Family and Social Protection, 200,000 people will not lose their job in 2010.
According to the GEO 4 / 2010 this facility will be provided from February 2010 until the end of the
exemption period and requires companies to pay social security contribution, under the circumstances in
which employees are in temporary interruption of work and receive 75% of salary. If in 2009, according
to statements made by employers, over 5,000 companies used this facility, in 2010 the general
consolidated budget total loss will be around 439 mil RON.
12. Compensation of the VAT to be refunded and accelerating the refunding of VAT - to deblock the
economy and to support economic environment, the authorities took measures to compensate and
reimburse the VAT to be refunded of the economic agents. According to the NAFA report of activity,
the amount of compensation in 2009 was 12% higher as compared to 2008 (4.2 billion RON
respectively, compared to 3.8 billion). The total amount of VAT refunds was of 10.418 million RON,
58.8% of the actual amount being refunded to agents.
13. Lower rates to be paid to the National Trade Register Office - if in 2009 the number of fees and taxes
reduced from 18 to 15, in February 2010 by GD nr.113/2010 their number was reduced from 15 to 14
and by order of the Minister of Justice all rates were reduced by 10% for the assistance services
rendered.
14. Reduction / removal / merging of fees and taxes of a nonfiscal nature - to reduce administrative
burdens in 2009 there was begun an extensive process of cuts in nonfiscal taxes and fees, reaching by the
end of the year to only 283 taxes as compared to 491 recorded in 2008.
15. Romania is applying one of the lowest VAT rates in the EU - although Romania is confronted with a
high budget deficit, the authorities decided to keep the quota at 19%. This figure puts us in the 6th place
in the EU, only 5 states having tax rates below the level of Romania. A measure to increase state budget
revenues would be to increase this tax, as did several Member States (Hungary, Lithuania, Latvia), but to
create the prerequisites for economic recovery, the state maintained the quota at 19% and is even
working on a draft amendment to the VAT to be payed only on receipt of invoice and not when this is
issued, as it the current situation is. For the business environment it would be perhaps the most "inspired"
measure taken by the government, but in the situation in which the VAT represents 40% of the state
revenue sources, the state would face a huge deficit.
16. Supporting businesses by delaying payment of overdue liabilities of the economic agents affected
by the economic and financial crisis – the much discussed measure on which we will insist.
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Chart No. 1 Share of the main taxes and fees in the 2009 state budget

Source: NAFA 2009 Report

Companies that want to benefit from debt postponement for debts made during the crisis must meet
several conditions, including not having had debts to the state before September 30, 2008, to have filed all
tax returns, to have a clean tax record and not to be in insolvency, as it is specified in the 92/2009 emergency
ordinance which is introducing this measure. Also, the document shows that, in order to benefit from this
facility, companies are required to provide guarantees, to establish protective measures that may be in the
form of a letter of credit or in the form of movable property free of any duties.
In short, this was the manner in which the measure was submitted in 2009, reason for which it was
not a commendable initiative of the Romanian authorities, and this is supported by the small number of
traders who took advantage of this facility at the time of its publication. During the first two months, only
130 companies received approval for extemption from Tax payment, which means 0.25% of all companies to
which this facility was addressed, from a total of 211 applications submitted there were approved a little less
than half. Thus, in July 2009 throughout the country there were registered 71 forms that were requesting
deferred payment of overdue liabilities, of which only 22 have received approval. In August, the number of
applications has doubled, but only 108 companies have received approval from the NAFA. For the 130
companies, the total debt is 215 million RON, which means 1.5% of the total debt to the budget.
Unfavorable economic conditions have created difficulties in complying with the budgetary
liabilities even for fiscally disciplined economic agents. On 31.12.2009 arrears that were still to be recovered
from budgets administered by NAFA were of 17,231.0 million RON, out of which the arrears to be paid at
31.12.2008 amounted to 5,601.5 million RON and arrears recorded in 2009, amounting to 11,629.5 million
RON.
In 2009 there was an increase in recoverable arrears by 32.5% as compared to December 31, 2008
(13,004.6 million RON), the the highest dynamics (45.4%) being recorded at the state budget. Of the total
remaining recoverable arrears at the end of 2009, arrears held by the big taxpayers were 27.1% and the
arrears owed by medium taxpayers had a share of 21.1%.
Table 2 The evolution of remaining arrears to be recovered and their share of GDP
Remaining arrears to be recovered
31.12.2007

31.12.2008

31.12.2009

Tempo
2009/2008

11,861.90

13,004.60

17,231.00

32.5

Type of budget

Total out of which
Share of GDP

2.9%

2.6%

3.4%

State budget

7,652.00

7,892.60

11,475.00

45.4

State social security budget

3,008.60

3,715.80

4,073.40

9.6

361.10

354.80

254.00

-28.4

840.20

1,041.40

1,428.60

37.2

Unemployment insurance fund
National Health Fund budget
Source: NAFA 2009 Report

Under the circumstances of the more visible effects of the economic - financial crisis in Sibiu, on
31.12.2009 the situation was as follows:
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−
−
−
−

number of taxpayers affected: 1054
number of taxpayers who have ceased to operate: 24
number of taxpayers who have low activity: 175
number of taxpayers with financial difficulties, which previously to the reference period had a
correct fiscal behaviour: 653
− number of taxpayers with difficulties arising from exchange rate: 2
− number of people fired: 3,074
− reduced tax revenues: 104.75 mil RON
− number of taxpayers with financial difficulties due to non-recovery of claims from the state
budget and local budgets: 52
− number of taxpayers with financial problems since their field of activity was affected by the
crisis: 238
− number of taxpayers with financial problems due to lack of customer demand: 264.
The recoverable arrears level was a major objective in the Tax Division of Sibiu, following the
actions taken for this purpose, the amount of recovered arrears recorded on 31.12.2009 were of 158.73
million RON, by 2.2% higher than those recorded at the end of last year. According to data published by
DGFP Sibiu on 31.12.2009, the balance amount of the arrears to be paid was of 338,822 RON, increasing by
16.20% from 2008 (291,591 RON) respectively 40.46% as compared with 2007 (241,230 RON).
If the Government, as a result of the analyses carried out, was considering that this measure was so
far the best solution for the recovery as compared with the option of enforcement, this facility does not
constitute a state aid. It must meet the following conditions: the increase of the interest as a penality for delay
are higher than the interest rate on the bank market which is applied to loans in RON and the state must
provide sufficient guarantees to cover the amounts delayed for payment, as well as the increase of the
interest as a penality for delay due to the delay period.
Nevertheless, 2010 brought changes to this measure by Order no. 99/2010 for amending and
supplementing the Norms on the procedure for granting a delay of payment of overdue tax liabilities,
published in the Official Monitor, Part I, no. 64 of January 28, 2010. To help businesses affected by the
economic crisis and for the state to provide for the recovery of arrears after a certain period of delayed
payment, it is proposed to repeal the requirement to exempt recording the overdue tax liabilities by it.
However, the bill was amended provisions relating to the guarantees of taxpayers, meaning that they
will not cover the amounts delayed and the increases of the interest as a penality for delay due the payment
delay period, but will represent 20% of the delayed payment and the interest due to the delay,if the delay
period if the postponement is granted for a period of up to 3 months, and 40% if the postponement is granted
for a period exceeding 3 months.
Also, to increase the chances of maintaining and achieving the purpose of payment delay emergency
ordinance was offered the opportunity for taxpayers to pay current tax liabilities within 30 days of maturity,
but not later than 20 December of the fiscal year. For the same purpose, it was stipulated that, during the
payment delay period, an interest of 0.05% is due for each day of delay, as compared to the 0.1% increase
for delayed payment originally planned in the emergency ordinance.
All these changes have contributed to the large number of applications received for by the Fiscal
Divisions in 2010. According to official data provided by NAFA in the first two months of the year there
was granted delayed payment for 2,214 companies, the delayed payments registered with the backlogs
of these taxpayers being of 916,454,981 RON (about 223 million euros), under the circumstances in which,
by the end January, the institution has received 660 applications for delayed payment of tax liabilities of the
state companies, out of which 413 applications were approved for a total value of 210 million RON (50
million euros). Thus, it is clear that most applications were submitted in the second month, at least 1,554
requests, and there were granted delayed payments of at least 706 million RON. The most likely reason for
the relatively low numbers of applications might be the desire of the companies to include in their requests
for delayed payment also the debt accumulated during the winter and at the end of 2009.
By delaying the payment of tax liabilities the taxpayer's obligation to pay debts to the budget will not
be removed, but it is given a new payment deadline by which the tax administration suspends the
enforcement of these liabilities, but it will be resumed in case of failure to comply to the conditions of
maintaining the validity of granted delay for payment.
The aim of the adopted legislative measures is to provide taxpayers with the opportunity of
rebuilding their financial resources in the period of delayed payment of overdue tax liabilities and to provide
the current tax collection liabilities for the budget, the delayed tax liabilities being also payable during the
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period of delayed payment.
The courageous economic and fiscal policy of the government determined several international
institutions (IMF, World Bank), and the country rating agencies (Moody's, Standard & Poor's, Coface) to
revise in a positive sense their estimates concerning the economic growth of Romania in 2010. Nevertheless,
Romania is still an attractive country in the Europe, Middle East and Africa for retail investment and is still a
good destination for foreign investment, this being due to low labor cost and low taxation compared to other
states.
References:
•
•
•
•
•
•
•

Băncescu M., Fota D. (2009) The economic crisis in Romania in 2009, causes, effects, solutions Polirom
NAFA 2009 Performance Report, available on www.anaf.ro
DGFP Sibiu 2009 performance report, available on www.finantesibiu.ro
GEO nr. 92/2009 for delayed payment of overdue tax liabilities due to the effects of economic and
financial crisis, published in the Official Gazette, Part I no. 457 from July 1, 2009
Law no. 363/2009 approving the Emergency Ordinance 92/2009 for delayed payment of overdue tax
liabilities due to the effects of economic and financial crisis, published in the Official Monitor, Part I no.
800 of 24 November 2009
www.insse.ro
www.guv.ro

140

Nr. 6 (53) /2010 vol.1

CEC BANK – ACTIVE PRESENCE IN THE ROMANIAN ECONOMIC
POLICY
NEGOTIU Calin
Ph. D. Student, Lucian Blaga University, Sibiu, Romania, negotiuc@yahoo.com

Abstract: In the context of the current financial and economic crisis in the XXI century, which reached the
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In this century, sophisticated and computerized, we find that we are witnessing panic situation and
financial instability that has haunted the world from the Dutch tulip bulbs crisis, the crisis of the 1630s South
Sea Company, to those of 1825 and 1907, at the 1929, brought by years of speculative excess, by financial
innovation out of control, and a mismatch of assets and responsibility. The story is repeated 80 years later,
and the current crisis resembles its predecessor in that interventionism is felt not only by infusion, but also by
nationalizations.
View that economic turbulence is unpredictable, their causes can be known or determined only after the
market was affected, is denied in several directions: both specialists and the time (the Times - 2010).
Over the past 40 years, world economies have gone through 63 of debt crises, one of the hardest years
were 1983 when they recorded 10 such crises simultaneously. These crises are usually, according to studies,
associated with currency and banking system crises and the return period is calculated from a period of 7 to
10 years (IMF Working Paper - 2008).
Banking crisis has undermined the markets generally, but blind faith in their efficiency and he reminded
the participants that they can be distorted easily. The report developed recently (2200 pages) on the causes
collapse of Lehman Brothers under the name ,,105 Repo” (repurchase agreement) is an example of the
possibilities offered by banking deregulation in practice.
Romania has not been seriously affected by global economic crisis, which does not mean that it is
protected from its effects. Floating exchange rates offered greater flexibility and capacity to use monetary
policy as part of macroeconomic stabilization. Romania will have to attract capital flows, including FDI of
15 billion per year to cover the current account deficit (which is only partially covered by FDI) around 10%
of GDP and sustain growth real GDP of 6% per year. It predicts a decrease in growth (after nine years of
growth) for 2009, up from 4.8% (at heights near the country's growth potential), as a result of turbulence
caused by the international crisis. Romania continues to offer good prospects for greenfield investments,
particularly in automotives and electronics. In Romania, 92-93% of the banking system and any impact on
banks' foreign parent have an impact on the banking market. Reduction credit (the cost increase by 1-2% in
the last 12 months) will entail a reduction in consumption, investment and reduce economic growth in the
west that will affect Romania's exports and foreign investment. The high level of external debt, especially the
short term, is seen by external analyst’s one risk factor for the Romanian economy.
The challenges ahead are: gradual reduction of inflation to the target; reducing the current account
deficit to an equilibrium level consistent with the level of development and ability to attract external funding,
equivalent to approximately 10% of GDP by end 2010; reducing domestic demand growth and in particular
consumption level consistent with a growth rate of 6.5% over the medium term; maintaining a steady
exchange rate that protects the economy to import inflation and maintaining external competitiveness;
reducing the budget deficit within 3% of GDP at the end of macroeconomic and 1% of GDP at the peak of
the cycle; reducing wage increases to a level that is consistent with productivity growth.
NBR has sufficient foreign reserves and may determine a change in market mood in the short term,
although short-term debt of the private sector remains high. European funding net of 1.5 billion per year will
help finance infrastructure investments. However, deepening crisis will restrict access to external financing
and will increase costs.
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Romania's economy will stagnate in 2010, but all of Central and Eastern European countries will return
to growth in 2011, although recovery will be slow (WIIW - Seminar 2010). In 2011, Romania will record an
economic advance of 3%, followed by an increase of 4% in 2012, the institute estimated.
In the first ten newer EU states is expected growth of only 1% in 2010, after medium declining of 3.6%
average recorded in 2009.
Economic catching was discontinued. In most states in the region, economic catching-up process was
interrupted, particularly in the Baltic countries, where economies have regressed a few years, more than
Russia and Ukraine. EU 15 (old EU Member States) and EU 27, the institute predicts growth of 0.7% this
year and 1.7% in 2011. The most obvious reaction to the crisis economies have been considered radical
reduction of stocks and, in close contact with it, a significant increase in net exports, which was below the
contraction of imports. This correlated with decreased profits of foreign companies operating in the region,
resulted in significant reduction of current account deficits, the study also shows. Most states have passed the
worst period of crisis in late 2009 and leading indicators suggest a modest recovery.
According to the institute, the main precondition for economic recovery of Central and Eastern Europe
is the recovery of world trade, including increased demand for imports in the region. Among the negative
factors are mentioned slow growth in private consumption, given that unemployment will get worse and will
reach probably peak in 2010, will return, slowly, to the previous crisis.
Other risks are a potential financing gap for companies with accelerating economic activities,
withdrawal of incentives and the need to balance budgets, which could slow the recovery. The main risk
associated with financial problems in Greece, is considered postponing euro area enlargement, which would
affect medium-term strategies of new EU member states, although the initiative for Romania - Wien
(bilateral signing letters of commitment to maintaining the Romanian market exposures and capital increases
so that solvency ratios to be above 10%) was a resistance to the crisis.
ECB monthly report estimated that the European countries might need 20 years to return with
acceptable level of public debt in the Maastricht criteria even if they take quick measures to control budget
deficits, and has developed for this, 3 effect scenarios.
The main recommendations made by the IMF (there are criticisms of IMF opposite, for the advice
given to European governments and increase borrowing costs) for Romania, with immediate term, to
improve activity in the financial system were: a) deadline at which banks to add capital according to new
requirements, b) additional measures for the central bank to pump liquidity in the market easily, b) reviewing
the functioning of deposit guarantee fund, d) adopt completely banks by international accounting reporting
standards.
In this context, (when with the banking system crisis began last but not coming out of it, effects are feel
strongly towards the end), the entire banking system is subject to competitive pressure, due to a lack of
confidence (not financing the real economy but the state, steady customer, the risk is 0, and in case of excess
liquidity in the system increased or reduced activity or directs the placement), and adaptation unit of
prudential, given the types of activities that presents risks of different natures.
Against this background when reserves grow (up throughout the compulsory lending, keeping credit
risk in the same class, even though he was restructured), recoveries of loans are not large (collateral damage
and reduced marketability, population classified loans loss as at September 2009 were 8.5% of total retail
loans compared with a 3.6% share in the same period of 2008, net profit is not good and this strikes
developments the profitability of banks, it is urgent need for full adoption of International Financial
Reporting Standards (IFRS), may even adopt a similar index as in the U.S., respectively LEI (Lending
Economic Index), which includes 10 measures of macroeconomic indicators and economic advance, credit soul consumption is on standby.
Despite the crisis has tested banks' ability to cope with low demand for loans, central bank data show
that banks have a profit at a level five times lower in 2009 than the same period of 2008, according to the
ROE analysis. The gains came from the difference of interest to take money from the NBR and borrow them
to the FM, and tried to mitigate the loss of earnings to be done by resizing the network and staffing needs.
During transition, returning to the past sometimes became an end in itself or an other leitmotifs, and the
process has not always been constructive and beneficial one. Analysis of the role and the economy of the
past reveal many similarities between the economic situations in remote over 145 years. Since coming to
power Alexandru Ioan Cuza in 1859, he needed funding to achieve his grand plan or the tax regulations and
without the existence of privileged users.
There is the same search in budgetary resources, difficulty collection due to release the state budget,
financial jam after indiscipline economic agents, but the mentality of those who made while the Greater
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Romania. People have been devoted and have served the institution also helped with funds to: strengthen
fortifications Bucharest, renewal infantry weapons, construction of railways, construction of the bridge over
the Danube at Cernavoda, creating local gendarmerie.
In 1877 mortgage issue tickets to allow Romania to finance the independence war (the first paper
money was issued and put into circulation in Romania). After World War I, the CEC has participated in
financing the recovery process and supported the government's social work (buying grain and food to the
population, 139 million contributions to the Union Loan in 1919, during the Second World War gave State
loans to equip the army. No other banking institution in Romania has given so much attention to educating
younger generations in saving idea. He supported by own founds, the restoration, at the end of XIX century
of the National Theater, the Romanian participation at the Paris Universal Exhibition in 1900. (V. Slavescu 2002).
It speaks of a continuous transition, difficult moments, but the Romanian financial system was in the
forefront of reform. Although Romanian finance constraints have undergone a command economic system,
though the nature of things, certain economic criteria and rules had to be respected. The guild has sent in the
50 years of communist spirit, responsibility, transmitted from generation to generation, a process that
continues. (V. Slavescu - 2004).
CEC has done his mission and was one of the few institutions that has continued - in the limits of
political and economic systems - the work after 1948, and fulfills its mission which was created in 1864.
Since 1990 when the CEC had a market share of 32.9% of assets, had in 2006 to 4.03%, and growth
rate that is required to recover what was lost, must outweigh the system. At the end of the year 2007, the
CEC remained in state ownership, has managed to hold the ninth position in Romanian banking system, after
market share relative to total assets, an increase of 45% of assets to 8.8 billion lei (2 6 billion euro) and a
doubling of profit, with credits in the balance of 1.45 billion euros (divided into 29% 71% corporate and
retail). Restructuring period ends after a period of modernization (which require significant investments) and
efficiency. After adopting a strategy and a business plan, developed in 2007 the mission was actually to
make CEC a competitive commercial bank (CEC Annual Report 2000 -2007).
This was succeeded in March 2008. Than were established also: the vision (we want that CEC Bank
become the house bank of Romanians, by the renaissance of the organization, portfolio diversification and
competitive products with direct and honest approach to clients, individuals and companies), the mission
(CEC Bank must be a universal commercial bank, competitive, to offer customers various and quality
products and services, especially following the financing of SMEs, agriculture, local public administration,
and those bankable projects which by their nature, contribute to economic development, creating and
maintaining jobs. Bank will be an active element in helping clients to access funds. Special attention will be
given in their relations with the Romanian population), the values (fundamental values: trust, honesty,
stability, functional values: safety, accessibility, simplicity, value of representation: traditional, national
symbol) and the identity of the bank (We have green! We have green energy, freshness and hope, Green for
CEC Bank renewal that we all expect. For rebirth. Green to start! We have oak leaf! We have oak leaves
because we are romanians. Because oak leaf means honesty, eternal and stability. Oak Leaf, for Romania.
We have shield! We have a safety shield. CEC Bank offers enhanced protection to its clients in full respect
of the standard model of behavior and modern banking practices.
Intention to increase its capital by 900 million lei (about 200 million euros), the Executive announced in
late 2008, as one of the most important anti-crisis measure in Romania, has been delayed since the European
Commission's position that it considered recapitalization state help (in which case the related amount should
be taken into account in deficit) and will consider whether it is in compliance with EU treaties, which did not
happen with other national schemes for saving or helping financial institutions (German scheme, Italian,
Dutch, Slovenian, Swedish, Hungarian, French, German).
After the first nine months of 2009, CEC Bank climbed two positions in the top banks by assets, ranked
9 on 7, by increasing market share from 4.3% to 5.51%, the fund balance increase credit by 11 2% to 9.1
billion lei (the highest evolution in the balance of credits were SMEs with a growth of 34.43%). Solvency is
placed at 18.89% and deposits portfolio to customers increase with 16% to 13.1 billion lei. Report loans /
deposits dropped to 69% from 72% in December 2008. Solvency has been maintained at 18.89%. In the
summer of 2009, CEC Bank increased its capital by 230 million lei (equivalent to 55 million euros), by
capitalizing a part of profit of 366 million, made in 2008 (which the bank normally had to pay to FM,
respectively to the state budget).
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With assets of 4.3 billion euros at the end of first half 2009, CEC Bank, after 17 years of decline and
privatization failed, after reinvented with a new visual identity and a new strategy, the bank break the
threshold and enter the top 5.
Government decided to further support the bank, following in the next period to make prudent investor
test (used when the state authorities have equity in public companies, is applied to justify the intervention of
the commercial market has been similar behavior a private investor acting in similar market conditions) in
order to present both EC and Competition Council that the capital increase is justified, without distortion in
the banking market situation, otherwise the bank is likely to block.
CEC Bank has been claimed by authorities as a tool to maintain lending in the economy, but it failed to
raise capital to support this objective. Insignificant participation in the project first house (high competitive
interest in RON against the euro like participating banks), the bank made its move as a solution to credit
growth through a focus on SMEs and local administrations, which represented an increase in the balance of
2.9 billion lei to 4.2 billion lei. Yet in 2010, CEC Bank received confirmation of participation in the program
first house 2 with a ceiling of 40 million euros, being in the position to lend both in lei and in foreign
currency.
The institution has closed over 50 branches, operating in late 2009 to 1350, because it is unable to
exploit them as private banks in terms of restraining demand for banking products.
Bank's objectives for 2010 are:
1. Strengthening its position in top banks
2. Credit balance increase at a rate comparable to that achieved in 2009
3. Increasing the number and volume of loans for co-financing projects with European founds,
4. Active involvement in development programs in Romania,
5. Strengthening of bank market segments already traditional (agriculture, SMEs, AAPL, etc.)
6. Identify new ways to support customers who face problems caused by economic crisis
7. Improve the quality of products and services offered to clients through the bank network
(the largest banking system in Romania)
8. Completing the change of the bank’s image
9. Increasing efficiency and competitiveness.
Time of crisis economic recovery can not be predicted, but there are signs that the Romanian economy
could enter, shy on addition, the half year, but there must be concern in recovery by reducing unemployment,
exchange rate stability and inflation, as the main levers of economic stability, plus have started projects in
infrastructure and agriculture (sector with huge potential) that may result from the EU structural funds.
Credit policy of the banks before the crisis both in Romania and worldwide (Jaime Caruana - 2010, Piet
Clement – 2010, Jean Tiro - 2010), based on a favorable trend of the economy, wage increases, the
contraction rate of unemployment (allowed loans even without collateral), but the situation changed
strategies and lending policies of banks, given the reduction in GDP, rising unemployment and instability
report RON / EUR exchange, many entries insolvent companies, was created as a reluctance to adapt credit
terms on the fly. Restructuring loans (some banks have made loans outsourcing issue), will continue to drop
because no bank will be willing to stay with liquidity and profitability affected until the closing credit,
leading to what nobody wants, namely priority executions begin forced, in view of the drastic decline in their
market value, but with no prospect of recovery clients will turn to this issue. Costs will be borne by all
customers.
Banks will continue to offer a wide range of banking products and services, will continue according
loans to eligible customers more carefully analyzing class performance (on a background of low demand,
despite reducing interest on loans as a result of the NBR) and will provide returns to encourage good savings
deposits (must consider the cost of these resources). When lending, banks should choose a conservative
strategy to identify and quantify all the possibilities of paying what might occur during the development of a
credit.
Official explanations of public institutions, according to which the problems originate in the behavior of
economic agents less educated: selfishness, greed, speculation and market unable to function properly
providing resources: Information asymmetry, liquidity trap, deflation, global found an overall failure of
regulatory policy manifested by the adverse effects of the Basel Agreement I + II, can be concluded that
prudential regulatory policy undermines the efficient functioning of forcing banks to abandon the policy of
independence and entrepreneurial management mode to one bureaucratic to comply with regulatory authority
(Bogdan Glavan 2010).
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Can we understand clearly now, without passion and resentment that triggered the outbreak
premises financial and economic crisis in their historical simplicity ?
Past experience can be useful today, bankers can learn the good things or the mistakes of
their predecessors, and this legacy is obsolete, useless and anachronistic, and we are already at that
stage to say that from what happened in the history of banking, either recent or distant, there is no
longer relevant, believing that we have fundamental truths and so we do no mistakes?
Attempt is made to present knowledge. If today we believe we have an absolute wisdom
through experience, ignoring the past, should things go great and what is happening now in the
economic life can not exist. But the reality is contrary to the above.
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Abstract: Our study addresses a change in substance brought by OMPF 3055/2009 aiming the treatment of
commercial discounts, granted / received after selling goods and services. In our opinion, this can lead to:
- a risky confusion between the accounting of the commercial discounts after billing, and when it should be
registered according to the contractual provisions on the moment to fulfill the criteria for granting trade discounts;
-tracking difficulty of the discounts through two accounts with an opposite function to the income/expenditure
account, involving difficulty in matching the information recorded in the final balance, buying/selling records and the
VAT statement.
Key words: treatment of trade discounts, the moment of granting / receiving reduction, information link,
accounting option, exercise independence
JEL classification: M41, M48

1. Introduction
Discounts granted by the commercial vendor may be commercial and /or financial. Commercial
discounts have direct connection with the sales transaction, while tax discounts are granted in relation with
the partners’ settlement. Our research aims commercial discounts which can be: discounts, draws and/or
rebates. Legal regulations in force have proposed to disconnect tax system from the accounting system,
which represents a progress in the economic thinking. This way through the accounting regulations we aim
to reflect the economic reality, and based on the tax regulations, to accurately determine the state taxes and
fees owed by the economic operators to the state.
2. Specific concepts, moments and impact of discounts on the final financial statements
2.1. Specific concepts of discounts
In our opinion, discount means "reduction" and the correct concept is bonus. It is received for
quality defects of stocks but they don’t make the inventory non-consumable or unsalable. It is also granted
for stocks that are at a time very close warranty expiration date.
Draws are granted for sales with a higher volume than contractually agreed (draw amount) or for
Reseller (Reseller draw). It is expressed as a percentage and is determined by applying the percentage stated
in the contract regarding the selling price.
Rebates are price discounts calculated on all transactions made with the same business partner,
during a specified period. The percentage of rebate is applied over the entire volume of sales in that certain
period, expressed in the selling price.
Trade discounts can be granted by the supplier (i) on sale and enrolls on the bill of sale or (ii)
subsequent to the billing and then enroll in separate bills.
2.2. Impact of changes in substance in trade discounts treatment
We are concerned about commercial discounts since the establishment of their nature and the
modality of their accounting is an obligation of the economic operator, taking into account the contractual
arrangements and the conduct of transactions, regardless of the terminology used in defining them. Order
3055/2009 stipulates changes in substance in trade discounts treatment:
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- if they are submitted in the bill of sale by the supplier, adjusts the selling prices initially downward,
respectively the customer acquisition cost;
- if they are granted subsequently to the invoice, regardless of what period it covers, stands out
distinctly in accounting, using the 709 account "trade discounts granted" and 609 "trade discounts received"
at the expense of the third party accounts.
2.3. Accounting and tax treatment in trade discounts
Next we will turn our research on accounting and tax treatment in the spirit of Order 3055/2009 and
the economic information necessary to economic operators in decision making.
Trade discounts can be granted by the supplier either at the time of sale of goods, works, and
services or at a later date. Whatever time of grant, they will sign with a minus sign or the bill of sale or in a
subsequent bill.
2.3.1. Treatment in trade discounts at the time of sale
Although adjusted, to reduce the retail price from the supplier that the customer acquisition cost, the
reduction registered in the initial bill may be tracked separately in accounting, to serve in the price
negotiation process. Reflecting these reductions in accounting will be done through accounts of income
accounts from the supplier that stocks or expense to the customer. For example, we analyze the accounting
treatment adopted by the two entities (FF and CC supplier, customer)
Table 1:Invoice 1
Value
50.000
(- 5.000)
45.000
53.550 lei

Goods invoiced
10% bonus
Total
Total Payment

-

V.A.T
9.500
(- 950)
8.550

Solution 1: selling/buying merchandise at a low price
in the supplier account statement:

4111 „Clients”

%
707 „Sales of goods purchased for
resale”
4427 „Output VAT”

53550
45000
8550

- in the client’s account statement:
%
371 „Goods purchased
for resale”
4426 „Input VAT”

=

4011 „Suppliers”

53550
45000
8550

Solution 2: selling/buying merchandise at the initial selling price
-

supplier:

4111 „Clients”

-

=

%
707
“Sales
of
purchased for resale”
4427 „Output VAT”

goods

59500
50000
9500

in the client’s account stament:

%
371 „Goods purchased for resale”
4426 „Input VAT”

-

=

4011 „Suppliers”

59500
50000
9500

Discount record:
in the supplier account statement:

4111 „Clients”

%
707 „Sales of goods purchased for resale”
4427 „ Output VAT”
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-

in the client’s account statement:

%
371 „Goods purchased for resale”
4426 „Input VAT”

=

4011 “Suppliers”

(-5950)
(-5000)
(-950)

Thus, economic operators will be aware of the total discounts granted a period of time.
Different analytical accounts of third parties, we can inform the discounts given to every third party.
For this purpose, in the supplier account statement, the treatment for granting commercial discounts
envisages the provisions of section 254 of the Order 3055/2009 which states that "the amount of revenue
resulting from a transaction is determined, usually by agreement between seller and buyer, taking into
account the amount of any commercial discounts”. For the same purpose, Section 250 (2) states that "net
turnover is calculated by summing the income from sales of goods, services and other operating income, less
commercial discounts to customers.
In the supplier/client account statement, the commercial discounts treatment granted/ received
should take into account the provisions of the section 51 of Order 3055/2009.
Further we will analyze the accounting treatment of commercial discounts granted / received after
invoicing goods, works and services.
2.3.2. Treatment in trade discounts after sale
Trade discounts given after sale, regardless of the period to which it refers is recorded in the
debit account 709 "trade discounts granted" simultaneously reducing the “customer” account. Although the
709 account is registered in class 7 "Income accounts”, the number 9 on the third position shows that it is an
active.
In accordance with the regulations of the EEC Fourth Directive, Chapter VI, "Structure of the annual
financial statements, account debit balance is over 709 with a plus sign in turn 4 of the" profit and loss
account.
Net turnover (1 turn in "Profit and loss) is determined by deducting from the proceeds of sale of
goods, works and services in the total amount of trade discounts granted after invoicing, throughout the fiscal
year.
Trade discounts received after the initial invoice, regardless of the period to which it relates,
shall be credited to account 609 "trade discounts received, simultaneously to reduce debt to suppliers.
Although the account is registered in Class 609 6 "expense accounts" figure 9 three position of the symbol,
show that it is a liability account. Credit balance of this account is over the plus sign to turn 16, the structure
of the operating costs of "profit and loss account. Total operating expenses (line 34 of "profit and loss) is
determined by deducting the total expenditure of trade discounts received after the initial invoice, throughout
the fiscal year.
We continue to analyze the accounting treatment applied by two operators (FF - service provider and
CC - customer), both taxable persons in respect of VAT. In the current financial year "FF" invoiced by "CC":
a) 20,000 lei a service, VAT 19% discount given when billing commercial 5%;
b) 20,000 lei a service, VAT 19% commercial discount granted until 31 December of the
current year 5%;
c) rent commercial spaces 20,000 lei, VAT 19%, of which 10,000 lei for future exercise, 5%
discount on a given year n 1.
Transaction 1: billing services
- in the providers accounting:
4111 „Customers” =

-

=

%
704 „Services rendered”
4427 „Output VAT”

22610
19000
3610

in the client’s account statement:
%
628 „Other third party services”
4426 „Input VAT”

=

401 „Suppliers”
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-

Transaction 2: billing services
in the providers accounting:
4111„Customers” =

-

%
704 “Income from services’
4427 „Output VAT”

23800
20000
3800

= 401 „Suppliers”

22610
19000
3610

in the client’s account statement:
%
628 „Other third party services”
4426 „Input VAT”

=

Transaction 3: billing reduction in services trade
-

in the providers accounting:
%
709 „Trade discounts granted”
4427 „Output VAT”

-

4111 „Customers”

1190
1000
190

in the client’s account statement:
401 „Suppliers”

%
609 „Trade discounts received”
4426 „Input VAT”

1190
1000
190

Transaction 4: rent billing
-

in the providers accounting:
4111 „Customers”

-

=

=%
706 „Rental and royalty income”
472 „Deferred income”
4427 „Output VAT”

23800
10000
10000
3800

in the client’s account statement:
% =
612„Royalties and rental expenses”
471 „Accrued expenses”
4426 „Input VAT”

401 „Suppliers”

23800
10000
10000
3800

The size of the income / expenditure reported in the profit and loss account:
in the provider’s account statement : 49,000 lei;
in the client’s account statement: 49,000 lei
Trade discounts given / received from operations reported in profit and loss account:
- the provider accounts: 1,000 lei;
- in the client account statement: 1,000 lei.
Net turnover / operating expenses reported in the profit and loss account:
- in the providers account statement: 48,000 lei;
- In the client account statement: 48,000 lei.
Information in the log of sales / purchases:
- sales in the journal: The first two bills and the fourth will join with a plus sign and the third,
expressing reduction with a minus sign.
- in the client account statement: The first two bills and the fourth will join with a plus sign and the
third, expressing reduction with a minus.
-

-

Billing related commercial rent reduction in N+1
in the providers accounting:
% =
709 „Trade discounts granted”
4427 „Output VAT”

=

4111 „Customers”
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-

in the client’s account statement:
401 „Suppliers”

=

=

%
609 „Trade discounts received”
4426 „Input VAT”

1190
1000
190

In our opinion the accounting treatment under which trade discounts given / received after invoice,
regardless of the period to which it relates (Section 51(4) the Minister of Public Finance Order 3055/2009)
stands out distinctly in accounting (account 709 “Discounts granted commercial" and 609 "trade discounts
received) on behalf of third party accounts violates the principle-based accounting, if not invoiced at the time
that the criteria for granting discounts.
In our example, the rent for the year "N" (10,000 lei) reduction should have been granted by
December 31 N and for rent in advance, until December 31 N+1.
We intend to expand our research to also include trade discounts granted in stocks.
Example 1: The trader 'FF'” sells customers 'CC' 1,000 pcs. Of goods "x", retail price of 40 Euro / pcs.,
bonus 10%, 19% VAT.
M.U.
“x”
discount 10%

pc
pc

Table 2: Invoice 2
Quantity
P.U.
1.000
1.000

40
- 10

Total
Total Payment

-

Value

VAT

40000
- 4000

7600
- 760

36000

6840

42840 lei

in the provider’s account statement:
4111 „Customers” =

42840
36000
6840

707 „Sales of goods purchased for resale”
4427 „Output VAT”

-

in the client’s account statement:
% =
371 „Goods purchased for resale”
4426 „Input VAT”

= 401 „Suppliers”

42840
36000
6840

Example 2: Trader "FF" sells customer "CC" 3000 pcs. of goods "x", retailed price 40 Euro / pcs., 19%
VAT. Subsequently after the bill was issued a discount of 10% was granted.

goods “x”
Total
Total payment

M.U.
pc

Table 3: Bill 3
Quantity
P.U.
3.000
40

Value
120000
120000
142800 lei

in the provider’s account statement:
%
4111 “Customers”

V.A.T
22800
22800

-

707 „Sales of goods purchased for resale”
4427 „Output VAT”

-

142800
120000
22800

in the client’s account statement:

% =
371„Goods purchased for resale”
4426 „Input VAT”

=

401 „Suppliers”

Table 4: Invoice 4 Discount bill
measure. Quantity
Commercial discount 10% related
pc
3.000
invoice no. 102/20.03.N
Total
Total payment
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in the provider’s account statement:
%
709 „Trade discounts granted”
4427 „Output VAT”

-

=

4111 „Customers”

14280
12000
2280

in the client’s account statement:

401 „Suppliers”

=

= %
609 „Trade discounts received”
4426 „Input VAT”

14280
12000
2280

Customer doesn’t sell the goods until December 31 N, but reports in the account "Profit and loss,
reducing received, leading to lower operating costs with the same size, although there has been no freight
expense and expenses have not been corrected to income.
3. Conclusions
Our research leads to a critical analysis of the accounting treatment of trade discounts specified by
Order 3055/2009. Registration discounts for 709 debited and credited to the account received 609 regardless
of the period it covers, lead to:
•

tracking reductions slow through the accounts with the accounting function that was registered
contrary to the original price, which implies difficulties in the correlation of information from trial
balance, journal of buying and selling and the VAT;

•

a major confusion which leads to serious fiscal implications happens between accounting for the
reduction of trade given / received after invoice, regardless of the period which it covers and when it
should be registered according to the contractual provisions and the time that the criteria for granting
trade discounts;

•

advance tax disadvantages of trade discounts granted immediately after the acquisition of goods,
which may be stocks, but also assets. To avoid this, reductions in trade for goods must be submitted
in their original sales invoice.

Considering the function of accounts presented in Chapter VII of Annex 1 of the Order 3055/2009 is not
limited, in our opinion it would be better if the two accounts 709 "trade discounts granted" and 609 "trade
discounts received" were to become corrective accounts to the income / expenditure account. In this case, the
option of accounting for the reduction, the subsequent reversal by red would improve and emphasize the
prosecution of trade discounts given / received, including value added tax related. Also we could correlate
the information found in the trial balance with the log of sale / purchase and the VAT.
4. References
•
•
•

Minister of Public Finance Order no. 1752/2005, Official Gazette nr. 1080 bis/30.11.2005,
updated changes and completion;
Minister of Public Finance Order no. 3055/2009, Official Gazette nr. 766/10.XI.2009;
Law 571/2003 regarding the Fiscal Code, Official Gazette nr. 927/23.XII.2003, updated changes
and completion.

151

Revista economică

KEYNES DYNAMIC MODEL OF SAVINGS WITH BEHAVIOR FUNCTION

NITU Oana1, DUHNEA Cristina 2 , GEORGESCU Cristina3
1

PhD, Faculty of Economics, "Ovidius" University, Constanta, Romania, oana.oprisan@yahoo.com
PhD, Faculty of Economics, "Ovidius" University, Constanta, Romania, cristinaduhnea@gmail.com
3
PhD, Faculty of Economics, "Ovidius" University, Constanta, Romania, cristina_georgescu95@yahoo.com
2

Abstract: Consumers have different attitudes regarding consumption and saving. In this paper is presented a
model starting from Keynes model, by introducing the behavior function that characterizes agents' behavior from the
point of view of consumption and saving at the same time, the analysis of this new system and conditions that are
determined such that the parameters of the model satisfy these conditions and a flip or Neimark-Sacker bifurcation
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1. Introduction
Empirical analysis, using economic agents behavior, were undertaken by Carroll [1], Souleles [5],
Doms 'si Morin [3]. These analysis suggest that agents' attitude regarding the consumption and saving
determines fluctuations in economic activity and confirms the Keynes' suspicion that fluctuations depend on
agents' "attitudes" and "animal spirits". These attitudes and animal spirits are normal characteristics taking
into consideration the desire for consumption and for saving, also the impact of new products that appear on
the market, and the way of saving. In the (economic) literature these characteristics are called "sticky
expectation" and "rational inattention" [3] and they are characterized by agents' sentimental behavior.
Following these observations, in this paper is described a dynamical mathematical model, using a
function that is called behavior. If we don't take into consideration this behavior function, our model
becomes Keynes classic dynamical model.
The analysis of the new model shows that this behavior function makes the economic process more
complex, joining the business cycle and the flip type bifurcation.
2. The mathematical model
The variables of this model are terms of the real number sequence {y t }, t = 0, l,...,n, where y t
represents agents' income at a moment t. Consumption and saving are described by the real number sequence
{c t }, t = 0,1,n and {e t }, t = 0,1, ...,n such that
y t = c t + e t , t = 0,1 ,...,n.
(2.1)
In this model, agent's behavior function is described by the real number sequence s t — i , where

1
(2.2)
, t = 1,2,..............n
1 + exp( y t − 2 − y t −1 )
1
The function s( y, z ) =
that describes behavior function is a S-shaped function
1 + exp( z − y )

st −1 =

which is presented in Figure 1. This function confirms the empiric studies.
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Figure 1: Behavior function

Using function (2.2), the consumption and the saving are defined by:

ct = a + (b + cst −1 ) y t −1

(2.3)

et = d ( y t −2 − y t −1 ) + mst −1
where a > 0, 0 < b < 1, 0 ≤ c < 1, 0 ≤ d ≤ 1, m > 0 are the parameters of the model. These parameters
have the following economic interpretation:
• a - represents living consumption;
• d - coefficient correlated with saving;
• b - coefficient correlated with available income;
• c - coefficient that characterizes the behavior related with the consumption;
• m - coefficient that characterizes the behavior related with the saving.
In this model we considered that the behavior function for consumption and saving is of the same type. It
is possible to consider a model with behavior function given by (2.2) but different from saving function.
From (2.1), (2.2) and (2.3) results:

y t = a + (b − d ) y t −1 + dy t − 2 +

cy t −1 + m
, t = 1,2,....n
1 + exp( y t − 2 − y t −1 )

(2.4)

Equation (2.4) is a recurrence equation of the sequence that describes agent's income and determines the
dynamics of the income considering behavior function.
If the agent does not consider behavior function, neither for saving, nor for consumption, that means
m=0, c=0, equation (2.4) is:

yt = a + (b − d ) yt −1 + dyt −2 , t = 1,2,......n

(2.5)
Equation (2.5) is the equation of classical dynamical Keynes model. If the agent considers behavior
function only for consumption, that means, m = 0, c ≠ 0 then equation (2.4) is:

y t = a + (b − d ) y t −1 + dy t − 2 +

cy t −1
, t = 1,2,....n
1 + exp( y t − 2 − y t −1 )

(2.6)

Equation (2.6) was simulated in [6].
If the agent considers behavior function only for saving, that means m ≠ 0, c = 0 , then equation
(2.4) is:

y t = a + (b − d ) y t −1 + dy t − 2 +

m
, t = 1,2,.....n
1 + exp( y t − 2 − y t −1 )

(2.7)

The equations (2.6) and (2.7) characterizes aspects concerning agent's optimism or pessimism related
to consumption or saving.
The model described by (2.4), contains five parameters. Model analysis related to living existence
"a" in the case when b, c, d, m are fixed.
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3. Qualitative analysis of the model (2.4)
Qualitative analysis of the model (2.4) consists of establishing the behavior of the sequence y t , t = 1 ,
2,...,n, solution for the equation (2.4) in terms of parameter a.
Let zt = yt-1. Equation (2.4) can be written as:

y t = a + (b − d ) yt −1 + dz t −1 +

cy t −1 + m
1 + exp( z t −1 − y t −1 )

(3.1)

z t = yt −1
Sistem (3.1) is a discrete dynamical system. The analysis of system (3.1) can be done by carrying out the
following steps:
E1 Determine the stationary state;
E2 Study the type of stationary state in terms of a;
E3 Determine the values of parameter a for which the solution of the system is asymptotically
stable;
E4 In the case of a value for which a bifurcation appears, passing from an unstable state to a stable state or
vice versa, conditions are imposed such that we get a flip bifurcation or a Neimark-Sacker bifurcation;
E5 Determine the normal form of the system (3.1) in the bifurcation points;
E6 Determine solution properties for (3.1) in the bifurcation points in terms of normal form invariants;
E7 Interpret the results in economic terms.
We will present the results of the qualitative analysis of the system (3.1). The proofs of these analysis are
in the annex. Analysis method is the one presented in [5].
1. The stationary state of the system (3.1) is the constant sequence y t =y , y > 0, t = 1 , 2,...n and
it is given by:

2a + m
2 − 2b − c

y =

(3.2)

with the condition 2 — 2 b — c > 0.
The stationary state y represents the economic state in which the income is the same at each step of the
analysis.
2. The stationary state of the system (3.1), given by (3.2) is asymptotically stable if and only if the
coefficient a takes values between a 2 and a i , where

(2 − 2b − c)(4d − 2 − 2b − c) − 2m(i − b)
2c
2(i + d )(2 − 2b − c) − m(i − b)
a3 =
c

a2 =

and the coefficients b, c, d, m satisfy the inequalities
(3.3)

2 + 2b + c
(4d - 2 - 2b - c)(2 - 2b - c)
≤ d < 1, 0 ≤ m ≤
4
2(1 - b)

(3.4)

So, if parameters d and m satisfy the conditions (3.4), for each value a from the interval ( a 2, a i), the
solution of the system (3.1) is "closed" to the stationary state y starting from a period t 0 .
3. If the value of a is a 2 and the parameters d, m satisfy conditions (3.4), then in a 2 takes place a flip
bifurcation. For a E ( 0 ,a 2 ), solution of system (3.1), ( y t ) t = i } ...,n, has a complex behavior which consists
of doubling the period. For a E (a 2 , a i ) solution of the system (3.1) is asymptotically stable.
4. If the value of a is ai and the parameters d, m satisfy conditions (3.4), then in a i aNeimark-Sacker
bifurcation takes place. For a E (a 2 ,a i ) solution of the system (3.1) is asymptotically stable, for a E [a i ,a i
- e ) where e > 0 , the solution of the system (3.1) is a closed curve called limit cycle, with the Lyapunov
coefficient l 0 . If l 0 < 0 the limit cycle curve is stable, and if l 0 > 0 the limit cycle is unstable. Solution of
the system (3.1) in the neighborhood of stationary state y is given by:
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y t = y + 2g iix it-i - 2g i2X 2t-i + ( r i2 + T 22)x\-i - ( r i2 - T22)x21-1 - 2ii2xi t - i

where x i t - i , x 2 t - i satisfy the equation:
ut = fiut-i +

1

g20u 2 -i + giiUt-iUt-i + 2 go2U 2 -i + 2 g2iv 2 t -iût-i

u t = x i t + ix 2 1 and the coefficients are given in [2].
From the above qualitative analysis result the following economic interpretation.
1. If the living consumption is between a 2 and a i , the income y t is asymptotically stable, and so is the
saving e t .
2. If the living consumption is between 0 and a 2 , the income y t is unstable, and so is the saving e t .
Moreover, this situation leads to instability.
3. If the living consumption is a i ,
then the income tends to a periodic
curve, called limit cycle. If the living consumption a is grater than a i , the
solution is unstable. In the case of instability, we can use specific economic
methods for the parameter a (increasing of credits usury) such that this value
of a to decrease to a value from the interval (a 2 , a i ).
4. If m=0, c=0, the agent does not take into account behavior function, the
solution of equation (2.5) is asymptotically stable, and we get the results of
classical Keynes model.
5. If m = 0 , c=0, the agent takes into account behavior function only for saving , the solution of the
model (2.7) is asymptotically stable if m e (m 2 ,m i ), where m i = 4 (d + 1 ) , m 2 = 2 ( 2 d — 1 — b).
For m equals to m, m i , respective m 2 we obtain a flip bifurcation, respective a Neimark-Sacker bifurcation.
An economical interpretation is obtain in the same manner like in 1, 2, 3 for the values of m.
6. If m=0, c = 0 , the agent takes into consideration behavior function only for consumption.
Economical interpretation can be obtain like in 1, 2, 3, by taking m=0.
4. Numeric example. Numeric simulation.
For the numeric simulation, we considered the following values for the parameters b, c, d, m.
b = 0.45, c = 0 . l , m = 0.03, d = 0.76.
The following results can be pointed out:
If a = a 2 = 0.035 the system (3.1) has a flip bifurcation. For a e ( 0 , 0.035) the solution of the system
(3.1) is unstable. If a e (0.035, 35.03) the solution of the system (3.1) is stable. If a = a i = 335.05 the
system (3.1) has a limit cycle.
In figure 2 is presented the income relative to t=0..550,
Figure 2: Income relative to t, a=a1

in figure 3 is presented the saving relative to t=0..550,
Figure 3: Saving relative to t, a=a1
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in figure 4 is presented the limit cycle. If a > 335.0335 the solution of the system (3.1) is unstable.
Figure 4: Limite cycle, a = a1

5. Conclusions
Consumer sentiment is often discussed but rarely modeled. We estimate a large set of consumer
sentiment models, drawing on numerous recent contributions in the field such as sticky expectations, rational
inattention, and bounded rationality. This body of literature proposes that gathering and processing
information about the economy is far from a costless process. As a result, expectations may not be
continuously updated, and when they are updated, imperfect information may be used. Further, the
proportion of the population that updates their expectations each period as new information arrives can vary
tremendously over time.
Empiric studies show that consumer’s behavior plays an important role in economic process. In this
paper it is presented a Keynes-type model in which agent’s behavior, sentiment, is described using a Sshaped function, called behavior function. Considering the living consumption as parameter, it is shown that
this model has a flip bifurcation point and a Neimark-Sacker bifurcation point. The values of living
consumption, which are out of the interval determined by the bifurcation points make the solution unstable.
In the paper are presented simulations for parameter values which are compatible with concrete situations.
•
•
•
•
•
•
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Abstract: Throughout this crisis which has drawn so much attention from the entire world in the last months,
we have followed, with great concern, how it is spreading beyond the borders of the initially affected sectors. The
instability wave has propagated itself from one sector to another, first from real estate to banks and other financial
markets, then in all the fields of real economy. The crisis wave has crossed the border between the public domain and
the private one, due to the fact that the blow received by the financial situations of the private firms has imposed new
and harsh burdensome requirements on the public sector finances. The crisis has also crossed the national borders of
the developed countries, as the people of Iceland have felt, and now we have reasons to fear that this crisis will ruin the
emerging markets and other developing countries, lowering their substantial economic development of the last years.
Key Words: crisis, social effects, convergence criterion, pension system, unemployment, sayvings, state
budgets
JEL classification: G00, G01, G23, G29

1.

Introduction
If the global unemployment will barely recover to the level from before the crisis, in the year, in
conformity with the appraisals of the International Work Organization, then the time lag of the crisis’ social
impact on the PIB’s evolution becomes obvious. Worldwide, 2010 registers 212 million unemployed people,
34 million more than in 2009. Despite I.W.O. having saved 11 million workplaces in 2008, the measures are
still insufficient to counteract the crisis’ impact.
Acute crisis with social pains
“Crisis, what crisis? It’s rather a nervous breakdown than an economic one” – this wanted to be the
guarantee of social Romania’s immunity to the recession which threatened Europe at the end of 2008. It
proved to be false. The social pains have arrived, it remains to be seen who and how will be able to soothe
them. Some economists were arguing, a year ago, that Romania’s reduced dependency of exterior commerce
will shield it from the recession’s hurricane. False!
There were nervous breakdowns; however they didn’t replace the economic one. In the context of
global economic depression, the psychical depressions finalized in suicides, the case of Rene-Thierry Magon
from Villehuchet, in December 2008, troubled by banker Bernard Madoff’s swindles.
Worthy of a much grander study, the theme of the crisis’ social impact in the EU is under the
administration of the new Europe commissioner for social business, László Andor, of the European
Parliament and member states. Here we only sketch some of the observations, especially connected to the
first economic crisis carried out under the spectre of globalization, focusing ourselves on the second part, on
the impact of the economic recessions on the EU pensions.
2.

The social impact of the crisis
On the social level, the crisis is proving to be, for new, less acute than anticipated, however, at the
same time, slower than its economic counterpart. The dearest social effects, with the danger of chronicling,
will be felt only from now on. Moreover, the danger of the double crisis in the EU has not yet disappeared,
with Germany and France slowing their economic growth in the fourth trimester of 2009. The social impact
of the crisis is different from country to country, the least advanced countries from the euro zone being
grouped under the acronym PIIGS:
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Tabel nr. 1: Economic indicators in the PIIGS states
GDP
Evolution
2009
-2.9
-7.5
-4.7
-1.1
-3.7

Budget Balance %
of GDP
2009
2010
-9.3
-8.3
-11.7
-11.6
-5.3
5
-12.7
-9.1
-11.4
-9.8

Public
Debt
(% of GDP)
2010
84.6
82.9
116.7
124.9
66.3

Increased debt
(% of GDP)
2007- 2011
27.5
71.1
14.3
39.8
34.4

Portugal
Irland
Italy
Greece
Spain
Euro
area
-4
-6.9
-7.5
84
22.2
Source: http://www1.stratfor.com and Previsions of the European Committee and member states in October 2009

Other Eurostat data regarding the social budgets, work reports, social assistance, cohesion, solidarity
and, per total, what stands under the generic title “Social Europe”, would have a great revealing power on
our theme, however, we leave them to the sociologists.
We will linger, however, on several statistics in the second part, targeting a single sector affected by the
crisis: pensions. Until there, we will capture several segments of social edifices affected by the quake of the
global economic crisis.
The role of the state on the economic-social scene grows. As the state intervenes in economy,
sometimes saving from bankruptcy several banks or firms for the protection of the citizens, or, to pump
liquidities on the market to sustain the economic activity and create workplaces, the political spectre “left –
right” reconfigured itself and keynesism gains terrain. On one hand, the right proposes and applies austerity
measures which pull the masses in the open, as in Greece. What can Greece do, to become more competitive
and to pay its debts? The instrument of coin devaluation is out of its grasp, as well as inflation. There is only
the painful measure of lowering the work force’s costs, the salaries. Greece is facing its greatest financial
crisis in the last 16 years, and the attempts to avoid a salvation plan from the EU are rendered useless by the
out of control tax evasion.
The need to rebalance the state budgets deprives the governments of their usual leverage, leaving
them only one instrument, with a variable geometry: a combination of lowering budgetary expenses and tax
raising.
The small and medium enterprises are affected as well. When the European budgets thin and banks
no longer offer loans, the small firms are deprived of their risk capital and, in extreme cases, they bankrupt.
The enterprising spirit feels affected and the number of freelancers drops.
The social assistance suffers as well, from the lack of money. The medical budgets are looking for
more efficient formulas, which give the same results with less money. Education, research, culture are
deprived of their necessary funds and feel, as well, the need to function in an austerity regime. Who will
generate money for the budget? An increased economic activity would mean bigger taxes. Until then, the
VAT slowly grows, in various states, being imposed to an increasing number of products, even to basic
foods, which in Great Britain, for example, were not subjected to this tax.
With the chromicising of the crisis’ social effects, it is expected to appear a growth in the workforce
taxes, to cover the budget shortages. The same state objective of soothing the budgetary method will force a
monetary devaluation, which will encourage exports, creating new workplaces. The in debt state exposes
itself to other risks, among which the speculative attacks to its own coin or the speculative transactions with
state actions.
On the work market, the budgetary segment registers contractions, for the lowering of expenses,
forcing, at the same time, a certain state reform, with the purpose of improving the activity. The public
administration becomes slimmer; the state employees’ salaries drop, thus lowering the total buying power,
affecting the detail market. The sales of cheap products increase, some buyers having low possibilities,
others choosing to save money. Shops with cheap products prosper. The “Tesco” supermarket chain, from
Great Britain, registering historical revenues, decided in 2009 to open a bank, offering loans.
Made vulnerable by the crisis, the employee, in general, becomes less pretention, adjusts to the new
conditions on the work market, and accepts easier jobs or lower wages. The migration within the EU
contracts. The receiving states welcome the absorption, in the sending states, of the redundant work force,
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which otherwise, would have increased the check of the unemployment welfare. The prudence and
selectivity in accepting immigrant workforce increases.
On the European plan, something will happen to the monetary circulation itself, due to the
reconfiguration of the post-crisis financial architecture. The funding need for Greece, within the “eurozone”
brings in discussion the establishment of a European Monetary Fund, after the I.M.F. model. If the Bretton
Woods system has disappeared, that does not mean that the need for a global monetary anchor has vanished.
The world has got out of “Bretton Woods”, but has entered other woods of the global economic crisis, with
unpredictable dangers.
3. The shortages time
Poor at the chapter of the social immunization to the economic crisis, the European Union is
recalibrating its strategies and social policy under the pressure of the new conditions imposed by: the Lisbon
Treaty, the economic-financial crisis, the expiring of the Lisbon Strategy. Launched on the 3rd March 2020,
the strategy : “Europe 2020” fixes 5 marks for the next 10 years: The population between the ages of 20-64
to be employed in a proportion of 75%; research-development investments reach 3% of PIB; the climaticenergy targets are reached 20-20-20; the early school abandon dropped under 10%; 40% of the young
generation get university diplomas; the total of the persons exposed to the risk of poverty dropped with 20
million.
Will this strategy succeed in eliminating the deficit of social cohesion to maintain Greece in the
strikes’ tension, with its budgetary shortage near to 13% of PIB?
Even the theory of capitalism seems poor, due to the fact that the virtues of the free market are
questioned. The criteria of functional market economy, strictly imposed to Romania in the period before the
adhering to the EU as a condition to closing certain negotiation chapters, today became much more volatile.
The social market economy comes back in force, without conceptualizations. The role of the market drops
and the role of the state in economic grows. The regulation gets more severe.
The social budgets have entered in shortage. With the accountant’s balances in red, many firms have
hit bankruptcy. The great European banks have been saved with the taxpayers’ money, deepening the state
budgetary shortages. At the same time, the hedge funds have not been saved by anyone and they bankrupted.
The shortages from the budgets of households have finalized, in extreme cases, with houses and lost
properties due to unbearable mortgages. A prudence shortage before the crisis has imposed disastrous
shortages on the budgets of firms and individuals.
Different trust shortages are registered. The banks sometimes manifest a lack of trust for the state
and the other way around, the states in banks. Great Britain has pumped money towards banks, but,
paradoxically, they do not want to offer loans to firms. The depositors manifest a lack of trust in banks,
rightly, as the case of Icesave in Iceland proved. The banks and states have developed, from the crisis, a lack
of trust in rating agencies, which gave unjustifiably good marks to banks which were right next to
bankruptcy.
A serious shortage of competitiveness from the European Union has been created, compared with the
emerging economies, shaping an unfavourable perspective for the old continent.
Literally, the long-term budget shortages will urge the ruling governments to devaluate the coin,
hoping to lower the debts. What follows is known: inflation, increased interest, wage and buying power
lowering, the erosion of the gathered savings and, finally, the lowering of the average social comfort.
The massive commercial shortages of some countries compensate themselves through the
commercial balances of others, like China or Germany. Too much savings on one end compensates itself
with too much debt on the other one, tensioning the global financial system. In the end of such a deficit
avalanche, it reaches a pleonastic and aberrant “deficient shortage”. The criteria of the Maastricht “deficit”
have become deficient in front of the crisis, losing its relevance when some states violate it (PIIGS, France,
Germany etc.).
4.
The convergence criteria (Maastricht) become irrelevant
The criteria from Maastricht on the levels of the budgetary shortage and public debt are no longer
respected, and the sanctions are not applied. The deficiencies of some states, even in the euro zone, are much
greater than the maximum limit of 3%, which will amplify, over time, the public debt over the limit of 60%.
Greece’s budget deficit of 12,7% of PIB and Great Britain’s 12,8% do not have anything in common with
the convergence criteria. Not even this statistical nearing does not mean convergence. It would be wrong to
make a parallel between the two countries, based on a statistic. The British economy has powerful resources,
a potential for “rolling” credits and an independent monetary-banking policy which places it on a much
higher position in the EU than Greece, the later lacking the economic force and intervention leverage.
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If we refer to another convergence criterion, in Germany, the public debt in PIB will reach 83% in
2014, with the perspective of going back under the Maastricht 60% in 25 years. Some states had excessive
debts even before the crisis, Belgium, Italy and Greece being over 100%.
The lack of money from the states’ treasury will also affect the social budgets. European or national, the
programs for assisting troubled citizens will carry out from the designated sums.
In this new environment there is expected to take place a reconfiguration of the Maastricht
convergence criteria, with a potential impact on Romania’s adherence to the euro zone.
5. Social Europe resets itself
All the objectives of strategy “Europe 2020” have the social components, thus it can be affirmed that
the Union has already settled a solid program of counteracting the social effects of the global economic
crisis.
The European Parliament has created a special committee regarding the financial-economic crisis
(CRIS), with a mandate of 12 months starting with October 2008, meant to evaluate the impact of the crisis
and produce recommendations for rebuilding a durable financial market.
In conformity with Eurostat, the unemployment in the EU has reached the record of the last ten years,
the lowest rates in December 2008 in Holland (4,0%) and Austria (5,4%), and the biggest in Leetonia
(22,8%) and Spain (19,5%), Romania being at the middle, with a rate of 7,8% in 2009.
Figure 1: Unemployment in UE in the period of 2008-2009

7.80%
19.50%

4.00%
5.40%

22.80%

Romania

Holand

Austria

Latvia

Spain

Source: data from Eurostat

As any responsible government, the European Commission (C.E.) looks to invest in major
infrastructure projects which would create new work places. Even now, before the “2014-2021 financial
perspective”, the C.E. reserves supplementary funds for the energetic sector.
In February 2010, the Commission has announced the designation of 2,3 billion Euros for 31
European projects in the gas sphere and 12 in the electrical energy sphere. This is the second financial
decision within the economic recovery package valued at almost 4 billion Euros, representing the greatest
sum ever invested in the E.U. in the energy infrastructure. A true preview of the placing of the budget on
new priorities, starting from 2014.
The EU proposes to finance its intelligent investments, respectively through the designation of short
term stimulants with a long term impact - in conformity with the declarations of the European Commissions’
president, Jose Manuel Barroso.
The investments in the critical infrastructure of the energy field produce a multiplying effect in the
whole economy and it creates new workplaces. Moreover, it contributes to the energy security, giving the
European citizens electrical current and heat in their houses, even in the case of supply interruptions. The
diversification of the supply sources and routes, as well the storing of energy resources for longer periods are
strategic investment objectives, with long term effects. Contributing with medium sums for the start of the
Nabucco project, for example, the C.E. puts a brick on the foundation of a long term objective.
160

Nr. 6 (53) /2010 vol.1
6. The European pensions under the crisis’ burden
The pension system in the European Union is different from country to country, combining in
different proportions two basic categories: “pensions from funds” and “pensions from current contributions”.
Because the second category is still underdeveloped in Romania, the specific terminology has not been
finished, yet. Eluding the official terminology and rather seeking to overcome the purely linguistical layer,
towards the phenomenon’s interest, we will simply call the two categories: “pensions from funds” and
“pensions from current contributions”. Thus, we will understand that the “pensions from funds” are those
which are paid from the money gathered each year, throughout a lifetime, through previous contributions to
certain specific funds. In this case, the generation of retired people uses the money which it deposited in a
certain account while it was working. In the second category, of the “pensions from current contributions”,
the retired people receive their money from those who today deposit a part of their wages for a future
pension. The money flows almost instantaneously, from the depositors to the retired people, without
lingering in an accumulation fund.
On a first glance, only the “fund pensions” are affected by the crisis. We will prove that this opinion
is wrong.
Despite the statistics having their relativity, the most recent proof is the way in which Eurostat has
registered, with dear distortions, the budgetary deficit of Greece, although, without other reality
quantification instruments, we will refer to these. In the Czech Republic, for example, the contribution
pensions system represents 99,3% of the total, while, in The Netherlands , only 53,5%.
The negative impact of the crisis on the “fund pensions” has manifested itself through the erosion of
the money gathered before the crisis. The proportion of the devaluing had depended on the portfolio’s type.
For example, the stock actions had devalued with 50% in some states, while bonds had met with a smaller
devaluing, for now, with variations from country to country.
The profitability or loss rate of the pension funds has met a powerful heterogeneousness in 2009.
It can be observed that in all the countries there have been registered losses and not profits, with
variations from -7,2% in the Czech Republic to -37,5% in Ireland. Romania does not even appear in these
statistics, not being a member of OCDE, but the data would be irrelevant, due to the insignificant volume of
private pension funds. After such negative evolutions, from prudence, proportional with the risk, the pension
fund’s profit will lessen in the future, towards the depositors’ protection. This will be one of the crisis’
lessons.
The second category, “direct contributions pensions”, not linked to the market’s evolution, at first
glance is not affected by the crisis, the employees continuing to deposit their contributions and taxes. With
all these, the number of employees lowers with the growth of unemployment, and the number of retired
people grows with the aging of the population. If the total sum of the salaries from a country drops, the
pension contributions drop. Moreover, if some states promised the indexing of the pensions with the
inflation, the current pensions’ financing’s deficits can be accentuated.
The wages’ total has been affected by the crisis, lowering itself with 23,2% in Leetonia and with
12,9% in Romania, in the 2008-2009 period, in conformity with “Eurostat National Accounts”.
Figure 2: The rapport between the 15-64 year old population and the 65+ year old. %
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Thus, it is proved, also through statistics, that the “direct contributions pensions” are also affected by
the crisis. The sum of the wages paid in Leetonia has dropped, in 2009, with 23,2%, and in Romania with
12,9%. Increases have been registered in only a few countries, but with insignificant amounts. As a result, on
the ensemble of E.U.-27, the sum of the wages paid in a year has dropped with 3,4%. We must mention that
Poland, the only country in the E.I. which did not enter into recession, the wages’ total has dropped with
16%. Obviously, a smaller wage has increased the competitiveness.
The graph reflects, at the same time, the heterogeneousness of the work conditions in diverse E.U.
states, which makes it hard to approach by an unitary manner, which we call “Social Europe”.
To this image we can add the phenomenon of population’s aging. The statistics are relative here, as
well, especially the manner of comparing countries, through the different retirement age and through the
active age workforce occupation proportion. However, comparing the population over 65 years old to that
between 15-64 years, we will obtain a somewhat realistic image of the dependency.
The very vast beach, with an average of 94,7% in EU-37, varies from 51% in Sweden to 227% in
Slovakia, Romania being on the third place, with 153%. If we add the demographic projections in the E.U.
we understand with how much acuity the reform imposes itself on the pensions’ systems. In fact, the aging of
the population affects the pension budgets on a longer term than the crisis. Without drastic measures, the
systems will cease to function.
7. Conclusions
The post-crisis social Europe will be, in my opinion, more responsible and united, up to date with the
challenges that await it, of which I will mention only two, on top of the pyramid: the emerging economies’
competition and population’s aging. The European institutions will be increasingly asked to conceive and
apply durable social policies.
Among all this evil there is a good part: the crisis imposes the reform of the European social
systems, especially the pension system. After the convalescence, the states will be able to exit the crisis more
efficient.
As a conclusion, with the thought of minimizing the social impact of the economic recession, a word
comes to my mind: responsibility. From the European institutions’ and governments’ responsibility to the
social responsibility of the enterprises and us, of each of us, a vast spectre comes to attentively filter the risks
we take and to unite us before the dangers. Those who affirmed, two years ago, that the Romanians will not
be affected by the crisis, but only by an eventual “nervous breakdown”, must work on the responsibility
chapter.
As any other crisis, economic-financial or “nervous breakdown”, the therapy varies compared to the
patient, but to the curing medic, offering immunity to future crisis, or even a vigour boost.
Seeing the nucleus of the European integration, towards a certain part of the “euro zone”, more
specifically Greece, the see another question: maybe, beyond therapy, is there a need for a new diagnosis?
Do we feel a “social impact” of the economic recession, or are we on the brink of a real “social crisis”? will
we be part of a true economic heterodoxy, of theory and paradigms changes?
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Abstract: The necessity of writing standards regarding the financial instruments, as well as financial actives
and debts has appeared on the base of the explosion of using derivatives and markets on which they are exposed, also
as aftermath of the many financial scandals which shook USA and Europe in the last decade. Unsuitable usage of
derivatives, hiding the catastrophic effects of a bad segmentation by keeping them outside the balance and keeping
away information of the financial position were the only resposables for creating such a situation. The obligation of
presenting derivatives of the balance sheet as financial actives or debts, the assert of writing detailed information
regarding financial cash flow, fair value, the nature and conditions of financial instruments are essential contributions
of accounting standards elaborated in this manner.
Key words: capitals, financial asset, financial liability, derivative instruments, fair value.
JEL classification: M41

The International Accountability Standards referring to the financial assets and debts have been
drafted out of the desire to reflect in accountability some of the most spectacular evolutions that have taken
place on the global financial markets during the last decades. By the agency of these norms, the
accountability practice has been brought up to day in order to reflect undeniable economic and financial
realities, like the very frequent use of the products of the financial market with the goal to obtain the
necessary resources to develop the activity, make investments or protect the business against the different
risks of a financial nature.
The necessity to elaborate some standards referring to the financial instruments, including the
financial assets and debts, appeared on the background of the explosion of the use of the derivatives and of
the markets they are negotiated, as well as a consequence of the financial scandals that have shaken Europe
and USA this last decade. The cause of these was, among others, the improper use of the derivatives and the
fact that the effects of their bad administration were hidden by maintaining them outside the balance sheet
and the necessary information was not given in the explanatory notes of the financial situations. The
obligation to present the derivatives in the balance as financial assets or debts and to describe some detailed
information referring to financial risks, the real value, the contractual nature and the conditions of the
financial instruments, the policies of managing their risks etc. are essential contributions to the accountability
norms elaborated in this respect.
A contract is not an equity instrument because it can only have as a result the receipt or delivery of
the entity's own equity instruments. An entity may have a contractual right or contractual obligation of
receiving or delivering a number of its own shares or other equity instruments that range so that the fair value
of their entity's own equity instruments are received or delivered to equal to the contractual right or
contractual obligation. Such a contractual right or contractual obligation may refer to a fixed amount or a
partial or total value which fluctuates in response to the changes of a variable, other than the market price for
its own equity instruments of the entity (eg an interest debt, price of a financial instrument ).
In this case we present to you two situations:
a contract for delivering equity instruments with a 200 units value ; and
a contract for delivering equity instruments with a 200 ounces of gold value.
Such a contract is a financial debt of the entity, even if the entity must disconnect it by paying
through its own capital instruments. This in not a capital instrument because the entity uses a changeble
number from its own capitals as an offset of the contract. Therefore the contract does not show an out-ofbalance interest in the entity’s actives after minimasing all of their debts.
A contract that will be minimased by the entity delivering a certain number of its own equity
instruments in exchange for a certain amount of cash or another financial asset is an equity instrument. For
example, an issued share option that gives the partner the right to buy a fixed number of shares of the entity
for a fixed price or for a stated sum of money to loan a bond is an equity instrument.
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The changes of a fair value of a contract resulting from changes in market interest rates which
changes the amount of cash or other financial assets transferred or received, or the number of equity
instruments to be received or delivered, to settle contract not prevent a contract is an equity instrument. Any
consideration received (such as premium received for an omission or a warrant issued by the entity's own
shares) is added directly to equity. Any consideration paid (such as the premium paid for a purchased option)
is deducted directly from equity. Changes of the fair value of an equity instrument are recognized in financial
statements.
A contract which contains an obligation for an entity to purchase its own equity instruments for cash
or another financial asset presents a financial liability for the present value of the amount paid (for example,
the present value of the repurchase price forward option exercise price or other redemption amount). This is
what happens when the contract itself is an equity instrument.
An example is the entity's obligation for a forward contract to purchase its own equity instruments
for cash. When financial liability is recognized initially, its fair value - present value of redemption - is
classified in equity. If the contract expires without delivery, the carrying amount of financial liability is
reclassified to equity. Contractual obligation of an entity to purchase its own equity instruments creates a
financial liability for the present value of redemption, even if the obligation to purchase is conditioned by the
partner that has the right of redemption.
A contract that will be settled by the entity which will receive or deliver a fixed number of its own
equity instruments in exchange for a variable amount or in exchange for cash or another financial asset is a
financial asset or financial liability. An example is the entity's contract to sell 200 of its own equity
instruments in exchange for cash equal to the value of 200 ounces of gold.
The next examples show the way of classifying different types of contracts regarding equity
instruments of the entity:
A contract that will be settled by the entity receiving or delivering a fixed number of shares for no
future rewards, or changing a fixed number of shares without further rewords, or changing a fixed
number of own shares for a fixed amount cash or another financial asset is an equity instrument.
Accordingly, any compensation received or paid for such a contract is directly added directly from
equity. An example would be a shared option which the partner has the right to buy for a fixed
number of shares of the entity in exchange for a fixed amount of cash. However, if the contract
requires the entity to redeem their shares for cash or another financial asset at a fixed, determinable
the entity recognizes a liability at present value of the redemption amount. One example is the
obligation of an entity under a forward contract to repurchase a fixed number of own shares for a
fixed amount of cash.
The obligation of an entity to purchase its own shares paid with cash generates a financial liability
with the present value of the redemption amount even if the number of shares that the entity is
obliged to repurchase is not fixed or obligation is subject to the exercise of redemption partners . An
example of a conditional obligation is an issued option that requires the entity to repurchase its own
shares to pay with cash if the counterparty exercises the option.
A contract that will be settled in cash or another financial asset is a financial asset or financial
liability even if the amount of cash or other financial assets which will be received or delivered are
based on changes in the market price of the entity's equity . An example would be an option on
shares settled for cash.
A contract that will be settled in a changable number of own shares as an entity and whose value is
equal to a fixed amount or an amount based on changes in an underlying variable is a financial asset
or financial liability. An example is a written option to buy gold, which if exercised is settled in their
instruments by the entity that provides a number of instruments equal in value to contract value.
Such a contract is a financial asset or financial liability even if the underlying variable is the entity's
share price, and not of the gold . Almost in the same way, a contract that will be settled by a fixed
number of own shares of the entity, but rights attached to those shares will be changed so that the
settlement amount is equal to a fixed amount relative to changes in basic variable is a financial asset
or financial liability.
In this case we have two important conclusions:
when an entity has an obligation to purchase its own shares for cash, there is a financial liability for
the amount of cash that the entity is obligated to pay.
when an entity uses its own equity instruments as currency in a contract to receive or pay a variable
number of shares whose value equals a fixed amount or based on an amendment to a basic variable
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(eg a commodity price), the contract is an equity instrument, a financial asset or financial liability. In
other words, when a contract is settled by a variable number of own equity instruments of the entity
for a variable amount of cash or another financial asset, the contract is no longer an equity
instrument, but a financial asset or financial liability.
The positive effects of globalization of financial markets are many, among them being:
diversification of funding sources , international recognition of the performance of firms, increasing the
volume and efficiency of transactions, and " stimulating the development of international financial flows,
reducing the cost of transactions, the connection of financial markets, a better management of international
economic relations”. We must not forget the benefits such as better conditions for the existence of several
funding options and more affordable financing for emerging economies that can reduce their costs.
Financial communication is a process which accounting gives a place and a very special role.
Mecanism for communicating information is provided by the publication of financial statements.
Corresponding amendments in the new structure of financial statements, chart of accounts should include
new groups, and sub-accounts, but the idea and concept of the general accounting plan should not be
abandoned by the romanian accountants. In terms of regulatory, general accounting plan could be a general
accounting rule, but in practical terms, it would still remain an indispensable tool to reach preparer and
auditors of accounts. All of these are valid only in terms of processing its content.
In the perspective of a necessary and expected development of the Romanian capital market the
Romanian companies will appeal more and more to the financial instruments. As a consequence, their
accountabilisation and presentation and the description of the information concerning the individual or
consolidated accounts and the analysis of the impact of using it on the performances and financial position of
the entities become very actual subjects for the Romanian professional accountants, for whom the aspects
described in the paper proposed get more and more utility.
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Abstract: This article points out the impact of monetary policy upon the romanian companies financing policy
during the economic crises. There are analysed the partial correlation coefficients of the following indicators:
reference and active interest rates, minimum required reserves rate and inflation rate, on one side, and non-financial
companies loans, on the other side. It has been elaborated a prognoze through an econometric model, regarding the
volume of loans to non-financial companies taking into account changes in the above indicators during the analysed
period. Also, an analyses of the above factors impact upon the market capitalization in Romania is made.
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1. Introduction
Considering that the financing decision of companies may be influenced by the manner the
economic mechanisms operate on national level, in this article, we emphasize that financing resources must
not be analysed individually, but in relation to the macroeconomic variables, e.g. inflation or the interest rate
on the market. There are analitically followed the interdependences between the monetary policy realised by
the national central bank through its intruments and companies financing policy.
The monetary policy has been considered one of the most important politics, which have to be
obviously adapted to the economic, political and social context, in the view of reaching the major objective
to economic policy of the state, meaning the economical growth.
The direction of research in this paper is: the financing policy of Romanian companies is influenced
by the way the macroeconomic mechanisms function, more specifically (as it can be seen in this study) by
the way the monetary policy of central bank is contucted.
The financing policy, among the other policies, has as its strategic objective the value growth of a
company. In this case, an analyses of the monetary policy impact on the companies financing policy shows
the way in which the monetary policy, through its instruments, reaches the economic growth objective.
It is interesting to analyse the monetary policy impact on the companies financing decision during
the last three years. For this approach, it has been estimated through an effect variable (the volume of nonfinancial companies loans) all the financing flows from the financial institutions to the Romanian companies
during the specified period. The starting point (restrictive, of course) is that the financing policy of
companies could be followed through this variable analysis.
2.
Theoretical aspects regarding the objectives of monetary policy and its effects on financing
policy of companies
The monetary policy play an important part to promotion and maintenance of economical growth,
especially in countries of transition; this has become essential to adjusting the economic equilibriums,
presented within these economies, particularly to controlling the inflationist slide-slip and current accounts
deficits, related to balance of payments. The monetary policy of the National Bank of Romania, whose
implementation will be forwards accomplished within context of strategy to direct inflation aiming point,
will be also consequently directed to consolidation of disinflation process and of assuring the decreasing of
inflation rate on middle term to levels compatible with definition of prices steadiness adopted by ECB
(European Central Bank).
The main objective of the monetary policy was represented since its beginning by the steadiness of
prices, but one appreciate that programs of macro-steadiness were built and applied incoherently, taking into
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account that prices were characterized by the unsteadiness, and the inflation was situated on an ascendant
trend along more years.
The National Bank of Romania has an important role in maintaining financial stability, attributable
to its capacity to act as a monetary and supervisory authority. Financial stability objectives are served while
performing its regulatory and supervisory functions, the conduct and efficient transmission of the monetary
policy, as well as, while overseeing the smooth functioning of the systemically important payment and
settlement systems. Risks and vulnerabilities identifying and assessing is an ongoing process for the financial
system as a whole and its component parts, because the financial stability monitoring has a preventive scope.
The occurring and development of malfunctions, inappropriate risk assessment and inefficient capital
allocation can affect the economic and financial stability.
Monetary policy impulses coming from the central bank are usually transmitted through the banking
(or financial) system. The relationship between commercial banks (financial intermediaries) and monetary
authority occurs in the general context of financial markets (money market, foreign exchange market).
Normally, the central bank can control short term interest rates relatively efficiently because it has the ability
to manage the liquidity in the market. Although monetary policy impulses are passed quite fast through the
financial system, to the real economy these impulses are transmitted rather imperfectly and only with a time
lag, depending usually on the structural characteristics of the national economy.
There is a general view that central banks smooth interest rate changes to enhance the stability of
financial markets (Driffill, Rotondi, Savona and Zazzara, 2006). But might this induce a moral hazard
problem, and induce financial institutions to maintain riskier portfolios, the presence of which would further
inhibit active monetary policy? Smoothing interest rates may lead to indeterminacy of the economy's rational
expectations equilibrium.
While the central bank can control short term interest rates, the real economy is mainly affected by
medium and long term deposit and lending rates charged by commercial banks to their customers. The level
of these medium and long-term rates depends on the interest rate set by the monetary authority but also on a
number of other determinants (inflation expectations, economic growth prospects, etc.) and are of utmost
importance for investment, consumption or saving decisions. Generally, lower interest rates promote
investments and consumption but discourage savings, while higher interest rates stimulate savings,
restraining consumption and investments in the short run. As a result, aggregate demand in the economy is
affected. In the short run, aggregate supply has only a limited ability to adjust to the new level of demand.
On the other hand, in the long run, aggregate supply does adjust, but gradually and with almost no influence
from the monetary policy. Long-run aggregate supply is driven by fundamental factors such as the
productive capacities, the labor force or the technological progress and as a result it can change only slowly
in time. Therefore, in the short-to-medium run, monetary policy can influence only the difference (output or
GDP gap) between the actual level of economic activity and the one that is sustainable over the long run (or
potential GDP).
Georgopoulos and Hejazi (2009) pointed out that the two general channels by which monetary
policy impacts output are the neo-classical cost of capital channel and the credit channel. In their paper they
decomposed the output response to a change in the stance of monetary policy to each of these channels. They
used a unique industry level data set that measured the financial characteristics of firms operating at the
industry level through time. They brought these financial characteristics formally into the regression
analysis, thus allowing for a more precise identification of the two channels. The evidence indicated that
both channels were active in the Canadian economy.
The monetary policy operational framework consists of the set of instruments and procedures
whereby the central bank implements its monetary policy with a view to achieving its primary objective. A
central bank can influence the dynamics of aggregate demand and inflation by using various
instruments which will work their effects on the economy through many different channels. From a central
bank perspective, monetary policy transmission mechanism summarizes all these relevant channels.
Although the theory has suggested a wide range of transmission channels, economic practice has emphasized
the following: interest rate channel; credit channel; exchange rate channel; wealth and balance sheet channel;
inflation expectations channel.
A typical central bank has several interest rates or monetary policy tools it can set to influence
markets. The main monetary policy instruments available to central banks are open market operation, bank
reserve requirement, interest rate policy, re-lending and re-discount (including using the term repurchase
market), and credit policy (often coordinated with trade policy).
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In their paper, Goodhart, Sunirand and Tsomocos (2009) assess the choice between adopting a
monetary base or an interest rate setting instrument to maintain financial stability. Their results suggest that
the interest rate instrument is preferable, since during times of a panic or financial crisis the Central Bank
automatically satisfies the increased demand for money. Thus, it prevents sharp losses in asset values and
enhanced asset volatility.
The main monetary policy instruments available to the NBR pursuant to the regulations in force are:
open market operations , standing facilities, reserve requirements.
Through open market operations, a central bank influences the money supply in an economy
directly. Each time it buys securities, exchanging money for the security, it raises the money supply.
Conversely, selling of securities lowers the money supply. Buying of securities thus amounts to printing new
money while lowering supply of the specific security.
Open market operations are the most important monetary policy instrument of the NBR. They are
conducted at the central bank's initiative and play a role in steering interest rates, managing liquidity
conditions in the money market and signaling the monetary policy stance.
The NBR's standing facilities to credit institutions aim to: absorb and provide overnight liquidity,
signal the general monetary policy stance and bound overnight interbank rates through the corridor defined
by the interest rates on the lending and deposit facilities.
In practice, about reserve requirements, many banks are required to hold a percentage of their
deposits as reserves. Such legal reserve requirements were introduced in the nineteenth century to reduce the
risk of banks overextending themselves and suffering from bank runs, as this could lead to knock-on effects
on other banks. As the early 20th century gold standard and late 20th century dollar hegemony evolved, and
as banks proliferated and engaged in more complex transactions and were able to profit from dealings
globally on a moment's notice, these practices became mandatory, if only to ensure that there was some limit
on the ballooning of money supply.
*
*
*
The highly important issue by which a company ensures its required capitals, both as volume, and as
structure in due time and at low costs renders the financing decision an essential role in the administration
and management process. Selecting the capital structure at company level implies both setting the extent of
financing from own, respectively loaned resources, and considering the procurement costs of these resources.
In the process of substantiating the decisions to demand an external capital stream, including the
contribution of the owners, the financial indicator of the capital cost regarded as an essential restriction
becomes increasingly important. In the process of financing, companies use both own and loaned capital,
equally representing a source of costs for companies. Optimization of capital structure is a profitable activity
only if it is designed, organized and conducted properly. Thus, it is important to determine the amounts of
these costs due to the following reasons:
• to optimize the activity, the costs must be as low as possible;
• to select the optimum company structure, namely the optimum rapport between own and loaned
capitals.
The structure and average costs of the capital represent a source of profit for companies, thus this is a
profit arising from this specific source and not originating from exploitation, from financial or exceptionally
traditional sources. Consequently, the cost of capital must be predicted and the company must design an
appropriate strategy and tactical procedures in order to attain this desiderate. The cost of capital represents
the profitability ratios required by capital bearers, either shareholders, or creditors, namely the cost of capital
is the financial effort undertaken by the company in order to obtain capital. As a last resort, the capital is the
minimum profitability obtained by the investors, which is able to guarantee a profit to shareholders
comparable to the one obtained on the market on the same risk level. In any case, the cost of a finance
source, either owned, or loaned capital, cannot be accepted unless it is below or equal to the profitability
ratios required by the entrepreneur.
The strategic objective of the financial policy is market capitalization growth. So, for example, a
change in the cost of the lent capital, through the monetary policy interest rate reduction (as an instrument of
monetary policy) would imply for companies a reduction of lent capital cost (through the active interest rate)
and a growth of financial rentability through the levier effect which presumes market capitalization growth
(economy growth). We know well that the capital market represents the economy barometer. In their paper,
Ioannidis and Kontonikas (2008) investigate the impact of monetary policy on stock returns in 13 OECD
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countries over the period 1972–2002. Their results indicate that monetary policy shifts significantly affect
stock returns, thereby supporting the notion of monetary policy transmission via the stock market.
3.

Empirical aspects, analysis and forecasting
3.1. Defining the research frame
Static and dynamic analyses during february 2007 and february 2010 of the following indicators, to
reference to their impact on the financing policy of companies and on the economy growth (market out by
the market capitalization): the reference interest rate, the active interest rate, the minimum required reserves
rate, the monthly inflation rate, the non-financial organization loans and the market capitalization.
In order to see to what extent the interest rates, the minimum required reserves rate and the inflation
influenced the trend of loans granted by banks to non-financial companies, the data provided by the
Romanian National Bank (BNR) in statistics is used. In this concern, the non-governmental loan in Romania
during 2007 – 2010 (February), short, medium and long term loans in RON and BVB market capitalization
have evolved as follows in table 1.
Table 1: Summary of empirical values of the above listed variables
Active interest
Minimum
Non-financial organizations loans
Refer. rate for loans* required reserves Monthly
(in mill. RON) (var 1)
(var 3)
rate (var 4)
interest
inflation
Period
rate
rate**
in
in
in
in
Short
Medium
Long
(var 2)
(var 5)
foreign
Total
RON Euro RON
term
term
term
curr.
02.2007
8.75 12.48
7.27 20.00
40.00
0.04 13519.0
7465.0
3109.6 24093.6
03.2007
8.08 12.47
7.29 20.00
40.00
0.07 14015.6
8007.5
3385.9
25409
04.2007
8.00 13.38
7.30 20.00
40.00
0.52 14516.3
8316.4
3659.8 26492.5
05.2007
7.50 12.65
7.35 20.00
40.00
0.64 15154.5
8471.8
4005.9 27632.2
06.2007
7.25 12.01
7.47 20.00
40.00
0.14 15610.5
8535.2
4309.7 28455.4
07.2007
7.25 11.83
7.49 20.00
40.00
0.29 15760.1
8606.5
4644.3 29010.9
08.2007
6.10 11.52
7.56 20.00
40.00
0.86 15359.0
8914.5
4956.5
29230
09.2007
6.48 11.51
7.72 20.00
40.00
1.08 16150.9
9165.6
5295.8 30612.3
10.2007
6.87 11.67
7.79 20.00
40.00
0.97 16304.3
9179.3
5723.2 31206.8
11.2007
7.00 11.78
7.73 20.00
40.00
0.93 16556.6
9317.6
6076.6 31950.8
12.2007
7.50 11.84
7.95 20.00
40.00
0.64 16723.6
9378.4
6474.8 32576.8
01.2008
7.50 12.15
7.80 20.00
40.00
0.86 17575.5
9677.5
6624.7 33877.7
02.2008
8.00 12.72
7.77 20.00
40.00
0.7 17734.8 10264.2
7048.1 35047.1
03.2008
9.00 13.11
7.77 20.00
40.00
0.67 19037.3 10309.8
7420.6 36767.7
04.2008
9.03 13.85
7.91 20.00
40.00
0.52 19867.7 10731.6
7824.5 38423.8
05.2008
9.50 13.88
7.95 20.00
40.00
0.49 20248.0 10966.1
8225.5 39439.6
06.2008
9.75 13.94
7.94 20.00
40.00
0.28 20780.1 10869.9
8401.3 40051.3
07.2008
9.75 14.17
8.03 20.00
40.00
0.69 21078.0 10813.7
8764.3
40656
08.2008
10.00 14.64
8.07 20.00
40.00
-0.09 21273.9 11003.1
8921.0
41198
09.2008
10.25 15.20
8.14 20.00
40.00
0.4 21783.1 11304.6
9197.3
42285
10.2008
10.25 17.27
8.42 20.00
40.00
1.06 21932.7 11360.4
9199.4 42492.5
11.2008
10.25 18.53
8.18 18.00
40.00
0.32 21584.0 11637.2
9203.0 42424.2
12.2008
10.25 18.34
7.63 18.00
40.00
0.23 20570.4 11303.0
9072.4 40945.8
01.2009
10.25 18.73
7.01 18.00
40.00
1.24 21180.1 11293.5
9027.4
41501
02.2009
10.25 19.13
6.70 18.00
40.00
0.88 21531.8 11197.3
9008.5 41737.6
03.2009
10.14 19.11
6.46 18.00
40.00
0.5 21294.1 10946.7
8919.7 41160.5
04.2009
10.07 18.76
6.29 18.00
40.00
0.27 21403.9 10623.7
8840.3 40867.9
05.2009
10.02 18.01
6.21 18.00
40.00
0.01 21048.6 10523.4
8797.0
40369
06.2009
9.71 17.46
6.19 18.00
40.00
0.2 20564.6 10561.3
8699.1
39825
07.2009
9.50 16.63
6.09 15.00
35.00
-0.07 20110.5 10365.3
8609.3 39085.1
08.2009
9.00 16.11
6.00 15.00
30.00
-0.19 20179.5 10304.9
8552.4 39036.8
09.2009
8.53 15.84
5.94 15.00
30.00
0.39 20746.5 10202.3
8440.7 39389.5
10.2009
8.50 16.05
5.94 15.00
30.00
0.44 20604.8 10083.6
8494.7 39183.1
11.2009
8.00 16.03
5.93 15.00
25.00
0.67 21170.0
9986.1
8405.5 39561.6
12.2009
8.00 16.06
5.97 15.00
25.00
0.32 20817.4
9994.6
8404.9 39216.9
01.2010
8.00 15.57
5.87 15.00
25.00
1.68 21760.2 10070.1
8282.8 40113.1
02.2010
7.50 14.33
5.80 15.00
25.00
0.2 21925.5
9920.4
8205.8 40051.7
Source: Monthly Bulletins no. 2/2010, 2/2009, 2/2008 of National Bank of Romania
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Market
capitaliz.
BVB
(mill.
RON)
79068.9
77718.4
82701.7
79508.7
87980.0
93661.1
92415.7
87242.9
92485.3
79965.8
85962.4
69636.8
116469.1
116817.4
126277.3
132846.9
110449.7
109204.0
103462.2
87228.7
51616.8
49847.3
45701.5
36992.4
27562.0
38453.2
48607.9
53740.1
56214.9
66155.8
76399.4
80432.6
76771.9
83571.0
80074.5
86523.2
85593.4
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*accorded to non-financial companies
**the reference period is every previous month

3.2. Analysis of the variables dynamics
Below there is presented a graphical illustration of changes over time (2007-2010) for the above
specified variables.
Figure 1: The evolution of non-financial companies loans in RON

Figure 2: The evolution of BVB market capitalization
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The analysis of non-financial companies loans in RON over the feb. 2007 – feb. 2010 period leads
the following important conclusions:
- during this three years period, the yearly evolution is ascending, but very little. During the middle of
2008 is clearly visible a revigoration of loans granted in RON and this evolution applies to all three
types of the aforementioned loans. This fact may be interpreted as a sign of “recovery” of the
Romanian economic environment;
- from the structural perspective of loans obtained by non-financial companies, it is visible that they
finance their exploitation activity mostly by short-term loans, while the obtained long-term loans of
these companies represent a lesser part from the total of loans. We can say that Romanian companies
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lent few long-term capital for strategic investments, but more short-term capital because of cashflow lack. This could have not very healthy repercussions in short-term perspective.
The analyses of BVB market capitalization a very random evolution. Even though during the first
half of the year 2008 it can be seen a growth, BVB market capitalization had the lowest values in February
2009. After this moment, we can see a sustainable growth in its value.
3.3. Specifying the model
In the following analysis, we make the effect variable (the dependent variable) is the non-financial
companies loans in accorded by Romanian banks in RON, and from the many influence factors we consider
as causal factors which we can quantify at macroeconomic level, the following: the reference interest rate,
the active interest rate, the minimum requested reserves rate and the inflation rate.
To specify the form of the function, we graphically analyse the dependence of the dependant variable
in relation to each of the causal variables as we can see in the following four figures:
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3.4. Estimating the parameters from the model
Since the pattern of points in most of the above graphics suggests a straight line, we specify the
model as follows:
Lnfc = β0 + β1Rri + β2Rai+ β3Rmrr + β4Ri,
where Lnfc (non-financial companies loans) is the dependent variable, Rri,…,Ri are the independent
variables and β0,…,β4 are the coefficients.
Using the data from Table no. 1, we obtain the following results for the function’s parameters (see
Table no. 2):
Table no. 2: Value of the parameters for the regression function
Standardized
Unstandardized Coefficients
Coefficients
Model
1

B

Std. Error

(Constant)

30336.248

8496.276

VAR00002

3738.319

912.140

VAR00003

-261.421

VAR00004

t

Sig.

3.571

.001

.848

4.098

.000

518.143

-.119

-.505

.617

-1321.504

391.827

-.480

-3.373

.002

VAR00005

3893.216

1354.243

.285

2.875

.007

a. Dependent Variable: VAR00001
Note: The results were obtained using the SPSS software.
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The regression equation for the non-financial companies loans is:
Lnfc = 0,848*Rri – 0,119*Rai – 0,480*Rmrr + 0,285*Ri
To know the exact influence exercised by the reference interest rate, the active interest rate, the
minimum required reserves rate and the inflation rate first on the non-financial companies loans, i.e. to know
the trend and intensity of the relationship between each two indicators, we calculate the Pearson’s correlation
coefficient using the data from Table no. 1 (see Table no. 4).
Table no. 3: Pearson’s correlation coefficient for first model
Correlations
VAR00001 VAR00002
Pearson Correlation
1
.728**
Sig. (2-tailed)
.000
N
37
37
**. Correlation is significant at the 0.01 level (2-tailed).
Note: The results were obtained using the SPSS software.
VAR00001

•
•
•
•

VAR00003
.778**
.000
37

VAR00004
-.470**
.003
37

VAR00005
.004
.980
37

We observe the following:
between the reference interest rate and the volume of non-financial organizations loans there is a positive
relation of medium intensity, which means that the growth of the first will determine the increase of the
mentioned loans.
between the active interest rate and the volume of non-financial organizations loans there is a positive
relation of higher intensity, which means that the growth of the first will determine the increase of these
loans.
between the non-financial organization loans and the minimum requested reserves rate there is an
opposite relation of average intensity, acting indirectly on loans by controlling the supply of credits. The
increase of the minimum requested reserves rate will determine the decrease of the total loans.
between the non-financial organization loans and the rate of inflation we can see a correlation coefficient
close to zero, which means that there is almost no correlation between the two variables.
3.5. Verifying the model

An econometric model confirms the expectations concerning the adopted linear function if the R2
degree of determination is close to the value of 1 (100%), and the verification of the significance of every
factor’s role on the dependant variable is made through the F test, which confirms or refutes the model. For
the model we developed, the values for the R2 and the F test are presented below (Table no. 4 and Table no.
5)
Table no. 4 : The R2 coefficient of determination and the F test
Model Summary
Change Statistics
Model

R

R Square

1

.867a

.752

Adjusted RStd. Error of the
Square
Estimate
.721

R Square
Change

F Change

df1

df2

Sig. F
Change

.752

24.207

4

32

.000

2943.36236

a. Predictors: (Constant), VAR00005, VAR00003, VAR00004,
VAR00002

This means that 75,2% of the variation in total non-financial companies loans is explained by the
four independent variables, while 24,8% remains unexplained. We observe that the model confirms the
expectations concerning the linear function because the R2 degree of determination is close to the value of 1
(R2 = 0.752).
Furthermore, in order to see if the variation of dependent variable could be explained, we have to test
the following hypotheses:
H0: β1 = β2 = β3 = β4 = 0
HA: At least one βi is not equal to zero.
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If the null hypothesis is true, none of the independent variables is linearly related to dependent one,
and therefore the model is useless. If at least one βi is not equal to zero, the model does have some utility.
The calculation of the test statistic is summarized in an analysis of variance table (ANOVA), which
appears as follows:
Table no. 5 : The ANOVA table
Model
1

Sum of Squares df

Mean Square

F

Sig.

Regression

8.388E8

4

2.097E8

24.207

.000a

Residual

2.772E8

32

8663381.997

Total

1.116E9

36

a. Predictors: (Constant), VAR00005, VAR00003, VAR00004, VAR00002
b. Dependent Variable: VAR00001
Note: The results were obtained using the SPSS software.

A large value of F indicates that most of the variation of dependent variable is explained by the
regression equation and that the model is good. The rejection region allows us to determine whether F is
large enough to justify our rejecting H0. For our test, the rejection region is:
F > F.05,4,32
Since Fcalculated = 24,207 is superior to the corresponding table value (regarding the percentage points
of the F distribution, α = 0,5) (F.05,4,32 is aprox. 2,69), we can say with a 5% error risk, that estimates are in
general significantly different from zero, and that the whole model is valid.
4. Conclusions
The present article attempted to present the impact of the monetary policy on the Romanian
companies financing policy during the starting period of economic and financial crisis effects until nowadays
by quantificating the factors that act on the financing policy at microeconomic level, by determining their
trend and influence and by developing a multifactorial econometric model to estimate the volume of nonfinancial companies loans under different factors.
Because the financing policy of a company is an assembly of factors such as economic, financial,
organizational, management-related, strategic, marketing, etc., it is difficult to determine a single
econometric model. Thus, by comparison and exclusion, we selected the factors we considered
representative, those which could be measured and quantified at the macroeconomic level, more specifically
at the monetary policy level. In this context, the most important factors acting on the volume of non-financial
companies loans are: the reference interest rate, the active interest rate, the minimum requested reserves rate
and the rate of inflation. This was done by being aware that for the selection of independent variables the
principal components method should have been used.
We are aware that the dependant variable in our model is not the single expression of the total
financing resources of a company, but in a broader sense we can say that it is the most representative form of
Romanian companies financing policies.
It might have been more interesting to "invent" secondary or tertiary indicators (coefficients of
intensity, marginal sizes, elasticity) taking the form of independent variables. Also, an analysis of a
dependant variable such as the market capitalization under different influence factors could represent a future
research.
From the statistical analysis through the correlation coefficients, we can see an atypical situation
developed during this period in our country. We can see that between the reference interest rate (or the active
interest rate) and the volume of non-financial organizations loans there is a positive relation of medium to
high intensity, which means that the growth of the first will determine the increase of the mentioned loans.
Also, between the non-financial organization loans and the minimum requested reserves rate there is an
opposite relation of average intensity, acting indirectly on loans by controlling the supply of credits. The
increase of the minimum requested reserves rate will determine the decrease of the total loans. At the same
time, between the non-financial organization loans and the rate of inflation we can see a correlation
coefficient close to zero, which means that there is almost no correlation between the two variables.
Nowadays, commercial banks are no longer simple "devices" of financial intermediation (banks
create and deliver non-banking products), besides, their credit portfolios evolution represents one of the
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institutional reasons of the current international financial crisis. Besides the financing with loans, arrears still
represent an important financing source of the financing sources of Romanian companies, of which more
than half are caused by delay of payment of fiscal debts and debts affiliated to salaries. The diminished
rhythm of implementation of legislative and administrative measures to reduce arrears will not prevent
arrears from representing a risk for the Romanian economy by maintaining a constant pressure on the
aggregate request, inflation and checking account.
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Abstract: Banking sectors in Central and Eastern European countries (CEE) are dominated by foreign credit
institutions, the prevalent form of foreign presence being that of subsidiaries and branches. This paper examines the
process of the internationalisation in the CEE banking markets, describing the advantages and disadvantages of the
foreign banks entry. In the region, foreign banks played a significant role in privatising, re-capitalising and
modernising the domestic banking systems. By summarising the latest development in CEE banking sectors, this paper
also highlights the exposure of Western European banks to Central and Eastern Europe in the context of the global
financial crisis.
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1. Introduction
Considering the fact that the restructuring processes in Central and Eastern European countries’
banking systems started after 1990, foreign banks were able to offer products and services that were different
from those provided by local banks. The growing presence of foreign banks in the region was also due to the
fact that in their countries of origin they had fewer growing opportunities, and enlargement towards Central
and Eastern Europe was a good chance for them to step up profits.
The liberalization of foreign banks entrance in Central and Eastern Europe had positive effects on
the banking systems from region, contributing directly to the extension and the improvement of the range of
banking products and services and indirectly, to the development of the competition and increasing the
efficiency of the banking systems.
2. Advantages and disadvantages of foreign banks entry in Central and Eastern European
countries
Among the associate advantages of the foreign banks presence in CEE can be mentioned:
• The capital and know-how of foreign banks. Beside the contribution of capital, know-how of foreign
investors represents an important contribution to the economic development of a country. In the banking
sector, the entrance of foreign banks determines the introduction of new products and services, modern
practices, which were unknown in the past. The foreign banks contribute directly to the improvement of
the range and quality of financial services and, indirectly, promote the financial development, forcing the
local banks to improve their operations. In the same time, due to the experience in the international
transactions, monetary operations or risk management, the foreign banks can play a stabilizer role on the
banking system where they operate. Evidence of foreign banks bringing know-how into the Central and
Eastern European countries is presenting by Bonin, Hasan and Wachtel (2005).
• The improvement of the access to international financial markets. The banks who invested in Central and
Eastern Europe are big and reputable ones, so that the loans from the international financial markets are
more easy and the afferent costs are smaller than in the case in which these loans be granted of a local
bank unknown outside. Also, the foreign banks can appeal to sources of finance from the origin
countries. Clarke, Cull, Martinez Peria and Sanchez (2003) show that foreign banks lending increase
much faster than the domestic banks. Aydin (2008) finds that foreign-owned banks on average have
higher loan growth rates than domestically-owned banks in Central and Eastern European countries
and shows that high economic growth in the region and low domestic interest rates that the parent banks
face in their countries are the underlying reason for foreign banks to extend their operations to the
Central and Eastern European markets.
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•

The development of financial markets from the host country. The presence of foreign banks in the region
had positive effects on the development of financial markets. Levine (1996) considers that foreign banks
may: enhance a country's access to international capital, improve the quality and availability of financial
services in the domestic financial market by increasing bank competition and enabling the application of
more modern banking skills and technology and serve to stimulate the development of the underlying
banking supervisory and legal framework.
• The increase of the competition and efficiency. The foreign participation in banking sector represents an
important factor for competition and efficiency growth, with the positive effects on quality and costs of
the offered products and services. Claessens, Demirguc-Kunt and Huizinga (2001) argue that foreign
bank presence increase the competition, driving domestic banks to cut costs and increase efficiency.
According to Lensink and Hermes (2004) the entrance of foreign bank intensifies competition in Central
and Eastern European banking systems. Fries and Taci (2005) examine the cost efficiency of 289 banks
in 15 East European countries and find that banking systems in which foreign-owned banks have a larger
share of total assets have lower costs and that the association between a country’s progress in banking
reform and cost efficiency is non-linear.
• The attracting and stimulation of foreign direct investment. Although it is known the fact that one reason
for which the foreign banks decide to invest outside is to follow the customers from the origin country
who invested abroad, their existence in the Central and Eastern Europe determined the new investments
and stimulated the entrance of other foreign investors.
Although all countries from region were aware of the role on which the foreign banks could play in
the modernization and the development of domestic banking system, in some cases, the foreign investments
in the banking sectors were seen with certain reserves:
 many times, restriction of the foreign banks entrance in Central and Eastern Europe were motivated
by the necessity of local banks protection. Claessens and Van Horen (2009) consider that foreign
banks might be exposed to discrimination by host country government and customers and might
have less information compared to local banks on how to do business in the host country.
 there is the possibility of the foreign banks to serve the most profitable segments of the market,
respectively the best local customers and biggest multinational companies, leaving for the local
banks the customers more risky.
 there may also be costs to opening financial markets to foreign competition. Stiglitz (1993) discusses
the potential costs to domestic banks, local entrepreneurs, and the government resulting from foreign
bank entry.
 there may be differences in profitability between domestic and foreign banks. Havrylchyk and
Jurzyk (2006) analyse these differences using data for 265 banks in 10 Central and Eastern European
countries for the period of 1995-2003. They show that: foreign banks earn higher profits than
domestic banks and also than their parent banks, explaining the reasons for their entry; profits of
foreign banks are less affected by macroeconomic conditions in their host countries. Using 7900
bank observations from 80 countries for the 1988-1995 period, Claessens, Demirguc-Kunt and
Huizinga (2001) examine the extent and effect of foreign presence in domestic banking markets,
finding that foreign banks have higher profits than domestic banks in developing countries, but the
opposite is the case for developed countries. Estimation results suggest that an increased presence of
foreign banks is associated with a reduction in profitability and margins for domestic banks.
 the foreign banks that invested in the Central and Eastern Europe could transfer a part of their
activities to the central locations from the origin countries.
 the host country authorities demonstrated reticence against the foreign banks because they could
challenge destabilization of the national financial system. Barth, Caprio and Levine (2002) argue that
it is limitations on foreign bank entry and ownership that are positively associated with bank fragility,
but foreign bank ownership is not associated with the likelihood of a crisis.
3. Structural characteristics of the CEE banking sectors
The EU-27 banking sector is dominated by domestic credit institutions (71% of total banking assets
in 2008), while the remainder is almost equally divided between foreign branches (14.2%) and subsidiaries
(14.5%). In the new EU member states, the market share owned by foreign banking groups remains very
high (70.3% of total banking assets in 2008), reaching almost complete control of the banking sector in some
countries.
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Table 1: Credit institutions in the new EU member states in 2006-2007
Number of credit
Number of branches
Number of branches
institutions
of credit institutions
of credit institutions
Country
from EU countries
from third countries
2006
2007
Bulgaria
32
29
Czech Republic
57
56
Estonia
14
15
Cyprus
336
215
Latvia
28
31
Lithuania
78
80
Hungary
212
206
Malta
18
22
Poland
723
718
Romania
39
42
Slovakia
24
26
Slovenia
25
27
NMS-12
1586
1467
EU-27
8514
8348
Source: ECB - EU banking structures, October 2008

2006
2
13
7
4
3
2
4
0
12
6
7
2
62
649

2007
3
14
8
9
2
3
6
1
14
10
10
3
83
693

2006
2
0
0
17
0
0
0
2
0
1
0
0
22
205

2007
2
0
0
16
0
0
0
2
0
0
0
0
20
207

Decreasing number of the credit institutions in the EU banking market is the result of banking
consolidation process due to financial market globalization through mergers and acquisitions.
Foreign presence in the CEE banking systems is huge in most countries, with an average of 70.3%
in total banking assets in 2008, the highest share occurring in Slovakia (99.2%), Estonia (98.2%), Czech
Republic (96.4%), Lithuania (92.1%), Romania (87.7%), Hungary (84.0%), Bulgaria (83.9%) and the lowest
in Poland (76.5%), Latvia (65.7%) and Slovenia (31.1%).
Table 2: Asset share of foreign-owned banks in CEE countries in 2003-2008 (%)
Country
2003
2004
2005
2006
2007
2008
Bulgaria
82.7
81.6
74.5
80.1
82.3
83.9
Czech Republic
n.a.
96.0
n.a.
n.a.
n.a.
96.4
Estonia
97.5
98.0
99.4
99.1
98.8
98.2
Hungary
83.5
63.0
82.6
82.9
64.2
84.0
Latvia
53.0
48.6
57.9
63.3
63.8
65.7
Lithuania
95.6
90.8
91.7
91.8
91.7
92.1
Poland
71.5
71.3
74.3
74.2
75.5
76.5
Romania
54.8
58.5
59.2
87.9
87.3
87.7
Slovakia
96.3
96.7
97.3
97.0
99.0
99.2
Slovenia
18.9
20.1
22.6
29.3
28.8
31.1

Source:
EBRD
Economic
statistics
http://www.ebrd.com/country/sector/econo/stats/index.htm

and

forecasts,

2010,

Foreign capital inflows and privatization led to important changes in the structure of the Romanian
banking system. At the end of 2009, 42 credit institutions were active on the Romanian market, including 37
foreign-owned banks of which 10 branches of EU banking groups. The share of foreign-owned banks in total
assets (including foreign banks’ branches) increased considerably between 1999 and 2009, from 47.5% to
85.3%. Including the BCR, 2006 figures show majority foreign-owned banks to account for 88.6% of total
sector assets, according to National Bank of Romania. Further, since 2007, 197 foreign financial institutions
have notified the National Bank of Romania on the intention of engaging in financial activities directly on
the territory of Romania.
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Table 3: Structural indicators of the Romanian banking sector in 1999-2009
Indicators
‘99
‘00
‘01
‘02
‘03
‘04
‘05
‘06
‘07
‘08
Number of banks with
37
37
38
36
36
38
38
37
40
41
majority private capital
Number of banks with
26
29
32
32
29
30
30
33
36
37
majority
foreign
capital, of which:
Foreign
banks’
7
8
8
8
8
7
6
7
10
10
branches
Total credit institutions
41
41
41
39
39
40
40
39
42
43
Assets of banks with 53.2 53.9 58.2 59.6 62.5 93.1 94.0 94.5 94.7 94.7
majority private
capital/total assets (%)
Assets of banks with
47.5 50.9 55.2 56.4 58.2 62.1 62.2 88.6 88.0 88.3
majority foreign
capital/total assets (%)
Source: National Bank of Romania, www.bnr.ro

‘09
40
37

10
42
92.7

85.3

Concentration in the Romanian banking sector has been falling but is still higher than in the
eurozone or in the neighbouring countries such as Hungary, Bulgaria and Poland, in terms of the share held
by the top five credit institutions in aggregate assets ranking close to the average for EU. The downward
trend of market concentration and the increase in the share of banks with majority foreign capital may point
to higher competition.
Western European banks dominate the Central and Eastern European banking systems, accounting
for 60% to 90% market share.
Table 4: Structure of foreign share holding in the Romanian banking system in 2000-2009
(% of aggregate capital)
Year
Greece
Austria
Netherlands
France
Italy
Other
Total
2000
8.5
3.2
3.1
6.8
0.4
18.4
40.4
2001
6.0
21.0
8.0
3.4
1.1
13.7
53.2
2002
8.2
24.0
3.5
5.7
2.7
11.7
55.8
2003
11.1
21.5
4.5
5.9
4.6
10.6
58.2
2004
10.1
24.6
5.9
5.0
8.4
16.6
70.6
2005
12.4
21.8
8.2
5.6
5.8
15.1
68.9
2006
16.8
19.2
7.4
4.7
7.2
16.7
72.0
2007
21.7
22.0
7.7
5.0
3.9
15.4
75.7
2008
22.4
18.4
9.2
4.2
4.8
16.5
75.5
2009
26.8
17.1
9.0
4.0
2.7
16.5
76.1
Source: National Bank of Romania, www.bnr.ro

After 2000, first five positions in terms of origin country of capital invested in banks and branches of
foreign banks operating on the Romanian banking market were occupied by Austria, Greece, Netherlands,
France and Italy. Since 2008, the biggest change in local market presence was Greece that passed on first
place in the foreign banks' holdings in Romania, with a higher rate of 21.7% in 2007 to 22.4% in 2008 and
26.8% in 2009. As can be seen, the largest share of foreign capital comes mainly from countries of Western
Europe.
According to IMF Financial Stability Report (2009), several banking systems in Western Europe,
particularly those of Austria, Belgium, and Sweden, remain highly exposed to a deterioration in asset quality
in emerging Europe. Roubini (2009) notes that Austria is far and away the Western European country most
heavily exposed to the CEE region, through two Austria-based banks with a collective exposure to the region
that exceeds 70% of Austria’s GDP.
4. Conclusions
In general, foreign participation is good for banking systems in transition countries because it
involves technology and human capital transfer, thus increasing local banks’ operational capacity. In
addition, it supports improving the risk profile, reputation and risk management of local banks, thus
enhancing financial stability and supporting efforts for convergence to European standards. When
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acquisitions are followed by adequate reorganization processes, shareholder value can arise as a result of cost
cutting and the development of complementary business lines – which carries the potential of increasing
revenues and enhancing customer loyalty. However, implicit or explicit barriers (such as, for example,
differences in language, culture, and regulatory or supervisory requirements) may limit the potential for
improving efficiency.
The development of the banking systems in the Central and Eastern European countries is part of the
globalization tendency, which is dominant in world’s economy. In most of these countries, foreign capital in
the banking market originates from older EU member states, thus contributing to the integration of their
economies. Because of this, tendencies in the European financial and banking system influence the
development of domestic banking markets.
Central and Eastern European banks were generally well-capitalized, so that the global financial
crisis did not affect them directly. The exposure of European banks to Central and Eastern Europe has
generated controversy. According to Bank of International Settlements, in terms of overall exposures as a
percentage of home country GDP, banks in Austria, Belgium, Greece and Sweden have the highest
exposures to this region.
The connection to modern banking practices, ensured by foreign banks, in addition to clients’
growing exigency, have led to rapid assimilation and development of technologically advanced services. The
influence of integration is also reflected by domestic banks’ innovation tendencies that continually diversify
their services.
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

5. References
Aydin, B. (2008) Banking Structure and Credit Growth in Central and Eastern European Countries,
IMF Working Paper, WP/08/215.
Barth, J.R.; Caprio, J.; Levine, R. (2002) Bank Regulation and Supervision: What Works Best?,
NBER Working Paper, No. 9323.
Bonin, J.; Hasan, I.; Wachtel, P. (2005) Bank Performance, Efficiency and Ownership in Transition
Countries, Journal of Banking and Finance, No. 29, p. 31-53.
Claessens, S.; Demirguc-Kunt, A.; Huizinga, H. (2001) How does Foreign Entry Affect Domestic
Banking Markets?, Journal of Banking and Finance, No. 25, p. 891-911.
Claessens, S.; Van Horen, N. (2009) Being a Foreigner among Domestic Banks: Asset or Liability?,
Available at http://ssrn.com/abstract=1341085.
Clarke, G.; Cull, R.; Martinez Peria, M.; Sanchez, S. (2003) Foreign Bank Entry: Experience,
Implications for Developing Economies, World Bank Research Observer, Vol. 18, No. 1, p. 25-59.
Fries, S.; Taci, A. (2005) Cost Efficiency of Banks in Transition: Evidence from 289 banks in 15
post-communist countries, Journal of Banking and Finance, No. 29, p. 55-81.
Havrylchyk, O.; Jurzyk, E. (2006) Profitability of Foreign and Domestic Banks in Central and
Eastern Europe: does the mode of entry matter?, BOFIT Discussion Papers, Available at
http://ssrn.com/abstract=965735.
Lensink, R.; Hermes, N. (2004) The Short-Term Effects of Foreign Bank Entry on Domestic Bank
Behaviour: Does Economic Development Matter?, Journal of Banking and Finance, No. 28, p. 553568.
Levine, R. (1996) Foreign Banks, Financial Development, and Economic Growth, in Claude Barfied,
International Financial Markets, Washington, AEI Press, 1996.
Roubini, N. (2009) Will the Economic Crisis Split East and West in Europe?, Available at
http://www.forbes.com/2009/02/25/eastern-europe-eu-banks-euro-opinionscolumnists_
nouriel_roubini.html.
Stiglitz, J.E. (1993) The Role of the State in Financial Markets, Proceedings of the World Bank
Annual Conference on Development Economics, p. 19-52.
European Central Bank (2008) EU Banking Structures, October.
European Central Bank (2009) EU Banking Sector Stability, August.
IMF (2009) Global Financial Stability Report, Market Update, January.
National Bank of Romania (2009) Financial Stability Report.

180

Nr. 6 (53) /2010 vol.1

THE "VULNERABLE" ATM IN FRONT OF THE CARD FRAUDSTERS
PETRAŞCU Daniela
Assistant professor, Ph.D., “Lucian Blaga ” University, Sibiu, România

Abstract:The tehnological progress inevitably brings new problems, problems that we have to face and
deter. The new IT issues and information transfer (especially on the Internet) startea the development of new
virtual markets. Unfortunately, it also entailed the emergence of a modern type of infraction, the swindle
with credit cards, a problem this paper focuses on.
Key words: bank, card , modern infraction, swindle
JEL Classification: E50

The use of new technologies regarding the information and the transfer of information (especially on
the Internet) started the development of new virtual markets (e-commerce - electronic commerce through
online stores. and m-commerce - the use of mobile phone for commerce), creating also opportunities for
introducing new ways for electronic payments and of the systems of electronic payments. Nowadays it is
easy to purchase goods and services by cards (debit, credit, and smart-cards) and by the system of online
payments (Internet) or the bank systems of type remote/home banking. (Ghiorghiu D., ş.a.,2006, pag.7) The
introduction of these new instruments and electronic payment-systems created also criminal
opportunities.The credit cards (the card) represent a modern instrument of payment without cash for
commercial transactions or obtaining cash from the bank pay-offices or from the automats that release cashmoney (Petrascu D, 2008, pag. 195). From the functional point of view, the card is a key to access its
attached account. The card (credit-card) is a non-transmissible and personalized instrument (it can only be
used by the person named on the card and whose signature appears on the back-face of the card).
The elements for protection specific for the cards are the magnetic band and the identification
number of the bank that has issued this – the BIN. The magnetic band is fixed on the back-face of the credit
or debit card in the moment of its manufacture and contains codification information codification that
include the name of the titular, the account number, the personal identification number and the limit for the
transactions that can take place. These information are vulnerable and can be done on credit cards that have
been lost or stolen. In the effort to protect the magnetic band, the industry of the credit cards introduced
verification shields of the data as protection against falsification (Buzatu N., Popa G., 2003, pag. 69).
The identification number of the bank is specific to each issuer and is being deposited in the
beginning of the group of numbers that form the account. Further on are presented the identification numbers
and the amount of numbers that are contained by accounts of the main issuers:
- VISA – the first number is 4, account built-up of 16 numbers;
- MASTER CARD – the first number is 5, account built-up of 15 numbers;
- DISCOVER – the first numbers are 6011, account built-up of 16 numbers;
- AMERICAN EXPRESS – the first numbers are 37, account built-up of 15 numbers (Petrascu Dnr.
6/2007pag. 50).
Thanks to the multitude of the cards that exist on the market, I will further on resume to expose the
characteristics of the credit cards: VISA INTERNATIONAL (Zolya Sandor Sibiu, 2006):
Independent from the type of cards, on one of its faces appears the symbol VISA, representing
three horizontal bands (blue, white, yellow) and the three-dimensional hologram with the image of a pigeon.
1. VISA CLASSIC CARD – is considers a „mass” - product.
It is owned by most clients, being used by around 70% of the clients of a bank, VISA member;
With this card the payment of goods or of services from economic agents that accept VISA cards
can take place or to redraw cash from the bank pay-offices VISA or from the bank automates;
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2. VISA BUSSINES CARD – is a product introduced by VISA INTERNATIONAL in the year
1990, based on previous market researches, which showed the potential offered by the market of businesstravels. It is used to pay costs as result of a business-travel, as example the hotel-services, airlines tickets, car
rentals etc. The sums spend by the employers of a society for a business travel will be deducted from the
society’s account;

3. VISA GOLD CARD – was introduced in the year 1982 under the name “Premier Card”.
This type of card is issued for those natural persons that spend in their travels over 5.000$,
monthly. It allows the titular to benefit of credit for the sums spent over the sum with which the account was
initially supplied. The colour of this card is golden.

4. ELECTRON CARD – was introduced in 1983.
The characteristic is the “E” symbol, which shows that this card can be used only in electronic way.
It is used only at the economic agents where electronic terminals are present or bank automates for cash
advance. The area of this type of card is limited to the restriction of using it only on bank automates (ATM)
or agents that own electronic terminals;

5. PLATINUM CARD – is an improved version of the variant ‚‚GOLD’’.
The fund-colour is grey-silver and the hologram and the logo VISA appear in the right lower
corner. It is a credit card designated to the person with high income allowing the titular to be credited over
the sum with which it was supplied in the beginning.
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6. PURCHASING CARD – was introduces in 1994. This credit card was created for the pay
some costs related to businesses totalizing a maximum of 5.000USD. The fund-colour is blue or blue-silver
and the name Purchasing Card appears written horizontal in the median part of the card.

7. DEBIT CARD – is a deposit card designated to be use at ATM. The name of the issuing bank
must appear on the back-side of the card.

8. CASH CARD – this card contains a microchip and the available sum is written in the interior of
the credit card. After its use-up the account can be reloaded or a new card can be ordered.

9. RELATIONSHIP CARD represents an attempt cu replace the already consecrated magnetic
band with a microchip (B.C.R. – DIRECTIA DE MARKETING - 1998) that has a greater capacity of
storage and represents a high resistance comparing to the magnetic band.

The swindle with credit cards has the character of a modern infraction, which, lately, becomes a
complex problem, on world-wide level, affecting the economy and being, many times, related to the
infractions with violence and organized crime (Buzatu N., Popa G., op.cit., pag.77).
The false in area credit cards has two main aspects:
- falsification – partial alteration by modifying some data;
- counterfeit
– representing the total false.
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In the large sense, by false it will be understand all what does not correspond to the truth, and as
operation, falsification is the action of distorting the truth (Poiană I. 2006, pag.83).
Once with the appearance of the industry of credit cards, the criminals exploited the opportunity to
use the lost or stolen cards for swindling purposes.
The ability of criminals to distort and counterfeit the credit cards was generally associated to
swindling groups traditionally organized and other well-structured swindling groups, involving on their side
specialized persons which shall:
- supply a continuous source of counterfeit cards or lost/stolen cards to be removed and distorted with
valid stolen account data;
- to obtain copies of the receipts with the active data of card titular for remorse;
- to have access to the equipment of re-embossment and technical knowledge’s to be able to use it;
- to ensure a channel for distribution or a network of messengers for transactions with such cards.
The technology in this domain advanced a lot; recently there are investments in the design and the
development of the cards with integrated circuit.These will change the nature of commerce, introducing
elements of security technological advanced. While the technology advances, the criminals keep perfection,
trying to outrun the efforts or preventing, detecting and controlling the swindle with credit cards (Gheorghiu
D., ş.a., op. cit., pag.8.).
Against the efforts of raising the security of the transactions with credit cards by introducing some
security elements that are more and more complex, the credit cards remain vulnerable facing the swindle
(Petrascu D, 2008, pag. 205).
Types of swindle.
The main ways for the swindle with credit cards:
1. Operations executed with payment cards, lost or stolen (Serge Le Doran & Philippe RosseCyber 1998,pag.90.).
These swindles are accomplished by using a lost or stolen credit card for obtaining goods and
services from merchants or bank units.
The scale of risk for the production of these swindles is directly proportional with the length of the
period between the observation of the missing of the card and the moment of the announcement by the
titular. Once the lost or stolen card announced, the card is introduced in the evidence “List of the problem
cards” (Stop list). This way it is being blocked in the authorization system and brought to knowledge to the
merchants about its juridical situation.
2. Operations with cards send by post and received back from those who requested them.
It is the situation in which the issuer sends the card by post to the titular. It one type of very
dangerous swindle, because it is an original card intercepted by a criminal. The risk is high because on the
back of the card there is the signature of the legal titular and the criminal can sign it and this way can act for
a longer periode of time until the real owner will notice that he did not receive his card by post.
In Romania this type of swindle can not take place because the card is issued in a bank, at the office,
the officer is obliged to hand it personally to the titular, moment when the owner must sign on the back side
of the card (Petrascu D., 6/2007 pag. 50.).
3. Operations with payment cards that are being issued based on some criminal requests.
These swindles are done by declaring some fictional data or by declaring real data about another
person in the request for a card-issue. In such cases false identity documents are being used and the swindles
can be revealed only after the initiation of the payment refuse from the person which data had been written
on the request or in case of establishing the inexistence of the declared owner on the receipts from the
merchants.
With such cards, the criminals take action in a short period of time buying goods which they re-sale
with the purpose of getting cash-money.
4. Operations with falsified and counterfeit cards.
This is the segment in which a strong collaboration between the bank and the police is required,
being the type of swindle most used by the organized crime.
Falsification of the card – meaning alteration, modification of an original card – is present in many
factic modalities, but regards mainly the account number, validity date, magnetic band and name of the
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owner.For example, the account number can be flattening with a flat iron, after which a new pressing takes
place.Counterfeit, as form of falsification, is the object of the criminal organizations, and is the built-up of a
card in its totality. The mafia organizations cover segments of falsification of plastic cards, of holograms and
of the identity documents.In all this criminal process, the most difficult part is the re-codification of the
magnetic band which takes place with special machines, but the false can be detected if the one who operates
the card verifies the data written on the face of the card, with those codificated on the band.Neither is the
electronic programmable cards totally cleared of from the danger of alteration or counterfeit, but these
operations need a special training and equipment for the criminals.
5. Transactions on Internet (or by phone).
Transaction on Internet represents the most spread modality and which also grew in the present in
Romania.Official data show that although the transactions on Internet represents only two percent from the
total of the cases when cards are being used, still half of the complains refer to such transactions in the
conditions in which the loses caused by swindles were estimated to 3 billions $ annually
6. Swindle operations made by the legal titular of the card.
The titular of a card can do swindles by false report regarding the lost or stolen card and to
continue using this credit card.
7. Swindle operations done by merchants that accept credit cards.
• The use and the presentation for cashing at the banks of the receipts property of other
merchants;
• The use of a payment card for printing on more sale type receipts;
• Modification of the value on a sale type receipt;
• Theft of information regarding the titular of a credit card;
• Deliberate accepting of some lost, stolen, counterfeit or falsified cards issued on base of a
swindle request for card issuing.
Instead of conclusions:
Because the modalities for criminal acts are more and more diversification, in compensation
appeared new norms and bank rules as well as technical improvements; ways that help in the fight against
criminal actions in this area without being able to solve the entire provocation.
For a possible successful control of the phenomena regarding the bank swindle, there is the need of a
close collaboration of all legal authorities on international and regional level: this is the only way to attack
efficiently the organized groupings that act in this domain; groupings that on their turn do not consider
borders and geographical limitations (Petrascu D2008, pag. 216).
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Abstract:Public finances are not inexhaustible and therefore should be utilized in a rational manner and in
compliance with legal provisions. According to Law no. 94/1992 republished, the Court of Accounts is responsible for
conducting the control of the establishment, management and use of state and public sector financial resources, and in
order to reinforce the findings contained in the audit documents, the competent bodies within the Court of Accounts
issue decisions which contain the measures that should be taken by the auditee. These decisions may be appealed by the
auditee and the appeals may be resolved by the appeal resolution committee in the conditions stipulated in the Law on
the organization and operation of the Romanian Court of Accounts.
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1. Preliminary terms
The legal and rational use of public finances represents or should represent a primary concern for the
governors of any democratic state.
In present day, the Court of Accounts is responsible for controlling the budget implementation
accounts and the supporting documentation by following the external public audit procedures in compliance
with Law no. 94/1992 (Law no. 94/1992 on the organization and operation of the Romanian Court of
Accounts was re-issued in Official Bulletin no. 282, Part I of 29 April, 2009. This Law was also re-issued in
Official Bulletin no. 116, Part I of 16 March, 2009, and after suffering a number of modifications and
addendums it was abrogated by OUG no. 43/2006 which appeared in Official Bulletin no. 525/19 of 19 July
2006 and was declared unconstitutional by Constitutional Court Decision no. 544/206, published in Official
Bulletin no. 568/30.06.2006;) re-issued in April 2009 and the regulations regarding the organization and
operation of the Court of Accounts and also for the drafting of the documents resulting from these activities
(The Law was approved by Decision no. 1 of the Court of Accounts Plenum, published in Official Bulletin
no. 78, Part I of 10 February 2009).
The results of the Court of Accounts public auditor findings are recorded in the audit documents
(audit reports, records of findings, observation notes, unilateral notes) drafted after the verification of the
auditee.
In compliance with the provisions of Art. 43, based on its findings the Court of Accounts establishes:
a) suspension of the implementation of measures that infringe legal regulations in the financial, accounting
and fiscal domain;
b) locking the budget or special funds, whenever it is found that they have been used illegally or
ineffectively;
c) removing irregularities found in the examined financial-accounting or fiscal activity.
According to the provisions of Art. 33 paragraphs (3) and (4), the Court of Accounts may take the
following measures:
1.
In case deviations from the rules and regulations are found, which generated damages, the audited
public entity management shall be notified accordingly. Setting the extent of the damage and ordering the
steps to recover it lay with the auditee management.
2.
In case audit reports highlight deeds relating to which there are indications of criminal law
infringement, the department manager must notify the competent bodies to ensure follow-up of the findings
and must notify the audited entity accordingly.
3.
According to the provisions of Art. 44, the Court of Accounts may request from the competent
bodies the administrative suspension, in keeping with law, of the persons charged with deeds generating
material damages or serious financial deviations, found during its controls or audits, until the final settlement
of the cases in which they are involved;
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In order to apply the measures established in Art. 43, 44 and paragraph 1 mentioned above, the
competent bodies of the Court of Accounts must draft a decision.
The decision drafted by the Court of Accounts must comprise the following: the name of the
competent body that drafted the decision, the deviations from the rules and regulations recorded in the audit
documents, the measures that must be taken by the auditee in order to eliminate the deficiencies found in the
audit, the completion date for the measures, and the signature of the competent body that drafted the
decision.
2. Methods of appealing the decision
The auditee must be informed of the decision which comprises the measures that must be taken in
order to apply the audit results drafted by the Court of Accounts. The auditee may accept the decision if the
findings in the audit documents are valid and legal or the auditee may formulate a written appeal otherwise.
The appeal must contain: the name of the auditee, the number of the decision, the grounded reasons
that the appeal is being filed and the signature of the auditee.
3. The deadline of the appeal
The auditee may formulate written appeals to the findings contained in the reports drafted by a
competent body of the Court of Accounts, within 15 working days as of receipt of such decision.
Consequently, Saturdays, Sundays and legal holidays are not included in this deadline because it is
based on a calculation of only working days.
The deadline of 15 working days in which the auditee may make a formal appeal does not include
the day the decision was received or the day the appeal was sent (point 94). The phrase “the day the appeal
was sent” should be replaced with the phrase “the deadline”. If the last day falls on a holiday, the deadline
will be extended to the end of the next work day.
The failure to file the written appeal within 15 working days as of receipt of such decision results in
the revocation of the right of the auditee to make a formal appeal except if the auditee is able to prove that it
was hindered by an unforseen incident In this case, the auditee may file a written appeal within 15 working
days after the incident.
The appeal must be presented to the competent body of the Court of Accounts which drafted the
decision.
If the appeal is sent to a different body within the Court of Accounts, the appeal remains valid. The
auditee may file the appeal directly at the Court of Accounts or by registered mail within 15 working days as
mentioned above.
The auditee may prove that the appeal was filed on time through the registration number received
form the Court of Accounts or through the confirmation form the registered mail.
However, auditees are not exonerated from the obligation of taking the measures contained in the
decision although they have filed an appeal. If the auditee fails to do so, sanctions will be applied.
Thus, when considering the possible negative effects that may appear if the decision is unjustified, it
can be considered that an appeal should result in the suspension of the decision.
However since the decision drafted by the Court of Accounts represents an administrativ document,
the auditee may solicit the suspension of the decision only by following the conditions contained in Art. 14
or Art. 15 of Law no. 554/2004.
4. Methods of analyzing and resolving appeals
The decision based on the findings contained in the reports drafted by a competent body of the Court
of Accounts may be issued by:
a) the head of the specialized department which executed the audit;
b) the director of the chamber of accounts;
If the decision was issued by the head of the specialized department which executed the audit, the
appeal will be transferred to the head of the department. Within 10 days after having received the appeal, the
head of the department will perform a thorough examination and draft a note which will contain his/her
opinion.
If the decision was issued by the director of the chamber of accounts, the appeal will be transferred
to the chamber’s second in command, who will draft a note which will contain his/her opinion within 10
days after having received the appeal.
The note issued by the head of the specialized department or the chamber’s second in command
must be approved by the head of the department or the director of the chamber of accounts and is then
transferred to the appeal resolution committee within the Court of Accounts.
The appeal resolution committee consists of the following members:
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a) the vice-president, the account counselor who coordinates the department which performed the
audit and another account counselor if the decision was issued by the specialized department;
b) the account counselor who coordinates the field which constitutes the subject matter of the
verification if the decision was issued by the chamber of accounts.
The auditee may participate in the appeal resolution committee meetings and submit supplementary
documents which support the appeal.
The provisions in point 102 are formulated as dispositions, for example: “auditee representatives
may be invited to participate in the committee’s meetings”. Consequently, no imperative regulation exists
which obligates the committee to invite auditee representatives to attend committee meetings in order to
provide solid arguments to aid the correct resolution of the appeal.
We believe that the stipulations of the statutes should be changed by replacing the informative
regulation with an imperative regulation, which would foresee obligatorily informing the verified institution
of the deadline for the appeal and if it is possible for the verified institution to participate at the appeal
meeting.
In it’s current form, although the statute stipulates that the representatives of the verified institution
may participate at the committee’s meeting, it does not contain any other explanatory element in regards to
the manner in which the verified entity is advised of the date that the meeting will take place in order to
submit the necessary documents for the appeal, thus the stipulations lack practical efficiency.
Also important, is the fact that the statute foresees a limit, in which representatives may submit the
documents for the appeal, the ten work day limit is reasonable in our opinion, but it does not establish a
reasonable deadline for the solution of the appeal which may lead to an unwarranted delay of a solution.
We appreciate that the resolution of the appeal may be made within sixty days from registration to
the committee, sixty days being sufficient for a fair resolution because the committee has available all the
necessary documents in order to make a solid and legal ruling.
Following the resolution of the appeal, the committee will emit a conclusion. The debates that took
place during the meeting are registered by the secretary of the meeting in the minute book, which is then
signed by the members of the committee and the secretary.
By the ruling of the committee, the following may be enjoined:
a) the complete admission of the appeal;
b) the partial admission of the appeal;
c) rejection of the appeal
If the appeal is submitted after fifteen workdays, it will be rejected on account of tardiness.
If any member of the committee has a different opinion of the ruling, the separate opinion will be
motivated, signed by the member and will be added to the ruling. The ruling of the committee will be
communicated:
• to the institution that is being verified
• to the department that made the ruling
• to the legal department of the Court of Accounts in order to represent the institution in case of a
litigation. The ruling is communicated to the legal department and the ruling is contested
We appreciate the fact that in order to obtain a fair and just solution to the appeal, a member of the
committee must be a legal adviser from the legal department.
The conclusion must include:
• a list of the members of the committee
• the argumentation for the ruling
• the ruling
• the signatures of the committee members
5. Strategy for an appeal
If the institution that is being verified considers that the conclusion emitted by the committee against
the decision of the Court of Accounts is without basis and illegal, the institution may notify the ContentiousAdministrative Courts, in the conditions of the administrative contentious Law no. 554/2004, along with all
its subsequent modifications (Published in Official Bulletin no. 1154 Part I /7 December 2004. This law was
passed on 06 January 2005 and suffered a number of modifications and addendums).
It is observed that point 106 of the statute, refers to the fact that the institution may notify the
Contentious-Administrative Courts regarding any appeals to the ruling. The wording is incorrect because
what is being appealed is the conclusion by which the appeal was resolved and by which the complete
admission, the partial admission, or rejection of the appeal was decided.
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Therefore, what is being appealed is the solution determined by the conclusion which, in reality,
represents a decision made following a ruling by the appeals committee.
As such, the conclusion includes a single solution, not more than one decision.
The limit in which an institution may appeal a hearing of the committee is fifteen work days which
begin at the date of the communication.
6. The Court qualified to rule on a notification
The competence of the Contentious-Administrative Courts is determined by the position that the
department that emitted the conclusion occupies in the Court of Accounts. Thus:
• if the appealed ruling is emitted by the central departments of the Court of Accounts, the
competence to rule on a notification belongs to the fiscal and administrative contentious section
of the Court of Appeals Bucharest
• if the ruling was emitted by the chamber of accounts which rule over counties, the competence to
rule belongs to the fiscal and administrative contentious section (specialized departments) of the
county courts.
7. Conclusion
From the analysis of Law no. 94/1992 republished, on the organization and operation of the Court of
Accounts, it is clear that the legislator establishes only the measures the Court of Accounts can take in case
of deviations from financial laws.
The manner in which these measures are taken, as well as a strategy of appeals against a ruling are
established by the Statute of organization and development of activities specific to the Court of Accounts as
well as the capitalization of documents that result from these activities.
We appreciate that in order to regulate the manner in which a decision is drafted and appealed, the
administrative document must be regulated by the Law regarding the organization and operation of the Court
of Accounts and not by regulation, because it is emitted legally in order to execute the law and as such can
not be added to the law.
An important note is that the decision emitted by the committee of appeals within the Court of
Accounts is not an administrative jurisdictional (according to the stipulations of art. 2 line (1), letter. d of
Law no. 554/2004 an administrative – jurisdictional document is defined as the document emitted by an
administrative authority, with special administrative-jurisdictional responsibilities) document as mentioned
in Law no.554/2004 with subsequent amendments and modifications, on the administrative contentious
because the committee is not invested with special administrative jurisdictional responsibilities
(administrative jurisdiction is defined as the activity of an administrative authority which has, according to
the organic law in material terms, the ruling competence of a conflict regarding an administrative act
following a procedure based on the principle of contradictions, the ensuring of the right of defense, and the
independence of administrative-jurisdictional activities.).
In order to support the aforementioned, we show that the activity that the committee undertakes, the
resolutional procedure of the appeal does not rely on principle of contradictions, of providing the right to
defense and the administrative jurisdictional independence, as the verified institution may take part in the
resolution of the appeal only if it is invited and as such the right of defense may not be ensured in front of the
committee that activates in the Court of Accounts and as such neither the independence of the activity
undertaken the committee nor the principle of contradictions.
We would also like to mention the fact that the conclusion given following the ruling of the appeal
against the decision emitted by a department in the Court of Accounts, may be appealed directly in the
Contentious-Administrative Courts without it being necessary to effectuate the administrative procedures
stipulated in art. 7, line (1) of Law no. 554/2004 on administrative contentious with subsequent
modifications
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Abstract: It is well known the fact that the banking system is one of the main pillars of financial system and
country`s / region`s or even world`s financial stability depends on good and efficient operation of financial system.
Nowadays economic and financial crises firstly began with a banking slump which turned in one financial slump and
ended into economic slump, which influences all world. The situation of banking system, its operating mode, its quick
adjustment ability at internal and external shocks, the answer which it gives at contagion processes who are
manifesting today, due to the financial globalization phenomenon, can ensure or jeopardize the financial stability of a
country. From this reasons, this paper makes an evaluation of Romanian banking market situation, aiming to enhance:
its development level, its depth, estimation of intermediation degree within the system, also the system competence to
face internal and external shock . This paper also aims to evaluate future development outlook of banking system and of
Romanian banking market in current context of financial slump.
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Introduction
There is a large consensus in economic literature of the fact that banks and banking systems have a
decisive role in financial sector activity and in ensuring its stability. Romania`s integration in European
Union created a new frame for Romanian banking system and Romanian banking market integration into
European financial market, as a result, its role is increasing in ensuring country`s financial stability.
Reduction of entry barriers for foreign banks, allowed them powerfully penetrate in last years the Romanian
banking sector; foreign banks with significant cross – frontier activities are playing a key role in changing
of Romanian banking landscape and in banking integration process. Cross-frontier activity of foreign banks
in Romania, is the fruit and the result of mergers and acquisitions processes and this radically changed in
last years, the image of Romanian banking system. This increased in size and depth, it has improved the
degree of financial intermediation, has reduced the large gaps which separated it from European average
and even by many countries from Central and Eastern Europe. Nevertheless disparities are still significant,
nominal and real convergence is delaying. Grade of system capitalization has increased thanks of external
capital injections, the level of non-government credit recordered high rates since with 2004 until 2008,
when, because of financial crises results, rates have been dropped. System efficiency faced significant
growths, which now are proving to be unsustainable. Financial crises which began in 2007 hit also the
Romanian banking system through contagion phenomenon and caused the reduction of growth rates and
reversal of some trends. From this reasons, we`ll make in this paper a synthetic assessment of this situation
and of Romanian banking market state, trying to enhance today`s level and possible future developments.
1.Coordinates of development level and operation of the Romanian banking system
1.1 Role and place of the Romanian banking system in the financial system
As in most countries with emergent economies, also in Romania, banking system is the main pillar
of financial system, banking market is the main supplier of financial resources for a country`s economy.
Credit institutions are holding the primacy in proving funds for non-financial sector and for government
sector. Since 2004 year, when capital infusions in Romanian economy started to grow, credit institutions
have strengthened every year untill 2008, the percentage of net assets in total assets from financial system.
Most of the operating resources, came from CEE area or from parent banks, as in other countries, 72% from
liabilities were from euro area and 21% from Great Britain. Between 2004 and 2008, Romania foreign
liabilities of Romanian banks, increased over 6 times, from 3.8 at 24.5 billion EUR. Increases were both on
short maturities and of medium and long term maturities. Tabel no.1 highlights the position of Romanian
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banking sector within financial system. Given that for 2009 year, data aren`t complete, this table shows data
for 2004-2008 period.
Table 1 – The Evolution of net assets from financial system
Percentage in GDP
Financial intermediary
2004
2005
2006
2007
Credit institutions
36,6
44,6
50,6
61,0
Insurance companies*
1,9
2,2
2,5
3,0
Pension funds
Investment funds
0,2
0,2
0,3
0,3
Financial investment companies**
1,3
1,8
2,3
2,8
Non-bank financial institutions
3,6
4,5
4,7
7,2
43,6
53,3
60,4
74,3
Total
*total assets; ** estimated data
Source : NBR,CNVM,CSA,INS

2008
62,4
3,0
0,
0,2
1,2
8,4
75,4

Data are clearly emphasising that banking sector is far the most important pillar within romanian
financial system and they suggests that stability and safety of system depends on its good operation.
Banking system, banking market are supplying the most liquidity for economic development.
1.2 Banking architecture – structural evolutions
In last decade Romanian banking system faced significant changes not only in terms of number of
banks, but mostly in what represents: share in total assets of banks with majority private capital, share in
total assets of banks with borrowed/outside capital (percentages), level of system intensification , number of
teritorial agencies, staff number employed in system. Table no.2 shows structural evolutions within
Romanian banking system in last decade, between 1999 - 2009. At the end of 2009, number of credit
institutions fell to 42 units, which: 2 credit institutions with majority or whole state capital, 4 with majority
domestic private capital, 25 banks with majority foreign private capital, 10 braches of foreign banks and
Credit coop. Remarkable are also notices about intentions of 174 abroad institutions to provide directly
financial services on Romanian territory. One among applicants is in front of its first contact with Romanian
financial market, trying to wear the European passport advantage given that cross-border operations have
been proved for these an opportunity, especially on segment of corporate finance.
Table no.2 Structural indicators of the Romanian banking system
Indicators
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
No. of credit institution*
41
41
41
39
39
40
40
39
42
43
No. of banks with majority
private capital
37
37
38
36
36
38
38
37
40
41
No. of banks with majority
foreign capital,
from which:
26
29
32
32
29
30
30 33
36
37
– Branches of
foreign banks
7
8
8
8
8
7
6
7
10
10
No. of banks at 100 000
population
0,18
0,18 0,18 0,18 0,18 0,18 0,19 0,18 0,19
0,2
The weight in total assets
of banks with majority
private capital
(percentage)
53,2 53,9 58,2 59,6 62,5 93,1 94,0 94,5 94,7 94,7
The weight in total assets
of banks with foreign
capital (percentage)
47,5
50,9 55,2 56,4 58,2 62,1 62,2 88,6 88,0 88,3
The weight of first 5
banks in total assets
(percentage)
66,7
65,5 66,1 62,8 63,9
59,2 58,8 60,3 56,3 54,4
HerfindahlHirschmann index
1 296 1 375 1 427 1 381 1 264 1 120 1 124 1 171 1 046 926
*including CREDITCOOP
Source: NBR
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2009
42
41

37
11
0,2

93,6

86,7

54,3
906
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Although the number of banks did not significantly increased in the analized period, yet, rose in total
assets share of banks with private and foreign capital. Herfindahl Hirschmann index, which estimates the
degree of concentration of the system, has divergent evolutions: a growth in the first three years and then a
slightly decrease in the next seven years. This indicates a mean concentration in Romanian banking system
close to that of European countries, but above that registered in states like Poland, Bulgaria and Hungary.
The first 10 banks held at the end of the first quarter over 77% of banking system's assets, and the first 5
were holding over 54%, as the graphic no.1 shows.
Graphic no 1. Top ten banks, by market share, 2009 Q1 vs. Sep. 2008 [%]

Source: Bank annual reports; Press releases; Roland Berger estimates

Another characteristic of banking system evolution in the analized period is represented by foreign
capital increase in total Romanian banking capital, the states with the largest capital contribution being
Greece and Austria. Graphic no. 2 shows foreign shareholding structure in Romanian banking system.
Greece and Austria are holding over 50% of foreign capital, what, in the situation of occurring turbulences
on domestic markets, may have an impact on Romanian banking market, this, in the situation in which these
countries would decide to repatriate a part of their capital in order to resolve liquidity problems in the origin
country.
In the last 5 years Romanian banking system defined itself through a strong development, materialized
in number of opened units and number of employees, which reached a peak in 2008, then, because of the
crisis, these levels began to drop, because banks started to adopt restructuring programs and cutting down the
costs, so that it can bear up crisis. This evolution is showed in graphic no. 3.
Graphic no. 2– Shareholding structure by country (share in total foreign capital)

Source: NBR Report on financial stability 2009, page 19

192

Nr. 6 (53) /2010 vol.1
Graphic no. 3 Evolution of employees numberand teritory units of romanian credit institutions

Source: NBR

1.3. Bank intermediation and market depth in the Romanian banking system
An analysis of the degree of banking intermediation in the Romanian banking system, calculated as the
ratio of non-government credit in GDP or deposits to GDP, emphasize that the Romanian banking system is
far from the EU banking systems. Despite high lending rhythms recorded especially after 2004, bank
intermediation is still low compared to Europe and that of some CEE countries as No.4 chart suggests.
Chart 4 -

Degree of intermediation in Romania compared to the European

Source NBR Report over the financial stability 2009, pag.19

2.

Credit developments in the Romanian banking market
Banking development has been made in recent years and especially during 2004-2008 on account of
credentials growth and of both population and companies. The activity characteristic of credentials was the
high rate of growth of credit granted to the public. Credential was significantly oriented towards population,
on long-term and predominantly on currency. Credit extended to individuals grew steadily during these
years that non-government credit share in total.
Therefore it represented 48.27% total credit at end of 2007, 50.08% at end of 2008 and 50.1% in late
2009.The component currencies, loan population recorded the following structure: RON component
recorded total loan population accounted for 46.95% in 2007, 41.27% in 2008 and 38.72% in 2009.Share of
foreign currency loans to total credit recording these shares, 53.05 at the end of 2007, 58.53% in late 2008
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and 61.28% in 2009. Increased foreign currency component and extension may submit market to a grant
rate increased risk in the near future.
On the whole banking sector credit increased by high rates in 2005 -2008 but has slowed the pace
in the second half of 2008 and during 2009.Therefor governmental credit grew by 57% in nominal terms in
2006 over 2005 in 2007 with 64% to 34% in 2008 and in 2009 with only 14%. With all retail credit growth
recorded during the analyzed period, it remains low compared with levels recorded in other European
countries and the European average which is over 54% of GDP. At the end of 2009 domestic credit had a
level of 246.6975 billion ROL of which the nongovernmental credit had a level of 199,882.0 million ROL.
An artificial situation on the evolution of lending during 2005-2009 is shown in Chart No. 5.
Graph No. 5 Evolution of non-government credit

Source NBR

The restriction of nongovernmental credit occurs during the end of year 2008 and during 2009,
driven both by demand braking, as well as supply. Thus, demand for loans continued to be affected by: (i)
restrict economic activity and pessimism on the prospects, as well as (ii) the persistence of negative
expectations on the financial status of population recovery. On the credit supply is a noticeable emphasis on
prudence credit institutions, manifested by: (i) tighter lending standards and terms and (ii) increased
holdings of government securities as less risky alternative placement resources.
2.1 Credit quality
Credit quality was maintained at an appropriate level until 2008, when due to deteriorating economic
conditions and financial, as a result of the crisis event, portfolio quality deteriorated and the cost of
increased credit risk. Thus the share of loans outstanding and doubtful the total loan portfolio increased
from 0.26 in 2005 to 1.46 in 2009 and the share of overdue and doubtful debts to total assets of banks
increased from 0.15 in the year 2005 to 1.1 in year 2009. Share of total debt outstanding and doubtful debts
increased from 0.18 in the year 2005 to 1.11 in 2009. Rate credit risk also increased from 2.61 in 2005 to
15.25 in 2009. Following expense reserves recorded a significant increase from 5 646.6 million lei at end2008 to 13 056.2 million lei at end of 2009. Therefore liquidity in the system decreased from 2.59% in 2005
to 1.42 in late 2009. Orientation of foreign currency loans increased to segment represents an indirect
exposure to currency risk in the banking sector. 61.28% of total loans at end 2009 were denominated in
foreign currency loans. This structure, along with other risk factors may lead to even greater deterioration of
the quality of bank assets.
2.2 Profitability
Apparently bank profitability increased every year reaching a peak in 2008 compared to 2007, but in
the last quarter of 2008, there was a low dynamic growth in net profit compared with aggregate assets and
equity. Since August 2008, ROA and ROE, the system has increased significantly due to profit from the
sale of their holdings of 4 banks in an insurance company and not from operations. Asset quality
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deterioration and slowing lending activity and inevitably led to the deterioration of profitability indicators
such as profitability of banks in late 2009, has dropped significantly. Nearly 20 banks have registered losses
and profits first 5 banks in the system dropped sharply compared with 2008.
3. Liquidity and solvency
3.1. Liquidity.
The banking system liquidity indicator is above the required minimum (Actual liquidity / required =
1), but banks are facing a significant decline in liquidity and therefore rush deposits and resources that
improve the ratio loans / deposits. Indicator loans / deposits in the banking sector recorded significant
growth over the past five years. Thus, this indicator increased from 65% in 2005 to 99.6% in 2006, 122.2%
in 2007, 142.2% in 2008 and 147% in 2009. There are some banks that this indicator has reached over
300% indicating the strong growth of lending from customer deposits compared to this and depending on
funding sources from foreign financial institutions, mainly from parent banks. Pessimistic predictions of
future developments may lead to an improvement in its index by increasing savings and reducing the
lending rate.
3.2 Capital adequacy
Although capital adequacy indicators are at levels above the minimum level of 8%, showing a
deterioration in 2008 (12.34%) against 2007 (13.78%). Need capital needed to cover credit risk, which
became significant in the context of the aggressive strategy of banks, additional capital requirements for
market risk and operational risk, following the implementation of Basel II may increase in the near future.
Of the total capital requirements in late 2008, 90.3% were for credit risk, 8.9% and 0.8% opeartional risk
for market risk. Increase awareness of the crisis in terms of these risks can grow and cause further capital
requirements. Until now there were no banks that do not meet the indicator of solvency but liquidity and
asset quality deterioration could lead to future requirement for some banks to make capital injections. The
effect of leverage (the ratio of own funds at 1 and average assets) shows a decreasing trend from 7.32% in
December 2007 to 7.04% in December 2008.
4. Development prospects of the Romanian banking system
The financial crisis that manifested itself internationally Romanian banking system affected mainly by
the deterioration of perception of foreign investors on the degree of country risk and therefore were
tightened external financing. Also pessimistic expectations have tightened both supply and demand
conditions and products and banking services leading to increased financing costs. Deterioration of general
economic environment led to deterioration of banks' portfolios, to increase reserves and impaired
profitability, solvency and liquidity of banks. With all these negative aspects, the Romanian banking sector
remains strong and capable enough to face future challenges and shocks. Failure to development,
sophistication and depth was, paradoxically, a protection factor of contagion that have been subjected to
more developed banking systems. It made the Romanian authorities do not have to adopt schemes for banks
with public money as has happened with other countries. Romanian banks still have adequate liquidity and
solvency and keep under control the process of deterioration of assets. This allows the system, that with
renewed growth to resume the development of intermediation. Resumption of growth will be slow but will
not easily achieve rates of development recorded in the period 2004-2009. System is expected to decline
and profitability in 2010 and resumed growth since 2011. According to recent studies would appear from
the return credit lending companies, the first signs are already visible. Deepening financial intermediation
has prospects intact, long-term potential is influenced by the process of convergence. Banks are still obliged
to cut costs to improve the ratio sis loans / deposits to not be forced to seek external capital inflows in
November.

Conclusions:
Even if affected by the crisis, the Romanian banking system is still a powerful one in order to cope
with the would be challenges and shocks.
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The total recovery from the crisis means time but the system has maintained the development
potential as such and the degree of financial intermediary will continue with foreign capital. The growing
rhythm will be a leveled one and more obvious during the first part of 2010. A clear differentiation will be
observed regarding the performance of the jobbers in the banking system. Within such a context the next
years are essential to repositioning and consolidation and reorientation of banking strategies. The changing
competitive environment offers opportunities to strengthen positions with an easier access to international
funding.
The Romanian banks maintained their stability even if affected by the crisis. We expect the profit to
decrease with 90% as compared to 2008 but the market is still healthy with a high degree of solvency(13,7%
in September 2009).
Within the stagnation of credit activity the deposits registered a positive evolution due to the degree
of savings regarding the population. This entails a slight balance of the liabilities and cutting down
deposits/credits. The quality of credits will remain the main challenge for the next period of time.
Profitability will have to take into consideration the higher costs of the risk but will benefit from the
efficiency of operational costs. The maximum peak of non efficient credits will be in 2010 with recovery
signs during the years to come.
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Abstract: Globalization and sustainable development, requires national and international companies to meet
corporate performance standards that exceed the economic area. Thus, for long term success, companies must integrate
into their business strategy coordinates of a sustainable approach, which aims to harmonize economic, ecological and
social objectives. Traditional performance measures are primarily financial ones that were developed starting from the
1920s. Some strategic goals are financial, but most are not focused on money issues. Trying to track things like
customer service, quality, flexibility and innovation– using 1920s’ tools seems a bit of a stretch (Denton, 2005). This
paper is trying to emphasis the need for non-financial measures of performance in the context of sustainable
development.
Key words: sustainable development, performance, non-financial indicators
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1. Introduction
Despite all the potential performance measures out there, most companies do not give serious
attention to what and how they measure. They do not, for instance, usually have specific performance
metrics for measuring customer satisfaction. Traditional performance measures are primarily financial ones
aimed mostly at outcomes. This is not particularly surprising since most cost accounting systems were
developed in the 1920s. As a result, most accounting reports are not directly related to strategic concerns in
other areas. Some strategic goals are financial, but most are not focused on money issues. Trying to track
things like customer service, quality, flexibility, and innovation – to mention a few – using 1920s’ tools
seems a bit of a stretch (Denton, 2005). Financial measurement systems are light years ahead of nonfinancial measures.
We can observe the fact that regarding the economy can be seen a move from the economic system
in which competitive advantages were dependent mainly on material and financial resources managed and
controlled by the company, in an economic system in which performance is conditioned increasingly by a
complex of intangible resources created by previous businesses or to what they have access (customer more
or less numerous and faithful, ability and experience of staff, speed of new product development,
management and promotion of brands, quality services to customers, business relationships and trust
between donors, etc.).
A new concept was imposed in recent decades, namely the concept of Sustainable Development.
This concept aims maintaining or even improving living conditions of people in a favorable natural
environment by achieving the optimal mix between growth, social protection and environmental protection.
In the current context of sustainable development, it becomes more and more important the increase
in growth and value creation for all the participants in the economic life (stakeholders) and not only for the
shareholders. In this context, the role of relationship between the company and the environment, with the
employees, the civil society, the customers, the suppliers, the managers of state grows very rapidly. These
issues have development more and more the role of nonfinancial analysis in their main demarche for
determining their global performance. In this sense, the nonfinancial criteria refer to the orientation of the
strategic management on long term and they derive from the social responsibility and from the intangible
capital value held by the company.
In the context of sustainable development, the accent regarding the issue of maximizing overall
performance of the entity is put on the fact that this should happen only in the conditions in which it
maximize (optimize) in the same time the performances for all participants in economic life of a company
(stakeholders) and not just those of shareholders. In this sense, the key to driving adoption of company
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policies should start from the approach "Triple Bottom Line" that is maintaining a balance between the three
pillars, namely:

Maximize economic performances meaning maximizing performance for shareholders. This goal can
be achieved based on traditional accounting financial criteria, (based on income, profitability, cash flow) or
criteria derived from the theory of value creation for shareholders (Economic Value Added, Market Value
Added).

Maximize social performance which requires maximizing performance for all participants in
economic life (stakeholders) this means from employees to the community, from suppliers to customers and
from investors and creditors to state, from managers and corporate governance and maintaining the center
attention of the shareholders.

Maximize environmental performance which implies an activity that does not affect the surrounding
community and environment, thus developing the best environmental performance in relation to the
environment. Following the activities involved, companies may be responsible for a number of residual
results, noise, pollutant emissions, and soil and water contamination. In this sense it may take an eco
behavior through measures of: environmental protection/ natural resource conservation / caution. They can
also encourage and support environmental protection procedures through imposing international standards
and / or European regarding management and products for the providers of their supply chain.
The major attention paid to social problems, attribution of a moral significance of actions of business
partners have created the premises for rethinking management models of large companies and for the shift
from models of monocratic responsibility, desirous only of creating value for shareholders to models of
multistakeholders responsibility.
Sustainable development needs a system of measurement, evaluation and decision to capture the
interrelationships between economic, social and environmental, to reveal the dynamics of "invisible
intangible resources", so that the results recorded in the financial statements and business value are not
distorted.
Amid changes in the global economy also evolves the analysis methodology. Thus, financial analysis
should integrate in a complementary and progressive way the component of extra-financial analysis. This is
an approach based on stakeholders. It quantifies the non-financial performance (extra money) derived from
the social responsibility of business and the value of intangible capital, which focuses much of the growth
opportunities and business development.
Practices regarding financial accounting information and analysis of economic and financial
performance have evolved over time. Affirmation of the principles of social responsibility and sustainable
development requires an integrated approach to economic and social information and environmental
sustainability reports, which are still flawed. It is encourages such dialogue with the business external
environment, whereby it becomes responsive to stakeholders' expectations and guide their decision-making
processes in relation to their expectations.
► Making an international economic literature review we can find the following:
The aspects of the need to create value for stakeholders and not just for shareholders, are widely
discussed by the various authors. We can only mention the reference studies of the following authors; Philip
Kotler and Nancy Lee (2005), David Vogel (2005), William B. Werther, Jr and David Chandler (2006),
William C. Frederick (2006).
► Making a national economic literature review, the first approaches of the global performances in
the context of sustainable development were made by Niculescu M. (2003). In this respect, the author talks
about some economic and technical indicators which refer to the relationship between the company and the
environment, such as: the emission rate of substances affecting the ozone layer, the biodegradability index,
the energy consumption per product, the gravity of work accidents, the occupational diseases share, the
expenses on safety, the number of organic products, the employee training costs, etc..
Thus, both these non-financial and financial indicators come to provide a complete picture of the
company’s global performance by increasing the value not only for the shareholders but for all the
stakeholders (participants in economic life). Later, also the others Romanian authors such as Stancu A. &,
Orzan M. (2006), Feleaga N. (2006), Mironiuc M. (2009) were concerned about non-financial analysis
reflected in matters of social responsibility and about the quantification of the human capital value.
Browsing the literature mentioned above, we can conclude that the final target of the strategic
management in terms of global performance is to create and increase the company’s value, not only for the
shareholders but for all the stakeholders (all the participants in economic life).
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2. Factors driving for non-financial criteria
Business performance measurement appeared to be, until relatively recently, the exclusive preserve
of financial analysis and its own criteria, namely: traditional accounting financial criteria, criteria derived
from the theory of value creation for shareholders (Economic Value Added, Market Value Added), criteria
cash-flow, stock, etc. criteria. (Mironiuc, Bedrule Grigori, 2007). Financial market pressures have led,
undoubtedly, the privileging of communication in terms of financial values. However, many phenomena that
marked the global economy in recent decades (internationalization and relocation of business crises and
turmoil in financial markets, changing consumer profiles through the emergence of consumer segments
sensitive to environmental topics, dematerialization of the economy) have led to new visions on economic
development of the planet exhibiting companies and critical eye of society, becoming more alert to ethical
values.
Communication requirements arising amid these changes require the measurement of business
performance to achieve a comprehensive way, through financial and non-financial criteria (extra financial).
Non-financial criteria (extra money) are considering undertaking long-term orientation, they derive from the
social responsibility of business and the value of intangible capital held by the business. Looking further,
analytical reasons for competing in developing responsible behavior and consequently led to the introduction
of complementary enterprise performance measurement practice of non-financial criteria (extra financial) are
(Mironiuc, 2009):
• The internationalization of the economy and business relocation
The global market and the increased role of foreign capital investment in structuring new global
economy does not automatically determine a more equitable distribution of wealth, but sometimes
dramatically enhances economic and social inequalities worldwide. Multinational companies that are
domiciled in developed countries, but their production and purchasing of raw materials to / from developing
countries, use the companies from developing countries as subcontractors of materials resource and cheap
labor. Level of cost favourable in developing countries relative to that obtained in developed countries is
partly due to the lack of social and environmental standards required by developed countries and
stakeholders protection rules ("social dumping") (Sacconi, 2003). Involvement of multinational companies in
developing welfare policy, environmental protection and workers rights in developing countries is an
expression of their responsible behavior, but also a challenge for low pressures in the home countries of
multinationals, by reducing the cost competition. Thus, globalization is an accelerated process of economic
integration, whose consequences are reflected on sustainable development and requires the introduction of
social requirements in the activity of large companies. To create sustainable value, companies must learn to
seek success for all stakeholders and must comply with environmental imperative, without their future to be
uncertain in the short term and compromise on medium-term.
• Financial scandals and discretion power of managers
In the last decade, global financial market has been marked by crises and severe turbulence caused
by the discovery of facts less honest of managers of large companies that have fake accounts and handled
reserved information to demonstrate levels of performance able to support the securities value which had
become attractive to investors. Uncontrolled development of financial innovation, particularly derivatives,
has encourage dematerialization of businesses operations and the practices of "creative" accounting,
designed to confuse those who analyze financial statements (Le Roy, Marchesnay, 2005). Mechanisms of
"corporate governance" have proved insufficient to reduce the risks of financial disaster.
Various financial scandals (Enron Corporation, WorldCom, Tyco International, Qwest, Xerox, Lehman
Brothers, American Suite, Vivendi Universal, Ahold and Parmalat in Europe) have generated a crisis of
confidence reliability of financial accounting information, which does not capture all facets of performance,
and showed dissociation between accounting, ethics and responsibility of managers (Phillips, 2003).
Initiatives to strengthen CSR therefore have the purpose to promote "ethics in business.
• Changing consumer profile
The evolution of information technology, the opportunity to exchange information in real time at low
cost has allowed a growing number of people to have access to information and to require more transparency
in terms of behavior of companies. This brought its contribution to the change of the profile of potential
consumers. The type of consumer - passive receiver (consumer - client) of the businesses’ offers gives its
place to an active subject who wants to critically consume (consumer-citizen), who wants to know what to
social costs were obtained the products / services they consume (Bianchini, 2004).
The emergence of a segment of consumers sensitive to environmental themes stimulates innovative
products and technologies with reduced environmental impact. Ecological quality of products has become a
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weapon of commercial success, through which the international competition is using the benefits of
environmental policy to create competitive advantages, after comparing the socio-cultural and ecological ups
whith the downs due to additional costs induced by clean emission technology industries.
• Optimization of inter and intra - generations
The global economic system finds an inverse trend between natural capital, which diminishes, and
human capital, which abound. International views on the causes of environmental degradation are numerous
and in dynamics, but most converge to believe that pollution stems from pressures arising from population
growth and resource consumption of the relatively limited ecosystem (Turner, Pearce et al., 2003, p. 54).
Humanity turned up at a time ignorant, than unable to mobilize the intelligence and resources for restoring
the ecological balance.
In the vision of sustainable development is necessary the affirmation of ethical principles and
optimization inter and intra-generation by promoting a spirit of solidarity, mutual care, tolerance for not
diminish opportunities for current and future generations to use natural resources needed to maintain quality
of life. Consequently, the present generations must submit an inventory of resources to future generations
non-inferior to that which they possess. Environmental ethics involves an inter - generations social contract
and the obligation of every nation to incorporate in its culture aspects of support and protect regarding the
environment (Gunn, 1994), so that sustainable development becomes a way of life.
3. The importance of non-financial indicators
Numerous studies in the identification and evaluation of intangible assets have highlighted the role
of non-financial indicators in reflecting current and future business performance. Some authors (Kaplan,
1996) consider that these indicators reflect the future performance of companies better than traditional
financial indicators.
A study from 2000 realized by Amir Eli, Baruch Lev and Theodore Sougiannis attests the poor
correlation between the level of reported profits and return on shares of roughly 5,000 American companies
and highlights the diminished impact of the financial indicator on the decisions of investors. According to the
study mentioned above, the lack of relevance of reported profit and other financial indicators (cash flow,
profitability ratio, book value of assets etc.) for capital market investors is an indication of their need to
obtain further information reflecting current and future business performance. In this respect, it was put the
issue of making additional reporting by companies on non-financial factors involved in creating value for
shareholders (Edvinsson & Malone (1997), Stewart (1997)).
A number of studies realized over the years by consulting firm Ernst & Young (Ittner, 1998)
revealed that indicators measuring customer satisfaction is of increasing importance in corporate strategic
planning. In 1988, 54% of businesses considered highly value these indicators, their share reaching 80% in
1991.
Another study conducted in 1995 by Mavrinac for the same consulting company Ernst & Young Center for Business Innovation, shows that only one third of investors and financial analysts propose
mandatory publication, widely reported by companies, of non- financial informations. In the same study was
carried out and a hierarchy of key financial and non-financial indicators underlying investment decision
making (see Table 1).
Table 1. Hierarchy of performance indicators
Financial analysts
Profit
Cash-flow
Market growth
Average performance of the segment (sector)
Market share
Investments
Cost
Investment in research & development
Strategy success
Company's ability to develop new products
and services

Rank
1
2
3
4
5
6
7
8
9
10

Portfolio managers
Market growth
Profit
Cash-flow
Company's ability to develop new products and services
Costs
Market share
Investments
Average performance of the segment (sector)
Investment in research & development
Productivity of R & D expenditure

Source: Mavrinac S, Siesfeld G. A. – “Mesurer l’immateriel: une entreprise delicate” (“Problemes economiques”
n. 2629, 1999)
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Highest importance that portfolios managers attach of non-financial information may be the result of
their concern to capture real-time changes taking place in different sectors, meaning the companies that
operate within them. Unlike financial information reflects past performance of the business, non-financial
information may be indicative of current and future profitability of the company.
If the case of Romanian companies, the study realized by Ciobanu (2005) on a sample of 60
companies from different industries showed that 62.7% of managers used in the same extent non-financial
indicators and financial ones for business performance measurement, giving them 13.6% of non-financial
indicators even greater importance. According to the study the management identifies and analyzes these
non-financial indicators primarily to monitor the performance of their company. Another use is the
foundation of allocation of resources for investment. With the strategies adopted by the company is primarily
aimed at shareholders and customers (the majority of Romanian companies that have formed the sample), the
sustainable development of the undertaking will be conditional on how they view these efforts.
So we can say that identifying and analyzing the non-financial performance indicators may be for:
monitoring company performance, the purchase / sale of business (business), make reports to shareholders,
guiding the allocation of resources to invest, the identification of intangible assets held that have an impact
on company performance, interest managers in the value they created for shareholders. As a result, the
selection of non-financial indicators, most often, it takes into account the perspective from which business
performance analysis is made.
Non –financial criteria can be also used to analyze the bankruptcy risk for a company so obviously,
it’s necessary to complete the financial analysis of the bankruptcy risk with non financial analysis one for
obtain a pertinent global diagnosis of the real activity of companies. An important direction of financial
diagnosis’ development is that of associating it to non-financial analysis. For the first, we take into account
the also called „Managerial Performance Methods”, starting from the organization causes of a bankruptcy
(lack of experience, of business culture, no link between employees skills and correlation of these with the
work place, and every position, lack of sincerity and morality of leaders, at every level etc.) (Achim, Achim,
2007).
Regarding the importance of the non-financial indicators their importance can be underlined through
their correlation with financial indicators. As concerning the non-financial indicators, their correlation with
total shareholder return was tested in case of customers’ satisfaction index. Thus, Banker et al. (2000), Behn
and Riley (1999) found out a direct relation between the degree of customers’ satisfaction and the enterprises
expected profitability from the hotelier and airlines activity sectors. A same analysis was made by Ittner and
Larcker (1998) and they emphasized the non-linear relation between the level of customers’ satisfaction and
the enterprises’ expected profitability. The results obtained, have varied from an activity sector to another
and in certain cases they found out an inverse or insignificant correlation. Foster and Gupta (1994) have got
the same results on their analysis based on available information about the customers, satisfaction of an engross drinks distributor. One big problem of these kind of studies is represented by the way of information
guttering, needed to quantify the customers’ satisfaction index. The types of questions included in the
questionnaire have a major impact on the intensity and the sense of the relation between customers’
satisfaction index and enterprises’ expected profitability. From this point of view, guiding the enterprise
management through these non-financial performance indicators is extremely difficult.
The most advanced initiative towards a credible reporting system of sustainable development is the
Global Reporting Initiative (GRI). The initiative was launched in 1997 by U.S. non-governmental
organization "Coalition for Environmentally Responsible Economics” and United Nations Environment
Programme (Reynaud, 2006) and received support of the multistakeholders for which transparency on
sustainable development of organizations presented interest. GRI has relied on the cooperation of a large
number of experts belonging to these categories of stakeholders who, after a series of consultations, have
worked to continuously improve the content of the Reporting Framework, developed in 1997. In 2000, GRI
has defined the elements that they must include in the sustainable development report, including: business
description, strategy, sustainable development policy, with reference to the management of economic, social,
environmental aspects and relations with stakeholders, indicators of social, economic, environmental
performance and integrated indicators of development. This report should provide sufficiently detailed and
balanced representation of sustainability performance of organizations, including the impacts both positive
and negative ones generated by it.
Performance indicators developed by the GRI are divided into:

201

Revista economică
•

Economic performance indicators that reflect the economic dimension of sustainable development,
impact of business on economic conditions of their stakeholders and on economic systems at local,
national and global level.
These indicators describe the flows of capital between different stakeholders (direct economic value
generated and distributed, compensation of employees, the ratio of average wages and minimum wages
locally, undistributed profits, compensation of donors and state, opportunities for business arising from
climate changes, funding received from government, expenditure with local suppliers, etc.) and major
impacts of organization on society (investment in infrastructure and public utilities, analysis and description
of indirect economic impacts considered externalities generated, the share of managers with responsibilities
in the local community, etc.).
• Environmental performance indicators refers to environmental dimension of sustainable
development and the organization's impact on natural systems (ecosystems, air and water) through
inputs (raw materials, energy, water, etc.), The outputs (products, services, emissions, waste) and
environmental investments.
Information necessary to assess environmental performance need to be related to: significant
environmental issues, environmental policy, environmental nonconformities, responsibility for management
of environmental issues, environmental training, monitoring the significant environmental aspects, successes,
weaknesses, environmental risks, environmental strategy etc. Grouping of indicators based on environmental
issues is as follows:
− raw material aspect: the raw materials used per unit of product, amount of weight in the total amount
of recyclable materials;
− energy aspect: direct and indirect energy consumption, on primary energy sources, energy savings
achieved by preserving and increasing its efficiency, products and initiatives to achieve low energy services,
initiatives to reduce indirect energy consumption;
− water issue: total consumption of water by sources, significant water sources, the percentage of reused
and recycled water;
− aspect of biodiversity: area of owned, leased or managed land in protected areas, describing the major
impacts of activities, products, services on protected areas, protected habitats, strategies for managing
protected areas, the number of protected species that have habitat in protected areas of the organization;
− aspect regarding emissions, waste: direct and indirect total emissions of greenhouse gas per unit of
product, initiatives to reduce emissions of greenhouse gas and the results achieved, emissions of harmful
substances per unit of product, nitrogen dioxide, sulfur and other air emissions per unit of product,
wastewater and reuse methods (recycling), ratio of hazardous waste to be imported, exported, transported,
treated, fauna, flora and aquatic habitats significant destroyed by sewage and emissions from the
organization;
− appearance of products and services: initiatives to mitigate environmental impacts exerted by
products / services of the company, the ratio of products sold and the amount of packaging / materials
recycled and reused, by category;
− compliance aspect: value of significant fines and the number of non-monetary sanctions for failure
regarding environmental regulations;
− transport issue: a significant environmental impact caused by transportation of goods / materials used
in each activity of the company and every movement of personnel;
−general appearance: Environmental expenditure and investments, by type.
• Social performance indicators reflect the impact of the organization on social systems in which it
works and are divided into:
− performance indicators on practices and working conditions: the appearance of employment,
occupational health and safety issue, issue education and training;
− human rights performance indicators: nondiscrimination appearance, freedom of association issue, the
issue of child labor, rights of indigenous peoples;
− indicators of performance on society: corporate issue, political contributions issue, conformity aspect;
− performance indicators on product responsibility: consumer health and safety issue, the issue relating
to labeling, marketing communication aspect, conformity aspect (Mironiuc, 2008).
4. Conclusions
Partnership concept of "governance" of a sustainable company makes arrangements for analysis and
quantification of performance not remain behind the new realities. Thus, financial analysis is progressively
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and complementary integrating extra-financial analysis as one of its components. Difficulty of extra-financial
analysis comes mainly from the fact that the reporting system of sustainable development is still a voluntary
approach and has a lack of uniformity of practice in the field. It is also important what the management of o
company wants to obtain and to measure.
If a company has a management system that focuses strictly on bottom-line results, employees may
be preoccupied with just hitting the numbers (Mailliard, 1997). So managers can develop “bottom-line
myopia” (Denton, 2005) due to the fact that performance is judged solely on monthly or quarterly numbers,
to the exclusion of all other indicators of performance. In other words, there remains as a real problem
having a good information system for non-financial data. That is why, on one hand, managers consider that
is important to measure these areas, but they do not do it. For instance, while 76 percent of companies rated
“morale and corporate culture” as highly important, only 37 percent measured it (Denton, 2005). Why? One
of the reasons for the gap between perceived importance and actual execution could be that the lack of a
good information system.
For an company to function as a unit is necessary to identify key performance measures that could
involve how much money or time is spent by the group to achieve key objectives, measuring what gets
rewarded, what senior management is doing, market share concerns, operation cost, and so forth. So,
anything can be measured. “What is more important is to measure relevant and specific things.” (Denton,
2005)
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Abstract: Often elections reduce the time horizon of governments, and they risk to compromise the socioeconomic activities, in disadvantage of votes, ignoring the democratic fundament of citizen’s options representation.
The objective of this paper is to provide some empirical evidencies on relation between fiscal policy and electoral
cicles. The main output consist in this thesis, that some support could be found for this, in Roumania because the
romanian political system has shown that it is unable to adapt to a schedule with continuous and frequent elections,
because, with the human resources available at the moment, the parties can not simultaneously fight against electoral
and a reasonable governance.
Key words: fiscal policy, electoral cycle, correlation between fiscal policy and electoral cycle
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1. Introduction
Since it is known that fiscal pressure reflect the degree of support, seeing it in balance with the contributor's
payment power and the facilities granted, in order not to affect contributor's life conditions and not to
discourage the initiative to take action, taxation should not reach levels the society cannot bear.
The functioning of a democratic regime depends not only by institutions which carry out the division of labor
between the executive and legislature, but also of a number of formal rules and informal procedures through
which political actors influence the operation of the system. It is considered that one should not pass beyond
the limit where its efficiency is decreased (it leads to stagnation, even economical decrease); otherwise, fiscal
pressure is not the same for everyone and under tax actions, the sacrifices for citizens are different.
Therefore, the preoccupation of public authorities should be oriented to reducing discrepancies in order to
achieve full fiscal equity, this way showing another social effect of taxes and a more complete justice in
allocating tasks to society members. This brings to front a multi-dimensional perspective of politics, that is
the institutional dimension (polity), legal and contents dimension (policy) and the procedural policy
(politics). Our interest shall reduce only to the legal dimension (policy) referring to the aims, tasks and
policy's objects, identifying in this the understanding manner of the fiscal policy and the procedural
dimension, having as purpose the mediation of interest by conflicting situations and consensus. Thus, the
way policy is designed and the way the tasks are being accomplished, depend by various interests, thus
identifying the clear relationship between fiscal policy and the political decision.
2.

Theoretical background
Mutaşcu et all (2008) highlights the two ways to manifest democratic systems, which allow the
conversion of individual preferences in collective preferences by means of the voting mechanism: direct
direct democracy (pure) and indirect democracy (representative).
Thus, in states with representative democracy, relationships arisen between „voters-citizens” which
express preferences by voting instrument, rulers-legislative powers, who make decisions in virtue of the
representation power given by the vote, and executors-bureaucrats, who undertake organization activities
regarding the enforcement of public decisions made by rulers” should be accepted.
Drazen (2000), Persson (2001), as well as Persson şi Tabellini (2001) study the way fiscal politics is
influenced by the electoral and political cycles characteristics, showing at the same time which is the
motivation to use discretionary fiscal policy in certain moments. In this respect, four groups of theoreticians
have been separated, who take into consideration the opportunistic elective cycle, according to Nordhaus
(1975), Rogoff and Sibert (1988), the partisan elective cycle, according to Hibbs (1977) and Alesina (1987),
the idiosyncratic changes, incompetence and voracity, according to Stokey (2002) and the non-adjustment or
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late adjustment periods to shocks due to the impossibility to build coalitions or alliances, according to
Alesina şi Drazen (1991), Milesi-Ferretti, Perotti and Rostagno (2002).
There are many phases to the electoral process: in an election, for example, these include the design
and drafting of legislation, the recruitment and training of electoral staff, electoral planning, voter
registration, the registration of political parties, the nomination of parties and candidates, the electoral
campaign, polling, counting, the tabulation of results, the declaration of results, the resolution of electoral
disputes, reporting, auditing and archiving. After the end of one electoral process, it is desirable for work on
the next to begin: the whole process can be described as the electoral cycle.
Figure 1: Electoral period

Source: The electoral Knowledge Network, Electoral materials

Must always consider the fact that, often, elections reduce the time horizon of governments, and they
risk compromising the social and economical activities, in disadvantage of votes, as simple and reducible
techniques, ignoring the democratic fundament of citizens’ options representation.
3.

Method and results
Elections represent the basic principle of representative democracies and they ensure the rulers their
political legitimacy. From a formal point of view, the voting procedures, electoral operation, such as
establishing circumscriptions, organizing election centers, making lists, defining the elector and elected
capacity etc are regulated by the Electoral Law. The political representation depends on technical aspects, the
parties’ system and government formation method. Crucial for the popular vote transformation in
representation at the parliaments or other elected institutions remains the electoral system. It influences the
parties system functioning, which, in its turn, triggers the governs’ stability and characteristics.7
Beyond it being a simple technique, the electoral system reports itself to political or existing political
cultures it interacts with. In our country, the general elections take place every four years when members of
the Parliament – Deputies’ Chamber and Senate are elected. Their mandate lasts 4 years. At the same time
elections for the County and City Councils are organized.
Romanian electorate voting preferences have changed during time as follows:
7

The pillars of the Romanian electoral system are the Constitution adopted in 1991 and revised in 2003 through a
national referendum, Act no 373/2004 for the election of the President of Romania and Act no 67/2004 for the election
of public local administration authorities.
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Table no 1: Political Cycles and Electoral Cycles in Romania, during the timeframe 1990-2012
Analysis
timeframe
1990
1991

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

2009
2010
2011
2012

Electoral
cycle
General
elections
ciclul
electoral
1990-1992
General, local
and national
elections

Elections
Date

Government

Parliament
Representation

20.05.1990

FDSN

28,50%

27.09.1992

PDSR

34%

electoral
cycle19921996
General, local
and national
elections

03.11.1996

CDR

30,70%

electoral
cycle19962000
General, local
and national
elections

26.11.2000

PSD

36,60%

electoral cycle
2000-2004
Legislative
and
presidential
elections

28.11.2004

“DA” Alliance
PNL-PD
–
Right and truth,
until 2007

political
cycle
20002004

07.06.2009
22.11.2009

Public
expenditures
(%)
34.1

33,2
37.0
33,5
30.8
31,3

33.8

28,2

33.4

28,8

34.7

26,9
33.8
26,5

33.9

27,8
30,1

35.1
35.5

29,2
35.3
28

33.3

27,6
27

32.2
30.9

27,1
29.8

25.11.2007
30.11.2008

political
cycle
19962000

political
cycle
20042008
PSD-PD-L
Alliance until
2009

Fiscal
revenues
(%)
35,5

political
cycle
19901996
classified:
19901992
19921996

*

political cycle
2004-2008
European
elections
General, local
and national
elections
European and
presidential
elections
electoral cycle
2008-2012
Legislative
elections

Political
cycle

66,80%

27,2

31.0

28,1

31.6

30

37.5

29,4
37.4
political
cycle
20082012

29,5
38.2
29,6
29,9
30,2

38.2
37.8
37.9

* lack of official data
Source: performed by the authors based on data provided by the Central Electoral Bureau and the International Monetary
Fund, Country Report nr. 06/169/2006 and International Monetary Fund, Country Report nr. 09/183/2009

The public politics performance process, i.e. cycle of public politics, is complex and involves
dimensions, mechanisms and actors in a network of interrelations. One of the best known means to make it
easier to understand is that of dividing the process in more stages and sub-stages. The cycle of a politics is
the series of these stages in more stages and sub-stages and examining them represents a simpler way to
understand this process, but in this paper we have not proposed to analyze it in dynamics.
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In order to perceive the possible connections between the configuration of the fiscal policy and the
route of the electoral cycle, we can choose a simple analytical frame, described formally by:

X t = αt guvt + ε 1t

(1.)

αt = αt −1 + µt
where:
X = the level of the fiscal politics variable in the current t timeframe;
guv = dummy variable, the electoral cycle;
α = the sensitivity parameters of the fiscal politics in the electoral cycle;

µ, ε t

= „white noises”, of null average and final variance.
The dummy variable, the electoral cycle has two values:
1, if the political entity, alliance or governing party has remained for another mandate (governing
continuity);
0, if the political entity, alliance or party has changed (governing alternation).
By applying a Kalman filter on the dataset represented by the fiscal revenues we have the following
results:
The electoral cycles analysis might conducted by mistaken interpretation, these being perceived by a
non-familiarized observer with the Romanian reality as a sign of admirable stability and political
predictability. To the electoral cycle predictability one could add the governing alternation or continuity and
the existence of a functional market economy, certified by the European Union.
This analytical frame allows the estimation of the changes occurred in the sensitivity parameter
during the analysis timeframe:
Figure 2: Sensitivity parameter evolution: public expenditures
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We can observe that during the timeframe 1994-1996 a continuous growth tendency has been
observed in respect with the amplitude of the connection between the electoral cycle and the public expense.
When the electoral cycle has begun in 1996, these connections have been stabilized, and the fiscal policy, in
its turn, has stabilized its sensitivity during the electoral cycle.
Figure 3: Sensitivity parameter evolution: fiscal revenues
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The same conclusions can be drawn from taking into consideration the fiscal revenues as synthesis
variable.
The operation of a democratic regime does not depend only on institutions which perform the labor
division between executive and legislative, but also by a number of formal rules and informal procedures
through which the political actors influence regime operation. In this context, the debate regarding the voting
system is tightly connected to the consolidation of democratic processes. And the adopted electoral system
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can influence both the parties system as well as the political participation. The key of the reform process of
the political class recruitment systems lies in the capacity of the parties to change, to reorganize their
structure and correctly and responsibly understand their dominant role. The functionality of a parties’ system
depends on the way electoral constrictions created a certain political environment, both for the competition
system organization, as well from a strategic perspective. The new electoral system introduced for the
general elections on November 30, 2008, is proportional with candidates in uninominal colleges.
4. Conclusions
These results suggest that in Romania, there is no complete correction mechanism of the fiscal
politics reported to the electoral cycle, and some triggering causes can be identified:
absence of a ideological coagulation, and thus of a doctrine change of the fiscal politics;
preservation of the pro-cyclical nature of the fiscal politics, regardless of changes in the social and
political architecture;
practical behavior, with a reduced number of prevention components of public authorities and
adopting the public decisions set through inept mechanisms;
the adjusting nature of the fiscal politics in detriment of its reactive nature;
preservation of some political system-specific cleavages, which impressed the bipolar system
characteristics;
ideological or conjuncture affiliation, beginning with the year 1992 to the present day, which show a
polarization of the parliamentary political parties;
using administrative decisions as substitute for the lack of support from an adequate mix of politics;
To all these causes one adds the organizational instability of political alliances, marked by
separations, internal fights, temporary or permanent ruptures, which led to the continuous modelation of the
political scene and not last, the opportunistic way in which the opposition parties have developed their
activity, adding also the electors’ opportunism.
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
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Abstract: Lack of liquidity on the American financial market was a trigger for the financial crisis all over the
world. The financial crisis tent to amplify and Romania is not the only country that feels it strongly. We can feel it here
in Europe, and in Romania. Romanian export growth is slowing, even that the main customers are from European
Union and not from US, and the local currency loose strength.
This paper focuses on the external causes and on Romanian consequences of this financial crisis: less credit
will generate slower economical growth, interest rates will increase, cuts in consuming, delay in adopting European
currency, social problems as unemployment and decline of living conditions. The solution is no easy: a strong support
by government to increase big investment in infrastructure using UE funds, fiscal stimulus to increase consumption
demand, smart investments to allow economical growth and stimulation of savings.
Key words: economy, financial markets, credit and financial crisis, long term financing, financial system
JEL classification: G1

1. Introduction
In the last two years the public found more new things about subprime-debt and financial crisis than
wanted. This subprime-mortgage is a form of financing individuals that enable even non-eligible applicants
for a credit, from the point of view of solvability, to borrow money in order to buy a house. The guaranty for
the credit is even the house. The lack of liquidity on the American financial market was a trigger for the
financial crisis all over the world.
The financial crisis began in July 2007 when a loss of confidence by investors in the value of
securitized mortgages in the United States resulted in a liquidity crisis that prompted a substantial injection
of capital into financial markets by the United States Federal Reserve, Bank of England and the European
Central Bank.[Norris, 2009, Elliott, 2009]. Although America's housing collapse is often cited as having
caused the crisis, the financial system was vulnerable because of intricate and highly-leveraged financial
contracts and operations, a U.S. monetary policy making the cost of credit negligible therefore encouraging
such high levels of leverage, and generally a "hypertrophy of the financial sector"[Arrighi, G., Silver, B.
J.,1999]. The crisis in real estate, banking and credit in the United States had a global reach, affecting a wide
range of financial and economic activities and institutions.
2. Causes of the financial crisis
A common claim during the first weeks of the financial crisis was that the problem was simply caused
by reckless, sub-prime lending. However, the sub-prime mortgages were only part of a far more extensive
problem affecting the entire $20 trillion US housing market: the sub-prime sector was simply the first place
that the collapse of the bubble affecting the housing market showed up.
Beginning with failures caused by misapplication of risk controls for bad debts, collateralization of debt
insurance and fraud, large financial institutions in the United States and Europe faced a credit crisis and a
slowdown in economic activity [Bajaj, 2008]. The crisis rapidly developed and spread into a global
economic shock, resulting in a number of American and European bank failures, declines in various stock
indexes, and large reductions in the market value of equities [Norris, 2008] and commodities [EvansPritchard, 2007]. Moreover, the de-leveraging of financial institutions further accelerated the liquidity crisis
and caused a decrease in international trade. World political leaders, national ministers of finance and central
bank directors coordinated their efforts to reduce fears, but the crisis continued. At the end of 2008 a
currency crisis developed, with investors transferring vast capital resources into stronger currencies such as
the yen, the dollar and the Swiss franc, leading many emergent economies to seek aid from the International
Monetary Fund [Landler, 2008, Fackler, 2008]. For many months before September 2008, many business
210

Nr. 6 (53) /2010 vol.1
journals published commentaries warning about the financial stability and risk management practices of
leading U.S. and European investment banks, insurance firms and mortgage banks consequent to the subprime mortgage crisis.[ Torbat, 2008, Bajaj, 2008] This began with failures caused by misapplication of risk
controls for bad debts, collateralization of debt insurance and fraud.
Another probable cause of the crisis, and a factor that unquestionably amplified its magnitude, was
widespread miscalculation by banks and investors of the level of risk inherent in the unregulated
collateralized debt obligation and Credit Default Swaps markets. Under this theory, banks and investors
systematized the risk by taking advantage of low interest rates to borrow tremendous sums of money that
they could only pay back if the housing market continued to increase in value.
Another analysis, different from the mainstream explanation, is that the financial crisis is merely a
symptom of another, deeper crisis, which is a systemic crisis of capitalism itself. According to Samir Amin,
an Egyptian economist, the constant decrease in GDP growth rates in Western countries since the early ‘70s
created a growing surplus of capital which did not have sufficient profitable investment outlets in the real
economy. The alternative was to place this surplus into the financial market, which became more profitable
than productive capital investment, especially with subsequent deregulation.[ Goodman, 2008] According to
Samir Amin, this phenomenon has lead to recurrent financial bubbles (such as the internet bubble) and is the
deep cause of the financial crisis of 2007-2009 [Cho, Appelbaum, 2008].
Started at the half of 2007, US credit crisis is felt due to the globalization in every country and
economy. In ones directly, by influencing the banking system through reporting loses of millions of US
dollars, and in others indirectly by growing prices for the international long term financing and limits for
accessing funds, all with significant consequences over the economy growth.
Financial markets for stocks and bonds are regularly described as being “in turmoil”. No one doubts
that America economy has slowed. Many economists think a recession has already started and they predicted
that peak unemployment of 6.1% (present unemployment is 4,8%) and a GDP drop of 0,4%. If that comes
true, the recession of 2008 would not be one of the worst since World War II and it would actually be milder
than the average postwar recession and milder that the last two, those of 1990-1991 and 2001.
Two ideas are facing each other: disagreement over whether the American economy is highly
unstable or whether business cycles are mostly self-correcting. Those who think that economy is highly
unstable talk now of an alarming negative feed back loop, or a vicious circle to most people. Housing prices
fall, creating more defaults and fore-closures; loses on mortgages increase, eroding the capital of banks and
investment banks and causing them to curtail lending – which weakens the economy, depress housing prices
and causes more fore-closures and losses. Just as in the Depression, a crippled financial system spreads the
slump. Only forceful government intervention can break the downward spiral.
Not necessarily, if most markets self-correct. As housing prices fall, more buyers come into the
market; sales and construction revive. Most postwar recessions have been brief and mild, arguably because
these mechanisms are pervasive. If inventories get too high, production slows and surpluses are sold; then
production accelerates. If consumers and businesses are over-indebted, they reduce spending to repay loans;
spending speeds up when debt burden drops. Possible in theory, vicious circles are rare in practice.
Government can help smooth business cycles. But if government is too aggressive, it may make matters
worse; that occurred in 1970’s when easy credit created double-digit inflation in The US and then required
harsh recession to suppress it.
Hardly anyone adheres rigidly to either view but, consciously or not, many favor one or the other.
That explains why the subprime losses seam so threatening to some – the start of a chain reaction – and less
so to others. The Great Depression dos not settle the issue. It is true that massive bank failures helped convert
an ordinary recession into an economic calamity, but it is also true that government policy, excessive rigidity
by the Federal Reserve, actually aggravated the banking collapse. Still, the economic conditions of the 30’s
are very different from today and that casual use of the term “depression” amounts to fear. If the calamities
implied by today’s hysteria occur, they will probably result from something we do not now know or haven’t
yet imagined.
United States was in the midst of the most difficult crisis we have seen since the end of World War II.
There are two major issues involved: first, getting the financial system to function again, and second, dealing
with the emerging recession. Government has been dealing with the former, with the Fed leading the way in
attempting to restore confidence. Authority was in denial about all this for a very long period of time. It is
only in the recent weeks, after Bear Stearns was in trouble, that they begun to wake up. The global fallout
from these feedback effects will be real. We can feel it here in Europe, and in Romania. Romanian export
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growth is slowing while main customers are from European Union and not from US, and the local currency
loose strength.
3. Global aspects
Some economists have suggested that if the liquidity crisis continues, there could be an extended
recession or worse. The continuing development of the crisis prompted fears of a global economic collapse.
The financial crisis is likely to yield the biggest banking shakeout since the savings-and-loan meltdown. The
world starting to make the necessary actions to fix the crisis: capital injection by governments; injection
made systematically; interest rate cuts to help borrowers. England had started systemic injection, and the
world's central banks were now cutting interest rates. The EU-commission at Brussels predicted for 2009 an
extremely weak growth of GDP, by 0.1%, for the countries of the Euro zone as France and even negative
number for the UK (-1.0%) and Spain. IMF launched numbers predicting a worldwide recession by -0.3%
for 2009, averaged over the developed economies. Bank of England and the Central Bank for the Euro zone,
respectively, reduced their interest rates from 4.5% down to three percent, and from 3.75% down to 3.25%.
Economically, mainly the car industry seemed to be involved. As a consequence, starting from November
2008, several countries launched large "help packages" for their economies.
4. Financial markets impacts
One of the first victims was Northern Rock, a medium-sized British bank. The highly leveraged nature
of its business led the bank to request security from the Bank of England. This in turn led to investor panic
and a bank run in mid-September 2007. Calls to nationalize the institution were initially ignored; in February
2008, however, the British government (having failed to find a private sector buyer) relented, and the bank
was taken into public hands. Northern Rock's problems proved to be an early indication of the troubles that
would soon befall other banks and financial institutions.
Initially, the companies affected were those directly involved in home construction and mortgage lending
such as Northern Rock and Countrywide Financial. Financial institutions which had engaged in the
securitization of mortgages, such as Bear Stearns fall prey. Later on, Bear Stearns was acquired by JP
Morgan Chase through deliberate assistance from the US government.
At the heart of the portfolios of many of these institutions were investments whose assets had been
derived from bundled home mortgages. Exposure to these mortgage-backed securities, or to the credit
derivatives used to insure them against failure, threatened an increasing number of firms such as Lehman
Brothers, AIG, Merrill Lynch, and HBOS.
The crisis rapidly developed and spread into a global economic shock, resulting in a number of
European bank failures, declines in various stock indexes, and large reductions in the market value of
equities and commodities. Moreover, the de-leveraging of financial institutions further accelerated the
liquidity crisis and caused a decrease in international trade.
5. Romanian Consequences
But how will be affected the Romanian economy by the crisis? This paper will try to answer this
question. As we can see until now, the main effects of the financial global crisis were a depreciation of the
Romanian local currency and a fall of the capital market that lost in the first three months about 30% of the
capitalization. These are effects on the short term, and let us find some effects on the long run.
The main effects of the global crisis on the long term on the Romanian economy will probably be a
slackening of the exports, a growing increase of the price for the external financing and decrease of the
consumption, all of the above will diminish the economical development and growth.
In the worst scenario, the economy could grow this year with only 6% (the same as last year),
influenced by a better agricultural sector (hopefully better as last year) and by investments started last years
and finalized in this period. On the other hand, the effects over local economy could be influenced by the
rebound of the American economy and the time it is needed to recover from the crisis. If this adjustment will
be short, three or four semesters, and will be followed by strong set going, the Romanian economy will not
be affected in 2008, while the recent depreciation of the national currency will boost our exports on the
European market and will compensate the slackening of the exports, as a recession effect. If the bad news
will continue, and the American recession will have a longer period of time, then the probability of influence
in 2010 became certain.
We can predict that the effects will appear mostly on financial market, then in the real economy. The
cost of financing on international financial markets will grow and that could influence the productive sectors
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of the economy, but only on the long term. Romania had a smaller integration on international financial
market and in such moments, this could be an advantage.
The effects of the financial international crisis are seen in Romania. Still, the banking system was
little affected while it had no “toxic assets” and it was protected by strong regulations. On many ways the
crisis is seen every day: reduced exports and imports, limited demand, limited access to credit and liquidity,
depreciation of local currency, withdrawal of the foreign investors, loses in companies earnings and
subsequently loses in tax revenues. Another consequence was a retirement for foreign investors from Eastern
Europeans countries which had an impact on speculation in local currency, as last October 2008 that ended
with National Bank intervention. The foreign currency indebted population and companies led to another
problem: deterioration of debt (as local currency was revalorized: in December 2008 1 Euro valued at 3,89
lei and today is more then 4,29 lei) and lowering prices in real estate (a downfall with more than 40%).
These effects made the predictability for the economic variables evolution very uncertain, that leads to crisis
aggravation by negative effects over future and augmentation of prudence in future investment.
On the other hand, the international turbulence induced a stronger monetary policy by the National
Bank of Romania, which increase the monetary rate at 9,5%, and that will diminish and strongly brake the
main motor of the economy – consumption. Consumption could be easily reduced by a strong monetary
policy.
This year, the official prognosis for the Romanian economic growth is 6,5%, over 6% last year. The
official target is to increase the growth, but the European context is not favorable. For the Europe, the
European Commission had a target economic growth of 1,8% this year (as per 2,5% last year) and this is a
strong slow. And since in the last years, the Romanian economic growth was strongly correlated with
European zone, where Romania had over two thirds of its exterior commerce, a slackening of economic
growth in Europe will translate with a small demand for imports and so, a diminishing Romanian exports
with European destination and a slowing rate of local industrial development.
American crisis had an effect more favorable for Romania, which imports all the energetic products
(oil and gas) in US dollars, and the weakening of the dollar made that imports are relatively cheaper and
reduce the pressure on Romania’s external deficits. When this paper was written, in March the 18th, the
dollar has achieved a minimum compared with euro (1,59).
Figure 1. Economical growth in EU and Romania
9
8
7
6
5

Roma nia

4

UE

3
2
1
0
T1

T2

T3

2005

T4

T1

T2

T3

2006

T4

T1

T2

T3

2007

T4

T1
2008

Source Eurostat and INS

So we cannot see until now a direct effect over the Romanian economy: the indirect effect is that all
the global economical growth will slow up, and so the growth of the European Union, hence Romanian
exports.
Among other effects we will see the depreciation of the local currency, if the Romanian National
Bank will not intervene. And BNR is not expose on American mortgage bonds, it had only triple A rating
bonds – considered to be the most secure bonds, by the rating agencies – issued by the American Treasurer.
Since July 2007, when the American subprime-mortgage crisis broke, our currency lost 21% with euro, and
Romanian capital market lost 28%, that is more then 11 billion euro capitalization.
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The long term financing in euro will became more expensive for the Romanian banks clients as a lack
of liquidity on the international markets and as a growing risk aversion of the international investors and
could affect the economic growth on the local plan. Since the international investors will diminish their
exposure abroad, even the financing the deficit (which was based last year on external sources) will became
more difficult. The international crisis effect is seen first in the cost of financing: as a lack of liquidity, it is
probably that we will see a growth of the credit cost.
There is good news too: because in Romania have not been yet developed sophisticated financial
instruments as those involved in the American crisis, it can be somehow eluded. Here are some factors that
augment the crisis, and none applies for Romania:
 Financial innovation in America was so developed there, that passed over the regulatory rules
applied by SEC;
 Political pressure to offer houses to more American voters without financial resources;
 Lack of honesty of American bankers and brokers.
The American authority in charge Security Exchange Commission have been compelled to insure
supplementary measures for reducing the problems, but we never can insure all. Capitalism is an imperfect
system, and leaves so much space for creativity that it is almost impossible to predict that could happen. Bear
Sterns experience is a lesson for Romanian market, because on so thin a financial market as here in Romania,
we could not expect directly the waves produced else were, but as a last lesson is stimulus to caution: it is
clear that universal banks, with more equilibrate structures, pass better such periods through.
We can see that this financial crisis was not produced by frauds, as Romanian banks in the ’90, but
by great management of risk errors. Powerful competition forced banks to adventures in some zones where
financial risk as more than anticipated and since the rule of the game is that someone must loose, this time
the failure was for some banks, especially those on investment banking. In Romania, in the year 2007, real
estate financing indicator “loan to value” was 60-65% medium so there is a protection edge, even the prices
will fall. Sure, here the credits for real estate were given for first home and not for a holiday estate and
clients are very careful in repayment.
International Monetary Fund thinks that Romania could become a captive of external conjunction:
the growing of the external financing costs, the constraint of the access for local banks on the external
financing market and the slackening of the economies of the most important Romanian commercial partners
are the principal problems confronting Romania in this international unfavorable condition. Juan FernandezAnsola, regional representative for IMF says “Romania did not take enough measures for protection,
primarily fiscal measures, to ensure the avoidance of such situation. In our basic scenario we assess that
economical growth will continue, but I am not sure that the economy will maintain very dynamic in the
future four trimesters if international tensions will remain or worsen. The risk is if the economy will slow
down from 6% to 3%, shortly the budget revenues will diminish and the deficit will grow to 3% GDP.” This
opinion is based on the fact that the slackening of the main Romanian commercial partners will affect
Romania and it could not remain immune to the diminishing exports by growing the internal offer, without
disturbing internal balance. Still the international tensions have been produced in a very bad moment. The
anticipation of a recession in US is improbable, but surely it will be some economical slowness there. And
the Romanian authorities should take action now, regardless of improbability of the eventual events.
Increasing the monetary interest rate was a first step. The budget correction could be the next step. The last
years fiscal policy left Romania without any budgetary reserve that could allow facing the international
problems now. A neutral fiscal policy in the last four years, have been resulted with a small plus in budget in
2007, but instead the fiscal policy had driven to an almost 2,5% deficit in GDP. In the hypothesis of a slow
economy, the deficit could rose very quickly.
Romanian government modifies lately the 2009 budget and the new programmed deficit have been
reduced to 2,33% (local methodology) and to 2,53% (Brussels methodology). But when the budget will incur
growing pension expenditures that will urge the following budget on 2009, it is certain that problems will
occur. In an election year it is certain that the government has no operational setting on medium and long
term that is compulsory. To strengthen monetary policy and to reduce the potential inflation is a must for
National Bank. If the economy will continue to grow with a rate of 6% and over the monetary policy should
consolidate; if the growth rate will diminish at 4-5%National Bank could relax the monetary policy and that
presume BNR is very good connected to the feed back of the economy. Inflation could not be reduced at
presume rate of BNR (3,8% +/- 1%) until the end of this year, but is reachable probably in the second
semester of 2009.
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Regarding the Romanian financial market, due to the fact that there are not sophisticated risky
instruments, but the volatility is very high. Still, Romania is not outside of the international influences, and
until now external effects have been seen in sectors where external flux of capital had a very strong
influence: capital market, where foreign capital is dominant, exchange rate, where in and outs are significant,
but even in acceleration of the inflation and the slowing economical growth. There are some internal risks,
such as the lack of measures for reducing internal and external deficits and the lack of future economic
policies. So the international financial effects are strongly impose in Romania, comparatively with another
countries in Central and Eastern Europe.
In 2006, the direct foreign investments in value of 9,1 billions euros covered almost totally (89,6%)
the current deficit of that year in value of 10,156 billions euros. But this cover rate diminished in the year
2007. For this year, it could be anticipated a deepening of the deficit, while the foreign investments lower
constantly. The Governor of the Romanian National Bank, mr. Isarescu, showed that DFI, or direct foreign
investment could not cover for long this deficit, and we must grow the competition. The deficit of the current
cont was last year 14,2% of GDP, the estimation for this year are realistic and are about 15% of GDP, as
seen in the following figure.
Graphic 2. The current deficit
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There are stronger estimation for the estimated deficit: the World Bank considers that it could be at
15,3% of GDP in 2008 and in 2009 it could be 14.9%; Fitch considers that the deficit will be 17,5% GDP. As
a consequence, in January, Fitch lowered the rating for long term credit in local and foreign currency from
“stable” to “negative”. But Fitch lowered this rating even for Bulgaria, Estonia and Latvia.
Economist Intelligence Unit sees a slowing economical growth not only in Romania, but also in the
region. There will be growing in prices, at 5,4%, under the December 2007 level, 6,57%. Romanian National
Prognosis Committee foresees for this year a growth of GDP in value of 6,5% form last year’s 6%, as seen in
graphic 3. The growing GDP rate was the greatest in European Union, at 130% in 2006 compared with 2000.
Another indicator of the positive evolution of the economy is the growing rate of investment, at 27% in
2007, compared with 19,6% in 2006. But the direct foreign investments will be lower than last year.
Many Romanian economists and leaders consider that in the next seven years, Romania will be on an
ascending slope; the economical growth rate could be over 5% per year. Even Mr. Isarescu considers that
this year this rate will be around 3,5%.
Managers’ problems are very simple: the instability of economic surround, the currency exchange
rate, frequent fiscal law modifications and the evolution of capital market.
Economic instability insures more problems, such as: the level of inflation, the evolution of the
currency rate and the evolution of the capital market. Last November, BNR estimated an inflation rate for
2008 at 4,3%, but at the beginning of March 2008, it was modified at 5,9%. The inflation rose at the end of
2007 at 6.57%, more as estimated with 1,5 points, due to the growing consumer prices with 0,64% in the last
month of 2007. The year 2009 bring a strong depreciation of local currency, comparing with 2008 (at the end
of March 2009 euro was rated at 4,7202 RON) and some economists consider that it could grow even at 4,9
RON. BNR controls the situation by buying local currency in excess form the monetary market.
Regarding the evolution of the Romanian capital market, it regressed since November 2007 at about
38%, more than every country in the region. Explications are many, but one preserves: since the financial
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crisis, more and more foreign investors, and not only, retired form the emerging capital markets and invested
in more stable ones.
6. Conclusions
The great credit crisis of 2008 sure has everyone down. Nearly all global stock indexes have fallen,
most of them in double digits. The big emerging markets, or BRIC (Brazil, Russia, India, China) are down
20%. Only less integrated economies into global markets were somehow protected. One study done by a preimplosion Bear Stearns found that, between 2001 and 2006, equities in the United States and key emerging
markets – including the BRIC – began to track one another more closely, but the frontier markets did not.
That disconnect protects these backwaters from the financial turmoil emanating from the United States.
These regions have very limited exposure to subprime and credit concerns in other parts of the globe.
Frontier markets are still tiny, holding just 1% of the markets invested in stock markets worldwide. That is
small, but it is about what China, India and other big emerging markets held in 1987, when Morgan Stanley
first started tracking them as a group. The big markets now hold 12% of global market investments and have
grown fast from a very low base. Newly rich investors in the big emerging markets have led the change into
the frontiers. That is the potential signal of both the maturation of nations once considered “emerging”, as
Romania, and the blossoming interest in frontier investing. Investors in, for instance Korea, Russia and the
like, want to take the next step and see were they can find value an they feel less fearful of frontier markets
than someone in the Europe or US. When it comes to investing, fearlessness could be a valuable commodity
these days.
In order to response to the adverse effects of the crisis we have to take into account the following:
Romania has a very large deficit of current account, which indicates the dependency of Romanian
economy from foreign financing. If we try to reduce this deficit, we can face dramatic consequences
over local currency quotation and so over economic development;
It is needed to strengthen fiscal and wage policy and to promote investment in large public programs.
This could ameliorate the foreign investors perspective over Romania, by using more EU funds and so
a replacement in foreign funds. Another scope is to create more jobs in less used domains as
infrastructure, tourism, food) that could take over economic growth.
A very strong danger is that different economical foresight institution are issued pessimist forecasts for
Romanian economical growth in 2009, even to a negative growth. This could bring an emotional
treatment for political factor in order to release the pressure: fiscal relaxed policy and growing wages.
There is a lower rate of exports in GBP as is in other Central and East Europeans countries;
Energetic balance is equilibrated, because Romania is not a very major importing energy country and
thus is not very influenced by frequently changes in oil prices;
In order to grow, an economy needs to stimulate consumption, investments and export. Global demand is
based on three components: consumption expenditures, public or private investment expenditures and fiscal
operations expenditures (public expenditures that are growing or diminishing). In order to invigorate
consumption and economic activities there are three base directions:
 lowering the fiscal taxes, that could bring more personal earnings and more expenses for personal
needs;
 lowering interest rate, that will stimulate credit for public and companies and growing of
investment in assets;
 stimulating public investment, and thus more public debt for new jobs;
Following one or a combination of these factors, the aggregate demand could be maintained at a level to put
public and private sector to use more force work and so to diminish unemployment.
The measures regarding interest rate, known as monetary policy are best welcomed and very efficient over
economical stagnation. And a flow in monetary policy could have little effects: lower interest rates are
important in developing investments; but in poor periods when unemployment rate is high, interest rate is not
very important in influence consumption expenditures, while the uncertainty of maintaining work place is
predominant. In these periods is an over capacity of production and the companies are not encouraged by
lower interest rates to invest in other assets.
Lowering taxes is considered a strong measure through recession times, while population and companies will
benefit from new funds for spending or invest. Still, it not exist certitude that available funds will be used for
expense or investment. In bad times people and companies tend to keep or deposit these funds. The lowering
taxes could serve to, as John Maynard Keynes said “liquidity preference”. The desire to keep liquidity or
equivalent does not improve demand.
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A strong way to stimulate demand in stagnation time is involvement of the state in creating new places for
work. In order to do this, state should borrow and to accept big budgetary deficit. The improvements of
public assets – streets, airports, schools – will grow public wealth and public income.
When economy recovers and public revenues will grow, the public expenses should diminish and the
fiscal taxes should return at the old values or to augment in order to prevent speculative excess and in
extreme cases, inflationist pressure of demand on market.
These actions are not very simple, but there is no other way. The government must fight against
unemployment and economic stagnation with hard measures adopted for hard times.
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Abstract: The financial communication based on cash flows is sustained by the unexpected development of the
financial markets. Such information is revealed by the cash flow analysis. What is its objective? To provide information
about the cash receipts and cash payments of an economical entity during a financial exercise. The way this report is
being done allows measuring the influence those activities of exploitation, investment and financing an entity develops
within a certain timeframe have on funds availability and on growth or decrease of means money within the respective
timeframe
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The management team, the investors, the creditors and other categories of people who use the
financial information, are the recipient of the information cash flows display. The investors and creditors are
interested in the capacity of the financial entity to manage cash flows, to gain future earnings and to
transform the benefits into availabilities. The investors are interested in being paid by dividends for their
investment in the company and the creditors by interest. They evaluate the management decisions as a
consequence of the cash flow analysis.
The manager can take more efficient decisions if he obtains real time information about cash flows
and their origin. The information provided by this component of the financial analysis helps managers to
determine the entity degree of liquidity, to establish the dividends politics and to evaluate the consequences
of major strategic decision regarding the investments and financing. If the manager of an entity establishes a
proper investment decision, its activity is successful, otherwise malfunctioning may appear.
The cash flows situation is the only component of the financial statements that answers the question
of the entity’s solvency and financial flexibility. The long term analysis of solvency shows whether the entity
heads or not towards bankruptcy. An entity with a high degree of financial flexibility is capable of
overcoming the difficult periods of time, to recover after unforeseen failure and to benefit from the profitable
and unforeseen investement opportunities. There are generally speaking assessments that indicate that the
higher the financial flexibility of an entity is, the lower its risk to go bankrupt.
The cash flow statement is originally from U.S. where accountancy is orientated towards investors’
informational needs. In the GAAP US vision, the cash flow statement marks the net value of an economical
entity’s cash generated by its activities (exploitation, investment, financing) during a period of time or used
in the above mentioned activities. The issue of cash flow statements is approached by the American
accounting rules FAS 95 “Statement of Cash Flow”.
The cash flow statement classifies the receipt and cash payments in activities of exploitation,
investment, financing:
 The exploitation activities include: goods production, buying and selling, service and service
delivery. To determine the cash flow of an exploitation activity one can use the direct or indirect
method.
 The direct method is based on the principle of converting every element of the income and loss
account from accumulation into pay-cashing base.
 The indirect method targets only the necessary adjustments to transform the net income into
treasury flow from the exploitation activity; the adjustments will be done only for those elements
which, although included into the income and loss account, do not affect the cash flows. FAS 95 does
not impose using one of the activities above mentioned, the entities have full liberty of choice, but
they recommend the direct method as it reflects the gross value of the main components of the
receipt and cash payments. When using the indirect method, the net income- net flow reconciliation
218

Nr. 6 (53) /2010 vol.1
can be included in the cash flow picture or can be presented separately, in which situation the report
will only show the treasury net flow value out of the exploitation acitivity.
 The investment activities target buying and selling of assets, securities easy to negociate, granting
and loan recovery.
 The financing activities include obtaining resources from owners and creditors, refunding and
paying them. The method used in this case is the direct one.
For all transactions which generate cash flows in foreign currencies the FAS 95 American accounting
rule stipulates using the exchange rate from the date of the flow. In case the result is comparably equal to the
one obtained by using the current exchange rate, the solution would be using a weighted average rate of that
period. No matter what however, the cash flow statement must present the consequence of rate changes on
the foreign currency balances in a dinstinct column. The investment and financing transactions the entity
performs that do not generate cash flows must be presented separately, but not with the treasury flows
picture.
Out of all the models in which the cash flow is presented, the Great Britain one is by far the outstanding
one. Although it was based on the American model, Great Britain built its own treasury flow statement
presentation model. Thus, the British accounting rule FRS 1” Cash Flow Statements” classifies cash flows
generated by activities of exploitation, investment, financing through eight columns:
Exploitation activities: Cash flows derived out of exploitation activities represent cash consequences of
transactions and other events linked to commercial and exploitation activities, to be found in the income and
loss account and included when determining the exploitation result.
Income of shares and financing services: include incomes derived out of investments or payments to
funders, stakeholders without capital rights or who own minority interests. The receipt cash derive out of
interests, recovery of taxes, net paid dividends. Output of cash comes from paid taxes, including deducted
taxes and paid to the authorities, the corresponding income to paid royalties for leasing contracts, dividends
paid for shares without capital rights, dividends paid to the minority stakeholders. We must notice that the
paid and collected interests as well as collected dividends can be generated by investment activities,
liquidities management, financing or exploitation.. In the case of bank entities, assurance or investment, the
mentioned elements will be classified within the treasury flows generated by the exploitation activity.
Tax:The British approach of treasury flows linked to tax differ significantly from the American one,
because FRS1 includes in this column collections and payments generated by the relationship with the fiscal
authorities, anticipated taxes, less value added tax, other taxes that do not have as a basis the incomes the
company has reported.
The capital spendings and financial investments target the flows generated by buying or selling of
assets as well as all other active investments which are not included in the category of liquid resources
mentioned in column”cash management”. The cash receipt has as origin payments of loans reimbursement
to other utilities or selling of credit instruments to other companies. The output of cash is generated by
payments for acquisition of tangibles, granted loans and payments for the acquisition of credit instruments of
other companies. The capital spending and financial investments with the “Acquisitions and transfer
activities” are grouped under investment activities.
Acquisitions and transfer activities include flows generated by acquisitions and transfer activities or
investments into an entity which becomes or stops to be as a result of these transactions, associated, jointventure or branch.
Paid dividends referring to the company’s capital include the paid dividends, less advance taxes.
Cash management includes cash flows generated by investments in the form of deposits, redemptions
or assignments of other instruments held as cash resources, payments in the form of deposits, payments for
buying instruments held as cash resources.
Financing activities include collection and payment towards external funders. The cash receipt derives
from the collections as a result of shares issuing and other capital instruments, bonds issuing, loans. The
cash output are generated by payments made to redeem company shares, regarding the spending linked to
the issuing of shares as well as paying the financial leasing royalties.
The methods used to determine the treasury flows are the ones recommended by FAS 95, with the
remark that FRS1 requests determining the treasury flows by exploitation through the indirect method, even
though the direct method was used.
With regards to the flows generated by the extraordinary elements, FRS1 mentions that these will be
included in the treasury flows statement depending on the nature of each element. For the transactions
generating foreign currencies treasury flows, FRS1 mentions that these flows will be included in the treasury
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flow statement, having the same transformation base as the corresponding elements presented in the income
and loss account.
In the international vision, IASB approaches the financial communication problem on the basis of
cash flows through the international accounting rule IAS 7 “ Cash Flow Statement”.
IAS 7 has as main objective of this report the scope of offering users information about cash flow
movement history as well as cash equivalents of an entity; this information are necessary to users because it
provides them with a basis of evaluating the entity capacity to generate cash and cash equivalents and as well
the needs to use these cash flows. Every entity, regardless of the nature and scope of activity needs cash to
deploy its activity, to pay its bonds and to pay its investors.
Structurally, the cash flow statement is based on the functional classification in three types of
activity: exploitation, investment and financing, following the relationship between these activities as well as
the impact on the cash and cash equivalent value. The classification of a transaction in one of the activities
mentioned implies a careful analysis, because the respective transaction can generate different cash flows.
In comparison with the American accounting ruleFAS 95 which indicates transactions generating of treasury
flows linked to the three activities, the international accounting rule IAS 7 only presents an exemplification
of these.
Marking some events and transactions in the activity of exploitation requires a detailed analysis
because, although it generates value increases or reduction with high impact on the result, these are not to
be included in the exploitation activity.
Following the accounting American tradition, exploitation cash flows can be determined either
through the direct or indirect method and investment and financing activities cash flows through the direct
way. Although they drive identical results, IAS 7 recommends the entities to present cash flows through the
direct method because it offers useful information for the estimation of future cash flows, which the indirect
method cannot provide.
Identifying cash flows from explotation, investment and financing activities creates the feeling of
being able to easily identify the tax cash flows, classified in the three activities. The cash flow linked to the
respective tax is not easy to identify, often even impossible and may appear in a different period towards the
base transaction cash flow.
This is the reason why the income tax is incorporated into the category of exploitation activities.
There are however situations when the tax cash flow can be identified with an individual transaction that
generates cash flows which are classified as investment or financing activities, and the tax cash flow is to be
included in the same category. When the tax cash flows are allocated to more than one group of activities,
the total amount of paid tax needs to be presented as well. Among the financing and investment activities an
entity runs, there are some which do not have monetary consequences and therefore they must be excluded
from the cash flows statement and they are to be mentioned in the financial statement in such a way that they
provide all relevant information about these activities.
In Romania the cash flow statement is done in compliance with the international regulations. As the
Romanian accounting system is developing closely linked to the European and international regulations, the
cash flow statement begins to make its place within financial transactions.
All professionals in this field believe that it is necessary to present some information related to: the
way the collection and payment flows are done, gross or net value, the criteria used for those cases where
cash flows can be classified in more categories of activities, the accounting treatment of cash flows derived
out of extraordinary events. Perhaps the Romanian normalized accountants considered that the IAS 7
reference is enough to create this report by the Romanian entitites, thus neglecting our economy’s flaws;
these flaws can nevertheless be corrected.
As a remark, we can mention that the cash flow statements contribute to the enrichment of all the
information users get, but also to the consolidation of accountancy as privileged source of information,
because it represent the basis of all strategic and financial analysis.
To create value, a company must earn enough as to cover for its expenses and to pay accordingly the
invested equity. From the investor’s point of view, the payment of the equity must be done at an attractive
rate, higher than the one they can obtain through an investment without risk.
The firm objective of a company is to maximize the stakeholders’ share value so in consequence,
concepts such the cash flow return of investment, return on assets, economic value added, liquidation added
value, should be familiar just like market share, sellings level or gross margins.(Kothler, 2004 p.99)
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The economical theory developed the analysis of the stakeholders’ value, which is based on the
usage of a set of indicators:






Economic added value
Market added value
Liquidation added value
The liquid return of investment
The total return of stakeholders

Economic added value
The concept of VAE as well as the one of market added value have been launched and belong
exsclusively to the American consultancy office Stern Steward&Co.
According to its given definition, VAE represents the difference between the net operational income and
the opportunity cost of the employed capital:
VAE= Net operational income-(Invested capital x (The rate)of the Capital Cost)
And
Net operational income = Operational income-Tax income=( Net business turnover-Exploitation
expenses)- Tax income
The economic added value represents a measurement of the financial performance, reflecting the
economic income of the company and being directly linked to the degree of richness of stakeholders along
time. In other words, the economic added value reflects the way the desired result is above or below the
minimal payment rate of creditors or stakeholders as it is required in case of projects with comparable risk.
It can also be calculated using these formulas:
VAE = (RT – CMPC) * Kt
Kt = KP + Df
Kt = Ai + NFR
DF = DT – Atrez
n

CMPC =

∑ gi ⋅ cki
i =1

100

RT – the return rate of the overall invested capital (after taxation)
CMPC – the weighted average cost of all capital (medium rate of payment of the overall capital)
Kt – total used capital (total assets)
Ai – net assests
NFR - floating capital
Dt - total debts
Atrez - cash assets
Ckp – equity cost
Kp – equity
Rd – equity loan cost (interest rate)
Df – equity loan (financial debts)
Ci – income tax rate
Gi – share of each capital category
Cki – the reimbursement rate of each capital category
The reasons why the economic added value can be implemented are:
 It improves communication with stakeholders and creditors;
 It represents an indicator of measuring performance;
 It helps in creating the company’s objectives;
 Its purpose is to create capital guarantees;
 It is used to get the interest of the company management
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The market added value
This indicator, applied especially by the quoted companies, reflects the appreciation that the company
has from the market. The VAP represents the surplus of the total market value on the value of the invested
capital
VAP = VP –Kt
VP - company market value (stock value)
Kt - overall invested capital
The size of the market value can be obtained by:
 In the situation of the quoted companies

VP = Na * Ca

where: Na - the average number of shares
Ca - the stock value rate of a share
 In the situation of the non-quoted companies
VP is estimated based on the present value of flows generated for investors
The scope is to obtain a market added value as high as possible to increase the value of the
invested capital by shareholders.
Increasing the economic added value will be followed by an increase of the market added value,
so an increase of the difference between the company market value and the invested capital.
Using the relation between VAE and VAP one can appreciate the market value of the equity as
being the present value of all future flows the owners possess.
Liquidation added value
The VAL is the result obtained by comparing the gross cash flow of the company during the
respective period with the level of the necessary cash flow to satisfy the investors demand (Operating Cash
Flow Demand)( amortization and cost of the capital used to deploy the activity)

VAL = CFB - (Am + Ck)
CFB = Pn + Chdob + Am
Ck = Ib x Rk = ( Acn + Aib ) x Rk
where:
VAL - Liquidation added value
CFB - gross cash flow of that period
Am - amortization
Ck - cost of used capital
Pn - net profit
Chdob - interest expenses
Ib - gross investment
Acn - net assests
Aib - gross assets
Rk - average rate of capital payment

or
VAL = IB x (RFNI – Rk)
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The cash flow return of investment
The cash flow return of investment is an annually calculated indicator, adapted to inflation and it
reflects the company performance taking into consideration its capacity to generate cash flows (much
appreciated aspect of the capital market), RFNI can also be used to see whether extra income was obtained
compared to the capital cost.
RFNI represents the discount rate of future cash flows expected to be obtained taking into consideration
the average economical lifetime of the company’s investments.
The following elements are used to appreciate the cash flow return of investments:
• Gross cash flow ( obtained using the net accounting exploitation result adjusted with the values of
elements that do not imply collection or payments, as well as with the values of elements which do
not participate in the current activity);
• Gross investments (or gross total assets, calculated based on the balance value adjusted to inflation.
Elements outside the balance are included as well and the goodwill is excluded)
• Assets average lifetime
The discount rate “r” is obtained through the following formula, using the principles of the internal
rentability rate:

Investitii brute (valori curente) =

CF1
CF2
CFt
AND
+
+ ....... +
+
1
2
t
(1 + r )
(1 + r )
(1 + r )
(1 + r ) t

where: CFi - gross cash flow for each year ;
AND - non-depreciable assets
t - average lifetime of the company’s non-depreciable assets
r - discount rate
The cash flow return of investment can be calculated for a year:

CFB − Am
CFs
∗ 100 =
∗ 100
Ib
Ib
Rk
Am =
∗ Ad
(1 + Rk ) t − 1

RFNI =

Ib = Aib + Acn
CFb = Pn + Am + Chdob
Where:
CFB - gross cash flow;
CFs - sustainable cash flow
Am - amortization
Ib - gross assets
Aib - gross assets
Acn - net assets
Ad - deporeciable assets
Rk - capital payment rate
t - Depreciable assets lifetime
Pn - net income
Chdob - interest expenses
To appreciate all factors which infleunce the return evolution through investments cash flows, the
following model of analysis is used :

RFNI =

CA CFs
∗
∗ 100 = R Ib ∗ M FN
Ib CA
R Ib =
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M FN =

CFs
∗ 100
CA

Where :
CA - turnover
R Ib - Gross investments rotation

M FN - Cash flow margin
RFNI advantages are linked to the support they offer in properly evaluating the company’s activity,
not being influenced by the inflation and amortization effects, as well as VAE. The disadvantages derive
from the necessary expenses and the time it takes to make adjustments (eg. Related to assets: inflation effect,
appreciation of average functioning period),

Total Shareholders Return
This indicator is proposed by the Boston Consulting Group company to appreciate the value
obtained by shareholders as a consequence of owning shares and re-investing the dividends in a certain
period of time (a year or more).
RTA contributes to comparing companies or across the average of the market and is calculated in
percentages:

RTA =

(VAsf − VAi) + Div
∗ 100
VAi

Where:
Vasf - the value of share at the end of period
Vai - the value of share at the beginning of period
Div - the value of the dividents (includes not only the distributed dividends, but also cash payments to
the shareholders and redemption of shares)
To emphasize the economical performance of a company as close to reality as possible, RTA is
correlated with cash rentability through investments cash flow.
The main financial indicators that were previously presented are useful in identifying internal ways
company management uses to create value:
 Incresing cash flow margin
 Improving the efficiency of using total assests through cost management specific policies or
strategies in prices;
 Business growth either by extending product markets, own services or by transferring
capability based on new activities.
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Abstract: The analysis of certain developed countries’ experiences referring to the use of economic policies
allows the emphasis both of the effects that each type of budgetary policy generates, and of the co-action of the
multitude of phenomena related to such policies. Moreover, it is certain that irrespective of an economic policy, it
cannot be efficient at all times and neither can it be on long term; it is enough that its efficiency be sensed during a
settled period of time.
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1. Introduction
The complexity of budgetary interventions results from the partial overlap of economic and
financial phenomena made up of actions and reactions. Thus, budgetary operations allow actions upon an
economy, yet such actions may lead to certain reactions of economic agents’ behaviours likely to affect a
budgetary circumstance. The experience of applying budgetary policies has generated a lot of criticism that
has outlined the fact that budgetary interventions are the origin of deregulation effects, eviction effects,
compensation effects and of the uncertain effects of redistribution.
According to specialists’ opinions, the concise assessment of budget progress theory and policy
accomplishment over the last decades pursues two main goals.
Firstly, it provides certain protection against ineffective policies or holistic solutions that have been
suggested and experimented but have encountered various problems during practice, and also against some
great arrangements launched by means of much publicity and later on left aside.
Secondly, this survey shows the indisputable progress often achieved on modest fronts, with pretty
simple techniques. Thus, the serious budgetary issues along with the budgetary imbalances caused by the
deficits of public enterprises in the early 80’s have mostly been solved such as the hardships related to
special funds’, loans’ and explicit warranties’ budgetary regimes by financial support. Similarly, there has
been a consensus related multiannual budgets and the issue has come to an end. Anyway, the recent
experience of budgets and policy accomplishment has left behind a substantial number of rules, norms and
practices pursued in most countries and recognized as functional and efficient.
Additionally, the experiences of developed countries in the context of such research aims at solving
three main issues, namely:
setting the administration’s position when deciding upon the options regarding complex budgets, and
financial policy mix at macroeconomic level;
setting up an efficient structure regarding budgetary procedures;
setting the optimum limits of budgetary balance/imbalance.
2.
The situation of France
The budget has evolved from a parliamentary control instrument upon the administration, typical of
late 19th century, to the governmental policy’s favourite instrument. A budget is the state’s economic
intervention instrument in three different ways: cyclic adjustment by growth rate and expense choice,
structural policy implementation and redistribution steps of revenues and those regarding social sympathy.
The local fiscal reform started in 1970 had as main goal the modernization of taxing criteria by
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taking account of real estates’ cadastre rental value, providing its revision every six years and its upgrading
every three years, as well as a yearly lump increase of taxing criteria. The decentralization process begun in
1980 along with the intercommunity fiscal compliance pursued the following aspects: taxes’ localization,
local collectivities’ fiscal freedom; tax-payers’ equality to local taxes.
It is important to assess the French experience regarding the transition to programme budgets. The
experiment of programme budgets started in 1971, yet their generalization occurred later on, in 1978.
Applying the new type of budgets did not mean giving up the means budget, but using it to add to the
classical one related to means comprised in economic and functional structures. After 23 years since the
generalization of budgets by programmes as an instrument substantiating decision making, the Parliament of
France has adopted a law that provides the respective budget with juridical power. More than two decades
have been needed to demonstrate that it is not only necessary but also likely that programme budgets become
operational. During this interval, several steps have been adopted in order to facilitate the good running of
programme budgets. Among them, special importance is given to the steps included in the Organic Law
regarding the finance laws of 2001 which have pursued the achievement of two main goals:
the reform of public administration framework in order to orient it towards the results of activities
financed by budget money and towards ensuring efficiency;
the increase in budgetary information’s transparency and the importance of parliamentary
authorization.
The laws regarding budgets generate the nature, amount and destination of state resources and
duties as well as the budgetary and financial balances that ensue therefrom. The respective laws take account
of the stable economic balance and the goals and results of the programmes they set.
Unlike community regulation which provides the obligation to make up the European Union’s
general budget in a balanced way, the French legislation is permissive, that is, it does not interdict the
approval of budgets where revenues do not entirely cover expenses. The 2001 organic law does not imply the
obligation to obey the principle of budgetary balance when drafting and approving the annual finance bill,
but it leaves the issue in the hands of the legislative forum. Once the National Assembly and the Senate have
agreed upon a certain amount of budgetary revenues and expenses, the balance between them must be
observed all throughout financial practices. The structure of budgetary laws in France can be presented as
follows:
a)
Budget Law’s organic structure. The budget includes a set of statements about accounts, resources
and expenses having balances among them and ensuring the oneness of budget documents. Accounts are
grouped by the type of actions described: final and temporary. The accounts regarding final operations
comprise a single general budget account which shows the figures corresponding to revenues and expenses.
Apart from the general budget, some operations are divided into two types of accounts: annex budgets and
special treasury accounts.
b)
Budgetary laws’ material and legal structure which is made up of two parts. The first part entitled
”General Conditions of Financial Balance” includes two subparts: the former relates to fiscal issues with a
budgetary impact during the respective year: the authorization to collect taxes for one year and provisions
that amend the already existing taxing if they have effects during the year. The latter subpart corresponds to
the key issue that presents budgetary balance as a picture comprising total revenues and expenses and
therefore the surplus or deficit expected along the year. It also includes two titles: the former shows the
provisions referring to general budget expenses, to those of annex budgets and special treasury accounts for
the respective year, and the latter supplies permanent provisions (steps related to the taxes without a financial
impact upon the respective year but with an impact upon the years to come, budgetary provisions with a
direct impact upon the funds allocated during the year).
France’s peculiarity regarding the structure of central institutions is that apart from the Private
Office, the Prime-Minister benefits from the Government General Secretariat (GGS) as a consulting assistant
and being a stable administrative structure. The GGS is run by a secretary general, traditionally a member of
the State Council who is not affected by political or governmental changes and represents state continuity by
his job stability. The GGS also means a regulation point at the intersection of the activities run by the state’s
main institutions: Presidentship, Parliament, Government, State Council and Constitutional Council. All the
meeting briefings, administrative or financial arbitration, bills and regulation drafts, trials in administrative
or constitutional law courts are analyzed by GGS. Thus, GGS plays an essential part when ensuring
governmental activities’ coherence.
The decision-making system in France can be perceived as relatively coherent and efficient, it is
not only the result of administrative and political structures. Political and administrative tradition,
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representation and culture largely contribute in the system’s success. The Parliament may intervene by
various amendments. Constitutional provisions state that the suggestions and amendments formulated by
Parliament members are not permitted when their adoption might lead to consequences such as public
resource decrease, public duty emergence or embitterment.
Any amendment must be justified and accompanied by the development of the means justifying it.
The 2001 organic law has also extended the attributions of finance commissions in the two Parliament
Chambers regarding the annual laws of finance. They pursue and control the execution of the respective laws
and proceed to assessing any issue referring to public finance. In this respect, the commission president and
the reporters make all the necessary investigations such as documents or in-field analyses as well as any
useful hearing.
The procedure of budget bill preparation can be considered efficient both from the legal perspective
since it complies with the time limits set up by the Organic Law for budgetary decisions, and from the
economic perspective as the budgetary deficit has confined within reasonable limits lately in compliance
with the requirements of sustainable growth and with those set by the European Union Council. However,
France’s budgetary deficit in 2009 reached 7.5% of GDP. The public deficit degradation as compared to
2008 is entirely related to the world crisis effects that have also led to the decrease of fiscal collection and to
the need to spend more in order to support economic growth. The Government in Paris estimated in their
latest official predictions a new record of the public deficit in 2010 up to 8.2% of GDP and expressed their
intention to bring it back to 3% in 2013, as requested by the European Commission.
In the year 1997, the European Union Council which had a meeting in Amsterdam agreed upon the
”Stability and Growth Pact” that aims at preventing and removing excessive public deficit. They also agreed
that the member states should draft and submit a three-year Stability Programme to the authorities in
Brussels. Such a programme monitors the ratio between public financial resources and public expenses
which should be close to balance or excessive in order to cope with normal conjuncture fluctuations without
allowing the deficit to exceed 3% of GDP. It is recommended that during drafting the Stability Programme
the member states take account of two or three economic growth screnarios that are as close to reality as
possible according to which they should calculate the financial indicators at macroeconomic level: total
public expenses, total fiscal collection, the balance between public revenues and expenses, the public
treasury balance etc. Most member states use two scenarios of economic growth of which the former is
prudent and the latter is optimistic.
Among the main goals included in the Stability and Growth Programmes, some are emphasized
below:
• improving the ratio between public revenues and expenses in order to reach a balance between them as
soon as possible;
• accomplishing a high stability level of prices in order to draw inflation rate close to the level attained by
the states having the best performance in the field;
• restricting and improving public expenses in order to avoid the occurrence of a public financial deficit;
• accomplishing a high level of labour force employment by proper steps including state cooperation, as
employment produces beneficial effects upon the economic growth and contributes in improving
population’s living conditions.
The implementation of the stability programmes judicially set up by the member states and
coordinated within the Community makes it possible to strengthen the European Union’s position in the
world economy.
3. The situation of Great Britain
After 1950, the British governments that have emerged have adopted macroeconomic policies with
the purpose to regulate economic cycles, pursuing the achievement of a satisfactory growth pace of the
national revenue, low inflation and low unemployment rate. During the postwar period, the approach of
macroeconomic policies in Great Britain had three stages: the 50’s-60’s - the approach of Keynesian type
macroeconomic policy; the 70’s – the emergence of stagflation as a result of the failure the Keynesian
management faced because of aggregated demand; the 80’s – the ”Thatcherism” period, namely the adoption
of the monetary-type economic policy.
It can be emphasized that along the years, the budgetary-fiscal policy has been reoriented to major
macroeconomic goals such as: the increase in production level, the decrease of unemployment, the reduction
of inflation, the diminuation of the budgetary deficit. However, the governments’ different actions and the
specific economic conditions have led to certain controversial effects. Since the middle 80’s, there has been
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emphasis upon the privatisation of numerous state enterprises in order to increase economic performance and
to have more balanced financial management. Privatisation trend quickly embraced the politicaladministrative structures and there was a decrease of public expenses’ share of GNP, from 46% in the year
1984, to 39% in 1990 and a restriction of local collectivities’ expenses.
The state’s ignorance at economic level and the restriction of public expenses led to a deterioration
of the patrimony and public services especially in the field of professional training and social assistance and
they also generated a new type of urban poverty. On the other hand, the private sector’s investment increased
by its enterprising elements which had previously worked with considerable placement abroad, for example
North America and Western Europe started orienting more towards their own national markets. Moreover,
the energetic independence and the oil reserves in the North Sea made the Pound Sterling stronger and abler
to attract numerous foreign investors, which contributed in its overestimation.
As the budgetary policies and procedures involve both management changes and public expenses’
monitoring, and a wide range of reforms of the public sector management, they are central governmental
goals of public service provision in an economical and efficient way. In order to develop such reforms, a
crucial role has been played by the Treasury and the Cabinet’s Bureau.
An important decision maker has been the Efficiency Unit within the Cabinet’s Bureau set up in
1979 in order to implement the policy meant to reduce state dimension and to increase public service
efficiency. By applying the techniques of business management coming from the private sector, the natural
ability of the Efficiency Unit used to be concentrated upon the weak operations. At present, the Unit’s role
has enlarged and it now includes the responsibility to coordinate market testing governmental programmes,
the development of efficiency plans for departments and agencies, multidepartmental revisions, the use of
governance consultants, and the development of better financial management systems inspired from the best
practices in the public and private sector. A great part of the Efficiency Unit’s power ensues from the fact
that it is quite a small organization (with less than ten professionals) and has a flexible work schedule.
Additionally, ever since 1979, the Government has envisaged the reduction of the national revenue
share for the public sector in the context of improving the results achieved and measured by the quality of
their operational end. The budgetary decision adopted and related to the public expenses for accomplishing
this goal is called General Governmental Expense (GGE) and includes the expense of central departments,
the financing requirements of industries and public corporations, of local authorities (municipalities in the
United Kingdom) financed by the state or by own resources. Thus, according to the functions they have, the
GGE comprises the largest programmes (two thirds of all programmes), namely: social security, health,
education and defence services, in this order.
The government’s approach of the new political initiatives has the purpose to clarify what
objectives must be reached, during what period, at what costs and how this achievement is to be measured.
The preparation instructions of ministerial documents for the Cabinet are expressed in similar terms on
condition the Treasury should be consulted in all the policies that have implications upon public expenses.
Any department which suggests new policies or programmes in any context must quantisize their effect upon
public expenses ever since their first stage. By that, a department must estimate both the impact upon its own
expenses, and upon the expenses of other departments, a rule which applies in the event of the suggestions to
cut down or increase expenses. The information of operational impact type prepared by departments in order
for the Treasury to examine includes the results of recent assessments with implications upon the policies
being implemented.
In the ”down-top” approach of public expense planning, any expense increase can be compensated
by a proper reduction operated somewhere else. The level of funds allocated from public expenses is revised
by a process known as Public Expense Report. The Public Expense Report is an annual process that helps
assess and review the existing framework of public expenses as a consequence of the changing
circumstances within the limits settled by the Cabinet.
Within the new framework of resource evidence, the government has suggested that each
department provide a statement about its resources analyzed by goals and objectives, as an annual financial
account. A result and performance analysis is also provided, which does not belong to financial accounts but
shall be publicly reported. Such an analysis is easier to develop for certain departments and agencies than it
is for others and the progress of the governmental recommendation implementation is slow and difficult.
Measuring the performance in the public sector is highly desirable, yet troublesome. It partially happens
because of the idea’s novelty and partially because certain results themselves are hard to define and specify.
Difficulties occur when departmental goals are reached by bodies outside their direct monitoring and when
financing shall be furnished by a third party.
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Well-used performance indicators are valuable management instruments. Among the positive effects of
public service management, the following can be mentioned:
- the development of performance measurement has been started by executive agencies during the
initiative called ”Next Steps” launched in 1988. These agencies are formally part of a motherdepartment, but they have their own constitutive documents, executive manager and Management
Council, annual reports and accounts, organizational structures and independent payment systems,
having high autonomy in terms of management;
- executive agencies have strict limits as regards current costs and they cannot ask the Treasury for
budgets’ growth for service improvement. In the case of some agencies, with customers charged for
supplied goods and services, the Treasury imposes restrictions upon prices;
- avoiding the risks to emphasize the measurement of what is easy rather than of the indicators related
to service quality;
- schools, hospitals, public authorities must gather and disseminate information referring to their
performance as compared to similar ones in other regions of the country;
- indicators grow from ”bottom upwards”, by consulting the base personnel;
- avoiding exclusive concentration on short term;
- interpreting the results after assessing performance and setting the targets with the purpose to guide
managerial actions rather than as eventual solutions of business problems.
Nevertheless, the progress of public expense cut-down has not been significant, the percentage has
not dropped since the new government was settled in 1979. Thus, the year 1993 brought about changes in
budgetary decisions’ approach. Budget unification steps have been implemented, so that the budget covers
both expense propositions, and those related to the taxes needed to finance the former. The unified budget
provides the opportunity to more clearly appreciate the suggestions regarding public expenses concerning
total revenues and expenses, taking account of the potential negotiations between public financial resources
and needs.
The ”top-down” approach of public expense management introduced in 1993 has been successful
by a more efficient collaboration upon the negotiations among political options. The evidence and budget of
resources are successfully implemented in all the key aspects, including the development of efficient
performance and result assessment. In this context, mention should be made of the role the Treasury plays in
expense monitoring, by knowing the real expenses operated during a year, as compared to the plans for the
entire respective year and to the expenses expected for the same year. The Treasury has currently developed
a new approach of getting the information from departments, which is known as General Expenditure
Monitoring System. The system is designed to get information directly from financial assessment and
management systems that many departments update as part of resource budget and evidence in the
engagement system.
At present, the British Government estimates that the budgetary deficit will reach 12.6% of GDP
this year, close to the level of 12.7% recorded by Greece in 2009, the highest in the European Union.
Analysts expect a significant increase in credit costs because of state loans or too fast a reduction of
budgetary expenses which will probably lead to a new recession.
4. Conclusions
In conclusion, the stability, clarity, planning and estimation of changes are key values of a budget department
and are the basis of its operation way. The proper general framework of governments involves the set-up of
several fundamental, fixed and universally true features for the central ”command position”: budget and
forefront. Apart from these, the peculiarity of rules and systems depends on national preferences and traits.
Among the main fundamental features, there are:
- recognizing and encouraging the essential differences between the budget bureau and the forefront as
they have different abilities, necessary to state concrete rules and procedures;
- support systems meant to facilitate the efficient collaboration between the budget bureau and the
forefront. These systems are to facilitate negotiations and consulting firstly, and secondly an open
information transfer from one institution to another, and thirdly keeping the balance;
- the interdependence between budget and policy drafting goes further towards the quality of
operations run by every institution, consequently each is a key factor to generate the operation
change of the other;
- the two central institutions of the government have a common duty for all the issues that go beyond
the responsibility scope od specific ministries. Expertise shows that the efficient action upon some of
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these issues requires more than harmonizing the issues arising daily.
It is necessary to highlight that the analysis of developed countries regarding the issues mentioned
above emphasizes new concepts used in budgetary management. The essence of the budgeting concept
means finding the potential directions in allocating limited financial resources and in setting a certain
decision-making process in the context of ensuring a balance. Apart from the features mentioned already,
budgeting in the public sector also comprises a set of peculiarities of the budgeting process, namely: the
multitude of participants with different interests and goals; vulnerability to conjuncture conditions; dividing
tax-payers from decision makers regarding public expenses; the influence of political, social, natural
constraints etc.
Budgets in the public sector seen from the perspective of decision-making appoach can be confined
to microbudgets and macrobudgets. Microbudgets aim at ”down-to-top” decision making and their attention
concentrates upon the large number of participants with own motivations and strategies to reach their goals.
Yet, a number of conditions or constraints of various natures (conjuncture, legislation in force, economic and
social priorities etc.) impose the need of a ”top-down” systemic vision of budgets defined as macrobudgets.
Within the respective research, macrobudgets also envisage the survey subject and object as well as the main
goals of the financial balance policies in the public sector.
The conceptual approaches concerning macrobudgets aim at several major directions of the
financial balance policy in the public sector, namely:
- setting the size of the public sector;
- defining the budget’s role in the economy (control, cyclic influence limitation, inflation or
unemployment decrease etc.);
- setting the coverage and importance spectrum of each budget link;
- choosing the projects according to their efficiency (setting the expected results).
As far as state intervention by its financial policy at macroeconomic level is concerned, it can be
said that the rules, steps and effects of fiscal and monetary policies remain universally true, as it is important
to know the time of their application, to assess the time necessary for their accomplishment, as well as to
accept the unfavourable effects which are unavoidable in any steps. Along the years, the monetary and fiscal
responses to the issue of economies’ activation have been different both from the perspective of their
fundamental direction, and from the one of their manifestation level. It is about the following directions:
• adopting an expansive attitude both at monetary and budgetary level with the intention to make up for
the economy’s negative effects;
• keeping a firm monetary policy in order to decrease the inflationary effects caused by oil prices along
with fiscal policy loosening (domestic demand);
• promoting certain restrictive monetary and fiscal policies, thus pursuing the change of attitudes to
resources and the rapid reduction of inflation.
In the context of accomplishing the macroeconomic financial policy, it is vital to settle the
optimum size of the public sector. The proportionality between state activities and national revenue has been
noticed by German economist Adolf Wagner. The economist’s true statements refer to the fact that after an
increase in public activities’ proportion during the economy’s growth stage, there might be a maximum
proportion of public activities in national economy which shall not be continuously exceeded. The
governmental activity of service rendering and resource redistribution is a constitutive part of modern
economy. The level of such an activity is the result of political processes which try to equal the adequate
social reserve need with the financing obtained by an acceptable taxing plan.
As far as setting an efficient structure of budgetary procedures is concerned, the following steps
can be outlined as favourable for Romania:
- creating a specialized procedure to strengthen the national public budget which shall allow the
patrimony reassessment, the generation of state activity scopes, priorities and long-term
programmes, the monitoring of budgetary processes etc. In this respect, the Government’s General
Secretariat can be mentioned as politically independent and time stable;
- improving public service management by setting up specialized agencies to evaluate the efforts and
effects of public expenses;
- granting the treasury service the strengthening role of budgetary execution especially when public
revenues and expenses are drafted and predicted;
- the need to justify the administrative procedures and structures used from one year to another.
Ignoring the factors generating additional expenses within ministries and the Ministry of Public
Finance leads to the inefficiency of the entire budgetary system.
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Referring to the optimum limits of budgetary balance, the following can be emphasized:
the annual level of budgetary balance depends both on the budgetary-fiscal policy, and on the level
of national revenue. The long-term importance of the budgetary deficit or of the way in which it is
regarded as a short-term stabilizer with an automatic action ensues from the fact that a deficit is
partially exogenetically settled by the government’s fiscal policy and partially endogenous by the
economy’s state;
- the effects of budgetary deficit in the macroeconomic model are emphasized after its impact upon
the decisions regarding current expenses. Thus, a first way in which deficits influence an economy is
the stabilizing effect (removing cyclic fluctuations) or the unstabilizing effect of an economy on
short term. The next way refers to their potential to negatively affect revenues and welfare on long
term. In the absence of capital flows or the existence of faulty ones, a budgetary deficit shall exhaust
investment and decrease exports;
- a balanced annual budget could exacerbate the fluctuations of national revenue which generates the
changes of autonomous expense flows such as investment and exports;
- although a balanced cyclic budget is an acceptable way to solve the compromise between short-term
stabilization and long-term balance concerns, in practical terms it is impossible to exactly define
economic cycles in order to solve this issue.
In the world practice, a balanced budget is a rare phenomenon because both the deficit and the
redundancy not only depend on the budgetary-fiscal policy, but also on the growth level of the national
economy. Reaching public financial balance is possible only at certain times: the intersection of budgetary
expenses and revenues is a core around which the variations of their difference take place within wellestablished limits. Accomplishing such flexibility in the policy of budgetary balance is a hard-to-reach
performance in any economy, yet economic theory and practice attempts are fully developing. As far as the
public financial balance in Romania is concerned, it is believed that during a first stage it is necessary to
appreciate its role in economic growth, according to the analysis of economic performance, promoted
macroeconomic policy, the emphasis of influential factors and the set-up of public priorities or options.
-
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Abstract: The Basel II Accord sets important guidelines for capital adequacy and defines a framework for the
use of internal evaluation models: foundation and advanced IRB approaches. Both approaches have in common the fact
that the bank provides its own estimates for the Probability of Default (PD) variable, which reflects the quality of the
borrower. In this work, we propose a method of computing the rating in numerical form, which can later be converted
to a PD estimate. We choose to use feed-forward neural networks for learning the functional relationship that underlies
the rating, for their various advantages, and we aim at coping with the major disadvantage of neural networks which
consists in the black-box perception by the final user. We aim at obtaining a model in an intelligible form in order to
comply with Basel II Accord that states that internal models have to be explained and presented to the authority for
validation.
Key words: feed-forward neural networks, credit rating, rule extraction, Basel II Accord
JEL classification: G21, C19

1. Introduction
The Basel II Accord sets important guidelines for capital adequacy. The novelty of the Accord
consists in setting a framework for the use of internal models in order to evaluate some or all of the credit
risk variables: foundation and advanced IRB approaches. Both approaches have in common the fact that the
bank provides its own estimates for the Probability of Default (PD) variable, which basically reflects the
quality of the borrower. Once a bank adopts an IRB approach, whether foundation or advanced, it has to
elaborate a model that evaluates the quality of the borrower from the credit risk perspective, that is to rate the
borrower. Common practice contains procedures that assign rating classes to borrowers, and then compute
the PD for each class.
Important advances in statistical methods for creditworthiness assessment have been registered
recently. Altman’s credit scoring model (1968) principles can be found in a series of current credit scoring
models, but other types of models have also been developed. Logit and multivariate logit models have been
developed (Bierens 2008). Recent revival of interest in neural networks leads to research in the opportunity
of applying neural networks for creditworthiness assessment. West (2000) presents a study of accuracy of
several neural network based credit scoring instruments (multilayer perceptron, mixture-of-experts, radial
basis function, learning vector quantization, fuzzy adaptive resonance) as compared to other more traditional
methods (discriminant analysis, logistic regression, k nearest neighbor, kernel density estimation, decision
trees), which shows that neural network based models prove to have considerable prediction power and can
be considered for use in credit scoring. Lai (2006) develops a neural networks ensemble model that aims at
combining the predictive power of several neural networks that are chosen through an uncorrelation
maximization algorithm.
We elaborate a method of computing the rating in numerical form, which can later be converted to a
PD estimate. We choose to use feed-forward neural networks for learning the functional relationship that
underlies the rating, for their various advantages: neural networks are universal approximators, they are
suitable for learning non-trivial non-linear functional relationships between variables, and we do not need to
know the probability distributions of the input data. In the same time, neural networks present a major
disadvantage which consists in the black-box perception that the end-user will have of such a model, so we
aim at overcoming this drawback, as we need to obtain an intelligible model in order to comply with Basel II
Accord that states that internal models have to be explained and presented to the authority for validation.
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2. Overcoming the black-box perception
Whenever we elaborate a credit rating model, we need to present it in a way that is easily
understandable by human experts as it needs to be validated by the banking authority. Presenting a weighted
sum of hyperbolic tangents of weighted sums of inputs is not easily intelligible. One option would be to
apply rule extraction procedures to the trained network and replace neural network model by a set of rules.
Setiono (2002) develops a technique of transforming a trained regression network into a set of rules by
replacing the hyperbolic tangents with piecewise linear functions after training and shows that acceptably
good results can be obtained in this way. Following the general lines of the technique developed by Setiono
(2002), we propose to train the network directly with piecewise linear approximations of the hyperbolic
tangent activation functions. In this way, the trained neural network can be decomposed directly into rules.
2.1. Piecewise linear activation functions
In what follows, we will elaborate the piecewise linear function that will replace the hyperbolic tangent
before training. Let’s consider a 3-piece linear function as in Fig. 1:
Figure 1: Piecewise linear approximation of the hyperbolic tangent

The activation function will have the form:
− 1,
x < −2

− αβ + γ ( x + α ) − 2 ≤ x < α

f (x ) = 
−α ≤ x ≤ α
βx,
 αβ + γ ( x − α ),
α <x≤2


1,
x>2

(1)

The parameters β and γ can be expressed in terms of α:
β=

tanh(α )

α

γ=

1 − tanh(α )
2 −α

(2)

The parameter α is computed by solving the optimization problem:
A
A
α

min ∫ tanh (x )dx −  ∫ f (x )dx + ∫ f (x )dx 
α
α
0

 0

2

(3)

For the purpose of our model, we will consider the hyperbolic tangent saturated on the interval [-2; 2] ( A
= 2 ), which gives us the values:
(4)
α ≅ 0.881374 β ≅ 0.802278 γ ≅ 0.261833
2.2. Building and training the neural network
Taking into consideration that the input attributes are rescaled to the interval [-2; 2], and with the
above values for the parameters, the activation function will have the form:
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− 2 ≤ x < −0.881374
− 0.476334 + 0.261833 x,

f (x ) = 
0.802278x,
− 0.881374 ≤ x ≤ 0.881374
 0.476334 + 0.261833 x,
0.881374 < x ≤ 2


(5)

As stated by the universal approximation theorem, a feed-forward neural network with one hidden
layer which contains a finite number of neurons and an arbitrary activation function is a universal
approximator on C(Rn) (Csaji 2001). There are no precise analytical procedures for determining the
architecture of a neural network a priori. Generally one starts with some more or less arbitrary architecture
and gradually adjusts it until an acceptable trade-off is obtained between the accuracy of the results and the
complexity of the architecture. Since our method requires decomposition of a trained neural network into a
set of rules, we need to prune the less significant units, as a large number of neurons will lead to a large set
of rules, so we need to exclude the hidden and input units that do not have significant contribution to the
network’s explanatory power. Kaashoek (1997) describes the mechanism of pruning a neural network based
on incremental contribution coefficients in order to eliminate insignificant hidden units as well as
insignificant components of the input vector. It consists in computing the contribution of each unit and
excluding the units which have the least contribution. After pruning, the training continues. The pruning
procedure can be done several times in a row, until no insignificant unit remain in the network.
2.3. Generating the rules
After pruning, we can proceed with the decomposition of the trained neural network, based on the
functioning of the network. The hidden units of the network receive each a weighted sum of inputs. Each
hidden unit emits a signal that is a linear function of the received signal, but the parameters of this linear
function depend on the level of the signal. The output of the network is given by a weighted sum of signal
emitted by the hidden layer. Basically, the hidden unit j has associated two hyperplanes defined as:
N

N

i =1

i =1

− woj + ∑ xi wij = α and − woj + ∑ xi wij = −α ,

(6)

where wij are the components of the weight matrix between the input and the hidden layer, xi are the
components of the input vector and N is the number of input units. The intersection of the hyperplanes from
all hidden units will partition the input space into NR regions, where NR ≤ 3H, H being the number of hidden
units. On each region, the hidden neurons will transmit simple linear functions to the output layer which will
return a weighted sum of these functions. As a result, since a weighted sum of linear functions is a linear
function, each region will have a corresponding linear function which will give the output for all the data
points belonging to it.
At this point, the rules in our set sound like: if X belongs to region R, then Y = FR(X). The problem is
that these rules are still not intuitive enough, since the “X belongs to region R” represents in fact a process of
determining the position of the input vector X relative to the hyperplanes defined by the hidden units. We
need to transform the regions bounded by hyperplanes into reunions of hypercubes that have edges parallel
to the axis. We propose to apply the following method:
1) partition the input space into a number of smaller hypercubes;
2) determine the region to which each hypercube belongs;
3) where possible, aggregate adjacent hypercubes belonging to the same region into hypercuboids;
4) replace the hyperplane-defined criteria by the hypercuboid-defined criteria.
3. Example
In order to illustrate the application of the method, we generated a dataset according to the formula:
2
(7)
We build a network with a sufficiently large number of hidden neurons. First we have to exclude the
input attributes that have reduced contribution to the model’s explanatory power. For that, we compute the
incremental contribution of each input unit:
y = −0.2 + 0.37ξ1 − 0.1ξ2 − 0.15exp(ξ3 ) + 0.4ξ4 + 0.05ξ5 + ε

∑ (d
L

R 2 − Ri =
2

k =1

− y i , k ) − ∑ (d k − y k )
L

2

k

∑ (d

k =1

L

k =1

k

−d

)

2

,

(8)

2

where:
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L is the volume of the training dataset
dk is the expected output of the training data point k
yk is the output of the network for the training data point k
yi,k is the output of the network for the training data point k, having the unit i excluded
Table 1 shows the results obtained for the input units. As expected, we get the least contribution
from input unit 5 (which corresponds to the variable ξ5). We also have a relatively low contribution from the
input unit 2. These inputs can be excluded from our model as, in the perspective of decomposing the
networks into a set of linear rules, the price of keeping the insignificant inputs in is higher than their
contribution. Having eliminated the inputs, we proceed with pruning the insignificant hidden units following
the same logic as with inputs. After this procedure, we get a network that has 3 hidden neurons.
Table 1: Incremental contributions of input units
INPUT UNIT
1
2
3
4
5

INCREMENTAL CONTRIBUTION
0.923445
0.025415
0.192024
0.400298
0.010574

Now that we have a pruned network we can proceed to transforming the network into a set of rules.
We will exemplify by partitioning the input space into 125 cubes each having the length of edge of 4/5= 0.8.
Also, we define the significant input vector as X = (x1 x2 x3) = (ξ1 ξ3 ξ4).
By weighting and adding the linear segments for each region, we get the following set of rules:
Rule 1:
IF
( x1 < -1.2 ) and ( x2 < 0.4 ) and ( x3 < 0.4 ) or
( x1 between -1.2 and -0.4 ) and ( x2 < 0.4 ) or
( x1 between -0.4 and 0.4 ) and ( x2 > 0.4 ) and ( x3 > -0.4 )
THEN
Y = - 0.55 - 0.38x1 - 0.19x2 + 0.5x3
Rule 2:
IF
( x1 < -1.2 ) and ( x2 < 0.4 ) and ( x3 > 0.4 ) or
( x1 < -1.2 ) and ( x2 between 0.4 and 1.2 ) and ( x3 > 1.2 )
THEN
Y = 0.45 + 0.11x1 - 0.17x2 + 0.25x3
Rule 3:
IF
( x1 < -1.2 ) and ( x2 > 0.4) and ( x3 < 0.4 ) or
( x1 between -1.2 and -0.4 ) and ( x2 > 0.4) or
( x1 between -0.4 and 0.4 ) and ( x2 > 0.4 ) and ( x3 > -0.4 )
THEN
Y = - 0.32 - 0.47x1 - 0.55x2 + 0.53x3
Rule 4:
IF
( x1 < -1.2 ) and ( x2 > 0.4 ) and ( x3 between 0.4 and 1.2 ) or
( x1 < -1.2 ) and ( x2 > 1.2) and ( x3 > 1.2)
THEN
Y = 0.68 + 0.03x1 -0.53x2 + 0.28x3
Rule 5:
IF
( x1 between -0.4 and 0.4 ) and ( x2 < 0.4 ) and ( x3 < -0.4 ) or
( x1 between 0.4 and 1.2 ) and ( x2 < -0.4 ) and ( x3 < 0.4 ) or
( x1 between 0.4 and 1.2 ) and ( x2 between -0.4 and 0.4 ) and ( x3 < -0.4 )
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THEN
Y = -0.52 + 0.11x1 -0.17x2 + 0.25x3
Rule 6:
IF
x1 between -0.4 and 0.4 ) and ( x2 > 0.4) and ( x3 < -0.4 ) or
( x1 between 0.4 and 1.2 ) and ( x2 > 0.4 ) and ( x3 <-0.4 )
THEN
Y = -0.29 + 0.03x1 -0.53x2 + 0.28x3
Rule 7:
IF
( x1 between 0.4 and 1.2 ) and ( x2 < 0.4 ) and ( x3 between 0.4 and 1.2 ) or
(x1 between 0.4 and 1.2) and (x2 between -0.4 and 0.4) and (x3 between -0.4 and 0.4) or
( x1 > 1.2 ) and ( x2 < -0.4 ) or
( x1 > 1.2 ) and ( x2 between -0.4 and 0.4 ) and ( x3 > 0.4 )
THEN
Y = -0.93 + 0.91x1 -0.15x2 + 0.48x3
Rule 8:
IF
( x1 between 0.4 and 1.2 ) and ( x2 < 0.4 ) and ( x3 > 1.2 )
THEN
Y = -0.96 + 0.42x1 -0.17x2 + 0.73x3
Rule 9:
IF
( x1 between 0.4 and 1.2 ) and ( x2 >0.4 ) and ( x3 between -0.4 and 1.2 ) or
( x1 > 1.2 ) and ( x2 between -0.4 and 0.4 ) and ( x3 < 0.4 ) or
( x1 > 1.2) and ( x2 > 0.4 )
THEN
Y = -0.7 + 0.82x1 -0.51x2+ 0.51x3
Rule 10:
IF
( x1 between 0.4 and 1.2 ) and ( x2 > 0.4 ) and ( x3 > 1.2 )
THEN
Y = -0.73 + 0.33x1 -0.53x2 + 0.76x3
Table 2: MSE of the neural network and sets of rules
Model
Neural
Network
Rule set 1

Number of
cubes
-

M
SE
0
.027

125

0
.157

512

Rule set 2

0
.088

1000

Rule set 3

0
.035

Table 2 presents the mean square errors of the original neural network as well as of the sets of rules
generated for different degrees of partitioning of the input space. In can be noted that the more partitioned
the input space is, the more the accuracy of the rules set approaches the accuracy of the network.

4. Conclusions
The main problem that one has to overcome when presenting neural network models consists in their
black-box style. Various areas where neural network model can be applied often require validation by human
experts, which in turn requires the presentation of the model in a more intuitive form. One such application is
236

Nr. 6 (53) /2010 vol.1
the Basel II IRB approach (foundation and advanced) which requires the banks to present their internal
models to the authority for validation. We have shown a strategy of transforming a feed-forward neural
network into a set of rules by replacing the hyperbolic tangents with linear approximations and dividing the
input space into regions that are presented as reunions of hypercuboids. In further work, we intend to
implement this strategy in a credit evaluation software module that can be integrated into a bank’s
informational system in order to provide the functionality of evaluating the credit applications as well as the
already existing credits.
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Abstract: This paper analyses all the economic connections between economies of scale and the present
knowledge concerning the resources needed for accomplishing, in the long term, sustainable economic growth, aiming
at clarifying, in theory at least, the best ‘recipe’ for a (large) company, in this context: to be just an economy of scale or
a monopoly based on an economy of scale? To find out, we analyzed multilaterally these two types of companies’
handling of the total (average) cost issue, keeping in mind, in this context, a monopoly is better, if can be, run as an
economy of scale.
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1. Introduction
In principle, the economic growth is the term ‘engineered’ for the characterization of the real
economy’s development, e.g. of the (in theory) continuous expansion of the economic which produces goods
and services; an expansion on both the quantitative and the qualitative sides of this phenomenon.
Thus, economic growth is measured through the visible rise in/of the size of national income. This
latter ‘human product’ is, as it is known, the sum of all the economically relevant results of the use of all the
amount of production factors a given economy is capable of handling. These results, in their turn, become,
through commerce, the property of all the persons which, put together, form the aggregate supply, and
which – both individuals and companies – earn the subsequent incomes.
So much, in short, about the frame in which one can judge the impact of an economy of scale turned
into a monopoly – in fact, into a ‘sum’ of monopolies. Now, it is of the outmost importance to settle the
theory of why a, or the economy of scale has to, or can be implemented, or, with similar results, for what can
be the cause of the existence of economies of scale.
2.

Topic

As all the relevant literature in the field of economics acknowledges, in our days of a globalizing
economy (and/or economic crises), the principle of the main mechanism of production of economic growth
is that the latter phenomenon is the effect of the rise in the quantity – at least quantity, and, in the long term,
also in the quality – of the production factors used (more likely, speaking about all these, usable) in virtually
all economic activities, namely:
1.
labor;
2.
capital;
3.
knowledge;
4.
resource (effective) allocation;
5.
economy of scale – more precise, economies of scale.
Therefore, the economy of scale is a production factor, more exactly a quasi-production factor,
without which no real long term (sustainable) economic growth can be obtained. But, because, as it often
happens, reality and rulebook do not match, and since the theory is one thing and, frequently, practice is an
entirely another matter, it is no nearly so simple as stating that, if, technically, the economy of scale is a
(quasi-) production factor, the reality of an economy of scale, respective of all the economies of scale must
be as ‘clean’ as the concept itself.
But the question remains unanswered, concerning what is an economy of scale, and, in order to fill
in this ‘gap’ of knowledge, it is reachable a ready answer for it: an economy of scale is the type of economic
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activity characterized by the simultaneous existence of low/minimum average costs and an increasing
capacity of production (exempli gratia continuously expanding factories and such), these two elements being
linked by a practically unidirectional connection, that is the fact the level of average costs is low or minimum
is due to the fact the management of the company, for instance, is capable of exploiting the reality of its
expanding (economic) activities to the full potential, not in the least to the full economic potential.
In simpler terms, an economy of scale exists wherever and whenever one is capable to produce a
good or a service in the same time in large quantities (and, presumably, a product, no matter if good or
service, of good – or better than the others – quality) and as cheaply as possible. But, it is clear this is nothing
less, and, to be sure, nothing more than a sentence; this sentence has to be proven, or, in other words, these
words must be capable of reflecting a reality findable in the field of everyday economics.
The reality we are talking about has at least a few unmistakable features. First of all, the scale of the
venture an economy of scale must be: it is not possible to speak about an economy of scale when analyzing a
boutique. This is because it is an impossibility the economies of scale can exist where the size of fixed costs
of the economic activities cannot be belittled by the management of the company.
The start of the demonstration is quite a simple affair; the following equation is that of the costs with
which any producer must cope with:
TC = TFC + TVC (1),

where:
TC = total costs
TFC = total fixed costs
TVC = total variable costs.
Average costs can be computed only if we make use of the knowledge concerning the amount of
output – Q – produced by a company; on the other side, the concept of ‘average cost’ itself is a result of the
efforts enforced for assessing the amount of a certain cost per one unit of output.
Therefore, in what the average costs are concerned, any economic activity is ‘concentrated’ in the
following relationship (Lipsey, 1999, p. 277):
TC TFC TVC
=
+
⇔ ATC = AFC + AVC (2)
Q
Q
Q

where:
ATC = average total costs
AFC = average fixed costs
AVC = average variable costs.
The point is the economy of scale is the result of the diminishing value of the average costs; as it is
possible to be perceived, of the total average costs, since that economy is an economy of scale in its entirety.
From this observation, the characteristic of economies of scale which makes plausible for such an economy
to be ‘transformed’, by, in the last instance, its proprietors into a monopoly is clearly visible, with our
subsequent argumentation: both are built on – in principle, and cannot be built otherwise – large-sized
economic activities.
Why a monopoly is inconceivable as a small, let us say, firm is clear: a monopoly being – in
principle – the only seller in the market, if the market is not that of a small village, it can be only a large
venture; and even the little village’s monopoly, conducting small economic activities or not, would be still a
monopoly. But, talking about the market a nation makes use of, the understanding of the fact a monopoly
must be and is an economic activity of large amplitude is, with these arguments (and, naturally, not only with
these, but due to the evidence of the economies of the past and of the present), a straightforward task.
As for the economy of scale, it must be explained, scientifically, thereafter. However, it is too
complex an affair, even more so since the starting point is the fact an economy of scale has the result of
recording low, or minimum, average costs.
Point is all indicates, in theory and, above all, in practice if there is for the average costs, that is for
the total average costs to decline, drastically, in time, a (very) long time is needed in order to obtain such
results; to put it short, total average costs are dwindling only in the long term, the cause of this being the fact
only in the long term (total) fixed costs are also, at least may be, declining.
But, only if the would-be economy of scale is run by a management that computed a long term
unfolding (economic) activity is compatible with obtaining, in the same period of time, let us say profits that
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producer is in the position of working effortlessly for the achievement of the posture of economy of scale,
due to the fact this position is unreachable without embarking on the expansion of the company into a largesized producer.
In other words, both economic theory and real-time long term output ‘production’ are, until now
anyway, proving only for a producer characterized by an economic activity, of by a number of economic
activities of large amplitude all the conditions are set for the shrinking value of average total costs to become
a reality; otherwise, a factory of small or medium size faces, in the long term, only rising average total costs.
An economy activity of large amplitude generates a large quantity of output; however, it is not the
same if this output is generated by a single immense installation – i.e. factory – or by multiple
(comparatively) smaller units, if the status of economy of scale is to be gained. Why? Because, when more
than one factory are available every such output generating facility can be specialized in what can perform
best; in other words, one management team running a number of relatively small e.g. factories will reach the
goal of becoming an economy of scale if it accomplishes the following tasks:
A.
the centralization of the primary/core production mechanism – or service –, thus
shrinking the average (total) cost per good/service;
B.
the specialization of each and every one of the subsidiaries, or even of the workers
employed, so as to be able to produce every unit of output with the smallest possible amount of
economic effort (resource consumption, wages, rents, and so on) (Schiller, 2003, p. 456).
A point C can be added to this list: it is known since at least the turn of the 20th century at least some
installations/technologies will function with the lowest of efficiencies if they are not ‘fed’ large quantities of
inputs, in order to produce large outputs, as designed (among many more examples, a steam-powered
mechanical plough needed – of course, when it was used –, in order to be efficient, at least 5.000 hectares).
And, perhaps, a point D: the production factor named knowledge used by the company – that is, of the
economy of scale – is augmented by its very activity, when the experience is sufficiently extensive (Schiller,
2003, p. 456).
Therefore, in effect, a whole network of connections contributes to the building up, and even more to
the ‘upkeep’ of an economy of scale, the final result of a low/minimum average total cost being just the
visible top of an entirely ‘efficiency offensive thrust’:
Figure 1: The economic mechanism for achieving a corporation-type economy of scale

Source: Own reasoning

This is the main, but not simplistic, picture of the usual way of ‘producing’ an economy of scale.
Now, however, it is high time to analyze the ‘monopoly option’. As we said before, the economy of scale can
turn into a monopoly and, what is maybe more important than this, this is because there is one major
similarity between the economies of scale and monopolies: both will reach ‘adulthood’ having large scales.
In fact, it is more likely for an economy of scale to turn into a monopoly, than vice versa; the reason
is a monopoly, in order to resist on the market as it is, we mean as a monopoly, must be commercially sound
and financially strong. But, starting from the theory, a given company reached the peak of its performance,
turning itself into an economy of scale, because it was/is a powerful commercial and financial competitor.
The problem can only be, and this is the reason of this entire analysis, contained in this paper, if a
sustainable economic growth programme, once we consider it to be completely compatible with economies
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of scale, will still be compatible having, instead of one or more economies of scale, one or more monopolies.
And, discarding the all too familiar common-sense opinions against monopolies, a truly economic approach
is needed in order to assess the (potential) social and economic utility of a monopoly – especially when and
where the decision is taken to enforce a strategy of achieving and, subsequently preserving the sustainable
economic growth.
Firstly, as the principles go, we must keep in mind a monopoly is useful for a strategy of
(sustainable) economic growth as long as it remains an economy of scale; if this is the case, such an
economic agent can be of some use, but, before enforcing a policy of sustainable economic growth, a
monopoly must be useful to itself.
In other words, if the economy of scale turned into a monopoly ad libitum, in the long term its
management might prefer they had not; the financial performance of that monopoly can be not only
sufficiently bad so as to disrupt its profit policy, but it can, also, damage its structure, to the point the
monopoly will be no economy of scale any more. And to begin with, a monopoly is in the position to be the
(practically) single seller – of a given good or service, or of many goods or services – in the market, but this
does not mean automatically the monopoly will be advantaged due to this feature, in the long term (Maddala,
1989, p. 318).
Selling one – given – product, be it good or service, the monopoly, economy of scale or not, can
charge only a single – given – price; because of this – and if the monopoly intends to sell all the output:
(1) marginal revenue (MR) tends to decline in the long term (Maddala, 1989, p. 315);
(2) MR < P (P = price).
Similarly, it is easily observed only if the demand is elastic to the price ( η standing for the elasticity
of demand, we have η ≥ 1 ) the monopoly will be in the position to be able, at least in theory, to sell all its
output. The reason for this is quite simple: having the entire market at its disposal but in the same time
feeding it with merchandise, from a given value of the output sold onward, no matter what the amplitude of
the decrease of the charged price would be, the monopoly will sell, relatively, less products than the price
decreased – in percentage, for the calculus.
To put it this way, the monopoly is making profits as long as:
(3) η D ≥ 1 (D = demand).
In practice, it is by no means certain the monopolies that could piece together an economy produce,
or even could produce just goods or services characterized by an elastic demand; bread, for example, or
gasoline, are just some of the products whose demand is, more or less, inelastic. This is one side of the story;
the other side is an economy of scale is, as previously underlined, a competitive specialized production unit.
From this perspective, the universally known fact continuous innovation requires, in the long term especially,
large amounts of money is by no means good news.
3.

Conclusions
If an economy of scale, in its quality, or maybe shape of monopoly embarks in supplying, and
benefiting from the entire market, the profits, and even more so the funds labelled for financing the
innovation efforts cannot be sustained with ease in the long term. In other words, maybe the main
characteristic of the economy of scale is not sustainable, by a monopoly, for too long a time.
Even these (exhaustive) arguments lead to only one conclusion: in the end, it may be quite irrelevant
whether a monopoly is, compared to an economy of scale and even more emerging from one reliable when
deciding to obtain, over a long period of time, sustainable economic growth; more important is that, if it is
decided the monopoly will work in such a perspective only as an economy of scale, it is almost certain a
monopoly will not keep for itself the characteristics of an economy of scale for too long.
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Abstract: The budgeting process represents an important condition for the efficient development of an
economic entity’s activity and also of the responsibility centers within it. The statement that an entity has obtained
profit throughout a period of time is not enough to highlight its efficiency. We must not forget that an economic entity
exists and develops its activity because the shareholders or partners have released certain resources, embodied in
productive inputs, and they wish for the resources to be productively used in order to be appropriately remunerated. In
this respect, certain strategic objectives are established, plans and budgets are elaborated, and, therefore, the economic
performance must be analyzed by reference to the established objectives and transposed into the elaborated budgets.
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1.
Introduction
The propagation on a large scale of budget usage denotes the fact that the advantages of budgeting
systems go beyond their costs. There are, though, differences between countries concerning other aspects of
the budgeting activity, as they are presented in the table below (Horngren, Datar, Foster, (2006)):
Table 1: Budgetary practice around the world
USA
Japan
Australia United Kingdom
1. Classification of budgetary objectives
according to their importance to the
departmental managers (1 being the most
important)
- Investment profitability
1
4
- Operating profit
2
2
3
1
- Sales income
- Production cost
4
3
2. Percentage of the companies that
91%
93%
100%
100%
elaborate a complete general budget
3. Percentage of the companies in which the
78%
67%
departmental managers participate at the
debates of the budgetary commission

Holland

100%
82%

It can be observed that investment profitability is the most important budgetary objective for the
American managers, and the operating profit is an objective which derives from the first one. For the
American managers, revenues and production costs are subsidiary to operational profit. For the Japanese
managers, sales represent the main budgetary objective which, in their opinion, and they shall separately
ensure the operational profit if production costs are not neglected.
A budget is an instrument that implies resource allocation and responsibility assignation, being at
the same time the accounting and financial expression of the action plans that are to be applied, for which the
established objectives and the available resources have to converge in order to fulfill the operational plans
(Gervais, (1994)).
A budget represents “a quantitative plan expressed in monetary terms, elaborated and approved for a
determined period of time, which usually indicates the amount of planned income that has to be achieved
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and/or the expenses which are to be supported throughout the determined period of time and the necessary
funds for achieving the goal” ( Institute of Management Accountants, www.imanet.org).
Budget, the main instrument of control, presents a synthesis of the manner in which an economic
entity is being administered; it is an instrument of communication and coordination, but also an instrument
that allows a pre-identification of negative effects. Budget ensures:
 Operations scheduling in order to achieve the entity’s strategic objectives – the fundamental
decisions concerning scheduling are usually elaborated within the process of elaborating long term
plans, and the proper process of budget elaboration represents the materialization of these plans;
 Activity coordination of various subdivisions of the entity – each responsibility center influence
and, at the same time, hangs on other responsibility centers’ activity, and the goal of budgets is to
regulate certain interactions that may occur between these subdivisions embodied in responsibility
centers;
 The encouragement of all level managers in order to achieve the responsibility centers’
objectives – one must precisely know which are the expectations of each subdivision –
responsibility center;
 The control of current activity – a budget is the optimal standard which helps to compare the
effective results, because the budget includes the effect evaluation of all factors prognosticated in
its elaboration;
 The evaluation of plans established for each responsibility center – budget data and effective
results are compared, and eventual deviations are analyzed in order to identify the problems that
need special attention and to highlight new possibilities in the elaboration of a more real budget;
 Managers’ training – a budget is a means of training the managers, each one of them having the
possibility to study the activity inside his own center, and also the mutual relationship with the
other centers within the entity;
Ensuring the control of scheduling and of financial results and covering only a part of the effects that
occur within the economic entity, it is necessary to also use the instrument panel, which has the role to
complement it.
2.

Sections
According to the general approach existent in the textbooks, we evaluate that an economic entity
must elaborate a general budget which embodies two big components: the operating budget and the financial
budget. In general, the financial budget is the resultant of the operating budget and it consists of investment
budget, treasury budget, projected balance sheet and projected profit-and-loss account. From the operating
budget the sales budget is considered the most important because the contemporary economy is a marketoriented and consumer-oriented economy, the consumers being the ones to decide the type and amount of
products that must be manufactured. Therefore, the selling function is the one to impulse the production
function and not the other way around.
Lately, in order to increase the general economic efficiency of the economic entities, there is a trend to
organize and run some subdivisions within the entities, materialized into responsibility centers.
Therefore, we appraise that within an economic entity there is a general budget consisting of several
operational budgets and financial budgets. Operational budgets are also elaborated in every responsibility
center, and the financial budget is elaborated only for the entity as a whole. Also, a budget shall be
elaborated in every profit center (level I or II) which embodies information from the operating budgets
elaborated in that specific profit center and also other elements of consumption and transfer, in order to
determine the profit forecast of each profit center. Eventually, the comparison between the forecast and the
achievements shall determine the deviations and their causes. At the same time, the profitability of every
product could be determined and also the deviation from the budgeted profit.
The deviations’ interpretation and analysis represent an important stage in the process of control
which supposes the answer to these two questions:
1. Is it advisable for all deviations to be analyzed?
2. How can a deviation be explained if the economic environment is questionable?
2.1. Budget elaboration at the entities organized into responsibility centers
Accounting control based on the entity’s structure into responsibility centers enables the
measurement of their contribution to the whole entity’s performance. In textbooks, the idea that management
accounting is included in the sphere of accounting control recurs over and over, and this opinion can be
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explained through the fact that management accounting integrates both elements of classic analytical
accounting (cost calculation and control) and budgetary accounting. The division of an economic entity into
responsibility centers allows the development of accounting control because between the entity’s board, in
charge with strategy, and the execution staff that accomplishes the current assignments there are the
responsibility centers, considered the foundation of accounting control.
There is no unitary model concerning the methods of budget elaboration, but every economic entity
starts with the projection of determinant budgets, and especially with sales budget. Also, as the entity is
organized into responsibility centers, the budgets must be projected in every responsibility center, and some
coordinates must be established, through which the budgets of a certain responsibility center are connected to
the budgets of other responsibility centers.
In the process of elaborating budgets various difficulties intervene, generally related to problems
concerning the rating of future values or because of some factors of human nature (some employees can
dispute the budgets they consider to be wrongly elaborated and have an onerous character; the trend of the
management to overrate costs in order to keep a margin of safety, the competition between profit centers or
expense centers can determine a dysfunctional behavior).
In contemporary economy, the market decides what, how much and how the entities produce.
Therefore, the budgetary process must begin with elaborating the sales budget, and only after that the
production budget is determined in order to sustain the predicted sales.
From the production budget derive the supply budget and the human resources budget, and after that
the other necessary budgets are elaborated for a normal development of the planned activity and of the
economic entity’s general objectives. The operational budget with its already presented components
influences the financial budget. The operational budgets are viable if they generate a financial budget that
can be sustained and generates the efficient employment of the limited resources.
An entity organized into responsibility centers can have the following structure (Groşanu, Răchişan,
(2008)), between profit centers on one hand, but also between profit centers, expense centers, and cost
centers, on the other hand. There are various financial, material, and informational relationships, as it can be
observed in the figure below:
Figure 1: Responsibility centers within an economic entity and the relationships between them
Expense/ Cost centers
Expense center no. 1
...
Cost center no. k
Level I profit centers
Profit center no. CP1-1
Profit center no. CP1-2
...
Profit center no. CP1-n

Level II profit centers
Profit center no. CP2-1
Profit center no. CP2-2
...
Profit center no. CP2-m

If the economic entity is organized into profit centers, the general budget components, as presented
in the figure above, do not fully appear in every responsibility center. Thus, in level I profit centers the
operating budget consists of the production budget, the supply budget, the budget for human resources (for
production), and the budget for general expenses concerning the production.
Within the level II profit centers, which appear in the sales sphere, we come across the sales budget and
selling budget. At the expense centers there are elaborated: the budget of general and administrative
expenses, and also all the components of the financial budget, and a sum of all budgets from the other
responsibility centers, having as a result the general budget of the economic entity as a whole.
The sales budget
As we have already presented, in a functional market economy, one does not consume what is being
produced, but one produces what the consumers demand. Therefore, the economic entities must respect the
market’s requirements in order to exist on the market and to achieve the profitability objectives claimed by
the partners. One will produce only what the consumers ask for, only the products that satisfy the consumers’
current needs. Thus, in order to elaborate a sales forecast, an entity must take into consideration certain
factors (Horngren, Sundem, Stratton, (1999)):
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Data concerning previous sales: previous experience, alongside data concerning product sales by
geographic regions and types of clients, can help predicting future sales;
 Ratings made by sales centers: the sales centers of an entity are often the most trustful source of
information concerning the clients’ wishes and plans;
 General economic conditions: the forecast of some important macroeconomic indicators can
influence sales volume;
 Competitors’ shares: sales also depend on the competitors’ force and actions. In order to be able to
predict future sales, an entity must take into account the possible strategies of the competitors (for
example: price or services changes);
 Changing prices: sales can increase when the prices go down and the other way around. An entity
must consider the effect of changing prices upon the supply;
 Changes in the portfolio of products: by modifying the structure of sold products, the global margin
modifies too;
 Marketing studies: certain entities hire marketing experts to obtain information concerning the
existing conditions on the market and clients’ preferences, which is later used to predict future sales;
 Advertising plans and sales promotion: a sales forecast must also consider the anticipatory effects of
the promotional activities.
After all, sales determine the entire activity developed within an economic entity, their variation being
considered, as Henry Bouquin also presents (Ionaşcu, (2003)), the main risk factor, having complex
consequences upon the results and financial balance of the entity.
Therefore, sales budget is the result of a complex process of data collection and of some discussions
between sales managers and salespersons that dispose of detailed knowledge concerning clients’ needs,
market’s potential and competitors’ needs. In some cases, one can also use statistical methods in order to
predict future sales, but one must avoid using these methods in an exclusive manner because they use
information regarding previous sales in order to predict future sales. Thus, there is a risk: certain variables in
the past might not appear in the future and, consequently, the probability of making predictions would not be
acceptable. After predicting future sales from the quantitative point of view, the registering to the budget is
made through the predicted unitary selling prices.
For the entities organized into responsibility centers, we consider pertinent the projection of sales
budget in every profit center of II level (for example, at every sales representation, dividing it by product
and/or product lines and periods – weeks, months, trimester, financial exercise). After establishing the
budgets for the level II profit centers, they are generalized to the entire entity; it results the general sales
budget of the entity. It must be mentioned that sales budget must take into consideration the entity’s
productive capacity, the objectives and organizational strategy. Otherwise, the sales budget has to be
projected again. In other words, sales budget has to be strongly anchored in the practical activity of the
economic entity and it does not have to become a utopia.
Supply budget/ budget of raw stock and direct materials consumption
Supply budget represents a detailed plan which identifies the number and programming in time of
raw stock and materials that are to be bought in order to respond to production necessities (Needles,
Anderson, Caldwell, (2001)). The budget for production activity and anticipatory modifications of the raw
stock and direct materials’ levels, determine the consumption of raw stocks and materials, and, therefore, it
can be established the number of units that are to be bought.
Direct costs with raw stocks and direct materials are determined according to specific consumptions
with norm character established on sorts of raw stocks and materials, separately on each product that has to
be manufactured, to the estimated unitary costs of raw stocks and materials, and to the production program
for the period the budget is elaborated for. Specific consumptions with norm character are established
according to the production nomenclature and technical documentation on each product, taking into account
the technological and non-technological losses and the eventual recoverable materials (the scraps that result
from the manufacturing process and can be valorized).
The budget for human resources (for production)
This budget predicts work force needs for the following periods of time and the cost concerning
adequate salaries for these needs, in order to achieve budgetary production. Therefore, this budget is
established in physical units, working hours, profession categories, but also according to the hour rate used.
Expense budgeting within profit centers supposes knowing the following elements:
 The situation concerning the employees’ professions within the profit center;
 The products manufactured within the profit center;
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Organizational structure of the profit center;
Norms and norm-based work; it is established the quantity of products or works that has to be
executed by an employee in a period of time or through the necessary number of hours for making a
product or a work;
 The hour rate according to employee categories and executed works.
According to these elements one can elaborate the expense budget with direct salaries for every
product and within the level I profit center. In this concern, we start from the following hypotheses:
 In order to obtain a product various operations are necessary – they must be done by the employees;
 A certain period of time is allocated for each operation for its development in normal conditions.
There are similar operations for every product. Then, after knowing the number of physical units that
have to be manufactured from each product within the level I profit center, direct salaries can be determined,
including the contributions the entity had to support for the entire profit center.
Some economic entities prefer to present as a part of the budget for human resources the indirect
expenses concerning the work force, registered in the level I profit centers. In this situation, these expenses
also appear in the budget for general expenses concerning production. We chose to register these expenses
only in the budget for general expenses concerning production. Later, they shall be also recorded in the
general budget of the profit center, alongside the expenses with direct salaries.
The budget for general expenses concerning production
The Budget for general expenses concerning production is a detailed plan of the predicted expenses,
others than direct expenses concerning the raw stock, materials, and work force that must be accomplished in
order to be able to make predictions regarding budgetary production. In this budget are included two
categories of expenses: the profit center’s own expenses, and expenses generated by offset from other
centers, especially from expense centers where one develops the auxiliary production, necessary for the
profit center.
Within this budget the following expense elements of the profit center can be included:
 Expenses with the indirect salaries of the profit center, including associated expenses with salaries;
 Expenses with the amortization of immobilizations used to manufacture more products within the
profit center;
 Rents, interest for the goods purchased in leasing;
 Expenses with energy and water consumed within the profit center.
These expenses are fixed or variable. Therefore, for budgeting, we proceed for indirect expenses
that are variable (energy, water) in the same manner as in the case of direct expenses if there is the possibility
to be determined by virtue of calculation or correlation with production volume. For fixed expenses we
proceed in a different way according to their nature. For example, equipment amortization expenses are
estimated according to the adopted amortization system and to the modifications estimated in the
immobilization volume, in accordance with the stipulations within the budget concerning capital expenses
(investment budget).
As we have mentioned before, the budget also includes the value of expenses received through offset
from the expense centers concerning auxiliary production. The quota from the general administrative
expenses that belongs to the level I profit center is not included in this budget because it is not an integral
part of that profit center’s production cost, but it will be included in the profit center’s general budget in
order to establish its profitability.
The separation of fixed and variable costs ensures the projection of a flexible budget concerning
indirect costs, thus simplifying the analysis of deviations and the determination of responsibilities.
The information embodied within the elaborated budgets in each level I profit center is summarized
in the general budget of the profit center which will serve as reference in analyzing the deviations
periodically determined (monthly), by comparing the predictions with the achievements.
The budget of selling activities (of commercialization)
The commercialization budget or selling budget is elaborated within level II profit centers and it
embodies the estimated consumptions of these profit centers in order to sell the production bent to the
budgeting process, including (eventually) the value of expenses received through offset from cost centers
concerning auxiliary production. Therefore, commercialization budget is mainly elaborated according to
Sales budget. Commercialization expenses can be variable (sales commissions, transport expenses, package)
or fixed (advertising or remuneration of surveillance staff, amortization of means of transportation or other
immobilizations, insurances).
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The quantity of commercialization expenses is based on analytical calculation, for every type of
expense, according to certain norms (if they exist), and also according to information from previous period.
For the economic entities organized into profit centers, the sales function is developed within a level
II profit center in such manner that the commercialization activity depends on some profitability
requirements, like the production activity through transfer prices and the interest to continuously minimize
the above mentioned indicator, in terms of sales’ value maximization.
The quota from the general and administrative expenses that belongs to the level II profit center is
not included in the commercialization budget, but it appears in the general budget of that particular profit
center, in order to determine its profitability.
The budget of general and administrative expenses
The budget of general and administrative expenses embodies the predicted expenses that are
necessary for the economic entity’s general activity development. These expenses are generated by the
functioning of the entity’s general directorate, secretariat, administrative services, financial-accounting
department, HR department, research and development department, quality control department, etc. The
budget of general and administrative expenses is a so-called instrument of control of the expenses it
embodies. Often, these expenses are difficult to control and they manifest an increasing trend from one year
to the other, their utility being hard to evaluate.
The budget of general and administrative expenses is elaborated within the expense center
concerning the general activity of the entity, and they shall be discounted to the other profit centers of the
entity.
The budget of consumption concerning auxiliary activities
This budget is elaborated within the expense center concerning the auxiliary production and it
embodies the predicted expenses for receiving the expenses of other responsibility centers of the entity. We
can enumerate here the expenses with energy, salaries, amortizations, other material expenses, which shall be
entirely discounted to other responsibility centers, and especially to the level I profit centers.
2.2.
Budgeting activity within economic entities – statistical research
Budgeting activity is determined within economic entities by the necessity of using the economic
resources in a more rational and efficient manner because they are not only limited, but also more and more
expensive. In what follows, we have tried to describe the manner in which the economic entities perceive the
budgeting activity, and thus, we have created a data base as a support for our research. The analyzed
information has been collected from 226 economic entities (we have eliminated 67 questionnaires from a
total of 293 received, and therefore, only 226 questionnaires were included in our data base), most of them
belonging to the manufacturing industry from Cluj county.

Table 2: The utility of budget elaboration within economic entities

Valid

No

Frequency Percent
39
17.3

Cumulative
Valid Percent Percent
17.3
17.3

Yes

170

75.2

75.2

92.5

I don’t
know

17

7.5

7.5

100.0

Total

226

100.0

100.0

The questions from the survey regarded aspects concerning: the budgeting activity and the result
analysis. The processing of data has been made by using the SPSS software, version 16.0.1. At first, the
respondents have been asked if they consider the elaboration of budgets within their entities useful.
Therefore, 92.5% of the respondents consider it useful, and only 17.3% have a negative opinion regarding
this activity, as it can be observed in the table below. However, only 43.9% of the respondents elaborate
budgets within their entities. In the sphere of budgeting activity must be taken measures, at least
theoretically, and also in education or at least in the academic sphere, in order to perceive the necessity of
budget elaboration, and also of the comparison between achievements and the budgeted values.
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Table 3: Budget elaboration within economic entities
Cumulative
Frequency Percent Valid Percent Percent
119
52.7
53.4
53.4
No
98
43.4
43.9
97.3
Yes

Valid

6

2.7

2.7

223

98.8

100.0

3

1.2

226

100.0

I don’t know
Total
Missing

System

Total

100.0

Table 4: The relationship between the turnover of the economic entities and budget elaboration
Are there activity budgets elaborated in your
entity?
No
Turnover – 2008

<35.000 EUR

Count
% within

35.000-100.000
EUR

Count

100.000-500.000
EUR

Count

500.000-7.300.000
EUR

Count

>7.300.000 EUR

Count

% within
% within
% within
% within

Total

Count
% within

Yes

I don’t know Total

18

3

81.8%

13.6%

24

4

82.8%

13.8%

37

24

58.7%

38.1%

35

43

44.3%

54.4%

5

24

16.7%

80.0%

119

98

53.4%

43.9%

1

22

4.5% 100.0%
1

29

3.4% 100.0%
2

63

3.2% 100.0%
1

79

1.3% 100.0%
1

30

3.3% 100.0%
6

223

2.7% 100.0%

The table above indicates that the budgetary activity is generally developed within the entities that
have a high volume of turnover. Among the entities with a volume of turnover over 100.000 euro, 53% of
the respondents (meaning a number of 91 entities) elaborate budgets.
Regarding the types of budget elaborated within the economic entities, embodied in a mixed question,
in general, the respondents did not give details, preferring to mark: income and expense budgets, budgets for
the entire activity or for each sector, budgets for certain activity or bias points, etc.
Budget elaboration without making a comparison between achievements and budgeted values does not
provide complete information; in this case, the effort of budgeting does not generate an appropriate
efficiency. We have noticed that 56.4% of the analyzed economic entities compare the achievements with the
budgeted values.
Table 5: Comparison between elaborated budgets and achievements

Valid

No

Cumulative
Frequency Percent Valid Percent Percent
36
36.0
38.3
38.3

Yes

53

I don’t know 5
94
Total
Missing
Total

System

53.0

56.4

94.7

5.0

5.3

100.0

94.0

100.0

6

6.0

100

100.0

In what concerns budget rectification, the situation is similar. As it can be observed in the table
below, 55.8% of the respondents claim that budgets are not rectified throughout the exercise, and only in
38.9% of the entities that elaborate budgets, they are rectified when new variables appear.
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Table 6: Budgetary rectification within economic entities
Cumulative
Frequency Percent Valid Percent Percent
Valid

No

53

53.0

55.8

55.8

Yes

37

37.0

38.9

94.7

5

5.0

5.3

100.0

95
5
100

95.0
5.0
100.0

100.0

I don’t know
Missing
Total

Total
System

As a conclusion, among the analyzed entities, although more than 90% consider budget elaboration
as being useful, only 44% of these entities elaborate them. Moreover, among the entities that elaborate them,
56% compare budgets with achievements, and in what concerns the budgetary rectifications, roughly 40% of
the entities that elaborate budgets develop this kind of activity. Therefore, it is noticeable the low importance
that entities give to budgets and budgetary activity. After all, this situation drives to the entity’s lack of
vision concerning the future and, thus, to an increased vulnerability to the changes that intervene in
economic life.
3.

Conclusions
On a dynamic market, governed by the laws of competitors, knowing and monitoring the costs
becomes imperative. The set of factors that directly or indirectly influence the entities impulse them to
organize and adapt their management accounting system and cost calculation in order to create an efficient
accounting system, which can be a useful instrument in the decisional process and it must allow an efficient
administration of the entity, whose goal is to create value.
As a result of the statistical analysis of the responses received from the 226 economic entities by filling
in a questionnaire, the following conclusions are relevant: over 75% of the respondents consider budget
elaboration within economic entities useful, but only 44% of the analyzed entities develop this sort of
activity, and in roughly 40% of the analyzed situations the budgets are elaborated but they are not further
compared to the achievements. Therefore, Romanian economic entities should consider more important the
budgetary activities and the manner of organizing management accounting.
4.
•
•
•

•
•
•
•
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THE FOREIGN CAPITAL ROLE IN THE ROMANIAN BANKING SYSTEM
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Abstract: Central and Eastern Europe represented in the 90s a preferated location for the foreign capital in
many areas and, especially, in the banking sector area. The main investements in the banking sectors came as a result
of privatisation of the state-owned banks in this region. After that, the bulk of bank financing going into Eastern
European countries was loan financing from parent banks to their subsidiaries for an aggressive credit expansion,
frequently in foreign currency. The resource flow may have also been triggered by profit opportunities in the region’s
version of the carry trade, and doing so through the extension of loans—in lieu of equity flows—had accounting and tax
advantages. In sum, the resource flow reflects a strategic opening by Western European banks into new markets that
were underdeveloped and that turned out to be quite profitable.
Key words: Romanian banking system, foreign capital, foreign banks branches.
JEL classification: F21, F23, G21, G34.

1. Introduction
In the light of the crucial role of banks for the operation of a market economy, banking system is an
key-area in the development and modernization process of Romania. A EU member since 2007, Romania is
now in the middle of decisions and changes that will set the future development of the Romanian banking
sector. The transition process to a market oriented banking system led in the ‘90s to a significant
undercapitalization of the credit institutions, many bad loans, lack of bank discipline. The result was a
banking crisis that lasted for years, corroborated with the collapse of many banks. However, the development
of the few last years is encouraging, providing the basis for the hopes that the economic stability of Romania
shall be accompanied by an emphasized consolidation of the banking sector (Stoica, O., Căpraru, B.,
Filipescu, D., 2007).
The reform of the banking system in Romania started relatively later than other countries in Central and
Eastern Europe. The transition process to a market oriented banking system was affected by the issues
related to the original ”stock” due to low efficiency, bad loans, unconditional subordination of the credit
policy to the goals of the economic plans.
The reform of the banking system in Romania started “de facto” in December 1990, when the
monobank system specific to the central planning economy was replaced by a two-level organized system:
National Bank of Romania and commercial banks. In the organizational process of a west-type modern
banking system, the National Bank of Romania undertook the responsibility to conduct the monetary policy
and to exercise other specific duties of a central bank, while its commercial activities were transferred to a
newly established bank: Romanian Business Bank (RBB). At the same time, the specialized banks were
transformed into universal commercial banks. In April 1991 have passed the Law on banking activity
(no.33/1991) and Law on the Status of National Bank of Romania (Law no.34/1991). These laws legalized
“de jure” the creation of a new market-oriented banking system. The new legal framework has encouraged
the development of private capital banks and allowed free access on domestic banking market for the foreign
financial institutions. The banks were authorized to operate as universal commercial banks, being able to
carry out a wide range of banking transactions all throughout the country, under the circumstances of
complying with the prudential rules issued by the central bank, in its capacity of banking supervisory
authority.
All these led in the ‘90s to a severely undercapitalized banking sector, arrears, debts, lack of discipline
on the part of certain banks, etc. The Romanian banking system has practically become a “box of overdue
debts” (Croitoru, L., Russu, C., Târhoacă, C., 2004), exhausting the savings stock in their attempts to support
the low performance companies. Consequently, the banking crisis has manifested itself suppressed for years,
being also accompanied by events such as bank failures, crises of investment funds, of credit cooperatives
sector etc. Draining of the banking sector has been a long and costly process. A number of non-prudential
practices emerged alongside with the adoption by the National Bank of Romania of a more determined
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attitude on banking supervision and by imposing of some strict requirements and a more restrictive approach
of the monetary policy in the late ‘90s. In the first part of year 1998, banking legislation has been
substantially upgraded by the adoption of three new banking laws: Banking Law no. 58/1998, Law no.
101/1998 on the Statute of the National Bank of Romania and Bank Failure Law (Law no.83 / 1998). In the
following years, the legal framework governing the banking activity has been improved in order to achieve
the highest degree of compatibility with similar European regulations and international practices, such as
Law no.312/2004 regarding the Statute of the National Bank of Romania.
Section 2 presents the foreign capital role in the Romanian banking system, privatization of the stateowned banks, settling foreign banks branches and attracting deposits or in the lending area and Section 3
concludes the paper.
2. Place of the foreign banks in the Romanian banking system
After 1990, the Romanian banking landscape has considerably diversified, both through the
establishment of private banks with foreign and domestic capital, as well as through the access of some
multinational banks. Among the majority foreign-owned banks, of the top entrants, we can mention: Ion
Tiriac Commercial Bank (1991), ING Bank NV Amsterdam - Bucharest branch (1994), ABN Amro Bank
Romania (1995), National Bank of Greece Athens - Bucharest branch (1996), Citibank Romania (1996).
The penetration of these banks was achieved given the political and economic liberalization since 1989
in Romania and under the broader context of the expansion of foreign banks in Central and Eastern Europe
(Mihai I., 2003).
The grounds and interests of foreign banks have certainly changed in the course of time, gradually
leading to a greater local involvement of these banks, unlike the initial entries from the middle of the ‘90s.
The expansion method also changed, in the meaning that, if large “Greenfield” investments were made 10
years ago, today the expansion is done especially through the acquisition of some existing banks, either by
the privatization process, or by acquiring smaller private banks . Moreover, this is the way which the bank
managers have mentioned for future expansion (Badulescu, 2007).
Returning to the current situation of the banking market in Romania, we shall record the evolution of
the number of foreign banks and the total number of banks; at the end of 2009, the Romanian banking sector
comprised 33 banks, to which were added 6 branches of foreign banks, so a total of 41 banks. This reflects a
trend of reducing the number of banks, which reached the number of 45 in 1998. The evolution of banking
sector in the recent years is shown in the table below:
Table no. 1. Romanian banking system by ownership (banks number at the end of the period)
I. Banks, of which:
Banks with full
state capital or
major state capital,
of which:
- full state capital
major
state
capital
Banks with major
private capital, of
which:
- major domestic
private capital
- major foreign
private capital
II. Foreign banks
branches
Total
banking
system (I+II)

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

2006

2007

2008

2009*

31
7

33
7

36
7

34
4

33
4

33
3

31
3

30
3

32
2

33
2

31
2

31
2

32
2

31
2

1
6

1
6

1
6

1
3

1
3

1
2

1
2

1
2

1
1

1
1

1
1

1
1

1
1

1
1

24

26

29

30

29

30

28

27

30

31

29

29

30

29

14

13

13

11

8

6

4

6

7

7

3

3

3

4

10

13

16

19

21

24

24

21

23

24

26

26

27

25

9

10

9

7

8

8

8

8

7

6

7

10

10

10

40

43

45

41

41

41

39

38

39

39

38

41

42

41

* partial data
Source: NBR, Annual Reports 1996-2008, Monthly Bulletin December 2009.

Against this concentration background (shown by reducing the number of banks), as well as
competition due to the relatively large number of banks, we notice an increase in the number of foreign
banks, either we speak about the branches of foreign banks (foreign legal entities), or the subsidiaries of
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foreign banks in Romania (Romanian legal entities). Thus, the number of majority private foreign-owned
banks and of the foreign bank branches has been constantly increased since 1996 (Ungurean, P. V., 2001).
The importance of foreign banks which can penetrate the Romanian market, either establishing a
subsidiary according to the Romanian law, or a branch directly dependent on the parent- bank, or buying a
state bank subject to privatization, has substantially increased in the past few years.
While the number of foreign banks (all categories) has exceeded the number of domestic banks since
1998, in terms of assets, it happened in 2000, when the value of the share/ endowment capital of foreign
banks (including the branches of foreign banks) reached 54% of the total. Since then, the market share of the
foreign banks has continuously increased, either due to the increase of their role (increase in the volume of
loans granted) within the Romanian economy.
Even if in the total number of banks, the share of foreign banks is not steadily increasing in the recent
years, as regards the share in the balance- sheet assets, they have been continuously increasing until 2005,
from 20% in 1998, 62% in 2005 and then slightly oscilates around 85,3-88,6% in the period 2006-2009 in
the time delay 2006-2009 (Table 2), which demonstrates the strengthening of their position in the banking
sector. The beginning of the privatization process was marked by the sale of 51% of the Romanian
Development Bank to Societe Generale in 1999. In the same year, 45% of Bancpost was bought by General
Electric Capital and Banco Portugues do Investimento (BPI). The next major movement in the privatization
process was the sale of majority package of the Agricultural Bank to Raiffeisen Zentralbank, in April
2001.has been selling package majoritarde Agricultural Bank by Raiffeisen Zentralbank, in April 2001. In
October 2002, the state sold 17% of the shares from Bancpost to the Greek bank EFG Eurobank Ergasias.
As regards the branches of foreign banks (foreign legal entities), their number keeps relatively
constant in the recent years, as well as the market share in terms of assets (about 6 to 8%).
In terms of capital, the market share of foreign investors has been, since 2000, larger than in assets,
36% compared to 20% in 1998, 54% compared to 51% in 2000 or 69% compared to 62.2% in 2005, but
since 2006, the market share based on capital / endowment becomes smaller than in the assets (see Tables 2
and 3). Of these, 82% came from the European Union member states.
The structure of the banking system in Romania on December 31st, 2009, depending on assets and
equity is presented below:
Table no. 2. Market share of the banks and foreign baks branches according to their net assets
Net assets
1998 1999 2000 2001 2002 2003 2004
2005 2006 2007 2008 2009
1. Banks with domestic
80
53
49
44,8 43,6 41,5
38
capital, of which:
- major state capital
71
47
46
41,8 40,4 37,2
7
- major private capital
9
6
3
3
3,2
4,3
31
2. Banks with major 14,3
41
43
47,3
49
50
54
foreign capital (not
including the foreign
banks branches)
I. Total commercial 94,3
93
92
92
93
92
92
banks
II. Foreign banks 5,7
7
8
8
7
8
8
branches
Total banks with major
20
48
51
55,3
56
58
62
foreign capital*
Total banking system 100
100
100
100
100
100
100
(I+II)
Note: * including the foreign banks branches.
Source: NBR, Annual Reports 1996-2008, Monthly Bulletin December 2009.

38

11,1

12,3

11,8

14,7

6
32
55

5,5
5,6
82,8

5,3
7
82,7

5,2
6,6
82,6

7,3
7,4
77,9

93

94,2

95

94,4

92,6

7

5,8

5

5,6

7,4

62

88,6

87,7

88,2

85,3

100

100

100

100

100

It is to be noted that, in the total number of granted loans (as well as in the net balance- sheet assets),
the foreign corporate banks are due a greater share, compared to the share of the capital, namely 7.4% unlike
4.7%. We can even mention the case of Romanian branch of ING Bank NV, which owns 5.3% of the net
balance-sheet assets of the banking system and only 1.3% of total equity of the system. This can have two
meanings. On the one hand, it shows the effectiveness of the use of shareholders’ equity, in the way that it
can be obtained a very good capitalization of them; in simple words, with few own funds, it achieves many
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investments. Moreover, it can also reflects the support received from the parent- bank, as well as easy access
and at low costs to funds outside the Romanian banking system, which makes them not need too much own
funds. As I mentioned in a previous paragraph, many of the foreign branches are the expression of an
external participation made by the Romanian state by the former Romanian Foreign Trade Bank – or
relatively recent investments. With one exception, namely ING Bank NV Amsterdam - Bucharest Branch,
their activity is relatively modest, operating in niche sectors - financing companies with the same origin,
foreign trade, etc. - even though in some cases, the parent-bank has an incontestable financial strength and
reputation (Banca di Roma SPA, Bucharest Branches).
Table no. 3. The share of the banks and foreign banks branches in the aggregate capital volume
Equity (%)
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
1. Banks with
64
58
46
39
35
34
31
31
domestic capital,
of which:
-major domestic
52
41
38
35
30
26
5
12
state capital
- major domestic
12
17
8
5
5
8
26
19
private capital
2. Banks with
24
38
47
56
58
58
63
62
major
foreign
capital
(not
including
the
foreign
banks
branches)
I.
Total
88
96
93
95
93
92
94
93
commercial banks
II. Foreign banks
12
4
7
5
7
8
6
7
branches
Total banks with
36
42
54
61
65
66
69
69
major
foreign
capital*
Total
banking 100
100
100
100
100
100
100
100
system (I+II)
Note: * including the foreign banks branches.
Source: NBR, Annual Reports 1996-2008, Monthly Bulletin December 2009.

28,3

27,2

22,8

23,5

14,9

12,8

11,4

12,2

13,4

14,4

11,4

11,3

71

73,2

71,2

72,6

92,2

93,8

94

96,1

7,8

6,2

6

3,9

78,8

79,4

77,2

76,5

100

100

100

100

The same trend of expansion is also met at the obtained deposits. However, it is noted a slightly lower
rate in terms of obtaining deposits compared to the loans granted, explainable by several factors (Zait A.,
2004):
- credit institutions with the largest share of deposits, with the largest number of customers are still (or
have been so far) owned by the state: Romanian Business Bank and Romanian Savings Bank;
- these units also have the largest network for collection of resources, unlike foreign banks,
characterized, except the Romanian Development Bank and Raiffeisen Bank, by a small number of
units. Moreover, the privatization of the two institutions leads to a notable increase after 2000, of the
share of foreign banks and within the resources;
- not at least, a greater concern of the foreign banks towards investments to the detriment of obtaining
resources, given that these banks can get foreign currency resources, cheaper and therefore preferred
by the borrowers;
- in terms of efficiency, the collection of resources from the population has a lower efficiency than
investments or business cash (currency).
However, in the last period of time, it is ascertained an increase in the involvement of foreign banks in
obtaining resources, not just as a result of acquisitions of domestic banks, but also through a greater
involvement in the retail business. This activity required both the revaluation of natural persons, as well as
small and medium- sized enterprises, as well as the expansion of territorial network, increasing in the
number of customers, etc (Dănilă, N., Anghel, L. Cl., Dănilă M.I., 2002).
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In conclusion, we can assert that in a concentrated banking system, in which the top five banks hold
56.3% of assets and the first 10 ones hold about 80%, the ascension of foreign banks is not yet complete.
Along with the draining of the banking system, the penetration or consolidation on the market of some
famous foreign banks, the competition among the banks becomes more and more powerful, and implicitly
the reposition of market shares and rankings. The privatization of the largest commercial banks in Romania,
Romanian Business Bank, has strengthened the market position of the foreign investors. The privatization
process of the Romanian Business Bank started in October 2003 by selling a package of 25% of the shares to
EBRD (European Bank for Reconstruction and Development) and CFI for 220 million US dollars. Although
there were 11 interested banks initially, their number has decreased in the course of time, reaching to two
final competitors, Erste Bank and Millenum Banco Comercial Portugues. The successful bidder was finally
Erste Bank AG.
Entry on the market of Ernste Bank as a strategic investor at the Romanian Business Bank, once with
the completion of the transaction to acquire the majority shares package, is expected to have a strong impact
on the system, primarily as regards the redefinition of the business strategies. After this takeover, the share of
foreign capital in total assets increased from 62.2% to 87.9%, as seen in the figures below.
The state currently holds two institutions: the Romanian Savings Bank and Eximbank.
The privatization strategy of the Romanian Savings Bank, established in the course of 2005 by
Government Decision no. 806/2005, subsequently underwent several changes (Government Decision no.
573/26.04.2006). In December 2006, the Romanian Government stopped the privatization of the Romanian
Savings Bank, considering that the price of 560 million EUR offered by National Bank of Greece (the only
investor left in the race) for the shares package of 69.9% is too low.
Another amendment of 2006 regards the merger between HVB and Tiriac Bank, resulting the entity
which is called Bank HVB – Tiriac since September 2006. Further, another event is taking over of HVB on
the international level (therefore the merged entity in Romania) by the multinational UniCredit of Italy. This
merger changed the hierarchy of the first 10 banks of the system, which became the following:
Figure no.1. Market share of the most important Romanian banks
(after the fusion UniCredit – HVB – Ţiriac) in 2006
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Source: NBR Annual Report 2006.
Figure no. 2. Market share of the most important Romanian banks
(after the fusion UniCredit – HVB – Ţiriac) in total equity of the banking system in 2006
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As it can be ascertained, if the privatization of the Romanian Savings Bank shall be finally made by the
sale to a foreign investor, there will be no Romanian privately owned bank in top 10, according to the
shareholders’ equity . BT is currently the only majority Romanian-owned bank in top 10, but probably in the
next 2-3 years the bank will be sold to a foreign investor, after it reaches the critical mass necessary for a
profitable sale, by increasing market shares and profitability. The Romanian privately owned banks will
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occupy niche positions, clearly disadvantaged in the struggle with the local representatives of the large
financial groups, particularly regarding the cost of foreign sources, logistics, as well as regarding the political
and economic influence. And so, 10 years after the first 10 multinational banks entered in Romania (at the
end of 1998, representing 20% of assets), the foreign banks held at the end of 2006 practically 88.6% of the
banking assets.
Opening of the Romanian banking market, as well as the privatization of banking sector in Romania led
to a substantial increase in foreign capital share in the recent years, a trend that will continue the next period,
too.
The most significant presence, as I said, is that of the Austrian capital in the total capital of the banks,
the Austrian capital being represented by banks like Raiffeisen, HVB (by Austrian division), Volksbank and,
shortly, Erste.
Raiffeisen Bank has recorded an outstanding performance according to the expectations and plans for
growth.
Entered into the Romanian market as a subsidiary of the parent- bank in Austria, Raiffeisen took over
the former Agricultural Bank in 2001. Raiffeisen Bank Romania is a subsidiary of Raiffeisen International
Bank-Holding AG (Raiffeisen International), a fully consolidated unit of Raiffeisen Zentralbank Osterreich
AG (RZB). In its turn, RZB is the central institution of the Raiffeisen Banking Group in Austria, the most
powerful financial group in the country. This is among the major banks in the region, being also present in
Hungary, Slovakia, Poland, Czech Republic, Bulgaria, Croatia, Russia, Ukraine, Bosnia-Herzegovina,
Serbia, Montenegro, Slovenia, Belarus and Albania (Manolescu, Gh., Diaconescu A., 2001).
Such as in case of other foreign banks, the interest of Austrian bank is also directed to large investment
projects, such as syndicated loan granted with Bear Stern in the financing of those 500 million EUR for the
highway project built by Bechtel. In 2004 it is also set up Raiffeisen - Housing Bank, together with a
specialized bank in Germany (Bausparkasse Schwalbisch Hali). This is the first bank in Romania that offers
a real estate product that combines the lending with saving activity property, event that also shows on the one
hand, the increase of foreign investors’ interest for the Romanian market and, on the other hand, the trend of
strengthening and diversification of the banking market.
Raiffeisen Group is represented in Romania, besides the bank, by leasing, investment, asset
management companies, also having an office in Republic of Moldova.
The evolution of the German bank, HVB is also remarkable, being considered one of the largest
European banks. HVB Bank Romania is a subsidiary of Bank Austria Creditanstalt, the largest financial
institution in Austria, with a capital of over 7 billion EUR. Bank Austria Creditanstalt coordinates the largest
banking network in the Central and Eastern Europe, with 2.900 branches worldwide in 24 countries.
In Romania, the bank was founded in 1998 as a subsidiary of Creditanstalt Bank (which became Bank
Austria Creditanstalt, then HVB, as a result of some successive acquisitions), initially opting for an organic
growth (in 2004 was the seventh bank according to assets). At the end of 2005, the bank had a market share
of 4.9% in assets. In 2005 it merged with Ion Tiriac Commercial Bank (basically, HVB Tiriac Bank has been
operating since 1st September 2006), after it had also shown its interest in the Romanian Business Bank and
Romanian Savings Bank. Moreover, the bank has massively increased its involvement, so that, if the original
profile was the bank for corporations, it subsequently made significant progress in the retail lending and
mortgage loans, primarily by HVB Bank for Housing. The group also owns a leasing company in Romania.
The Bank has constantly recorded profits in the last years, reaching a return on equity (ROE) of 3% in
2000, 39% in 2005, at the same time with an increase in the number of units (2 to 14 in the same period of
time), a rather small number, however.
Finally, Volksbank is the smaller of the Austrian banks present in Romania, with a significant
involvement in leasing activities, established in 2000 as a subsidiary of Volksbank Austrian bank, its market
share being growing (1.4% in 2005). Volksbank is also a strong regional player in the Central and Eastern
Europe, with subsidiaries in 10 countries (Bosnia and Herzegovina, Croatia, Czech Republic, Hungary,
Malta, Serbia and Montenegro, Slovakia, Slovenia and România)411, with a network of over 180 banking
units.
In Romania, the bank focused on SMEs and natural persons, just as the profile of the parent- bank,
obtaining in 2005 a profit of 2.7 million euros, corresponding to a return on assets (ROA) of 0.5%. The Bank
has 26 units, plus 12 franchises. Volksbank Group also includes in Romania, in addition to the bank,
companies specialized in leasing, real estate investments, corporate financing, municipal financing and
development of real estate projects.
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There is no doubt that the presence of Erste Bank on the local banking market, following the taking of
control upon the Romanian Business Bank has strengthened a lot the position of the Austrian banks, while
the purchase of the Romanian Business Bank meant holding a market share of 25.7% in the total assets of the
Romanian banking system. The bank holds the first position of the retail market in the Czech Republic and
Slovakia (27% and 35%), the second position in Hungary (10%) and the third position in Croatia (10%). The
management of the Austrian banks sees in the East-European the only markets with growing potential in
Europe. Thus, during the past few years, Erste Bank has made a series of acquisitions, in chronological
order: in Hungary, Croatia, Czech Republic, Slovakia and recently in Serbia and Romania.
A clear example of regional expansion, based on a familiar approach of the south-eastern European
area, is given by the strong presence of Greek banks in Romania. Greece is the second country as a share in
the total capital of the Romanian banking system (15% of the total equity of the Romanian banking system) a
ratio which have been significantly increasing in the past years. Alpha Bank, Piraeus, EFG Eurobank,
Egnatia, National Bank of Greece (NBG) and Emporiki are all present in Romania for several years.
Alpha Bank entered in Romania in 1993, when set up, together with EBRD and a small number of other
Greek investors, Bucharest Bank SA, as a commercial bank (the work actually began in 1994). Alpha Bank
is the second largest bank in Greece, being present in the region in Romania, Serbia, Cyprus, Bulgaria,
Albania, Serbia and Montenegro.
At the beginning of 2000, Bucharest Bank was renamed Alpha Bank Romania, to highlight the
affiliation to the Group. The same year, Monte dei Paschi di Siena Bank, the oldest bank in the world
(founded in 1472) became a shareholder of Alpha Bank Romania, thus contributing to the development of
business relationships with Italian companies in Romania. The Bank provides services and products both for
the market segment dedicated to natural persons and for the corporate sector with a market share of 3.8% in
assets. In Romania, the group also holds leasing, brokerage, insurance and consulting companies. The bank
has systematically recorded profit since 1998 and is currently in the full process of network expansion, which
now includes 31 units.
Another Greek presence is that of EFG Eurobank, the group being also involved in other countries in
the region (Bulgaria, Serbia, Montenegro, Poland and Turkey)42. In Romania, EFG Eurobank is the major
shareholder (with 77.5% of shares) of Bancpost, first fully privatized bank in Romania (in 2002). At the
beginning of 2004 it was initiated an ample restructuring process of the bank, aiming at the repositioning of
the units network on the market and optimization of operations, sustained by the implementation of a
centralized computer system, adopting a corporate identity reflecting the affiliation to Eurobank EFG group,
as well as the increase of the attractiveness of the products and services offer. Bancpost benefit from the
synergy resulted from the presence in Romania of other companies belonging to the major shareholder, such
as retail companies, mutual funds, brokerage or leasing companies, etc.
The Bank has an inconstant evolution, alternating years with profit and years with loss (such as 2005),
with an also fluctuating market share (currently, 4.5% in assets).
Piraeus Bank Romania, also present in Bulgaria, Serbia, Montenegro and Albania, entered in Romania
by purchasing the Credit Bank Pater SA and currently has a market share of 0.9% of assets. The group also
includes leasing and brokerage companies. The intentions of the bank are to pursue the growth rate in a much
more aggressive rhythm, of over 50% in asset terms, if it is not to be taken into consideration a possible
takeover of an existing bank.
The National Bank of Greece (NBG) is the largest financial group of the Hellenic Republic, founded in
1841 and listed on the Athens Stock Exchange since 1880. NBG Group holds a dominant position on the
financial services market in Greece, with 905 branches in the country and abroad. The group is in full
expansion in South East Europe, following the acquisition of the main bank in Serbia-Montenegro and the
second largest bank in Bulgaria.
Entered in Romania in 1996 by setting up a branch, National Bank of Greece has expanded its activity
on the Romanian banking market, purchasing a package of over 80% of the shares of Romanian Bank
(market share of 1.8% in assets), in 2003. Currently, NBG has almost 89% of the shares and EBRD over
10%. NBG is also active in Romania as regards the segment of insurance and investment funds and is one of
the two “finalists” in the privatization process of CEC.
Other Greek banks, less important, on the Romanian market are Egnatia Bank and Emporiki Bank.
Egnatia Bank entered in Romania in 2001, following the purchasing of transactions of the former BNPDresdner Bank (Romania) SA. The stated goal is to increase the market share from 0.2% to 1% by
implementing an organic growth profile, transformation of the bank profile in a universal bank with a branch
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network which is to be developed gradually, as well as involvement in leasing activities. The bank activities
are conducted through four units, all in Bucharest.
Emporiki Bank Romania is the subsidiary in Romania of Emporiki Bank of Greece (shareholder
holding 98% of bank capital). It was founded as a Romanian legal person in September 1999. Emporiki took
over the International Commercial Black Sea Bank Romania in 2000 and has a total of five branches.
Although present in force in the Romanian industry sector, on the banking market, the Italian presence
is not as aggressive as, for instance, in neighboring countries, to take advantage of the rowing potential of the
market. It is to be noted UniCredit, that starts gaining a better market position (enlarging its customer base,
particularly in the retail sector), also benefiting from its experience in the area and substantial available
resources.
UniCredit Romania (1.6% market share in assets at the end of 2005) is a subsidiary of UniCredit Group,
which owns 99.94% of the total shares. Italian group came to Romania in 2002 by purchasing Demirbank
Romania. The bank obtained profits in the past years and recently,an acquisition of HVB Group by the
parent- bank in Italy, creates the premises of a consolidation of the subsidiary in Romania, too.
In the Central and Eastern Europe, UniCredit Group controls the first private bank in Poland (Bank
Pekao), the main banks in Croatia (Zagrebacka Banka) and Bulgaria (Bulbank), the fifth bank in Slovakia
(Unibank), one of the main commercial banks in the Czech Republic (Zivnostenska banka).
Garanti International NV (owned by GarantiBank Turkey, the third largest financial institution in
Turkey) also has a branch in Romania, with a tiny market share (0.4%).
Unlike the entrance of Greek or Italian capital, mainly performed by acquiring local banks or branches
of foreign banks, the Dutch capital decided upon the type of greenfield investment. It preferred to rebuild the
network in Romania, operating either as a Romanian legal person - ABN AMRO (founded in 1995) or as a
branch of a foreign bank- ING Bank (entered in 1994), a foreign legal entity. It is an option coming out
mainly from the force of these banks (among the top ten European banks), but also from the choice they
assumed until the last years: focusing on the segment of very large, multinational companies, national selfgoverning administrations or companies, funding of government projects, etc. Lately, we have noticed a
revaluation of the retail market from the part of these banks, with the mention that even in this sector, their
intention is to preserve the selectivity of clients, people with income over the average, private banking.
Founded in 1824, ABN Amro became a prestigious bank worldwide.
Situated on the 10th position in Europe and 16th in the world, in the ranking of banks by total assets,
ABN Amro has over 3.000 branches in over 60 countries, around 110.000 employees and a total value of
assets of 880 billion EUR (on 31st December 2005).
In Romania has been present since 1995, has branches in 15 cities, and its market share is 3.8% of
assets.
The other Dutch bank, ING Bank, launched its operations in Romania in 1994, being the first foreign
bank to open in Romania a full-service branch since 1989. Within the international expansion of ING Bank,
the branch in Romania had a record ascension: now has 18 units, the number of employees increased from 14
to over 700 and the customer base includes 75% of the number of multinational companies operating in the
market and important joint ventures, as well as most domestic companies operating abroad. The market share
is 5.3% of assets, being the fifth largest bank in Romania, according to the number of assets.
A mention must be made in connection with the expansion in Romania of the Hungarian bank, OTP
Bank, the largest bank in Hungary. The group develops operations in countries like Hungary, Slovakia,
Croatia, Bulgaria and Romania, with the intention to become a major player in the region and to continue the
strategy of regional development by acquiring financial institutions in the countries of Central Europe. In
Romania, OTP Bank submitted a non-binding offer to purchase the majority share package of the Romanian
Savings Bank and completed the acquisition of the Romanian non-life insurance company, Ceccar Romas,
through its subsidiary, OTP Garancia Insurances. The recent acquisition of Robank in Romania falls in the
same strategy of regional development of the group. The bank, later renamed OTP Bank Romania, is in full
process of transformation, its aim being to become a universal bank with a strong retail component. On
medium term, OTP Bank Romania has proposed to increase the market share from 0.6% at present to 4-5%
of the Romanian banking market, objective which seems possible to achieve given the aggressive strategy
practiced.
Built on the basis of the Savings Bank of Hungary, the activity of parent-bank OTP Bank started in
1992, following the acquisition of state-owned bank. The bank has quickly become the innovative leader of
the Hungarian banking market, on all segments and products. Currently, the group holds 940 branches, has
18.000 employees and recorded in 2004 a net profit amounting to 521 million EUR. It has recently acquired
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subsidiaries in Central and Eastern Europe, the most important of them being DSK Bank in Bulgaria (state
bank, equivalent to the Romanian Savings Bank).
In Romania, OTP Bank has 50 units and has developed a plan for rapid expansion of the branches
network.
The sole representative of the American Capital, Citibank Romania, is the subsidiary of yhe U.S. group
with the same name. Citigroup is a remarkable financial services company, with over 120 million customers
in over 100 countries, being involved in banking, investment, insurance, brokerage, etc. Since 1996, the year
of its coming in Romania, the bank was involved only in major businesses: syndicated loans (North and
South Distrigaz - 2002, Termoelectrica - 2001, 2000, CONEL – 1998, Romanian Business Bank- 1998
RENEL - 1997 NBR - 1996 and 1995 ), government loans and guarantees (Ministry of Health - 2000,
Ministry of Environment - 2000, Alro - 2000, Conel - 1999, Ministry of Interior – 1999, Romtehnica - 1996),
privatization consultancy (Romtelecom - 2002) bond issue (Ministry of Finance - 2002, 2000), the first
derivative transactions on the interest rate (2000) etc. Besides Bucharest, the bank has only six units in the
country. Focusing on the large-scale business segment, due to the support of the U.S. group, it however
brought it a market share of 2%.
Other foreign banks operating in Romania, each having below 0.5% market share and generally set up
as a result of some market opportunities or niche banks are: Mindbank - under takeover by ATEAgricultural Bank of Greece, Romexterra Bank - under takeover by a German state bank through its
subsidiary, MKB in Hungary; Eurom Bank (ex- Dacia Felix) - under takeover by Israeli Bank, Leumi, Blom
Bank of Egypt.
3. Conclusions
Despite the progress in the past years, the Romanian banking market can be still considered
underdeveloped, both compared to the EU average and the average of the countries of Central and Eastern
Europe. Banking penetration is still low among the population: only 40% of the population aged over 15
years had relations with a bank, 28% had a bank account and 17% had a bank card at the end of 2004.
The degree of underdevelopment is also reflected by the indicators of efficiency, although significant
and systematic progress has been made. The degree of financial brokerage (the share of total bank assets in
the GDP) experienced decreases in the period 1996-2000, reflecting the backwardness of the banking sector
compared to the aggregated macroeconomic evolutions. In the recent years, however, specifically after 20002001, the Romanian banking system has undergone the real restructuring and improving, which led to
systematic increases the degree of the financial brokerage, which decreased from 64% in 2003 to 56.3% in
2007, but far below the EU25 average of around 325%. The loans / GDP and deposits to GDP (50-60%) are
also much below the EU25 average (120-130%), in our country.
The degree of concentration is relatively stable in the last years of the current decade in our country,
but there is a general expansion of small and medium banks in the period of credit expansion. The degree of
concentration was moderate, 56% in 2007, very close to EU average at that time, 59%, but much below
Belgium, Netherlands, Finland and Baltic countries Latvia and Lithuania.
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1. Introduction

The concept of the European common market was launched in Europe, more than a half
century ago, in its context proposing also the integration of the financial sector. The integration of
the European stock markets represents a major step toward a fully integrated European financial
system. Thus, the problems related to this matter become major talking points for every economist
who wants to underline and explain the dynamics of the European financial integration process.
The explanation and comprehension of the concept of integrated European financial market
raises some challenges. Thus, it is more easily to explain and comprehend the concept of integrated
goods and services market, where in order for the market to be integrated it needs to remove the
cross boarder barriers from the trading activities. A similar approach can be used also for the
financial market, but it is rather more complex. According to the European Central Bank, a
financial market is fully integrated when: i) all the participants apply to the same set of rules when
they buy or sell financial products, ii) have equal access to that set of financial assets and iii) are
equally treated when they operate on the same market (European Central Bank, 2009).
The integration of European financial markets in general and that of the stock market in
particular represent one of the main current topics. There is a vast academic literature covering this
field, but most of it is focused on the positive effects of the process, underlying the premises of
integration and the future possible gains (Guiso et al., 2004; Levine, 2005; Bekaert et al., 2007;
Papaioannou, 2007; Jappelli and Pagano, 2008; Ang, 2008; Coricelli, 2008; Guglielmo et al., 2009),
and fewer studies examines the real progress and the challenges of this process (Baele et al, 2004;
Flood and Rose, 2005; Bekaert, 2009; Kose et al., 2009). The main question that is arising is if we
can talk about a real integration of the European stock market given the current economic
landscape and realities. The only way to offer a pertinent solution to this problem is to first analyse
the necessity of such a complex process for the economical environment, underlying the factors
behind it and also the ones against it, and secondly to evaluate the degree in which this sector is
integrated, using a series of indicators to stress this out, while also trying to assets its future
development. The methodological approach starts with a qualitative-comparative analysis of the
main studies undertaken on this subject, in order to underline the main ideas and concepts regarding
this economical phenomenon. The data was acquired using mediate techniques from presentation
documents and articles of the main institutions that supervise and regulate the European stock
markets, official statistics of the European Central Bank, World Federation of Exchanges,
Federation of European Securities Exchanges, the European Commission and also from different
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professional and academic studies and reports. The methods used for analyzing and interpretation
are based on the studying of different documents and data systematization and also on calculating
several indicators. The results of these methods have been quantified in several tables and graphics
which highlight the dynamics of the European stock markets integration process.
The importance of this subject has been best underlined by the president of the European
Central Bank, Jean Claude Trichet: “I believe that the key question for us – public authorities as
well as market participants – is how we can contribute to the further integration of financial markets
in Europe.[...] The potential gains from monetary union will only be fully realised if remaining
barriers to integration of European financial markets are effectively removed. There is considerable
evidence that wholesale markets are now much more integrated than before. But integration in
securities markets needs to proceed further. Without an integrated European securities market the
outcome of the entire process of financial market integration risks falling short of expectations.”
(Söhnke M. Bartram et al., 2004)
2.

The problem of the European stock markets integration – literature review

The academic literature on the subject uses for the analysis of the evolution of the European
stock markets integration process different methods and techniques, resorting at the same time to
price based indicators and to quantitative indicators. On the one hand, the analyses made on price
based indicators are underling if the estimated profits to be gained from investments in euro area
assets are determined by global factors (e.g. European ones) or by domestic ones (Bekaert and
Harvey, 1995; Stultz and Karolyi, 2001; Hardouvelis et al., 2002). According to these studies the
importance of the European factors has risen in the period prior to the adaptation of the single
currency and afterwards. A major deficiency of these studies is represented by the fact that their
concluding remark are directly linked to the way in which prices are form in the countries that are
studied and this is a heterogeneous process when it comes to the European Union as a whole. On
other words these studies are only based on price analyses and are not offering any details regarding
the dynamics of this process or the factors which are influencing it.
As a result of this fact, the studies undertaken have suffered a change in the methodological
approach regarding the way in which the degree of the integration of a given European stock
market is tested, replacing the testing of the law of one price with tests that are indirectly indicating
the degree of the stock markets integration.
Thus, the study of Fratzcher (2001) underlines the correlations between different European
stock markets and the fact that after 1996 these correlations have become stronger especially
because of the reduction of exchange rate volatility.
In another train of thoughts, o series of studies made by Heston and Rouwenhorst (1995), Baca
et al. (2000), Cavaglia et al. (2000), Brooks and Del Negro (2004) are underling the fact that the
diversification strategies driven by sector are becoming more important, as the European stock
markets are becoming more and more integrated. This idea is reinforced by the study of Ferreira
and Gama (2007), which are using a different analysing method, by discomposing the variation of
portfolio profits in national and sector driven components.
Nevertheless there is a wide literature which uses quantitative indicators in order to underline
the main aspect of the European stock markets integration process. The studies of Adam et al.
(2002) and Guiso et al. (2008) are underlying the fact that, in the last three decades, the percentage
of assets hold in the euro area by euro area investors (either institutional or individuals) has raised
steadily. Both studies are also showing that cross-border transactions costs in the euro area are still
higher than domestic ones which prove the continuous existence of barriers that must be overcome
in order for the integration process of the stock markets to be complete.
3.

The necessity for the integration of the European stock markets

The main motivation behind the integration of the European stock markets is represented by
the creation of a much wider common area for transactions which will provide benefits for both
parties involved, the investors and the firms listed on the market (Hasan and Schmiedel, 2004). The
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investors will benefit from a better transparency and liquidity – which is based on the ever growing
number of participants that will be attracted on the market and also on the lowering of the costs.
These realities will stimulate the raise of the number of transactions and also will provide
economies of scale. All these will be doublet by the already existing advantage of trading in the
same currency on multiple markets and also by the fact that there will be a much wider range of
financial and investments products and services. The firms listed on the market will benefit from
the unified regulatory system and a widening of the base of potential investors, beyond the current
horizon of their national market, gaining in this way access to the economies of other countries.
Because of the common integrated electronic transaction platform, they will also benefit from a
lower cross-border transaction cost (Adam et al, 2002).
Also, an integrated stock market assures a better allocation of capitals and a better
diversification of international risks, providing the necessary arguments for a decreasing in
investment risks.
The preoccupation for the integration of the European stock markets may derive also from the
need to counterbalance the dominant position held by the United States in the field of capital
markets (London Economics, 2002). When compared with the American stock market system, the
European one is still fragmented, each stock market having its own trading and compensation
system, its own rules and regulations and in general lacking the pan European perspective that the
international investors are searching for (e.g. Graphic 1). Thus, as the IMF official Michaels
Deppler emphasises: the fragmented European financial market, especially in regard to the retail
banking and stock exchange sectors, is responsible for 50% of the lag in the raise or productivity
that the European Union has when compared with the United States. (IMF, 2009).
Figure 1: The capitalisation of the main stock markets from the United States and the European Union
in January 2010 (millions of dollars)

Source: World Federation of Exchanges, 2010, http://www.world-exchanges.org/statistics/ytd-monthly]

We can notice that the North American stock markets have a higher capitalisation than their
European counterparts, which is especially owned to the integration and concentration that the capital
markets are having in the US. Given this fact, the European stock markets integration process has the
potential to create a common stock market for all the EU countries which will have all the premises to
compete with the North American one.
4.

Premises of the European stock markets integration

The main factors that support the integration of the European stock markets are represented by:
the internationalisation of the national stock markets, the deregulation process, the financial
innovation (e.g. digitisation of the stock markets) and the adoption of the single European currency
– the EURO.
Thus, the internationalisation of the national stock markets has increased gradually, as the
liberalization process of the capital flows has taken a more radical approach, having a direct impact
on the integration of markets (including at European level). This process has been fostered by
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several factors like: the development of the institutional investors and their ever growing size; the
development of multinational firms, which being present on more and more markets have tap into
the local stock markets for financing; and not the least the development of informational and
communication technologies which helped the transformation of the way in which transactions are
dealt with, allowing the transition to a continuous 24 hour trading market, on a global scale. Thus,
the computer networks have allowed the delocalisation of the market and the enhancement of the
portfolio management tools. (Hartmann and Manganelli, 2003)
The dynamics of the internationalisation process of the main stock markets in the world is
showed in the table below, using the total value of the transactions done by foreign investors
between 2001 and 2008 as an indicator for internationalisation.
Table 1: The evolution of the stock transactions at the main stock exchanges between 2001 and 2008 (millions of
dollars)
2001
2005
2007
2008
Total
Foreghn
Total
Foreghn
Total
Foreghn
Total
Foreghn
Stock
stock
stock
stock
stock
stock
stock
stock
stock
market
transaction transaction transaction transaction transaction transaction transaction transaction
value
value
value
value
value
value
value
value
10.489.322
787.244 14.125.292 1.234.230 29.909.993 2.520.737 33.638.937 2.720.659
NYSE
4.550.503 2.651.440
5.677.721 2.492.066 10.333.685 4.277.166
6.473.611 1.974.377
London
SE
1.660.525
400 4.481.721
2.821
6.476.147
2.755
5.586.327
681
Tokyo
SE
19.432 2.906.208
129.468
5.639.760
27.136
4.454.415
14.802
Euronext 3.179.788
Source: [World Federation of Exchanges, 2009, http://www.world-exchanges.org/statistics/]

The data confirms the supremacy of the New York Stock Exchange as the biggest stock
exchange in the world (e.g. the total value of transactions at the New York Stock Exchange was
19,25% higher than the one of the London Stock Exchange – European biggest stock exchange).
Table 2: The evolution of the internationalisation degree (the percentage of the foreign transactions in total
transactions) of the main stock exchanges in the world, between 2001 and 2008
Stock market
2001
2003
2005
2007
2008
7,50 %
5,11 %
8,70 %
8,40 %
8,09%
NYSE
London SE
58,30 %
40,50 %
43,80 %
41,40 %
30,5%
0,61 %
0,60 %
4,50 %
4,25 %
0,33%
Euronext
0,02 %
0,013 %
0,06 %
0,04 %
0,0001%
Tokyo SE
Source: [World Federation of Exchanges, 2009, http://www.world-exchanges.org/statistics/]

As the data shows the London Stock Exchange still keeps its supremacy in international
financial activities, mainly because of its high attention to this segment, which makes it also more
exposed to the evolution of the international economic and political climate.
This also hits to the fact that the London Stock Exchange is more open to integration at
European level, based on its rich international experience, which can be a good factor for its further
development. On the other hand, if we take into account the number of national stock markets
integrated in Euronext (Paris, Amsterdam, Brussels and Lisbon), we can say that it represents the
first step toward a common European stock market and even to a common global stock market,
because of the merger with NYSE Group, process finalised in March 2007. Another step in this
direction could be considered the acquisition of OMX (which includes the stock markets from
Copenhagen, Stockholm, Helsinki, Tallinn, Riga, Vilnius, Island and Armenia) by NASDAQ in
February 2008. Because of these evolutions we can argue that the premises for a common European
stock market already exist in the European Union.
Nevertheless, the adoption of the European single currency has been a strong catalyst for the
creation of the common European stock market, as it has removed the main obstacles in the way of
the free circulation of the financial services. The single European currency has facilitated many
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transformation that provide the necessary framework for the completion of the integration of
European stock exchanges: the enhancement of the competition at European level and as a result to
this the need to raise the efficiency of the stock markets; the elimination of the currency risk in the
euro area, which is probably the most impactful development of them all; and the common
monetary policy in the euro area which allows the euro zone money markets to have an optimal
liquidity.
Even if the euro has played an important role in the first stages of the European integration of
the stock markets from the member countries, it was unable to remove the institutional barriers that
still exist and which are hindering the free circulation of the financial services across the Union. The
Financial Service Action Plan (1999-2005) was the first legislative piece that recognized that there
are barriers that distort the European stock market integration process and that these are many times
well entranced and require a deepening in the regulation process, in order to circumvent them
(Pelkmans, 2003, p. 165).
Therefore the adaption of the European single currency had a lesser integrating effect on the
stock market because of the international institutional differences and the regulatory impediments
that exist, being unable to remove all the barriers that exist in the way of a fully integrated stock
market in the euro area (Weidinger, 2005, p. 241).
Another factor that contributes to the process of European stock markets integration is
represented by the regulatory intercessions regarding the removal of legislative barriers that
hinder cross-border European financial activities. Through the Lamfalussy process the necessary
framework was created for the development and the issue of a more market orientated legislation
that must coup with the technological changes and the mutations of the stock markets. Continuing
the efforts for the integration of the European stock markets that started in 1993 through the
Financial Services Directive (which introduced the “European passport” for financial services), a
first directive that was adopted through the Lamfalussy process and which has a positive impact on
the process of integration is MiFID, adopted in 2007 - Markets in Financial Instruments Directive.
Through this the financial services can be offered anywhere in the European Union by a firm,
allowing for a better transparency and creating a financial common market.
5.

Challenges of the European stock markets integration process

We must acknowledge the fact that there are several factors that are not easily changeable in
the process of European stock markets integration and which have a disturbing effect on the
realisation of this process. These factors can be classified in three main categories: psychological
factors, technical factors and regulatory and fiscal factors.
Recent research in this field provides empirical evidence that cultural and psychological
barriers (1) in the process of European integration between two countries lead to a low volume of
cross boarder financial transactions and therefore are having a disturbing effect on the whole
process. Besides these two factors, the informational frictions have also a negative impact on the
stock markets integration. This type of obstacle can be overcome only on the long run, through an
adequate education and through the development of a common European culture (Tumpel-Gugerell,
2009).
The second categories of barriers are of legislative and fiscal nature (2). Therefore a good
example of this type of barrier is represented by the solvency regime in the European Union, or by
the accounting and publicity rules that are applied in the member countries. In order to remove
efficiently these types of barriers, the European Commission has implemented two consecutive
long-term initiatives: The Financial Services Action Plan (between 1999 and 2005) and the White
Paper on Financial Services (between 2005 and 2010), both aimed at harmonising and better
implementing the European regulatory framework in order to offer a common ground for financial
services providers.
Another major barrier is represented by the fiscal systems that the member countries have in
place, especially in the euro zone, where integration should be more advanced. A very popular
example in this case is the withholding tax that both the national (e.g. Italy) and European fiscal
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institutions are collecting before dividend distribution. Even if this double taxation can be avoided,
the process is very alembicated and bureaucratic, influencing directly the investors decision for
acquiring foreign financial assets (in and out of the European Union). In other words, the
administrative costs for foreign investments remain high in the euro zone when compared with
domestic costs (Scharpf, 2003). Fiscal harmonization in the European Union remains a far reaching
goal as long as, in the context of the common monetary policy regulated by the European Central
Bank for the whole euro zone area, fiscal policy remains the only direct way in which national
government can influence the economy.
With regard to technical barriers (3), it is commonly recognized that the fragmentation at
national level of the clearing and compensation systems from the euro area continues represent an
obstacle in the face of stock markets integration, especially when it comes to the integration of the
back-office components. In other words, the key element of a common European stock market is
represented by an adequate financial infrastructure for the clearing of cross border transactions. This
is a sine qua non condition for a quick and effective cross-border transaction, especially if we take
into account ever raising volume of assets that are taking part in cross border transactions in the last
period (Giddy et al., 1996).
Putting aside the mergers between several national CSD (Central Securities Depositories),
there is another trend that is rising as a result of the financial integration at European level,
especially in the euro zone area. More and more CSD are offering the same services and
programmes to different stock exchanges from different European countries. This trend is
exemplified in Graphic 1. For instance, LCH.ClearNet is offering the same transactional platform
for clearing and trading to LSE-BIT Group, NYSE Euronext and SWX. This is another tendency
which in the near future will facilitate the further integration of the stock markets at European level.
Figure 2: The European stock market space

Source: [Federation of European Securities Exchanges, http://www.fese.eu/en/?inc=art&id=5]

It’s worth mentioning that in the case of the banking infrastructure the European initiatives,
especially the ones of the Eurosystem have had a great positive impact on the integration of the
wholesale banking market. While TARGET and TARGET 2 system had a positive impact on gross
settlements and since 2008 SEPA is trying to provide a unique payment system for all the retail
banking transfers in the euro area, in regard to the clearing and compensation systems for the
European stock markets there is also an ongoing initiative taken by the European Central Bank to
develop and implement a system called TARGET2 Securities. This system will allow bypassing the
problems generated by the current fragmented clearing and compensation system, an issue very
important nowadays, because the large number of clearing and compensation systems that exists at
the European Union level incises the costs for cross border transactions when compared with the
same domestic type of transaction (the report between them being of 1:2 or 1:3). Meanwhile the
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demand for an integrated system is high and that is exactly the final purpose of this project. It is also
important to mention that TARGET2-Securities will not be a CSD, but only a “settlement
platform”. The Eurosystem has no intention to deal with issuers or to manage corporate events (like
coupons, dividend payments, redemptions), but only for a limited category of securities, mainly
Government securities denominated in euro. (Jean-Michel Godeffroy, 2006)
Figure 3: The development and implementation stages of the TARGET2 Securities System

Source: [Banca Centrală Europeană, http://www.ecb.int/paym/t2s/html/index.en.html]

Right now the system is in the phase of Finalisation of the general specification which will
be concluded at the end of 2010. The next stage of the project will be the development of the
system, until the second semester of 2012, the earliest time for the completion of the system and its
going operational being 2013. TARGET2 Securities will be a major step forward in the completion
of an integrated financial infrastructure for the common European security market.
6.
Evaluating the real degree of European stock markets integration
The problems regarding the integration of the European stock markets represent a major policy issue for
several European institutions like the European Commission, the European Central Bank or the Eurosystem.
Because of its importance and in order to monitor and evaluate the evolutions of this process, the European
Central Bank has started to publish a series of quantitative indicators for the integration of the stock
markets in the euro zone. The set of indicators is comprehensive, covering all of the financial market
segments like: the money market, the bond market, the stock market and the banking market, while also
providing additional information’s like the state of the pan European financial infrastructure. The report is
published bi-annually and its annexes provide an insightful look on the empirical methodological approach
used in order to calculate the indexes.
Using the European Central Bank methodological approach we calculated an indicator that compares
the dispersions between the monthly incomes determined by sector driven diversifications strategies versus
the monthly incomes determined by national driven diversification strategies. The dispersion reflects the
correlations regarding the diversification of the portfolio; in other words, the higher the dispersion rate is, the
lower the correlation of the portfolio is which translates to better diversification strategy.
Figure 4: The dynamic of the dispersion of national driven strategies versus the dinamic of the dispersion of
sector driven strategies in the euro area, between February 1973 and February 2009
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Source: Own simulation based on data provided by ECB and IMF

We notice that, starting with 2001, the portfolio diversification strategies driven by sector had had a
higher dispersion that the ones based on national diversification. This reflects on the one hand the change in
portfolios management which have become more sectors driven and on the other hand the positive impact of
the integration process on the integration of the European stock markets. (Rouwenhorst, 1999; Cavaglia et
al., 2000; Adjaoute and Danthine, 2003; Moermann, 2004).
Using quantitative indicators, we have underlined the fact that in the last decade the investment funds
in the euro area have diminished their share of the portfolio held in national assets and have invested more
in assets from the other member states. We notice that between December 1998 and September 2008 the
share of the portfolio held in other euro area assets by the investment funds from the euro zone have raised
from 17% to 25%, pointing out to an increase in stock market integration.
Figure 5: The evolution of the procentage of euro area assets held by investment funds from the euro zone,
between December 1998 and September 2008

Source: Own simulation based on data provided by ECB and IMF

The tendency to increase the percentage of the portfolio held in euro area assets is evident also in the
case of individual investor. About 25% of the portfolio held by euro zone individual investors is held in other
euro zone assets. We must underline the fact that in their case the great share of the portfolio is still held in
national assets (approximately 50% while in the case of investment funds they own only 5% in national
assets). The high percentage of the portfolio held in national assets by individual investors from the euro area
is manly a effect of two reasons: first is the fact that cross-border transaction costs are still high, even
between euro zone markets and second is the impact of informational asymmetries which disturbs the
transparency of the foreign markets for outside investors. These facts emphasise the need for further
integration of the stock markets at European level and especially in the euro zone where the basics are set by
the use of a common currency.
Figure 6: The evolution of the procentage of euro area assets held by individual investors from the euro zone,
between December 1998 and September 2008

Source: Own simulation based on data provided by ECB and IMF

Based on the evolutions of these indicators it is obvious that since the introduction of the single
European currency the integration of the stock exchanges, at least in the euro area, has deepened, providing
sceptics with the necessary proof that the integration process of the stock markets is real and is moving in the
right direction. However, the impact of this process is uneven because of the different level of development
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of the stock markets from the European Union. The most prone to benefit from this are the stock markets
from the euro zone especially because they are trading in the same currency and tend to have the same level
of development and financial sophistication. Still the fragmentation of the financial infrastructure and the
existence of local regulation are heavy barriers in the way of creating a common European stock market,
even in the case of a single currency area.
7.
Concluding remarks
In order to establish the degree of the European stock markets integration we must start from the
definition of a common European stock market. The European Central Bank emphasises in its definition that
in order for a common stock market to exist: 1) all participant must obey the same set of rules, 2) must have
free access to and from the market and 3) must enjoy equal treatment on it. If it were to compare ad litteram
these condition with the current European stock markets landscape then we may be tempted to conclude that
the European stock markets are far from integration. But, we must also take into account that the European
integration process in general and the European stock market integration process in particular is a long term
process, which takes place on an heterogeneous economical territory, dominated by rules and dogmas with
strong domestic traditions, very hard to remove and eliminate by simply adopting a law or even a common
currency.
As real is the fact that in the European Union there is no common set of rules that applies to all
financial institutions and transactions (there are still local regulation besides the European rules that deform
the local markets, different cost for the same type of transaction, different technical specification), no equal
access to the market (in general de investors have direct access only to their domestic market as costs for
direct access to other European markets are still high) and no equal treatment for the participants on a given
European stock market (there is equal treatment only on the domestic transactional platform, as the way in
which an investor can access other markets is limited to costs and specifically restrictions, more real is the
process of European stock markets integration, which is obvious on the regulatory side of things (through
MiFID), the development of a common European financial infrastructure for a common stock market
(TARGET2 Securities) and also the convergence of the European Union’s economies. The dynamic of the
integration of the stock markets is different at the European Union’s level, taking a two front approach: “the
west area” and “the east area”.

Figure 7 – The dispersion of the main European stock markets

Source: Simulation based on official information’s provided by LSE®, OMX®, Deutch-Borsa®, BME® and Euronext®.

We can notice from the graphic above that in the case of the euro zone states the stock markets have a
higher degree of integration. We can acknowledge the development of several pan European stock markets
(like LSE, OMX or Euronext) and also the consolidation of several national stock markets like (BME and
Deutch-Borsa – accordingly to FESE database), which are based on more national economies but with high
performances (Germany even in the mist of the financial downturns is still EU biggest economy and Spain
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despite troubles in its market has the highest degree of European funds absorption rate in the EU – Eurostat,
2009). This picture shows us the fact that the west is ready for the next big step toward a common European
stock market, namely a merger between several of these stock markets in order to create a truly wide pan
European stock market.
We also notice that the “east” is still fragmented when it comes to its stock markets (we refer here to
the new member states that have ascended to the European Union in 2004, respectively 2007) because of its
national economies that are still in the emergence faze. Probably the stock exchanges from the new member
states will merge or will be acquired by their westerly counterparts as the national economies of these
countries converge more to the European Union’s economic performance standards.
On the other hand, giving the recent evolution on the international level, the developed stock exchanges
from the euro zone will have the tendency to expend globally, especially in the BRICK states. A good
example in this direction is represented by the partnership between Nasdaq OMX and BM&F Bovespa from
Brazil, developed in august 2009 or the acquisition of LSE Group and NYSE Euronext of a 5% share on the
MCX-SX derivate market from India.
Just as the Holy Grail was believed to have magical powers, analogue the European financial
integration process in general and the integration of the stock markets in particular can have almost magical
effects on the European union economy, but in order to fully understand and benefit from them we must
always underline the real degree of integration that exists and the phase of the process that we are in. We
must understand that the integration of the stock markets is a long term project from which we will benefit
especially in the long run.
8.
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Abstract:The aim of this paper is to address the significant changes in terms of public expenditures in the
current crisis. After a brief literature review on necessary public expenditures in times of recession, I have presented, at
European level, and particularly in Romania, which items of public expenditures changed significantly in 2009,
compared with previous years. The Romanian state has spent more on social protection, public debt interests, state aids
for sustaining companies affected by the crisis etc. Also, using the correlation coefficient, it was showed that public
spending was likely to contribute to economic growth during 2006-2009.
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1. Literature review
In addition to the “invisible hand” that Adam Smith spoke, the evolution of the global economies
demonstrated, especially in the context of the world recent economic crisis, the need for government
programs in order to boost competitiveness and to sustain certain economic sectors in danger of collapsing.
The idea of using public expenditures in times of recession was firstly supported by Keynes (1970),
taking into account the multiplier effect that it has on public final consumption demand and investments. His
economic idea has been supported and developed by Alvin Hansen, P.A. Samuelson, W. Schultz, L. Harris
and others. Hansen believes that it is possible that, in crisis periods, increasing public spending for military
operations can oppose a possible decline in private investment expenditures (capital) and can give us an
almost infinite period of high level of employment.
The positive role of public expenditures, particularly those for investments, to the economic recovery
has been shown in numerous studies. For example, Toshiki (2009) highlights the contribution of public
investment spending on the demand for intermediate goods, which increases profits for the companies.
Consequently, this increase results in raising the interest market rate and thus leads to economic growth.
In times of reccession, the focus is on short-term impact of public expenditures on aggregate
demand, greater than the fiscal component of the budgetary policy. The argument is supported by the
European Economic Recovery Plan adopted by the European Commission in 2008. This plan intended to
support temporary increased public expenditures for the allowances granted to unemployed or for those with
low income or a temporary extension of the granting period of unemployment allowance, to support SMEs,
to allocate greater public expenditures for infrastructure etc.
Dewen et al. (2009, p.4), explains that public spending are necessary for boosting demand quickly,
inducing private investment and making public investments that would serve the country over a longer
stretch of time. According to them, expenditures that help the economy in recession and which cand reap
economic rewards are not only those that directly promote business, but also social expenditures on health,
education, and social protection.
The macroeconomic literature on automatic stabilizers in times of recession focuses on the social
benefits, such as unemployment insurance. A study conducted by Dolls et al. (2009) shows that
unemployment insurance is an automatic stabilizer in times of economic crisis, which can absorb about 19%
of the Europe economic decline.
Other studies quantify the contribution of unemployment insurance to reduce the negative effects of
the economic recession. The study by Auerbach and Feenberg (2000) in USA shows that the unemployment
insurance system is at least eight times more efficient than the tax system to offset the impact of a recession,
as offers approximately 25% of the total impact of automatic stabilizers, taking into account that
unemployment insurance are 1.5-3% of the total size of the federal revenues.
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Burtless (2009, p. 5) assigns two functions to the unemployment insurance system: it provides
workers with essential income protection when they are temporarily unemployed, as a result of a layoff and
secondly, by helping unemployed workers to maintain their consumption during recessions, unemployment
insurance gives the national economy an important stimulus in periods when overall unemployment is high
or rising.
Also, expenditures on unemployment benefits have a very significant role in stopping the decline in
consumption. The Nobel Prize winner for Economics, Stiglitz (2001, p. B01), said that if we give money to
people who have lost their jobs in this recession, it would be quickly spent, based on the idea that
unemployed spends much of any additional income that we receive during unemployment.
Taking into account the above mentioned, I can say that public spending is widely seen as having an
important role in supporting the economic recovery.
The use of public expenditures appears as a necessary measure in order to achieve a number of
objectives on short term, such as major infusion of the purchasing power in the economy in order to boost
demand, saving jobs and restoring public confidence in financial institutions, but also a series of long-term
objectives, which consist of “intelligent” investments contributing to growth, competitiveness and
sustainability. Therefore, public expenditures can be a source of further investments, thus contributing to
long term economic growth.
2. Changes in public expenditures resulted from measures taken in Europe
The negative effects of the financial and economic crisis were felt in both the U.S. and in the
European economies, justifying the need for coordination of national aid measures at European level.
Unemployment across Europe has increased from 8.5% in March, 2009, to 9.4% in December,
reaching 9.6% in February, 2010. Among the Member States, the lowest unemployment rates at the end of
December, 2009 were recorded in the Netherlands (3.9%) and Austria (4.8%), and the highest rates in Latvia
(20.5%) and Spain (18.9%). Higher unemployment rates have imposed measures to create jobs and grant
facilities to companies.
It is known that many countries enacted stimulus packages, watched their automatic stabilizers, such
as unemployment benefits and allowed fiscal deficits in response to the deepening crisis.
According to available data, government expenditures at European Union level represented 46.8% of
GDP in 2008, compared with 45.7% of GDP in 2007.The budgetary deficit to GDP ratio increased in 2008,
compared to 2007, from 0.8% to 2.3% (amounting €286,815 million). (Eurostat, 2009)
Public expenditures took the form of state aids, which are indirect spendings, in order to realocate
the resources, to support economic development and the private sector hitten by the crisis. Total state aid
granted by the Member States amounted € 279.6 billion in 2008, representing 2.2% of European Union GDP.
The Eurostat Report on State aid granted by the EU Member States (2009, p.3) presents that, at the
end of 2009, Germany accounted for € 15.7 billion or 23% of total aid, followed by France (€ 10.3 billion;
15%), Italy (€ 5.5 billion; 8%), Spain (€ 5.2 billion; 8%) and United Kingdom (€ 3.8 billion; 6%). A
completely different picture emerges when looking at aid in percentage of GDP. Hungary granted aid
representing 2.4% of GDP, followed by Malta (2%), Bulgaria (1.3%), Finland (1.1%) and Ireland (1.1%).
From the perspective of changes in public expenditures related to SMEs, in the current crisis were
supported up to 26 types of state aids directed towards job creation, increasing competitiveness, improving
environment, reducing the capital risk, promoting entrepreneurship, without being necessary the EC
notification. SMEs can receive state aids up to € 7.5 million or investment projects or environmental support
for business women up to € 1 million per company.
Since the most affected by the crisis was the automotive sector, a series of changes related with
public spending addressed companies in this sector. The European Commission reacted immediately,
establishing measures to enable easier access to credit, to clarify the rules for aids in specific circumstances,
to boost demand for new vehicles through coordinated actions at national level. European Investment Bank
(EIB) approved, in March 2009, € 3 million loans for the European automotive industry which was facing
problems, in 4 countries: Germany, Italy, France and Sweden.
Also, a series of changes in public expenditures resulted from measures to sustain companies in the
airline transport industry, affected by the global crisis, as they have been granted state aids in the form of
state loans guarantees. One example is the aid given to Australian Airlines, seen as a solution for this
company to continue operating, to increase its funding opportunities on the market, to continue their activity,
despite the credit crisis at the end of 2008.
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Since the financial crisis had its initially impact in the banking sector, marked by a lack of liquidity,
bankruptcy and a decrease of the depositors confidence in financial institutions, a series of shifts in public
spending took place also for financial and banking institutions. In October, 2009, total European Union
public intervention in the banking sector, for total 73 approved measures was 29% of GDP.
Based on European Commission press releases, there have been granted, from October 2008 until
October 2009, guarantee schemes (totaling € 2,738 billion), recapitalization schemes (€231billion; the
highest value of the recapitalization scheme was approved in Germany for € 80 billion and the lowest in
Hungary, of € 1.04 billion) and also schemes for the treatment of impaired assets (€76 billion).
At the EU countries there are cases where public spending fell last year, despite the need for
financial aids, generated by the economic crisis. It is the case of Hungary (the budgetary deficit stood at
4.1% of GDP in 2009) and Bulgaria (a 0.75% budgetary deficit of GDP). Bulgaria had in 2009 the lowest
budgetary deficit in Europe and is a leader among other states in the EU in reducing costs to the state budget.
3. Changes in public expenditures in Romania
3.1. Changes in public expenditures resulted from social measures
Government intervention through social and economic measures, to rebuild the Romanian economy
has become a necessity since October 2008, as the financial crisis entered in a phase marked by problems,
justifying the additional public spending to support various economic sectors in deadlock.
The Romanian government priorities in the current recession were job creation and helping those
who have been hurt by the economic downturn.
In this period of recession, state social security budget expenditures increased as a result of social
measures taken by the Romanian Government, consisting in:
• increasing the guaranteed minimum social pension to 350 lei (from October 1, 2009);
• increasing allowances for the children to 100 lei;
• extend the period of eligibilty for unemployment benefit for a period equal to the
institutional framework necessary to graduation, courses and retraining;
• indexing pensions by 3% from April 1, 2009 and 2% from 1 October 2009, even if this is not
a measure strictly activated in the current crisis, but it better protects pensioners in the short
term by maintaining their purchasing power, but at the same time, it contributes to long-term
fiscal sustainability of the pension system;
• increasing the guaranteed minimum income by 15%, provided entirely by the state budget;
• reducing with 90% the reference price of medicines only for those with a retirement income
pension up to 700 lei.
Also, as the current crisis has generated an unemployment rate that increased from 4.9% to 7.8%
between January 2009 and December 2009, reaching 8.3% in February 2010, additional costs with
unemployment benefits and reductions of unemployment insurance revenues were necessary. In December
2009, the number of unemployed was 709,383 persons and in February this year it amounts 762,375 people,
up to 21,393 people more than the previous month.
Budgetary expenditures for unemployment insurance increased by 93% in 2009 (reaching 2.7242
billion lei), compared to 2008 (1.4079 billion lei) and for the 2010 budget are with 8.83% higher than the
previous year, amounting 2.965 billion lei. In 2009 there were adopted Government decisions to support up
to 50% of the services cost for organized training for a total of more than 20% of unemployed persons. The
aim of these measures was to reduce the effects of financial and economic crisis on vulnerable social
categories.
Social assistance costs increased by 9.8 billion lei in 2009 compared with the previous year, the
budgetary deficit being around € 1.74 billion (7.36 billion lei). Revenues from payed state social insurance
contributions were nearly 33 billion lei in 2009, 2.36% higher than in 2008, while expenditures on
contributory pension scheme, without farmers’ pensions and special pensions were 40.4 billion lei in 2009,
up 19.9% from 2008.
On the other hand, the financial crisis has significantly affected the pension systems around the
world, signaling governments to respond as promptly to the increase pension deficits, which are facing
today. In 2009, the Romanian state has spent 48 billion lei, representing 9.5% of GDP and 31% of the state
revenues, which is justified as follows: 40.4 billion lei for public system pensions, 3, 2 billion lei for
pensions to farmers, over 3.7 billion lei for special military pensions for police and special services and over
608 million lei for airmen pension, magistrates, parliamentarians, diplomats etc. For 2010, pension costs will
be 7.36% of GDP (538 billion lei).
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State budget lent pension budget with € 1.5 billion in 2009. Our country is among the states with the
unsustainable public pension budgets of the EU, the estimated share of GDP spent on pensions state will
have an upward trend from 8.4% in 2010, to 15.4% in 2060. It is estimated that after more than 50 years,
Romania will be the 5th place at European level after Greece, Luxembourg, Slovenia and Cyprus, for the
largest share of GDP spent on pensions.
This is why, in February this year, the Romanian Government approved the law on public pension
system, developed by the Ministry of Labor, which aims to introduce a mechanism to discipline early
retirement system, retirement check sickness, to increase the average age retirement at 65 years for women
and men, to eliminate all discrimination in the system, to reduce pensions set at a high level, and also to
contribute to the unification of public pension system.
According to the Explanatory Memorandum on the public pension system law (2010, p.7), the
financial impact for the consolidated budget of implementing the law on pensions, on both short and long
term (year 2020) will consist of: reducing pension costs with cca.784 million lei in 2010 and about 1.459
million lei in 2020, reducing the consolidated public budget expenditures with cca.2761 million lei in 2010
and about 24.119 million lei in 2020, increasing public budget income with cca.152 million lei in 2010 and
about 2.626 million lei in 2020.
Another change in public expenditures, in the context of the crisis, was generated by the adoption of
an Ordinance in February 2009, to reduce spending for the next period for all social budgets, following a
decision of exemption for a period of 6 months of payment of social contributions for employers which
employ for at least 1 year unemployed, being unemployed for at least 3 months. It was estimated, based on
an impact analysis conducted by the Ministry of Labor together with the Finance Ministry that there is scope
for the next 10 months to be employed up to 50,000 unemployed. The impact of such a measure is a very
good one, if we take into acount that for these persons the state would have paid unemployment benefits
worthing 235 million lei, but now the exemption costs will be 183 million lei. We can even say that the
consolidated budget will record a surplus of 52 million lei.
Also, in order to help companies, there have been approved minimis schemes by the Ministry of
Labor, Family and Social Protection, worthing 208 million lei, a grant of public and national funds, which
represent money for training (3,547 potential beneficiaries), but also for employment (550 potential
beneficiaries), a grant of 226 million lei.
3.2. Changes in public expenditures resulted from economic measures
Besides the changes in public expenditures resulting from the social measures, there are also a
number of changes from the economic measures adopted since October 2008, in order to help industries.
Public expenditures were in the form of grant, interest subsidy and state guarantees, in order to help
companies affected by the crisis and reduce the unemployment rate. Some of them were related with SMEs,
considered the heart of the European economy and of the social European model, being vital that they are
supported for their potential of growth and job creation. In times of economic crisis, SMEs and selfemployed are in a particularly vulnerable position, often encountering financial difficulties, which can be
fatal.
From the perspective of changes in public expenditures relating with SMEs, given the current crisis,
there have been authorized by the European Commission, state aid schemes totaling 210 million lei, for 100
potential SMEs beneficiaries from all sectors, excepting coal and steel industry, agriculture, fisheries and
aquaculture, for rescue and restructuring the enterprises from the Authority for State Assets Recovery and
the Ministry of Economy portfolio, representing revertible financial support in the form of loans with an
interest rate at least comparable with the credits granted to healthier companies.
Also, the State Budget law for 2009 included 13 minimis schemes for 54,000 potential traders, the aim
being development and modernization of enterprises, with a budget of € 1.5 billion, the Ministries
responsible being the Ministry of Economy and the Agency to implement projects and programs for SMEs.
Another example is the state guarantee of 80% given to Ford Romania by EIB, for an investment
credit of about € 400 million (EC Decision nr.680/2009).
Also, in order to support SMEs, in the context of crisis, was decided to increase by 900 million lei
the share capital of the House of Savings Bank. Thus, the state has extended its guarantees to support the
export production. This decision was followed by the other to create a credit guarantee and also, a contraguarantee fund for SMEs, capitalized with the amount of € 105 millions (in March 2009).
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Another change in public expenditures concerned goods and services, which registered a decrease of
12.6% in 2009 compared to 2008, following the recovery measures approved by the Ordinance Emergency
34/2009.
Investment expenditures, including capital expenditures and transfers for development programs
were between 01 ianuarie - 31 decembrie 2009 in the amount of 35.2 billion lei, representing 7.0% of GDP.
Another change in public expenditures results from the decision to increase ceiling for government
housing guarantees to €75,000, through the “First House” program. Granting of such government guarantees,
with allow people to go to bank and receive their money on stages of implementation, has a multiplier effect
in the economy, are designed to help increasing the employment and to bring as many business resources in a
period marked by economic difficulty. Government guarantee of €60,000 applies to all who wish to acquire a
finished or unfinished house. For those who obtain a building permit after the effective date of the decision
taken by the Government, individual persons will receive a guarantee of €70,000. Ceiling of €75,000 applies
to associations of at least 7 people who associate together to build houses.
So far, 14 thousand houses were purchased under the „First House” program, the total amount of
government guarantees granted being 595 million lei.
Staff costs increased by 2.4% in 2009 compared to 2008. The increase was mainly due to salary
increases approved in the second half of 2008. In the consolidated budget, personnel costs for 2010 are
estimated at 45.7 billion lei, with 1.4 billion lei less than the amount allocated to this chapter for 2009, 47.1
billion lei.
In addition to these changes in public expenditures, the most important was contracting a stand-by
arrangement with the IMF, European Commission, World Bank and other international financial institutions
as a preventive measure in the current crisis and with an estimate for 2009 of economic decrease. IMF
participated with € 12.95 billion, the European Commission with € 5 billion and the EBRD and World Bank
attended each with €1 billion.
4. Implications of using public expenditures in time of recession
In times of economic recession, public expenditures act as an automatic stabilizer to the economic
improvement but have also have generated a substantial deterioration in public finances. According to
economic theory, budgetary deficit may be a regulating factor for the economy in recession and may not be
detrimental to public finance sustainability, as long as the measures taken by governments are temporary and
abandoned after economic recovery.
Table 1: Evolution of public expenditures and GDP in Romania during 2006-2009
Anul
Total public
(million lei)

expenditure

2006
112,626.3

2007
136,556.5

2008
189,121.7

2009
193,025.4

344,650.6
412,761.5
503,959
491,273
GDP (million lei)
% of public expendintures in
32.67
33.08
37.52
39.29
GDP
Source: (Developed by authors, based on budget implementation in the years 2006-2009, available on the the
Ministry of Public Finance and National Institute of Statistics websites)

In 2009, consolidated budget expenditures amounted 193.0 billion lei, an increase with 2.04%
compared with the previous year and with 71% compared with 2006. The largest expenses were represented
by the interests (a growth of 66% in 2009 compared with 2008) because of the worsening international and
domestic conditions of deficit financing.
Romania’s budgetary deficit last year was within the target of 7.3% of GDP (36.4 billion lei,
respectively 7.2% of GDP), agreed by the Government with international financial institutions.
In 2010, Romania will have to be within the target budget deficit of 5.9% of GDP. It will be ideal if
the deficit would reflect investment expenditures, in order to boost the economy in the short term.

The measures which our government will take this year will have to be in accordance with
the commitments given to international financial institutions, in order to support the resumption of
economic growth.
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Taking into account previous values given in Table 1 for public expenditures and GDP for the period
2006-2009, it was calculated the correlation coefficient between these two variables, in order to test if public
spending is contributing to economic growth. Results are shown in Table 2.
Table 2: Calculation of the correlation coefficient between public expenditures (x) and GDP (y) for
Romania during 2006-2009
Indicators

X
y
σ (x)
σ ( y)
ρ ( x, y )

Values
157,832.48 millions lei
438,161.03 millions lei
34,328.64 millions lei
64,303.17 millions lei
0.9848

Source: (Developed by author)
The coefficient value of 0.98 is close to 1, suggesting a positive and strong correlation between the
two variables, namely the fact that GDP growth is associated with or explained by increased public spending.
5. Conclusions
Changes in public expenditures in the current economic and financial crisis were necessary to
support the economic recovery, for the stabilization of financial markets, supporting global demand and
mitigating the effects of the recession. Also, public expenditures can be seen as a good solution funding
difficulties and a source of further investments, thus contributing to long term economic growth.
At the European level, the significant changes in public expenditures were related with SMEs, to
whom the European Commission granted state aids in order to support entrepreneurship, but also to
companies affected by the crisis, such as those from sectors such as: airline transport, agriculture, automotive
industry etc.
In Romania, as a result of the deepening effects of the economic crisis, the Government has taken
several social, but also economic measures, which generated changes in public spending: great increases of
social public expenditures (pension costs, unemployment insurance etc.), meant to support the unemployed
and the vulnerable social categories; increases of government guarantees for “The First House” Program, in
order to stimulate investments; spendings increases in the form of grants, interest subsidy, state guarantees,
for sustaining the SMEs from different sectors, but also for other companies affected by the crisis; increased
investments for economic development; increased costs with the public debt; decreasing goods and services
spending and staff costs (for 2010) etc.
The most important change in public expenditures was related with the stand-by arrangement
contracted by our Government with international financial institutions, which imposed certain limits in terms
of budgetary deficit for 2009 and also for the next period.
Taking into account the budgetary costs of the crisis, a challenge for all European Union Member
States is the financial sustainability, namely the government’s ability to assume the financial burden of future
public debt.
In order to analyse the effect of using public spending for the economic recovery, I have tested the
correlation coefficient between public expenditures and gross domestic product during 2006-2009 and found
a positive relationship, which shows that an increase in public spending is likely to contribute to a great
proportion to economic development.
For the next period I believe that are required reductions of unproductive expenditures, such as staff
costs and increases of the expenditures which support social objectives, intellectual investments, namely
education, research and innovation, given that investment in these strategic areas are an exit from crisis, in
social objectives, environmental, health, to increase production capacity of the economy.
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Abstract:This paper investigates the relatively new concept of “individual enterprise”, the reason behind its
occurrence, how it was perceived by entrepreneurs, its advantages and disadvantages compared to those of companies,
how to establish one, accounting and taxation issues of this form of organization as well as the development of
individual enterprises in Romania between 2008 and 2009.
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1. Introduction
Conducting an economic activity in Romania can be done independently or through companies.
Until 2008, the authorization of natural persons and family businesses doing business independently
was governed by Law 300/2004 which led to failures in the authorization activity as it was interpreted
differently by local public authorities designated for its enforcement.
This may be one of the reasons it was repealed in 2008 and the Government Emergency Ordinance
no. 44/2008 was passed regarding the development of economic activities by self-employed persons
(SEP), individual enterprises (IE) and family businesses (FB), which establishes the full takeover by the
trade register office of the registration and authorization procedure of self-employed persons, of individual
enterprises and family businesses, through the trade register offices’ managers attached to the law courts.
Through this new legislative act the following aspects of the SEP, IE or FB were covered:
- The access to the economic activity;
- The registration procedure in the trade register;
- The procedure for the authorization of the operation;
- The legal status;
This new legislative act is not applicable to liberal professions and economic activities whose
operation is organized and governed by special laws.
Under the new legal provisions stipulated by the Government Ordinance no. 44/2008, natural
persons can pursue independent economic activities if they meet the following cumulative conditions:
a) Are 18 years of age, in the case of natural persons requesting the authorization for conducting the
activity individually and independently (SEP) or as entrepreneurs who have an individual enterprise,
respectively 16 years for the members of family businesses;
b) Have a professional head office;
c) They haven’t committed any acts punishable by financial or customs laws and those relating to financial
and tax discipline, such as those which are entered in the tax record.
d) Statutory declaration that he/she meets the operation conditions provided by the specific legislation in
the following fields: healthcare, veterinary, environmental protection and labour safety and security.
The economic activity (Article 2 of the GEO no. 44/2008) represents the farming, industrial or
commercial activity carried out in order to obtain goods or services whose value can be expressed in money
and which are destined for sale or exchange in organized markets or for defined or definable beneficiaries in
order to obtain a profit.
These economic activities carried out by entrepreneurs in an organized, permanent and systematic
manner through the use of financial, human, material, logistic and informational resources, at his own risk,
are broadly called “economic enterprise”. In the category of economic enterprises we have:
a) IE - individual enterprise = economic organization without legal personality, organized by an
entrepreneur who is a natural person;
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b) FB - family business = economic organization without legal personality, organized by an entrepreneur
who is a natural person together with his family;
c) SEP - self-employed person = authorized person to conduct any form of economic activity permitted by
the law, using mainly its labour force.
All these activities are carried out by free initiative, every Romanian citizen or of another Member
State of the European Union or European Economic Area are entitled to carry out economic activities in
Romania. Economic activities can take place in all areas, trades, occupations or professions except those for
which the law expressly prohibits the free initiative.
2.

Section 1 - The establishment procedures for the SEP, IE and FB

Regarding the procedure and the costs of the establishment of a SEP, IE or FB, both the necessary
documents and costs are lower than those for companies.
Documents required for the creation of a SEP/IE/FB:
1. Application for registration
2. Proof of availability and booking of the company;
3. Identity card or passport;
4. Documents certifying the rights to use the registered professional head office / lucrative facilities;
5. If necessary, permit regarding the change of use in the case of collective buildings for housing purposes,
stipulated by Law no. 230/2007;
6. Signature specimen of the self-employed person, of the natural person owning the individual enterprise
or the representative of the family business;
7. Statutory declaration that the legal conditions necessary for operation stipulated by the special legislation
in the healthcare field, the veterinary field, regarding environmental protection or labour safety and
security are met.
8. If applicable:
9. Statement showing that the owner of the property acknowledges to use of the space for the establishment
of the head office of the self-employed person;
10. Documents certifying the professional assets (affidavit);
11. Documents attesting the professional training;
12. Documents attesting the professional experience;
For the IE - agreement concluded by the family members and special power of attorney for the family
business representative appointed through the agreement;
1. In the case of natural persons engaged in economic activities that are authorized and recognized in
another EU member state or the European Economic Area, documentation certifying the lawful
operation, obtained in another state.
2. Evidence of payment of fees / legal fees: trade register fees.
These documents shall be submitted to the Trade Register which will issue a certificate of
registration after which the registration at the fiscal authority in the area where the natural person is a tax
resident is necessary.
The SEP, IE and FB must have a head office in Romania. Establishing the head office for
Romanian citizens is linked to the right of use of the real estate where it is declared. Establishing the head
office of the EU Member States or European Economic Area citizens is done in compliance with current
regulations on permanent head office.
Before starting the activity, any SEP, IE and FB must obtain all authorizations, permits, licenses
and other such approvals necessary to conduct economic activities. The SEP and the IE are required to apply
for registration in the trade register and an operation license before beginning the economic activity. A
person can have only one registration certificate for the legal status of SEP, IE or FB for which he/she was
authorized.
For tax registration, the natural person must submit the following documents:
- Estimated income statement, D220 form, document available at the fiscal unit, the deadline for
the submission of this estimated declaration is of maximum of 15 days from the beginning of
the activity
- Copy of documents issued by the Trade Register
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3.

Copy of ID.
Section 2 - SEP, IE, FB. or Company?

Choosing between carrying out an activity independently or within a company has always been
difficult. Conducting business within a company requires more time, more precise organization, but many
times also higher costs. In what follows, we want to present a number of advantages and disadvantages of
carrying out an activity independently or within a company.
The advantages of Companies
A first advantage of the company is that it can operate in any field, except those prohibited by law.
Thus, there is no need for a professional qualification for its members or manager.
Secondly, limited liability companies have legal personality, meaning that they are liable towards
third persons with their property; the financial responsibility is not passed on the associates or manager.
The company may employ an unlimited number of persons to carry out the activity for which it is
authorized.
Another advantage is that within a company both natural persons, Romanian and foreign citizens
irrespective of their nationality, but also Romanian or foreign legal persons can become associates.
The disadvantages of Companies
As a first point in this section, we would like highlight the registration and authorization procedure,
the companies being entered in the Trade Register based on a Court resolution rendered by the appointed
Judge of the Trade Register Office. The documents required for the registration are also higher in number
than those required for the registration of the SEP, IE and FB.
In terms of tax system, companies have to pay a corporate tax rate of 16% on the taxable profit. The
company’s earnings resulting after tax become part of the company’s assets. For profits to be part of the
assets of members or shareholders it is necessary to be allocated as dividends, this bringing about the
obligation and payment of another tax rate of 16%, the dividend tax.
Companies have a double entry bookkeeping, which requires that it is made by an
accountant/chartered accountant.
For a company to cease its activity it is necessary to go through the voluntary dissolution procedure,
a lengthy and often costly procedure.
Costs involved both in the registration of a company, but also subsequently, during the day-to-day
activity, are higher than those for the SEP, IE and FB.
The advantages of the SEP, IE and FB
The first advantage that particularly draws our attention is the simplified procedure of registration
and authorization for these forms of economic activity and also the reduced number of necessary documents.
The fiscal system of the SEP, IE and FB is also more convenient in terms of taxation. Thus,
according to the specific activity which is carried out, the taxation will be made based on the income
standard (fixed quota/year set forth by local authorities for the SEP) or actual taxation (corporate tax rate of
16% on the remainder after subtracting the expenditure from the revenue for the IE and FB). In addition, the
earnings from the economic activity are reflected directly in the assets of the natural person in the case of the
SEP, the business owner in the case of the IE and the members of the family business for the FB and thus, a
similar tax to the dividend tax in companies is excluded.
The accounting records shift the balance in favour of the SEP, the IE and the FB. Thus, under the
current legislation, the SEP, IE and FB have a single-entry bookkeeping. What does this mean? It means that
the accounting doesn’t necessarily have to be conducted by a professional, i.e. an accountant/chartered
accountant; this remaining in the hands of the entrepreneur. The records are kept through a Receipts and
expenditures ledger, recording cash receipts, payments and bank transfers in chronological order. The
inventory ledger is also used when inventory goods are purchased which are also chronologically recorded.
Thus, the accounting workload is lower, with no accounting affidavits, balance sheets and balance of trade.
Also in terms of accounting, an advantage is the acknowledgement of revenue and expenditure at the date of
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receipt, respectively of payment (and not at the date of the documents, as in the accounting of companies).
These forms of organization enable the entrepreneur represented by the natural person to use the collected
money without further ado (there is no need to wait for the end of the year to distribute dividends).
The lower costs that are involved both at the registration of the SEP, IE and the FB, but also
subsequently, during operation, cannot be neglected.
Regarding the ending of the activity, for the SEP, IE and the FB, if the entrepreneur wants it, this
can be done by simple deletion from the Trade Register, a short and inexpensive procedure, while a company
is deleted by the initiative of the associates only after going through the dissolution procedure.
The disadvantages of the SEP, IE and FB
Among the disadvantages we note that in order to conduct business as a SEP, IE and FB it is
necessary that the natural person, business owner of the individual enterprise or the members of the family
business have a qualification in the respective field which has to be attested through a training certificate or
qualification degree.
In case of business expansion, another disadvantage which is regulated by the law is the
impossibility of the SEP and IE to hire third persons to carry out an authorized activity.
The natural person, business owner of the individual enterprise or members of the family business
are liable towards third persons both with the professional assets of the SEP, IE and FB (if it was formed),
and in addition with their own assets in case the former do not suffice.
The SEP, IE and FB have no legal personality, this explaining the personal liability of the natural
person in the case of the SEP, the business owner in the case of the IE and the members of the family
business in the case of the FB.

4.

Section 3 – The accounting and taxation of the SEP, IE and FB

According to the existing legislation, the SEP, IE and FB have a single-entry bookkeeping.
The records are kept through a Receipts and expenditures ledger, recording cash receipts,
payments and bank transfers in chronological order. At the end of the year, it concludes the financial year by
setting the total gross income (receipts) and expenditure related to income (payments).
Such a private entrepreneur must also have an Inventory ledger, with all fixed assets also called
non-current assets, the purchase of such inventory goods also being recorded in a chronological order.
Also, they need to have a single control register, in which the representatives of control bodies
record their findings resulting from inspections.
There is no need to emphasize that for these forms of organization it is not necessary to establish
accounting affidavits, trial balances, quarterly and biannual reports or annual financial statements. Therefore,
even the accounting doesn’t necessarily have to be conducted by a professional, i.e. an accountant/chartered
accountant; this remaining in the hands of the entrepreneur.
Also in terms of accounting, an advantage is the acknowledgement of revenue and expenditure at the
date of receipt, respectively of payment (and not at the date of the documents, as in the accounting of
companies). These forms of organization enable the entrepreneur represented by the natural person to use the
collected money without further ado (there is no need to wait for the end of the year to distribute dividends).
From the fiscal perspective, the taxation is based on the income standard (SEP) and actual tax
system (16% on the remainder after subtracting the expenditure from the revenue for the IE and FB). The
earnings from the economic activity are reflected directly in the assets of the natural person in the case of the
SEP, the business owner in the case of the IE and the members of the family business for the FB, a similar
tax to the dividend tax in companies being excluded.
Regarding the value added tax, a SEP, IE or FB may fall into the category of taxable persons in the
event of an annual turnover, declared or achieved, above the 119,000 lei limit. In determining the turnover
the arithmetic sum of the following is considered:
1. The total value of the supply of taxable goods and services;
2. The value of operations which are exempted with the right of deduction;
3. The value of operations which are exempted without the right of deduction;
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The turnover does not take into account the delivery value of tangible or intangible fixed assets, or
the value of the intra-EU deliveries of new means of transport, exempted with deductibility of VAT
regulated by art. 143. (2). b).
In addition to the income tax and the value added tax calculated in accordance with the above
mentioned aspects, the business owner of the individual enterprise is included in the public pension system
and has other social insurance rights and is entitled to be ensured in national health insurance system and to
be part of the unemployment insurance scheme, as provided by law, therefore they must pay the related
contributions calculated on the net income. If the individual enterprise records a loss, the contributions must
be paid at the minimum wage level.
Declarative obligations refer to the submission of Statement 220, on the estimated revenue and
expenditure forecasted for the respective year. During the year, taxpayers pay 4 quarterly instalments of
advance tax established by the tax authorities, following that by the 15th of May of the next year to submit
Statement 200 with the actual revenue and expenditure. In addition to these two statements there is the
mandatory filing of statements related to the income contributions.
5.

Section 4 – The evolution of individual enterprises between January 2008 and March 2010

From the above presented aspects, we can conclude that the individual enterprises (IE) are a hybrid
between the limited liability company and the self-employed person and they attract the interest of small
entrepreneurs who, after the introduction of the lump-sum tax, experienced payment incapacity.
The economic crisis and fiscal measures introduced in 2009 (the introduction of the minimum tax)
have determined many small businesses to suspend their activity. From the data provided by the National
Trade Register Office, the evolution of activity suspensions in 2009 compared with 2008 was
tremendous, increasing by 1009.59%:
Fig. 1. - The evolution of activity suspensions for Romanian companies between 2008 and 2009
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In addition, the voluntary deletion from the register has also increased by 147% in the period under
review and also the voluntary dissolutions which increased by 398.83%. The same trend was maintained in
the first quarter of 2010 according to data provided by the same institution.
Fig. 2. - The registration evolution of individual enterprises, self-employed persons and companies in
Romania between 2008 and 2009 according to the NTRO
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The individual enterprise is regarded by many small entrepreneurs as the future LLC. The entrepre In
the period under review, a massive migration of private entrepreneurs towards one of the three forms of
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organization of natural persons was observed, stipulated by the Government Emergency Ordinance no.
44/2008, which are more convenient for tax purposes, because they can be operated through single-entry
bookkeeping, do not pay the lump-sum tax and only a 16% quota is applied on the taxable income. Also, the
company is registered for VAT purposes and can issue invoices.
Moreover, many employers have “encouraged|” their employees to register as Self-Employed
Persons (SEP) or Individual Enterprises (IE) to evade taxes related to salaries, year-end tax reporting and
even the obligations concerning labour safety and security.
neur in his capacity of natural person owning an individual enterprise is located halfway between the
SEP (Self-Employed Person) and the LLC (Limited Liability Company). The major advantage compared to
the SEP is that the individual enterprise can have employees with employment record books, registered at the
Territorial Labour Inspectorate. The advantage compared to the LLC is that an individual enterprise doesn’t
have to pay the lump-sum tax.
6.

Conclusions

The individual enterprise was the best solution for small entrepreneurs who, in the period under
review, wanted to continue their business, to maintain employees, to enter any contractual relationship from
an independent position (not employed/not employer), opted for the simplifying of the accounting activity
and the outsourcing of expenditures and chose to cumulate the entrepreneur and the employee capacity.
According to our definition, the advantages that took the form of arguments in favour of the
establishment of individual enterprises by small entrepreneurs must be well considered in comparison with
the major disadvantage involved by the third-party liability both with professional assets and in addition with
his/her own assets in case the former do not suffice.

7.
•
•
•
•

References
Government Emergency Ordinance no. 44/2008
Law no. 230/2007
Law no. 571/2003 in conjunction with the Government Decision no. 44/2004 regarding the Fiscal
Code and its Implementing Rules.
National Trade Register Office

282

Nr. 6 (53) /2010 vol.1

REASONS FOR THE RELUCTANCE OF THE COMMERCIAL BANKS IN
LENDING THE ROMANIAN AGRICULTURE DOMAIN

SBÂRCEA Ioana Raluca
Ph.D. Junior teaching assistantFaculty of Economic Sciences, University “Lucian Blaga”, Sibiu,
ioana.sbarcea@ulbsibiu.ro

Abstract: In recent years it is noticed an unfavorable evolution of the Romanian agriculture, this statement being
proven by the continuously decreasing contribution of it to the gross domestic product. This is due to many factors,
starting from those who have a close connection with agriculture and reaching to those that are related to the lack of an
adequate funding of the agriculture. These realities have led me to do an analysis of the causes underlying this
reluctance of the commercial banks towards agriculture, a reluctance that is related to some particularities of this
sector, which are viewed by the bank’s analysts as being risk generating.
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1. Introduction
The agricultural development in an economy is very important, for the increase of the business
profitability of the agricultural production in a sustainable manner depends on this element, which should not
cause an undue depletion of the natural resources, which we know that are limited.
The Romanian agriculture has always had a very important role in the economical development,
especially as the size of the agricultural land and the climate favors this domestic sector. One of the problems
that agriculture has been facing for many years is the lack of the essential financial resources for its
development. One cause is the reluctance of the banks towards lending to this sector and the risks involved,
this is a fact confirmed also by a study made by the National Bank of Romania that shows that banks
perceive agriculture as one of the most risky domains in terms of credits granted. This perception is
explained by the reduced profitability of farms, which have not practiced profitable activities which would
allow them to pay back loans, by the vulnerability of this sector to the economic and financial shocks that
occurred over time, by failure to create regulatory framework (by this we mean the quality of the agricultural
holdings and their ability to implement investment projects of impact) that are going to be suitable for
agriculture crediting.
2. Sections
A worrying trend regarding Romania's economy is linked to the declining strong trend of the
agriculture’s contribution to the gross domestic product, due to the increasing imports of food products
(Table 1).
Thus, we observe a decrease of agriculture in contributing to the gross domestic product from 21.91%
in 1990 to 20.99% in 1993 later then reaching 11.07% in 2000 and 6.46% in 2008. This happened under a
continuous growth of the GDP, due to the decreasing contribution of the agriculture to its formation,
agriculture was gradually replaced by imports of agricultural products, which currently represents 70% of the
total consumption of these products (International Herald Tribune - August 6, 2009).
This is mainly due to the lack of competitiveness of the domestic agricultural products, caused in its
turn by a lack of investment in agriculture, this also being caused by a lack of capital financing in this sector.
This can be seen looking at the development of the agricultural loans in the period 2000-2008 (the data was
available only for this period) (table 2).
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Table. 1 - The contribution of agriculture, forestry and fisheries at the gross domestic product (GDP)
between 1985-2008
The contribution of the agriculture at the GDP
Year
GDP*
Absolute value*
Share (%)
817,40
122,10
14,94
1985
1986
838,60
115,50
13,77
1987
845,20
113,60
13,44
1988
857,00
122,40
14,28
1989
800,00
115,20
14,40
1990
857,90
187,10
21,81
1991
2.203,90
415,90
18,87
1992
6.029,20
1.147,90
19,04
1993
20.035,70
4.205,80
20,99
1994
49.773,20
9.897,60
19,89
1995
72.135,50
14.269,20
19,78
1996
108.919,60
20.949,10
19,23
1997
252.925,70
45.532,80
18,00
1998
373.798,20
53.772,90
14,39
1999
545.730,20
72.805,20
13,34
2000
803.773,10
89.014,50
11,07
2001
1.167.687,00
156.179,20
13,38
2002
1.514.750,90
173.076,00
11,43
2003
1.903.353,90
223.167,00
11,72
2004
2.387.914,30
309.283,50
12,95
2005
288.954,60
24.291,80
8,41
2006
344.650,60
26.861,90
7,79
2007**
412.761,50
23.474,20
5,69
2008**
503.958,70
32.566,40
6,46
* dates to 2004, inclusively, are expressed in billion ROL (current prices) and the 2005 data are expressed in
million lei (current prices)
** dates are semi-final (2007) and provisional (2008)
The source: Processing by NBR - Annual Report 1999, Statistical Section, pg 6, NBR - Annual Report 2004,
Statistical Section, pg 242, INS - Romania in figures, statistical summary, May 2009, pg 42

Table 2 – The evolution of loans and commitments granted by the credit institutions in agriculture,
forestry, fishing
Amounts granted in agriculture, forestry and fishery
The total amounts
Year
granted*
Absolute value*
Share (%)
3.922,00
2000
113.808,00
3,45
2001
173.945,00
5.166,00
2,97
2002
267.967,00
6.937,00
2,59
2003
394.082,00
10.368,00
2,63
2004
553.261,00
12.277,00
2,22
2005
65.577,00
1.518,00
2,31
2006
105.271,00
2.770,00
2,63
2007
167.957,00
3.783,00
2,25
5.426,00
2008
224.951,00
2,41
* Dates to 2004, inclusively, are expressed in billion ROL and the 2005 data are expressed in million RON
The source: Processing by NBR - Annual Report 2004, statistical section, pg 301, and the statistical section taken from
www.bnro.ro

Thus, the share of the loans granted for agriculture, forestry and fisheries has declined from 3.45% in
2000 to 2.41% in 2008. We believe that this is primarily due to the banks reluctance towards the credit risk
associated with agriculture.
This situation can also be conjunctional with the strong crumbed agricultural structure that exists in
Romania, a fact that makes the profitability of this sector nearly impossible. (Table 3)
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Table 3 – The structure of the agricultural land by legal status of holders
The medium agricultural
Agricultural
surface used (ha)
Total
exploitations
The used
agricultural
that use
agricultural
On a holding
Legal status
exploitations agricultural
surface
On a
that uses
(number)
land
(ha)
holding
agricultural
(number)
land
4.256.152
4.121.247
13.906.701,3
3,3
3,4
Total
Individual
agricultural
4.237.889
4.103.404
9.102.018,2
2,1
2,2
exploitations
18.263
17.843
4.804.683,1
263,1
Units with legal personality
269,3

The source: The statistical Yearbook of Romania, in 2007, www.insse.ro
This reluctance is mainly determined by the risks assumed by banks giving loans to the Romanian
agriculture nowadays. Thus, as there is currently no bank that specializes in lending the agriculture, there are
no rules that specify exactly how to manage the risk associated with this sector. We conducted an analysis of
the peculiarities of this sector that are risk generators starting from an analysis of a classic credit application,
marking the key moments and elements that should be further analyzed at the commercial banks level.
In terms of the risks that the credits from agriculture are generating, these can be generated in two
important moments:
I. in the previous time before granting the credit, if the peculiarities that this activity holds are not
known;
II. after granting the credit, if undesirable events occur which may affect the business debtors
activity.
I. The moment that precedes the granting of the credit include, primarily, the customer’s financial
analysis, meaning the internal analysis, to which are being brought in non-financial issues, noticing that the
share of the granted loans to economic agents is prevalent in each bank's loan portfolio, the fact that a
customer’s analysis who is a juridical person is a complex one and the fact that recording financial
difficulties from the economic agents may cause risks with resonance in the banking activity, I will further
insist on the credit risk associated with the loans granted to legal persons.
Starting from the analysis elements of a credit request, we will surprise which are the featured
elements of the analysis of credit application in agriculture, where they exist.
The analysis of the debtor at this time is a very important one, one which has a quality that depends in
most cases, in production or credit risk. In analyzing the applicant's credit file, the bank must find answers to
3 questions:
1. can the client benefit from the crediting action or not?
Peculiarities of agriculture:
• the repayment capacity is not constant in a year for all the entities in agriculture, so we need to
examine those periods in which they generate revenues and their capacity to cover the annual
expenses;
• the addiction which that society has against the incomes that it generates, meaning the extent to
which the agricultural societies are able to continue their activity in a year with an output lower
than the expected one;
• the composition of the heritage available and its liquidity in case of bankruptcy.
2. which type of financing meets the client’s needs?
Peculiarities of agriculture:
• Short-term funding should be given at the right time, for example a loan asked to cover the
sowing expenses can not be granted after that period has elapsed;
• the investment loans should be assessed as to their ability to support their company in the
conditions of producing a natural risk that may affect their crops, thus, a long-term credit may
be granted to a customer directly involved in the agricultural production, only if there are other
revenues, which he can demonstrate, meaning the long-term repayment capacity has to be
proven.
3. which are the sources of necessary information for the analysis of lending to allow making a
decision regarding granting credit?
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To answer this question we require an analysis of the financial and non-financial situation of the credit
applicant, both having particular elements when discussing a request from a client working in agriculture or
livestock.
A. Financial analysis
Peculiarities of agriculture
- in terms of financial statements, features arise at legal customers organized as authorized
individuals or family associations to which the analysis can be made only on the statements / tax
provisions, on the certificates of income / the tax certificates issued by the Municipal / Financial
Administration and therefore it is recommended to be required additional documentation
confirming the existence of those funds (bills issued to customers, proof of receipt of goods
delivered);
- in addition, in recent years, banks were faced with a situation where farmers were organized as
authorized persons, family associations or companies only with the purpose to benefit from
European funding, and many of them needed a bank loan without having a financial history that
can be proven, usually these are the farmers who live a semi-subsistence agriculture or a
subsistence one, which did not require a legal organization, and who engaged in such loans for
renewing the agricultural machinery fleet, in this case the bank can only analyze the customer's
business plan or the feasibility study, if this is an investment project, and also it can be turned to
the informal sources (the destination output produced in the past, the revenue source which
ensured that the family existed, recommendations from employers of those persons, if there were
any);
- a client's financial data with agricultural production activity or livestock are atypical and should
be known in detail the work done in order to conclude whether the activity is profitable or not
and it is very important that the activity developed would be analyzed in it’s evolution, some
atypical elements that can be found in a client’s financial analysis in agriculture are:
a balance presented in March-April, may indicate the turnover as being zero, and a
operating loss, this does not necessarily mean that it develops an unprofitable activity,
the profitability for such a society of agricultural production being relevant at the end of
the year;
the registration of large stocks when a company upwards animals, may reflect a massive
supply of food for these animals at a time when the price was a reduced one;
the major assets recorded by a company that grows animal does not necessarily mean a
consistent heritage, which can be exploited in case of bankruptcy, usually the animals
are treated as fixed assets;
recording debts to suppliers older than 30 days, may mean the existence of a contract
providing for payment of the purchased products upon the receipt of the production
delivered from the customers, this situation must be confirmed through the contracts
closed with the providers.
- the low profitability is another feature found in the work of small farmers and livestock farmers
in Romania, thus, the credit analysis of an investment demand for such a company must
conclude which is the "economy" of expenses which the modernization of the production means
brings, that allows the loan repayment at the established term.
Therefore, understanding the business functioning, its peculiarities and the needs that it generates is
essential in the lending activity and this is especially important in the agricultural lending domain. Bankers
believe that "misunderstanding" a business is a reason for not granting a loan, because the
misunderstanding and ignorance are direct risk generators.
B. The non-financial analysis of the credit applicant must include:
 the analysis of the risk factors from the external environment;
 a firm’s internal risk factors analysis;
 the market analysis.
 the analysis of the history that it has with the Bank(where applicable)
1. The analysis of the risk factors from the external environment
- the analysis of the environment from a social perspective, that must contain the following aspects:

demographical aspects regarding population;

changes in the population’s lifestyle;

attitute towards business;
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the cultural values of the area;
Peculiarities of agriculture
 we must consider the lifestyle of the people, their perception towards their own property (houses,
lands, machinery) which they represent as collateral on loans and the impact that they would
have at their implementation in the event of bankruptcy or delays in repayment;
 the government policies conducted at different times are important in the analysis of a credit
application in agriculture, so, farmers may benefit from different subsidies or other incentives
from the state budget and their amount and the collection period are relevant in determining the
capacity and the repayment limits of the loan.
2. A firm’s internal risk factors analysis;
Peculiarities of agriculture
 regarding the life cycle of products, in agriculture is essential to know the periods of life of a
product that generates revenue (here we refer to the agricultural products: vegetables, fruits,
oilseeds and animal products such as meat, milk, eggs);
 a very important element is related to the technology analysis from which the plant or livestock
company that asks for the credit benefits from. this happens because of the lack of appropriate
technologies in the current context in which farmers are obliged to comply with the EU
requirements on agro-food safety, this can restrict the access of that entity on the market outlets
and thus the potential borrower meets difficulties in the repayment of the credit;
 a very important element regarding the risk factors from the internal environment is related to the
managerial capacity, if we discuss mainly of the managers that run small and medium sized
companies who are directly involved in the farming activities or in livestock, they do not always
have a professional trening that would allow them to understand the financial elements that are
involved in accessing the European funds and contracting a loan, that is why the loan officers
should offer them assistance in order to ensure their understanding of the responsibilities they
assume with a bank loan and with collateral warranties;
3. The market analysis
Peculiarities of agriculture
 especially when there are requests from small farmers, who have small areas of arable land or
own few animals, that are situated at the poverty line, their dependence upon one customer must
be analyzed,most often in this case, all the production is directed to a large processing company
that collects productions from many areas, and then the sources of income of the client must be
determined, whereas those companies have difficulties and reduce their quantities of purchased
products.
The analysis of the proposed guarantees for the credit requested - are another step in the analysis
of the application, the warranty being considered a secondary source of recovery of flow, reason for
which an inadequate analysis of collateral, can determine a credit risk. Basically, the credit risk is
considered to have in his structure the guarantee risk which consists in the possibility of occurring some
difficulties in valorifing the assets brought in warranty if the borrower does not repay the loan and pays
the interests according to the credits contract.
The assesment of the security risk is done according to the level of security and speed of
valorification, thus:
a. maximum safety: unconditional and irrevocable guarantees issued by the Ministry of Finances
on the mandate granted by the Romanian government regulations, letters of guarantee issued by
banks, promissory notes advanced by banks, banks deposits in foreign currency or in lei.
b. medium safety: mortgages on buildings intended for industrial and commercial premises and for
land in major cities and tourist towns, buildings for housing purposes, movable property
acquired from loans, assignments over receivables from exports, and also guarantees issued by
the Romanian Credit Guarantee Fund and by the Romanian Rural Credit Guarantee.
c. uncertain wearranties: stocks of agricultural products, industrial, semi-raw materials,
mortgages on buildings from rural areas and land terrain.
Peculiarities of agriculture: from the point of view of the warranties, of companies in agriculture,
especially the ones from the rural areas, these have a very important feature, so, following the previous
classification, we find that most of the guarantees that can be offered by such a customer falls in the
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unsafe guarantees field; this thing is determined by 3 factors:
1. the rural location of the real estates collateral that have a dual effect: on the one hand their value is
a lower one against the warranties from the urban environment, leading to a coverage in a small
proportion of the loan and on the other hand, the very low liquidity of the guarantees concerning
the village lifestyle, the relationships formed between people who hinder the enforcement
procedure, this is why banks usually adjust the value of assessing these properties with
coefficients that can reach up to 50% ;
2. some buildings from the rural areas (agricultural land, homes) don’t have a legal position
approved by the bank, meaning they are not tabulated according to the law.
3. the high degree of specialization of agricultural machinery, of the production capacity, of the
facilities used for the transformation leads to a reduced liquidity in their case also.
II. The moment after granting the credit, which requires careful monitoring of the client receiveing
the loan, of how that customer follows obligations assumed by signing the credit agreement and how he
repays the loans and the interest rates. The post-award analysis should include a careful monitoring of the
debtor's activity, both by requiring a periodical checking of the financial-accounting documents and also by
visiting with regularity the business and viewing the guarantees. A permanent monitorization enables an
early detection of the various difficulties with which the company may be faced with, and the cooperation
with the society to determine solutions of overcoming the impasse and the necessary measures to mitigate
the risk associated.
Peculiarities of agriculture: all these elements of ongoing monitoring of the customer’s activity
after granting a credit are also valid for customers in agriculture, only the is a higher possibility, than in the
other sectors, of producing a natural disaster that can irrevocably affect the crops, event that can not be
predicted or prevented, in this case the solution is the compulsory insurance of the crops, animals for a
potential recovery, or at least a partial one.
Both the financial analysis and the guarantees analysis are made as script or off - site, and as fact, or
on-site. Regarding the work of the society, the knowledge is fulfilled when the business on the spot is
understood, when the production capacity is being discussed with the manager at his work spot. It is also
essential to view the safeguards proposed in order to have a picture of localization and functioning.
3. Conclusions
Therefore, understanding the peculiarities of crediting the agriculture presents itself, we observe the
fact that these peculiarities can also be risk generators, fallen in the general category of credit risks.
Taking into account the events that generate risks for the clients that work in agriculture and the fact
that natural risk can determine bad credit record, in my opinion, the instruments that are available to the bank
for diminishing the risks are:
♦ imposing a maximum exposure limit towards this risky sector, which would lead to limiting the
losses in case of producing potential risks;
♦ increasing the share of institutional warranties established for such loans, these being safer
ways to hedge the risk than mortgages on houses located in the rural areas, on farms, land and
pledges of agricultural machinery;
♦ the compulsory insurance of crops and animals in the case of financing the companies dealing
with agricultural crops or livestock;
♦ the continuous monitoring of how the business of the customers that benefit from these credits is
evolving for undertaking early actions to support them in case of natural events (drought, floods
and other natural disasters), by restructuring the loans and / or a deferred payment of the interest
rates over a certain period of time in which the company will be able to recover its activity.
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8.

Introduction

The idea of obtaining clusters in order to reveal the status of the assets in the stock market appeared in
Mantegna (1999), who remarked the necesity to evaluate the distance between different assets in a financial
market. A first step was done by Mantegna, where a distance based on Pearson correlation coefficient was
used as an important input. This methodology is based on Minimal Spanning Tree (MST) and Hierarchical
Tree (HT), known as useful tools for detecting and understanding the global structure, hierarchy and
taxonomy in financial data. These methods were successfully applied to analyze stock and exchange markets
(Ortega, 2005, Bonano, 2004, Mizuno, 2006). Moreover, Brida and Risso, in a series of papers using
Pearson correlation coefficient, made a classification of the shares from Frankfurt Stock Exchange and
Milan Stock Exchange (Brida, 2007).
As the romanian stock market is not mature enough, we can not afford to consider only the closing
price to evaluate the distance between the shares. We will use data analysis to take into account several
criteria that are important in quantifying the distance between shares. To group the shares listed on
Bucharest Stock Exchange in both classes we use data related to a fundamental analysis of shares, as well as
data related to technical analysis of shares.
9.

Fundamental analysis and technical analysis

Fundamental analysis attempts to determine a realistic value of the shares, based on the information
concerning the company's financial situation, the field of investments, the property owned. The purpose of
this analysis is to select those actions which at the given time, the market price is lower than the result of
analysis, thus creating preconditions for future market to recognize this value and the price to increase. In
other words, fundamental analysis attempts to predict the direction of evolution of the share price on
medium and long term from the past and present achievements of the company and the from the estimates of
its future. Fundamental analysis is therefore based on a relationship of direct cause-effect between the
economic development of the asset and the evolution of its price on the market.
Technical analysis studies the evolution of trading price; it implies that all relevant market
information is already included in the price, except for shock events like natural disasters, war statements.
Investor psychology is very well understood by the analysis technique. Depending on access to information,
the time for analysis and investment strategy, each investor chooses the type of analysis that fits better.
Thus, the speculators are betting on the technical analysis, while the investors are going with the long-term
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fundamental analysis. Ideally the two kinds of analysis are used together in order to confirm buy or sell
signals that they offer.
3. The indices used in the study
The accounting value of a share is calculated by dividing the total amount of equity in the
company by the total number of shares issued by it and that are in circulation.
The value of proper equity is determined by subtracting total liabilities from the company's total assets
owned and it represents the wealth of shareholders, that is what they remain with in the assumption that
these assets would be valued and all debts would be paid.
The P/BV index is calculated by dividing the current trading price to accounting value per share
determined according to the latest financial reports. The advantage of P/BV index is that it can be used to
compare various listed companies.
The net profit per share is computed by dividing the total net profits obtained by the company during
the reporting period, (the most relevant is to report the last 12 months) to the total number of shares issued
and
in
circulation.
The PER index is calculated by dividing the current market price to the net profit per share in the last four
consecutive
quarters.
The ratio of the value transacted in the last 52 weeks and the stock exchange capitalization: this report
highlights liquidity of the share in relation to the recognized market value of the company.
Price evolution: to see the level at this time of the price we did the ratio between current price and
the maximum respectively minimum price achieved in the last 52 weeks.
The ratio of the value transacted in the last 52 weeks and the stock exchange capitalization: this
report highlights liquidity of the share in relation to the recognized market value of the company.
4. Results
Table 1: The indices of the shares
Nr.

Price evolution

Symbol

P / Bv

0

ARS

0.88

5.19

Pmin /P
0.86

Pmax /P
28

0.0345

1
2
3
4
5
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

ALRO
ALT
ALU
ATB
BCC
BRM
BIO
BRD
TEL
CBC
CMF
CMP
ENP
COMI
DAFR
IMP
MECF
OIL
SNP
PPL
PTR
TGN
SNO
COTR

0.55
0.14
0.44
0.73
1.79
0.34
0.6
1.66
0.38
0.53
3.54
0.09
0.19
0.71
0.27
0.19
0.49
0.63
0.82
1.71
1.25
0.94
0.68
0.73

2.51
1.86
2.03
6.84
107.26
10.8
6.35
4.51
5.84
21.87
18.9
7.96
13.66
5.4
2.75
6.74
8.36
61.98
4.32
26.34
4.19
6.35
5.08
2.84

0.97
0.86
0.83
0.87
0.912
0.912
0.81
0.79
0.9
0.875
0.97
0.79
1
0.73
1
0.66
0.91
0.767
0.67
0.89
0.51
0.77
0.9
0.86

6.29
5.76
8.09
4.83
7.03
7.03
6.31
2.81
2.83
1.97
1.31
12.39
6.35
3.06
10
12.4
5.37
4.64
2.91
1.18
4.75
2.24
3.37
13.8

0.016
0.61
0.38
0.3
0.53
0.27
0.64
0.12
1.68
0.03
0.03
0.52
0.37
0.55
1.2
1.67
0.4
0.07
0.05
0.17
0.37
0.11
0.06
0.15
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26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

BRK
SRT
SOCP
TUFE
EFO
UAM
APC
VESY
VNC
SCD
SIF1
SIF2
SIF3
SIF4
SIF5

0.21
0.23
0.94
0.55
0.37
0.31
0.61
0.3
0.49
0.49
0.75
0.77
0.53
0.25
0.64

3.64
3.76
6.83
10.23
12.2
36.8
8.73
11.92
5.98
7.97
2.67
3.55
4.33
3.73
4.61

0.81
0.83
0.97
0.86
0.8
0.7
0.93
0.77
0.91
0.88
0.66
0.71
0.82
0.31
0.77

20.5
2.09
2.65
4.45
2.9
2.23
2.21
2.67
3.22
3.44
3.16
5.14
6.4
1.51
5.86

5.22
0.92
1.11
0.08
0.04
0.14
0.08
0.67
0.095
0.2
1.19
2.3
1.35
0.99
2.16

We have from all the shares listed on BVB and analyzed the 40 shares in the table above for which it is
possible to calculate all the considered indices. We have used the 40 corresponding values of the shares
from 9.01.2009 published on the website www.bvb.ro.
5 Portfolio optimization
The results obtained runing SPAD 3.21 are presented in the following figure.
Figure 1: The classification obtained using SPAD 3.21

Analysing the results we remark the following 7 groups of actions, grouped around the outlined shares:
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1. TGN – COMI – SNP - SIF1 – PTR - PPL and BRD - OIL and UAM
2. SIF5 - SIF2 – IMP - SIF4
3. SNO – APC - VNC and SCD –ATB and TUFE – EFO and CBC
4. BRM -MECF –– ALRO – ENP – DAFR
5. BIO – SIF3 – ALT and ALU – VESY and SRT – SOCEP and TEL– CMP and COTR
6. BRK – ARS
7. BCC -CMF
Considering the number of shares in each class and selecting those shares that have the best features,
we obtain that a portfolio characterizing BVB has the following structure:
1. TGN = 9/40 = 22,5%
2. SIF5 = 4/40 = 10%
3. SNO = 8/40 = 20%
4. BRM = 5/40 = 12,5%
5. BIO = 10/40 = 25%
6. BRK = 2/40 = 5%
7. BCC = 2/40 = 5%

6. Evolution of Spad portfolio
6.1. Portfolio construction
The portfolio constructed has the following structure:
1. TGN = 22,5%
2. SIF5 = 10%
3. SNO = 20%
4. BRM = 12,5%
5. BIO = 25%
6. BRK = 5%
7. BCC = 5%
Suppose now that at the beginning of 2009 we want to invest 10000 ron in shares. Knowing that the
standard trading block for the greatest part of the shares at 9.01.2009 is 100 ron and therefore it is more
convenient to purchase multiples of 100 shares, we obtain the following portfolio:
SPAD Portfolio
1. TGN = 18 shares
2. SIF5 = 1600 shares
3. SNO = 500 shares
4. BRM = 3900 shares
5. BIO = 30300 shares
6. BRK = 4400 shares
7. BCC = 2800 shares
6.2 Portfolio evolution
09.01.2009; portfolio value: 9980 ron
Nr.

Symbol

P / Bv

PER

Price evolution

Pmin /P

Transitioned valued 52 /
stock equity

Pmax /P

1

BCC

1.79

107.26

0.912

7.03

0.53

2

BRM

0.34

10.8

0.912

7.03

0.27

3

BIO

0.6

6.35

0.81

6.31

0,64

4

TGN

0.94

6.35

0.77

2.24

0.11

5

SNO

0.68

5.08

0.9

3.37

0.06

6

BRK

0.21

3.64

0.81

20.5

5.22

7

SIF5

0.64

4.61

0.77

5.86

2.16
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8.05.2009; portfolio value: 12706 ron
Nr.

Symbol

P / Bv

PER

Price evolution

Pmin /P

Transitioned valued 52 /
stock equity

Pmax /P

1

BCC

1

296

0,66

2,39

0,06

2

BRM

0,66

34,9

0,45

2,33

0,08

3

BIO

1,37

0

0,32

2,33

0,32

4

TGN

0.94

6.35

0.77

2.24

0.11

5

SNO

0,3

6,98

0.56

1,34

0.056

6

BRK

0.,59

0

0.3

5,22

1,5

7

SIF5

1,22

6,35

0.36

3,14

1,1

18.02.2010; portfolio value: 19255 ron
Nr.

•

•

Symbol

P / Bv

PER

Price evolution

Transitioned valued 52 /
stock equity

Pmin /P

Pmax /P

42,1

0,8

1,49

0.11

0,67

7,13

0,36

1,18

0.124

1,8

0

0.258

1,17

0,36

TGN

1,05

9,26

0,52

1,05

0.04

5

SNO

0.65

5,23

0,74

1,22

0.19

6

BRK

0.78

0

0.265

1,02

1,14

SIF5

2,05

4,60

0.21

1,01

1,18

1

BCC

0,92

2

BRM

3

BIO

4

6.3. Performances evaluation:
Portfolio Spad
Portfolio value on 9.01 2009: 9980 ron
Portfolio value on 12.06 2009: 15562 ron
Portfolio value on 18.02 2010: 19255 ron
Benefit: 93%
Representative indices for Bucharest Stock Exchange
BET
BET index value on 9.01 2009: 2749
BET index value on 12.06 2009: 3651
BET index value on 18.02 2010: 5227
BET index performance: 90 %
BET C
BET C index value on 9.01 2009: 1853
BET C index value on 12.06 2009: 2262
BET C index value on 18.02 2010: 3010
BET C index performance: 62,4 %
BET-XT
BET XT index value on 9.01 2009: 273
BET XT index value on 12.06 2009: 355
BET XT index value on 18.02 2010: 526
BET XT index performance: 92 %

7. Conclusions
Comparing the performance of the portfolios, we remark the net benefit of portfolio SPAD. In
addition, the purchase was, unlike the purchase of BET (or any other representative state for market), would
require a reasonable financial effort.
Acknowledgement: This research was supported by the Romanian National University Research
Council (CNCSIS), PN II, Program IDEI, Grant No. 627.
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SEQUENTIAL ANALYSIS REGARDING THE DEBTS’ LIQUIDATION IN
FISCAL MATTER
SEREDIUC Titus
Associate Professor, PhD., Romanian-German University of Sibiu, univ.ro office@roger

Abstract: The liquidation of debts, of pecuniary obligation in general, has become a major concern for the
economic entities with a public, but more especially private character, theoreticians and also practitioners being very
interested in the subject, and last, but not least, the legislators which can not remain insensitive to this phenomenon,
trying to find solutions to calm as much as possible this aspect of the financial crisis that the Romanian economic
environment is facing, by passing legislative acts. The present paper tries to present the complexity of the obligation to
liquidate accumulated debts, the financial-fiscal procedure to be followed, under the perspective of the current rightful
positive order in the above mentioned field.
Key words: debts, tax liabilities, liquidation, financial.
JEL classification: E62

1. FINANCIAL-FISCAL INTERDISCIPLINARITY AIMING THE CONCEPTS OF CLAIM,
DEBT AND TAX LIABILITY
The increasingly growing economic-social needs of the individual and legal persons have far
exceeded the classical economics, which underlined the fact that the level of full satisfaction of an economic,
cultural, social necessity depends on the possibilities of a real economy in its dynamism and making too big
pecuniary obligations may cause disturbing social phenomena with unfortunate consequences for the
economic agents and for the population. The modern economic admits however a certain degree of
indebtedness with no pecuniary coverage at the moment of the good’s, service’s or work’s acquirement, but
this requires to be carefully measured, within a specific supportability limit, with total coverage within the
shortest time possible, from the moment they became owners of that good, service … This phenomenon is
not a new one, it had existed ever since the antiquity (especially during the Roman empire), those times
having implied that, through forms established by the lawgiver (the Senat’s laws, the king’s edicts …) the
liquidation of obligations, implicitly of payments, must have a support known by the debitor and creditor as
well, the roman private law being enlighting in this respect.
The liquidqtion of debts is first regulated by the old and kind Civil Code, a legislative act which
regulates the relations between seller and buyer (creditor/debtor), with the corresponding rights and
responsibilities of each other. Although the above mentioned Code has a relatively limited applicability, due
to the special laws that regulate the legal nature of obligations, implicitly of their liquidation, this legislative
act has been and will continue to be a basis for the civil procedure legislation, a civil procedure that stood at
the foundation of the elaboration of the Fiscal Procedure Code (Government Ordinance no. 92/2003, with the
following amendments), which is now used in the financial matter. Before dealing weith the issue of debts’
liquidation within the context of the current financial-fiscla legislation, we find it appropriate to briefly
present some essential aspects in civil matter which remain valid fo the public-governmental finances but
also for the local public finances.
Thus, from the civil perspective, the debt is regarded as: the debtor’s obligation under a legal
relation established with the creditor and that requires the fulfilment by the first one of a benefit consisting
of giving, doing or not doing, to the benefit of the secong one, according to his correlative debt right. And, as
sources of the economic obligation, we distinguish: the business management (art. 987-991 Civil Code) and
the payment of undue work (art. 992-997 Civil Code), the liquidation of debts being made by specific means
(according to art. 1091 and the following from the Civil Code), through payment, novation, voluntary
delivery, compensation, confusion of rights, the loss of the object, annulment (resolution), by the effect of
the resolutory condition and by Prescription.
During the period when the Civil Code had been written, Belgian but also French-inspired,
respectively during the 19th century, there had been the public-national organization which collected taxes
and other different types of pecuniary obligations from economic entities and from the population – this
295

Revista economică
entity being their beneficiary. With regard to those taxes and fees, their collection involved a certain degree
of complexity so that it required a specific rule concerning, on one hand, the taxpayer, and, on the other
hand, the beneficiary (the state), therefore particular entities had been designated as cooleting agents (in postrevolutinoary Romania: the National Agency for Fiscal Administration).
Before talking about the fiscal debt/obligation and how to do its liquidation under the context of the
legislation in its respect, namely the Civil Procedure Code, we find it appropriate to briefly present the
concept of fiscal claim, then to explain the fiscal obligation, as well under the perspective of the above
mentioned legislative act. Therefore, the fiscal claim, under the perspective of point 1 from the art 21 is:
patrimonial rights that, according to the law are a result of the material fiscal law relationships, determined
rights (pecuniary measurable) which must be respected by paying the taxes and fees, implicitly the incurring
penalty interests, for situations stipulated by the fiscal lawgiver, explicitly presented in point 2 of the above
mentioned article. The same article 21, however, from the Fiscal Civil Procedure, stipulates that state of fact
that led to the accomplishement of a payment to the general consolidated budget regarding a fiscal claim that
had no legal basis, - the one who did the payment has the right to receive that amount of money. Otherwise
said, the debtor has the right to receive the sum already paid to the fiscal body – in that legislative act, had
there not been made this explanation, the taxpayer would have had the right to take legal action, an action of
material law in civil matter (e.g. unjust enrichment). Under the aspect of civil law, the taxpayer has at his
disposal the in restitutio action, the great disadvantage being: the stamp duty payment (approximately 7-8%)
of the alleged amount, but which has been transferred, the attorneys’ fees, not talking about an accounting
expertise ordered by the court and sufficiently broad court terms, which mean pretty high costs for that
taxpayer and depriving the right of demanding an interest. Therefore, we can easily notice a first aspect
concerning the advantage of legislation concerning tax liabilities, for the economic agent who pays
considerable taxes and fees for an objective mistake and, as an example we may consider the introduction of
flat tax at the same time as applying the 16% tax rate.
Under the above mentioned context, we can not talk about the issue of debts/fiscal obligations’
liquidation starting from the concept of fiscal obligation in the acceptance of article 22 of the Code of Fiscal
Procedure – the above mentioned article defines it from 6 circumstances, with no other classic definition
after this legislative act (with near sense and specific difference), taking into consideration the variety of
practical aspects raised by the financial activity.
Therefore, point a defines the tax liability as: - the obligation to report the taxable goods and incomes
or, according to the situation, the fees, taxes, contributions and other money owed to the general consolidated
budget. Point b from art.22 states that the financial obligation is: - the obligation to calculate and to record in
the accounting and fiscal records the fees, taxes, contributions and other amounts owed to the general
consolidated budget, point c mentioning the taxpayer’s obligation to pay on time those debts. In case of
delay, the taxpayer also has: the obligation to pay interests and other delay penalties, according to point d
from the above mentioned article.
Point e. from art.22 states that the tax liability also includes the obligation to calculate, retain and
register in the accounting and payment records, within the legal terms, the fees and contributions obtained by
withholding, point f. also stating any other obligations incumbent to the taxpayers, natural or legal persons
when apllying the fiscal laws. Thus, the lawgiver considers that a tax liability is a multitude of valid
indebtedness for the natural and legal persons as well, which need to be understood in all their complexity,
but more especially in their practical dimension, meaning that, in order to fulfil those demands a financialaccounting dimension/classification is requested, with a specialized personnel at the level of the significant
economic agent, which has to be properly paid.
Here, we are talking about point e. from art.22 of the Code of Fiscal Procedure which states the
withholding tax, with obligations regarding: the calculation, withholding and recording in its own payment
records, not easy obligations, which are not stipulated by reasonable fiscal facilities by the state, for the
public and private entities, with strictly economic character, not including the activity of public notaries. We
are aware of the fact that without this obligation stipulated by the lawgiver and letting the employee pay
whenever he wants certain obligations such as: the income tax, the social insurance conributions …, these
would not be paid on time. However, an inflexible posture of the state, in the sense of helping the economic
entities in such an activity: withholding (almost groundless) and without any other pecuniary reflected
consideration, including the order of debts’ liquidation from the collecting state bodies, does not have a
moral and ethical foundation.
However, we keep in mind the meaning that the lawgiver offers in terms of fiscal procedure to the
notion of liquidation of fiscal claims (art.24 of the Code of Fiscal Procedure): Fiscal claims are liquidated by
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collection, compemsation, enforcement, acquittal, cancellation, prescription and other means stipulated by
the law. Therefore, the meaning given by the above mentioned legislative act to the concept of debts/claims
liquidation is not totally different from the provisions of art.1091 of the Romanian Civil Code – the only way
which makes exception to liquidate obligations (in our opinion) is confusion, this method remains valid if
there is not a public-governmental entity within the financial relation, namely just natural persons for those
activities, goods, services … which do not have a taxation basis which corresponds to the Code of Civil
Procedure and other legislative acts with fiscal character.
Combining the conceptual definitions and taking into consideration the financial crisis that touches
both the public finances and the private economic entities, we believe that a series of theoretical aspects
have to be reconsidered under the aspect of debts/claims liquidation as well, of their spreading out, of the
actual payment order, having as landmark the practice, namely the Civil Code, implicitly the Code of Civil
Procedure.
2. THE PRESENTATION OF DEBT LIQUIDATION ORDER
Once the judicial and fiscal framework is established, from the conceptual point of view, explanatory
notions of fiscal claim/debt, implicitly its liquidation, we notice that art.111, Chapter II of the Code of Fiscal
Procedure called “the debts’ liquidation order”, outlines this issue and we shall refer to it in the following
lines. First, we underline the fact that that article has been changed when the Government Ordinance no.
47/2007 on the settlement of certain financial and fiscal measures became effective, more exactly: the name
of – obligation liquidation order turned into art.115, much more flexible than the stipulations of the
Government’s Ordinance no.92/2003 regarding the Code of Civil Procedure.
Before getting to elements of financial analysis, we must mention that the Governmental Ordinance
no.47/2007 was passed by legislators and not only by the Romanian Government, turning into Law
no.52/2009, this law bringing some small corrections to the ordinance, but which does not aim the debts’
order. We shall also use the term of ordinance, due to practical reasons, because, for almost 2 years, this
legislative act has been known both by the economic environment and by the fiscal bodies which used that
legal text.
We notice that point 1 stipulates that: if a taxpayer owes more types of fees, taxes, contyributions
and other amounts that represent fiscal claims stipulated in art.21, paragraph 2, point a (fiscal claims) and
the amount paid is not enough to liquidate all debts, then the debts related to that type of main fiscal claim
established by taxpayer is liquidated or which is divided, according to the stipulations of art.114 of the Code
of Fiscal Procedure, by the competent fiscal authority, according to the case, the liquidation of claims being
made in the following order, an order which we shall further detail. We remain however to this statement,
according to art.114 of the Code of Fiscal Procedure called: the obligation of banks subject to special
supervision or fiscal dministration, which mentions the obligatory character of the banking entity’s posture in
the case of implementing the seizure ordered by a fiscal body, this article being completed by the
Government’s Ordfinance no.47/2007, in the sense that the National Agency Fiscal Administration’s
procedure to be followed has been expressely emphasized.
Anoher addition to the above mentioned is the introduction of the fiscal institution in that article,
called: single account, which means nothing but the use of a payment order for the State’s Treasury for the
debts owed to the state budget (e.g. social insurance contributions, the single tax rate) and of a payment order
also for the State Treasury for the other payment obligations. Therefore, the distribution of the amounts from
the single account is made by the responsible fiscal body, priority being the withholding contributions and
then the other fiscal obligations, proportional to the obligations owed.
But this oreder, although it is left up to the fiscal authorities (namely the NAFA), it is not done
randomly, but according to the sense given by point a. and the following of art. 115, namely: first, the
amounts owed in the account of the rate of the current month from the payment schedule of the fiscal
obligation for which the payment spreading out has been approved, as well as the delay penalties owed for
the delay period, if the payment deadline is in the current month, as well as the current fiscal obligations
whose payment depends on maintaining the validity of the offered delay.
It can be noticed, at this statement the priority given by the lawgiver to the payment of due
obligations and then to the ones with longer terms, but, under thses circumstances, it must be had in view the
fact that the ordering of debts on terms which exceed 4 years and get close to 5 years, may easily invalidate
the obligation: after 5 years of non-payment of the debt, the prescription of the payment obligation may
occur (the single account, the payment schedule …) are plausible for the interruption of the limitation period,
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the issue remaining at the discretion of the court (when this is the case, the law does not expressely stipulate
such a situation).
Emphasizing more point a. from art.115, to the disadvantage of point b. would lead in time to the
impossibility to cover the entire debtand the delay penalties, which are not easily bearable (0,1% for each
day of delay), under normal economic conditions, not excluding the fact that the financial crisis has not
stopped showing its effects, moreover: the liquidity crisis, respectively the cash flow crisis. Under thses
circumstances, we consider that the payment schedule itself needs to be changed and adjusted, a proposal
that should come from the taxpayer who finds in such a situation, but a proposal that has to be approved by
the competent fiscal body.
An important interest in establishing the debts’ order is represented by point c. from paragraph 1 of
the above mentioned article, which states that: the owed amounts in the account of the following rates of the
payment schedule of the fiscal obligation for which the spreading out has been approved, in competition to
the payment spread out amount or in competition to the paid amount, according to the case, as well as the
deferred amount together with the delay penalties owed for the delay period, depending on the case. From
the above mentioned legislative statement, it results that the payment schedule is still the reference element
according to which the third element of debts’ order depends on, namely after the payment of due amounts,
implicitly of bearing the penalties, and then the age of main or collateral fiscal obligations, the remaining
amounts after the two flows have been covered are guided towards paying the entire debt to the fiscal
authority.
The last order element of the debt’s liquidation, stipulated by the above mentioned financial rule is in
fact a future debt, also maturing in the future for the taxpayer, which he asks to be paid, which we conider:
should not have been mentioned – the taxpayer’s maturing date at a future payment is conditioned by the
honouring first of the already existing obligations and which are due.
Otherwise put, the lawgiver gives the taxpayer a protective umbrella, the fiscal authority, as an
intermediate link, which, in time, leads to the development of energy-consuming germs under economic
aspect, aiming the public entities, but which he can not all pay because the amount was not entirely
stipulated in the budget, being convinced of the fact that through divided sums and quota they shall cover the
financing deficit. But under the current context, such architectural-financial designs, based on doses of
optimism, can not overcome the legal financial projection which is based on a solid legal financial balance.
Definitely, the order of debts’ liquidation in the sense given by the Government Ordinance no.
47/2007 is an advantage for the taxpayer who is unable to pay his duties on time and the accomplishment of
a payment schedule also involves an objective, plausible financial standpoint of that taxpayer, but which
needs to be based on an economic-financial support.
Point of art.115 of the analyzed ordinance does not change at all the stipulations of the Code of Fiscal
Procedure, the issue concerning the age of payment obligations being first approached, as it follows: the first
criterion had in view is according to the date of payment for the main fiscal obligations, followed by the
debts generated by the non-payment on time (collateral), respectively debts for delay penalties, this statement
correlating to letter a, point 1 of the ordinance which gives priority to the rates/obligations from the current
month, according to the payment schedule. Moreover, the second criterion had in view for the establishment
of the age corresponds to the date of communication, for the differences of the main tax liabilities established
by the specialized authorities, as well as for the collateral tax liabilities.
With regard to the communication date, we mention the fact that this communication must be made
through legal means, usually by mail, courier, but also other tax agents belonging to the county/municipality
financial body – in many of the cases being required the signature of acknowledgement. The last criterion
considered by the fiscal lawgiver in establishing the obligations’ age depends on the date of filing to the
fiscal body the amended tax returns for the differences of main tax liabilities established by the taxpayers.
Under these circumstances, we consider that some things need to be underlined, meaning that the
amended tax returns on our main segment of analysis aim the ones regarding the value added tax and the
ones concerning the profit tax. These fiscal statements concern corrections that need to be made after some
operations that took place previously, after the first statement had aimed economic vectors and had been
filled in within the deadlines stipulated by the instructions in the filed. Although, objectively speaking, there
may be some explanations and reasons regarding the further submission of the amended tax statements (force
majeure, unforeseeable circumstances … under economic aspect) which do not require any kind of further
discussions, from the subjective point of view (mistakes in calculating the VAT, delays in issuing the
invoice), and this finally leads to the increase of debts to tax authorities and which do not have any money
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guarantee, this entire aspect should be carefully considered in order not to generate legal violations in the
fiscal matter.
Still on the segment of the debts’ liquidation order, the Government Ordinance no.47/2007 refers to
Law no. 85/2006 regarding the insolvency procedure, which it modifies accordingly, but, as compared to the
amendments it brings to the Code of Fiscal Procedure, where it expressly nominates the article to be
amended, this does not occur when correcting the insolvency’s law. We consider it worth mentioning that the
above mentioned law on insolvency has been amended through the Government Emergency Ordinance no.
173/2008, a legislative act which stipulates that the syndic judge establishes the remuneration obligation for
the specialized personnel involved in solving the aspects related to the bankruptcy, insolvency or
reorganization procedure, priority having the taking of 1,5% of the amounts recovered from the economic
entities which are in such a procedure, amounts that shall be included in categories belonging to the
procedure, as mentioned in point 1 of art.1 from the above mentioned emergency ordinance.
The obligations/claims liquidation order in bankruptcy is expressed in art.123 of Law no. 85/2006 (a
legal text which is not expressly repealed by the Government Ordinance no. 47/2007 and which we believe
has effects), in a number of 9, among which we mention the most important in their order, as it follows:
- taxes, stamps and any other expenses related to the procedure, including expenses necessary to
the debtor’s goods preservation and management, as well as the employees’ payment
- debts resulted from working relationships
- debts representing credits, with the related interests and expenses, granted by credit institutions
after the beginning of the procedure, as well as the debts resulted from the debtor’s continued
activity after the beginning of the procedure
- budgetary debts
- the debts which represent the amounts owed by the debtor to third parties, based on some
maintenance obligations, allowances for juveniles or the payment of some periodical amounts
for ensuring the living means.
It must be stated that these priorities are analyzed and discussed within the creditors’ general
assembly and then in front of the court, the authority which will decide on that proposal. There have not been
few the cases when, for a budgetary debt, various national (single) budgetary institutions have been created
and the National Agency of Fiscal Administration did not always benefit from the order stipulated by the
law; the budgetary creditor which represented the state were: governmental agencies or representatives in the
territory, such as: The Authority for State Assets Recovery, the District Authority for Forestry …, nongovernmental public entities as well as private economic agents which formed the creditors’ general
assembly, if bankruptcy occurs, being the beneficiaries of the priorities in the order of paying the debts, we
believe may be the subject of a different article from this one, much thorough and detailed.
Using the so-called procedure of returning to argument and returning to the text of the Government
Ordinance no.47/2007, respectively the statement that completes the bankruptcy legislation, the debt
liquidation order is the following:
- tax obligations with terms of payment after the reorganization plan confirmation date, in the order
of their age
- amounts owed in the rates’ account from the payment programmes of fiscal obligations, included in
the legal reorganization plan, if their calculation and payment have been included in the plan,
- unpaid and owed fiscal obligations with terms of payment between the beginning of the insolvency
procedure and the reorganization plan’s confirmation date, according to their age, until their total liquidation,
other than the ones stipulated in the previous paragraph.
We thus notice that the age of the payment obligation remains a criterion in the establishment the
order of making the payments which became due, according to the reorganization plan of that economic
entity and of the payment schedule established by mutual agreement with the tax authorities. Moreover, the
new judicial and fiscal regulation and the payments’ regime for the period of time that can be broad enough
between establishing the payment programme and the reorganization plan, taking into consideration the
objective concerning the debt’s total liquidation, which represents an end of the entire insolvency,
reorganization of bankruptcy procedure.
Therefore, we can notice an active role of the economic agent who is not in a very pleasant financial
situation, an active role which he is showing in sketching the payment’s and reorganization’s schedule, but
these kind of formal aspects can not be successful without a more sustained effort of the economic agent that
would result in sufficient incomes as to cover the debts.
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Point 4 from article 115 of the Government Ordinance no.47/2007 resumes the issue of information
communication, meaning that the fiscal body has the duty to inform the debtor about the way the debt
liquidation operations have been made until the next term of payment in the account of tax obligations. This
obligation is helpful for the debtor, mening that: on one hand, the concerned debtor receives updated
information and, on the other hand, it has a mobilizing character, which does not leave the debtor insensitive
to the complex procedure of debts’ liquidation.
The last point of this previously mentioned article of law refers to the debts managed by the
authorities of the local public administration, meaning that any payment made after the summons’
communication within the enforcement operation will first liquidate the tax obligations included in the
enforceable title. This outlines a priority which is given to the enforceable title, even if the taxpayer wanted
to pay another debt and as an example, we can mention the situation, in which the company has paid,
relatively recently, the property owner’s tax, and the tax on building has not been totally paid and an
enforceable title has been issued, thus, the amount paid comes to totally cover the payment arrears
concerning the tax on the buiding and if the amount is not enough, our economic agent will appear that it still
has some money to pay on the property owner’s tax.
Expressing an opinion on the measures established by the debts’ liquidation order stipulated in the
Government Ordinance no.47/2007, we notice a concern of the financial-state institutions to help the
economic agents with economic problems, this aspect being overcome if the debtor wants it. These measures
are, of course, perfectible and we do no doubt the fact that, depending on how big the financial crisis
phenomenon is, more especially its negative effects, the Romanian lawgiver shall try to stop, as far as
possible, the economic decline of the private economic agents.
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1. Introduction
The current economic and financial crisis has emphasized the potential countercyclical role of the
fiscal policy, under the terms in which the monetary policy’s transmission in the real economy is very
limited (notwithstanding the decrease of the interest charge). Moreover, the fiscal maneuver limit is
exhaustible, under the terms in which the budget deficits (which get automatically increased during recession
periods) even continued during expansion years, thus increasing the public debt’s share in the GDP. As for
the stabilizing role of the fiscal policy, we may consider that it should not be pro-cyclic, i.e. the budget
balance should not get worse during the economic expansion periods and it should get improved during the
economic recession periods. Under the terms of a pro-cyclic fiscal policy, the economy will get over-heated
during the economic expansion periods, thus affecting the management of the monetary policy. It is not an
accident that the instrument of the Stability and Growth Pact was created within the Eurozone, its role being
that of contributing to maintaining the prices’ stability (the target assumed by the European Central Bank),
by promoting countercyclical fiscal policies. When analyzing the cyclic behaviour of the fiscal policy, we
should underline the fact that the modification of the budget balance constitutes the effect of actions
performed both by the automatic stabilizers and also by the discretionary fiscal policy. The higher the
influence of the automatic stabilizers, the less economy stimulus packages should be adopted by an economy
which is currently affected by the economic and financial crisis, i.e. a discretionary fiscal policy.
2.

The proposed analysis’ relevance within the economic literature
The economic literature showed that the fiscal variables have the tendency to respond
asymmetrically to the cyclic conditions within the economy, depending on the recorded contractionary and
expansionary gaps. Moreover, there has been noticed that, during the period between 1970 and 2000, the EU
countries recorded increasing budget deficits during the recession periods, which has not decreased during
the economic expansion periods. The budget’s response to the evolution of the economic activity has been
neutralized by the tendency to increase the budget expenses, especially the social transfers. Moreover, the
pro-cyclical tendency of the fiscal policy during the expansion periods has also been identified in the cases of
the emerging countries. Thus, Buti and Sapir (2006) confirmed the previous statements, though showing that
the budget balance got improved only under the term of a higher inflationary gap. They estimated that, for
the UE countries which are characterized by high levels of public debt during the period between 1970 and
2000, the budget deficit was approximately 6% during the periods when the economy produced at a level
which is close & superior to the potential GDP, while it get increased with almost two percents when the
output gap was recessionistic. The same asymmetry of the fiscal policy was also identified by Balassone and
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Francese (2004) for 16 OECD countries during the period between 1969 and 2002. According to Gali and
Perotti (2003), the fiscal rule of the developing economies is to promote expansionary policies during
favourable periods of economy and restrictive policies during the recession periods.
Golinelly and Momigliano (2008) showed that, in the case of the EU-15 countries, a weakly
countercyclical fiscal policy was developed (in the case of using some data series in real time) and a neutral
one under the terms of some ex-post data. Based on a dynamic panel in which 14 EU countries were
included, Balassone and others (2009) showed that, during the period between 1970 and 2007, there was
recorded an asymmetrical response of the budget balance to the economy’s cyclic evolution, which was
especially induced by the discretionary fiscal measures, from the point of view of the public expenses.
3.

Estimation method
Within this study, We will analyze the fiscal policy’s response within the Eurozone, based on a
dynamic panel, which is estimated according to the LSDV estimator. Its use has been influenced by the
results of some previous estimates (Judson and Owen, 1999; Bruno, 2005) in which the LSDV estimator’s
superiority was proved in relation to the GMM estimator within some low panels (of the included entities),
such as in the case of this study. The fiscal policy’s behaviour according to the phases of the business cycle
and its stabilizing impact are emphasized by means of the response functions. They measure, from an
econometrical point of view, the nature of the fiscal policy in order to identify the factors which influence the
government authorities’ actions, such as the (previous) budget balance, the balance previous to the public
debt and the output gap.
Within this study, We used the endogenous variable of each of structural budget balance, as variable
that correspond to stance of the fiscal policy. Among the variables of the basic model, We will use the output
gap (lagged with a period, in order to take into account the fiscal policy’s transmission lag) and the balance
of the public debt (also lagged with a period). To all these, We added the endogenous variable which is
lagged with a period (this constituting the characteristic of a dynamic panel) and two dummy variables, in
order to identify the impact of creating the Economic and Monetary Union and of the existence of an
excessive budget deficit upon the behaviour of the EU governments. Thus, the dummy uem variable takes the
value 1 for each year during the period between 1999 and 2009 (corresponding to the creation of the
Eurozone), also reflecting the influence of introducing the Stability and Growth Pact after 1998. The dummy
excessive deficit variable takes the value 1 for each year when the budget deficit exceeded 3% of the GDP
(beginning with 1993, subsequent to adopting the Maastricht Treaty) and the value 0 for the remaining of the
years.
Moreover, in order to investigate the asymmetric nature of the discretionary fiscal policy We made a
splitting of the output gap into two data series, one of them including the inflationary gap, and the other one
including the contractionary gap.
The source of the data used within the dynamic panel is the database „Cyclical adjustment of budget
balances” (the version from the autumn of 2009), made by the Directorate General for Economic and
Financial Affairs at the European Commission. The used data series are expressed in percentage of the actual
GDP. The maximum number of observations within a data series is 240, the analyzed period being 19912009, the number of the countries which were included in the analysis being 12 (those which have passed
through the nominal convergence process at the end of ’90s). The used dynamic panel is a LSDV type with
fixed effects, of which general form is as it follows:
Yit = αYit-1 + β Xit(t-1) + µ i + εit,
(1)
where:
i = 1,....,12 (countries included in the panel); t = 1990,....,2009;
Xit represents a vector of exogenous regressors of the form (K-1)x1;
µ i – fixed effects (specific to the countries included in the analysis and to the period); εit – the regression
error, independent and normally distributed with zero average and variance σε2 (εit IID (0; σε2)), reflecting the
homoskedasticity.
E(εit, µ i) = 0; the fixed effects and the regression errors are nor correlated
E(εit, Xit) = 0 – exogeneousness of the variable X, which is not correlated with the regression error.
In order to identify the stance of the fiscal policy promoted within the Eurozone, We used the
following dynamic panel.
(2)
∆SBS i ,t = α 0 ⋅ ∆SBS i ,t −1 + α 1 ⋅ Dpbi ,t −1 + α 2 ⋅ GAPi ,t ( t −1) + µ i ,t + ε i ,t
For the stability of model, the coefficient α0 should be negative; thus, a decrease of the structural
budget balance during the year t-1 (which generates the increase of the budget deficit) should be followed by
302

Nr. 6 (53) /2010 vol.1
an increase of the structural budget balance during the year t (which decreases the previously accumulated
deficit). The coefficient α1 reflects the sustainability condition of the public debt’s balance; thus, under the
terms of a positive coefficient, the government responds by strengthening the fiscal policy (the increase of
the SB), when the economy has previously recorded an increase of the public debt.
The coefficient α2 emphasizes the importance of promoting an countercyclical / pro-cyclic / neutral
policy in that economy.; if this coefficient is positive, the fiscal policy may be considered countercyclical
(under the terms of a negative GAP, the structural budget balance will get decreased, and this corresponds to
an expansionary fiscal policy). If it is negative, then the fiscal policy is pro-cyclical, and if it is statistically
insignificant, then the fiscal policy is neutral (i.e. it does not respond) to the economy’s evolution. In order to
identify the asymmetrical nature of the fiscal policy, according to the phases of the business cycle, I will
make an adjustment of the SB model under the following form:
∆SBS i ,t = α 0 ⋅ ∆SBS i ,t −1 + α 1 ⋅ Dpbi ,t −1 + α 2P ⋅ GAP P i ,t ( t −1) + α 2N ⋅ GAPi ,Nt (t −1) µ i ,t + ε i ,t (3)
where
α2P and α2N, reflects the sensitivity of the fiscal policy (the variation of the SB) according to the
economic expansion (GAPP) and the economic recession (GAPN). The condition for an countercyclical fiscal
policy is the same as it is for the coefficient α2 namely α2P and α2N should be positive.
The index of the fiscal policy’s asymmetry (φSB) will be calculated as the difference between
sensitivities according to the economy’s cyclic fluctuations:
(4)
ϕ SB = α 2P − α 2N
If the index is zero, then the fiscal policy is symmetric according to the economy’s cyclic evolution.
If this index is positive, then the improvement of the budget balance during the economic expansion periods
is higher than its worsening during the economic recession periods, and this will generate an increase of the
actual budget balance.
4.

The results of econometric estimation
In order to identify the nature of the fiscal policy promoted within the entire Eurozone, its symmetry
degree and the influence of the dummy variables upon the governments’ behaviour, We have estimated the
model described by equations (2) and (3).
According to the model of the structural budget balance, the fiscal policy promoted by the group of
the Eurozone countries was countercyclical during the period between 1990 and 2009, as Table 1 shows.
Thus, the existence of an output gap of +/-1% of the GDP determined the increase/decrease of the structural
budget balance with 0.23% of the GDP during the next year (with reference to the year when that gap was
recorded). The obtained results are according to other studies on the nature of the fiscal policy promoted
within the Eurozone (such as Wyplosz, 2006), in which there have been made estimates that the fiscal policy
was rather neutral (acyclic) until the creation of the Economic and Monetary Union and countercyclical after
1999. Thus, the sensitivity of the structural budget balance according to the output gap increased from 0.16
(a statistically insignificant value during the period between 1990 and 1998) up to 0.32, between 1999 and
2009 (significant at 1%). The period which was previous to adopting the Euro currency (subsequent to the
Maastricht Treaty) was characterized by the promotion of a restrictive fiscal policy (the increase of the SBS)
in order to allow the meeting of the nominal convergence criteria which are specific to the public finances.
This strategy was necessary under the terms in which, in the early 90’s, all the member countries (except
Finland0 were recording a deficit of the structural budget balance ranging between 2.5% of the GDP in
Germany and 14.3% of the GDP in Greece.
Beginning with 2001-2002, the economic growth slowed down in most of the member countries
(except Greece and Ireland), and this reflected in a lower or even negative output gap (i.e. economic
recession). The situation reversed between 2005 and the beginning of the economic crisis, period during
which the promoted fiscal policy was rather pro-cyclic, thus contributing to the deterioration of the structural
budget balance.
With reference to the fiscal policy’s response according to the nature of the business cycle’s phases,
We have estimated a low asymmetry degree of the fiscal policy (between -0.06 and 0.04). Thus, for a
previous output gap of 1% of the GDP, the governments acted restrictively, increasing the SBS between 0.25
and 0.3 % of the GDP, and for an output gap of -1% of the GDP, the governments stimulated the economy
with the equivalent of 0.26% - 0.32% of the GDP. Although the asymmetry coefficient is quite low, the
development of some cyclic fluctuations which are different from the point of view of their duration /
intensity will result in higher variations of the SBS along a business cycle.
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The estimate of the SBS model meets the stability condition of the public finances, under the terms
in which the periods when and expansionary fiscal policy was promoted were followed by other periods
when the governments acted more restrictively. Thus, for the increase / decrease of the SBS during the year
t-1 compared to t-2 with 1% of the GDP, the SBS decreased / increased during the year t with 0.18%-0.21 %
of the GDP compared to t-1. As for the influence of the public debt balance upon the behaviour of the
Eurozone governments, there were estimates for the validity of the relation which provides sustainability to
the public finances, namely the 1% increase of the balance which was previous to the public debt determined
the increase with 0.3-0.4 % of the GDP in the restrictiveness for the fiscal policy. A higher share of the debt
results in the increase of the costs with the interests and in the deterioration of the budget balance, so that
restrictive fiscal measures are necessary during the next period, which could balance the previous effect. The
lagged variable of the public debt is weakly correlated with the lagged dependent variable, so that the SBS
model is not affected by multicolliniarity (as in the study made by Staehr, 2008).
The influence of the dummy excessive deficit variable is significant, reflecting the negative impact
upon the structural budget balance, which decreased with 1.28-1.34% of the GDP, during the years when the
budget deficit was recorded as 3% of the GDP. Once the Economic and Monetary union was created, the
SBS got worse during the years with an excessive budget deficit, namely with values of 1.61, and 1.71% of
the GDP (this aspect being illustrated by the dummy uem*dummy excessive deficit). Moreover, the last
version of the SBS model suggests that the Eurozone governments did not immediately react in order to
correct the previous excessive budget deficit (the sensitivity coefficient is -0.08, a statistically insignificant
value). As a matter of fact, five of Eurozone member countries (Germany, France, Greece, Italy, Portugal)
recorded excessive deficits after 2000, which they decreased only after at least two years.
Table 1. The Estimate of the structural budget balance model
1st version 2nd version 3rd version 4th version 5th version
-1.76***
-2.42***
-1.95***
-2.53***
-2.40***
constant
-0.18**
-0.19**
-0.19**
-0.21***
-0.13*
∆SBS(-1)
0.03***
0.04***
0.03***
0.04***
0.03***
Datpb(-1)
0.23***
0.23***
Gap(-1)
0.30***
0.25***
0.26***
GapP(-1)
0.26**
0.31***
0.32***
GapN(-1)
Asymmetry coefficient (φSBS)
0.04
-0.06
-0.06
-1.28***
-1.34***
Dummy excessive deficit
Dummy excessive deficit (-1)
-0.08
-1.61***
-1.71***
Dummy uem*
Dummy excessive deficit
0.44
0.44
0.45
0.45
0.38
R2
211
211
205
205
205
No. of observations
0.94
0.82
0.95
0.79
0.77
Self-correlation of errors (p value)
Note: ***/**/* statistically significance at 1%/5%/10%.; estimation made with Eviews5 software.
Source: authors’ calculations

5.

Conclusions
The performed analysis indicates a quite high influence of the economy’s cyclic conditions upon the
Eurozone governments’ behaviour and upon the cyclic budget balance. The fiscal policy promoted during the
period between 1990 and 2009 was countercyclical, under the terms in which the dependent variable was the
variation of the structural budget balance and rather acyclic in the case of the variation of the actual budget
balance. The results of the estimates for the panel consisting of the first twelve Eurozone countries do not
entirely confirm the conclusions of other studies referring to the nature of the fiscal policy at least for two
technical reasons. Firstly, the dependent variables were different from those which were used within this
study; for example, Cimadomo (2007) used the same methodology as in this work, identifying a pro-cyclic
fiscal policy promoted in the Eurozone countries during the period between 1995 and 2004, but as a
dependent variable (and not of its variation) in the case of the structural budget balance. Secondly, the
temporal dimension of the panel was different, including in this study both of the public finance
sustainability’s increase stage in order to meet the nominal convergence criteria (1993-1999), and also of the
ten years since the Economic and Monetary Union was created, and also the last two years of economic
slowdown / decrease within the Eurozone.
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7.

Introduction
The imitation effect developed strongly in relation to the substantiation of the vision regarding the
fiscal reform. After several countries from the Central and Eastern Europe have passed from the progressive
system to the flat tax, the Romanian decidents in the economic policies have considered necessary that
Romania should considerably lower the taxation level in order to be able to attract a very significant part of
the foreign investments performed in the region.
8.

The impact of the flat tax on the Romanian economy
In Romania, at least three strategic errors have been made of substantiation for the implementation
of the flat tax. The first is related to the fact that, compared to the Central and Eastern European countries
which applied this taxation reform, in Romania there have not been made cost-benefit analyses related to
these measures. The simulations related to a figure or to another regarding the taxation have lacked, and the
impact on the budget has not been quantified. There has not been a modelling of the influence on the main
macro-economic indicators.
Table 1: The flat tax in a few Central and Eastern European countries
Adoption of the flat tax Personal revenues tax
Profit tax
before
Estonia
1994
16-33
Lithuania
1994
18-33
Latvia
1997
10 and 25
Slovakia
2004
10-38
Romania
2005
18-40
Source: The International Monetary Fund, 2007

after
26
33
25
19
16

before after
35
26
29
29
25
25
25
19
25
16

The scientifically proving of such a measure has lacked. The second error has been the settlement of a
flat tax to a very low level. If we analyze Table 1, we can notice that almost all the economies that have
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adopted the flat tax have chosen medium levels (between the maximum and the minimum of the taxation
quotas previously used in the progressive system). Romania is the only country, which has chosen a 16% flat
tax, much lower than the minimum level regarding the tax on profit, and the tax on the natural persons’
income. This has happened when Romania had the lowest proportion of the revenues in the GDP, compared
to the EU countries and to those who subsequently joined this club.
The third error of substantiation has been the ignoring of the macro-economic framework within which
this measure has been implemented. On conditions that, in 2004, Romania had a positive output gap, in
which the GDP increase was effectively higher than the increase of the potential GDP (Table 2), the
recommendations were favoring the cautious macro-economic policies. As the governing authorities until
2004 have been succeeding in bringing inflation to a one-figure level, from 40.7% in 2000 to 9.3% in 2004,
the economic analysts were considering necessary the strengthening of the macro-economic stability through
moderated pro-cyclic or even restrictive policies.
Table 2: Output – gap values in Romania
Year
Output-gap HP (%)
-1.55
1999
-9.13
2000
-3.19
2001
-2.40
2002
-3.92
2003
3.90
2004
-1.67
2005
2.37
2006
2.21
2007
Source: Socol, A. and Chiriacescu, B, 2008
On the basis of the economic inconsistencies created by the erroneous applying of the flat tax and of
the negative contribution of agriculture to the GDP (strong drought), the macro-economic volatility appeared
again during the period 2005 – 2007. In Table 2 there can be noticed that, after the expansion output-gap
from 2004 (+ 3.9% of the GDP), in 2005 there has been a return to the recession output-gap (– 1.67% of the
GDP) and in 2006 the economy returned to an expansion trend (+ 2.37% of the GDP). The introduction of
the flat tax has not solved the problem of the increase in revenues to the budget in the GDP. The increase of
the revenues to the budget during the period 2005-2007 is poor, based, too a great extent, on the increase in
the revenues collected from the VAT. These have increased especially on the basis of the rise in
consumption, as a result of the loans expansion, of the taxation relaxation and of the remittances.
Figure 1: The proportion of the budget revenues in the GDP in Romania during the period 20042010. Comparison to the average of the EU27 countries
42.0%

45%
40%
35%
30%

27.8%

28.8%

31.0%

31.3%

32.8%

31.6%

31.4%

2006

2007

2008

2009

2010

25%
20%
15%
10%
5%
0%
2004

2005

average of
EU27 in 2010

Source: The Ministry of Finances, The National Bank of Romania, The National Institute of Statistics
and of Economic Studies, Eurostat, 2010
The introduction of the flat tax in 2005 had as an effect the worsening of the public finances
sustainability. During the period 2001-2004, under the terms of existence of the progressive taxation system
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and of the promoting a few cautious macro-economic policies, the authorities have succeeded in decreasing
the structural budget deficit from -2,34% in the GDP in 2001 to -1,17% of the GDP in 2003 and to -2,14% in
2004 (Table 3).
The implementation of the flat tax has and different effects on a short term and on a medium term.
On a short term – in 2005 – the structural budget deficit was – 0.78% of the GDP. This improvement –
compared to the last year – cumulates, on the one hand, the compensation of the negative effects of the
taxation decrease on the budget deficit by increasing the revenues collected from the VAT and, on the other
hand, the gapped positive influences which have resulted from the consistent applying of the economic
reforms during the period 2001-2004. However, on a medium term, the positive impact of the applying of the
flat tax on the public finances sustainability in Romania ceased to manifest. Thus, during the period 20052007, the structural budget deficit (the adjusted cyclically budget deficit) has considerably got increased
from -0,78% in 2005 to -2,35% in 2006 and to -3,54% in 2007, mainly because of the strongly expansionistic
characteristic of the fiscal-budgetary policy. Moreover, during the period 2006-2007, the fiscal-budgetary
policy was considerably pro-cyclic, that has been shown by the existence of a production gap of the positive
GDP combined with the expansionistic trend of the fiscal-budgetary policy. Anyway, it is obvious that, on
conditions that the Romanian economy prepares to enter the Euro zone, the implementation of a restrictive
taxation policy is absolutely necessary, and it has to be able to improve both the current budget deficit and
the structural one.
Table 3: The production gap and the structural budget deficit in Romania (1999-2007)
Structural
Output-gap
Year
budget deficit
HP (%)
(%GDP)
-1.55
-1.41
1999
-1.40
-9.13
2000
-3.19
-2.34
2001
-1.95
-2.40
2002
-3.92
-1.17
2003
-2.14
3.90
2004
-1.67
-0.78
2005
2.37
-2.35
2006
-3.54
2.21
2007
Source: Socol, A. and Chiriacescu, B, 2008
On the other hand. we have asked the following question: How did the introduction of the flat tax
influence the “health” of the public finances in Romania? With the purpose of quantifying the impact on the
budgetary revenues determined by the introduction of the flat tax in 2005. we have introduced a dummy
variable in the equation which verifies the long-term relationship between the total revenues and the Gross
Domestic Product (GDP). For this reason. we have used the Johansen co-integration procedure. The cointegration coefficients are presented in the Table 4. Based on these coefficients. there have been made
estimations related to the long-term equilibrium relationships between the variable.
Ln(total revenues) = φ1 ln(GDP) + φ2 * dummy + ut
(1)
Ln(total revenues) = 1.11 * ln(GDP) + (-0.07) * dummy – 2.42
(2)
The obtained results (coefficient φ2 = - 0.07) show the fact that the modification brought to the
budgetary philosophy introduced in 2005 (by applying the flat tax) had a negative impact on the total
budgetary revenues. The flat tax has not solved the problem regarding the increase in the employment rate.
The flat tax has not generated more jobs than the economy would have normally generated and the
employment rate has got decreased in 2007. compared to 2004 (Figure 2). The number of the full-time
employees has raised with 224.8 thousands persons during the period 2005 – 2006 (out of which: +10.7
thousands persons in agriculture. constructions (+42 thousands persons). commerce (+128.2 thousands
persons). transportation. depositing and communications (+39.3 thousands persons). real estates transactions
(+46.3 thousands persons) and public administration (+51.1 thousands persons)). It is an insignificant raise,
which rather indicates that the Romanian economy has become a commodity market and not a competitive
one.
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Table 4: Estimation results
Cointegrating Eq:
CointEq1
1.000000
L_Total revenues(-1)
-1.118027
L_GDP(-1)
(0.07407) standard error
[-15.0944]
t-statistics
0.071053
DUMMY(-1)
(0.03132) standard error
[ 2.26880]
t-statistics
2.420734
C
D(L_Total
revenue)
D(L_GDP) D(DUMMY)
Error Correction:
-1.255658
0.028309
0.323692
CointEq1
(0.35024)
(0.26916)
(2.60161)
standard error
[-3.58512]
[ 0.10517]
[ 0.12442]
t-statistics
Source: authors’ calculations
Figure 2: Employment rate in Romania (2000-2007) and EU 27
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Source: Eurostat, Labour Force Statistics, 2008
The introducing of the flat tax has not solved the problem regarding the “black-market for labor”. The
implementation of the flat tax has not brought to the surface thousands of jobs. as the authorities assert. but
the contrary. If in 2005/2004 The National Institute of Statistics (NIS) was estimating a decrease in the
number of workers in the underground economy raising to 155.000 persons in 2006/2005. The NIS
estimations shows an increase of 238.000 persons who work in the underground economy in 2007/2006 a
decrease of 47.000 persons and in 2008/2007 there is an estimation of an increase of 10.000 persons (Table
5).
Table 5: Number of workers in the underground economy (thousands of persons)
2004 2005 2006 2007 2008
1.
Average number of employees according to the AMIGO 6036 5921 6167 6173 6278
investigation (investigation made in households)
2.
Average number of employees according to the BFM 4469 4559 4667 4770 4865
investigation (investigation made in companies)
1567 1362 1500 1403 1413
3.
Difference (1-2)
100
50
50
Employees in the non-civil sector (defense. persons who 250 200
are in the military service)
1317 1162 1400 1353 1363
Employees in the underground economy
+10
4. Evolution of the number of employees in the underground n.a. -155 +238 -47
economy
Source: The National Institute of Statistics; based on the estimations made by The National
Commission on Statistics. 2008
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It is obvious that there are solid evidences that the process of creating new jobs in the official
economy has been made by consistently decreasing the number of persons employed in the underground
economy.
9.

Conclusions
The emerging countries must think twice before introducing the flat tax. If the economy is not
strongly competitive, the temptation of the fiscal dumping to dislocate investments from the developed
countries must be impeded by the possible deepening of the economic and social disequilibriums. Without
applying complementary measures which stimulate the aggregate supply on a medium and long term, the
implementation of the flat tax will generate net costs. The increase of the GDP's volatility involves strong
budget deficits and the worrying deepening of the current account deficit, accompanied by the rise of prices.
The need for money at the budget will
generate, on a medium term, the necessity to introduce new taxes and duties, as it happened in all the
emerging countries which have introduced the flat tax. Moreover, the Ricardian equivalence (the fact that the
future generations will pay higher taxes, in order to cover the high debts generated by the payment of low
taxes at present) will also be felt. The medium and the long terms do not confirm the positive effects of
adopting the flat tax.
10.
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Abstract: We model the evolutions of FDI and GDP in Romania, in the period 1998-2008, by using the
autoregressive Markov-switching model. The relationship between the above variables is examined by using the Gretl
and Matlab software. We also examine the existence of a causality relationship between these two variables, by using a
Granger causality test. The results of the present study can be used to forecast the size of FDI, as well as the medium
term dynamics of the Romanian economy.
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1. The Markov switching model
As concerns time series in economics, especially macroeconomic and financial data series, the
conventional setting which is based on a single density function and a single set of parameters was proven
unsatisfactory; then, structural changes of the analysis were absolutely needed.
Beginning with the 9th decade of the last century, this need led to the development of new models
with parameters variable in time. A major class of models is represented by regressions with latent state
variables, where the parameters present discrete jumps between states belonging to a fixed set of states
(regimes), the switching being controlled by an unobservable state variable. Golfred and Quandt (1973)
introduced a very useful version of these models, where the latent state variable, which controls the transition
from one regime to another, follows a Markov chain. This version is known in the literature as Markov
switching model. Hamilton (1989) extended Markov switching models to dependent data, particularly
autoregressions.
A Markov regime-switching model enhances traditional performance measures by allowing an
assessment of the investment strategy to dynamic factor exposure through time. The regime-switching model
combines several sets of model parameters (coefficients) into one system, and which set of parameters
should be applied depends on the regime the system is likely in at a certain time. A simple example is a tworegime model:

 = X (t ) × b1 , S (t ) = 1,
= X (t ) × b 2, S (t ) = 0.

Y (t) = 

(1)

where S (t) is the state variable which changes through time and cannot be observed.
S (t) is determined by the Markov chain, whose transition probabilities are:
P (St+1 = j| St = i) = pji
(2)
Markov regime-switching models have been applied in a variety of fields, including speech recognition
(Juang and Rabiner 1990), DNA composition (Churchill 1989), ion channels (Chung et al. 1991, Fredkin and
Rice 1992), analysis of business cycles (Hamilton 1989, 1990) and modeling stock market and asset returns
(Turner, Startz, and Nelson 1990), (Ramaprasad Bhar, 2006).
2. Analysis of Gross Domestic Product and Foreign Direct Investment data for Romania, using a
Markov switching model
2.1. MS(k)-AR(p) model
The autoregressive model that the Matlab function estimates is the following mean equation:
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p

yt = α St + ∑ β iSt yt −i + σ St ε t

(3)

i =1

where: St – state at time t; S t ∈ {1,2,..., K }, where K is the number of states, p – maximum lag of the
S
S
autoregressive component, α t is constant coefficient in state St , σ t – model’s standard deviation in state

St , β iS is beta coefficient for lag i in state St and ε t is residue vector, which follows a particular distribution
t

(in this case Normal or Student), with zero mean and std=var=1.
We model the evolutions of quarterly FDI and GDP in Romania, in the period 1998-2008, by using the
autoregressive Markov-switching model. We perform the analysis on the deseasonalized (X-12 ARIMA)
logarithms of the original data. Using the econometric software Gretl, we applied a Hodrick – Prescott filter:
to do this, we considered yt,
t=1, 2,..., T - the logarithms of the original variables. The series yt consists of a trend component,
denoted by τ and a cyclical component, denoted by c, so that yt = τ t + ct . Given an adequately chosen,
positive value of λ, there is a trend component that will minimize:

min

T

T −1

t =1

t =2

∑ ( yt − τ t )2 + λ ∑ [(τ t +1 − τ t ) − (τ t − τ t −1 )]2 .

(4)

Hodrick and Prescott consider that, for quarterly data, a value of λ = 1600 is reasonable.
The output from Gretl was used in Matlab for parameter estimation in an autoregressive MarkovSwitching model.
For both GDP and FDI, the trend and the cyclical component were analyzed separately.
In all these applications, we assumed the existence of two states, denoted by 1 and 2.
The optimal number of lags was established on the basis of the maximum likelihood function.
For GDP, we found that p = 4 (which is reasonable, since we are dealing with quarterly data).
For K = 2 and p = 4, the equations to be estimated are the following:
(5)
yt = α St =1 + β1St =1 yt −1 + β 2St =1 yt − 2 + β 3St =1 yt −3 + β 4St =1 yt − 4 + σ St =1ε t if St =1
and
(5’)
yt = α St = 2 + β1St = 2 yt −1 + β 2St = 2 yt − 2 + β 3St = 2 yt −3 + β 4St = 2 yt − 4 + σ St = 2ε t if St =2

 p11 p21 
 is the transition probability matrix that controls the transition from state j
 p12 p22 

where P = 

(column j) to state i (row i); the sum of elements of each column is equal to 1.
2.2. Estimation of the GDP trend
The number of lags is determined based on Final log Likelihood maximization:
No.of lags
Final log Likelihood

1
218,1187

2
278,4042

3
264,3677

4
303,1987

5
-379,9185

The number of estimated parameters is 16, i.e. 12 coefficients of the regression equations and the 4
probabilities in the transition matrix.
The regression equations obtained for the two states are:
yt = 0,0121 -1,9999 yt −1 + 2,0000 yt −2 -1,9999 yt −3 + 0,8625 yt −4 + 0,0001 ε t , if St =1
and
yt = -0,0004 -1,9999 yt −1 + 2,0000 yt −2 -1,9999 yt −3 + 0,7459 yt −4 + 0,3548 ε t , if St =2

1 1 

0 0 

The transition matrix is: P = 

This means that there is no switching, i.e. the GDP trend is always in state 1(see Appendix)..
2.3. Estimation of the cyclical component of GDP
The number of lags is determined based on Final log Likelihood maximization:
No.of lags
Final log Likelihood

1
139,966

2
146,2157

3
133,5069
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4
167,4176

5
128,5103
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The number of estimated parameters is 16, i.e. the12 coefficients of regression equations and the 4
probabilities in the transition matrix.
The regression equation for the two states are:
yt = 0,0082 + 0,9681 yt −1 -0,2467 yt −2 -0,0874 yt −3 + 0,0989 yt −4 + 0,0015 ε t , if St =1
and
yt = -0,0096 + 0,3123 yt −1 -0,2467 yt −2 -0,0874 yt −3 + 0,0989 yt − 4 + 0,0000 ε t , if St =2

0, 94 0,36 

0, 06 0, 64 

The transition matrix is: P = 

In average, the system spends 38 quarters in state 1 and 6 quarters in state 2(see Appendix)..
We can interpret state 1 as an “increase” and state 2 as a “decrease”.
2.4. Estimation of the FDI trend
The number of lags, determined on the basis of the maximum likelihood function, is p=3.
No.of lags
Final log Likelihood

1
151,1855

2
224,2676

3
238,4901

4
-105,9201

The number of estimated parameters is 14, i.e. 10 coefficients of regression equations and the 4
probabilities in the transition matrix.
The regression equation for the two states are:
yt = 0,0069 + 2,0000 yt −1 -1,0357 yt − 2 +0,0338 yt −3 + 0,0007 ε t , if St =1
and
yt = -0,0016 - 1,9999 yt −1 +2,0000 yt −2 -0,9852 yt −3 + 0,5199 ε t , if St =2

1 1 

0 0 

with the transition matrix: P = 

As in the case of the GDP trend, we find that p11 = 1, so no switching occurs, the system remaining in
only one state (see Appendix)..
2.5. Estimation of the cyclical component of FDI
1. The number of lags determined on the basis of the maximum likelihood function is p=8:
No.of lags
Final log Likelihood

1
21,21

2
23,33

3
24,96

4
29,20

5
30,23

6
31,05

7
33,37

8
66,05

9
51,47

The number of estimated parameters is 24, i.e. 20 coefficients of regression equations and the 4
probabilities in the transition matrix.
The regression equation for the two states are:

yt = −0,234 - 0,2300 yt −1 +0,4812 yt − 2 +0,1052 yt −3 -0,3188 yt − 4 −
−0,1280 yt −5 +0,0501yt −6 +0,1995yt −7 − 0, 7697 yt −8 +0,0708 ε t

, if St =1

and

yt = 0, 0416 + 0,4516 yt −1 -0,01835 yt − 2 +0,1601 yt −3 +0,2935 yt − 4 −

−0, 2998 yt −5 -0,3615yt − 6 -0,5640yt −7 + 0, 02991 yt −8 +0.0013 ε t
0, 72 0, 65
The transition matrix is: P = 

0, 28 0, 35 

, if St =2

In average, the system spends 31 quarters in state 1 and 13 quarters in state 2 (see Appendix).
We can interpret state 1 as an “increase” and state 2 as a “decrease”. Examining the outputs of all
estimations (see Appendix), it can be observed that both standard deviations and p-values are small, so the
adjustments are “good” and the regression coefficients differ “significantly” from zero. We can conclude
that, in the case of the trends, both for GDP and FDI, no switching (structural break) occurs. The trends are
increasing for both time series. In the case of the cyclical components, the probabilities assigned to both
states (“increase” and “decrease”) are strictly positive ; in the case of the cyclical component of the GDP, the
average time spent in state 1 (“increase”) is 38 quarters, and the average time spent in state 2 (“decrease”) is
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6 quarters. In the case of the cyclical component of FDI, the average time spent in state 1 (“increase”) is 31
quarters, and the average time spent in state 2 (“decrease”) is 13 quarters.
3. The relationship between GDP and FDI in Romania
In this section, we analyze the relation between GDP (as a proxy for economic growth) and FDI (as a
proxy for innovation) in the Romanian economy, for the period 1998-2008. The statistical data used are the
same quarterly data on which the estimations of the previous section are based. As in section 2, the analysis
is based on the logarithms of the original data, deseasonalized and filtered, using the Hodrick-Prescott filter.
First, using the Gretl econometric software, we obtain autoregressions for both series.
The optimal number of lags (where R 2 is closest to 1) is 2 for GDP and 4 for FDI.
For logGDP_des(x), the autoregression is:

xt = 1, 25001xt −1 − 0, 269739 xt −2 + 1, 25001
Table 1: OLS, using observations 1998:3-2008:4 (T = 42)
Dependent variable: logGDP_des
const
logGDP_des_1
logGDP_des_2
Mean dependent var
Sum squared resid
R-squared
F(2, 39)
Log-likelihood
Schwarz criterion
Rho

Coefficient
0,111059
1,25001
-0,269739

Std. Error
0,0255455
0,149593
0,146149

4,639804
0,002245
0,999501
39073,11
146,9804
-282,7477
-0,067880

t-ratio
4,3475
8,3561
-1,8456
S.D. dependent var
S.E. of regression
Adjusted R-squared
P-value(F)
Akaike criterion
Hannan-Quinn
Durbin's h

p-value
0,00010
<0,00001
0,07254

***
***
*

0,331282
0,007586
0,999476
4,07e-65
-287,9607
-286,0499
-1,513229

For logFDI_des(y), the autoregression is:

yt = 2, 41896 yt −1 − 2, 4953 yt −2 + 1, 48782 yt −3 − 0, 419552 yt −4 + 0,0355645
Table 2: OLS, using observations 1999:1-2008:4 (T = 40)
Dependent variable: logFDI_des
const
logFDI_des_1
logFDI_des_2
logFDI_des_3
logFDI_des_4
Mean dependent var
Sum squared resid
R-squared
F(4, 35)
Log-likelihood
Schwarz criterion
rho

Coefficient
0,0355645
2,41896
-2,4953
1,48782
-0,419552

Std. Error
0,0158027
0,1506
0,353946
0,350273
0,145111

3,274909
0,007990
0,999312
12712,72
113,6121
-208,7799
0,154332

t-ratio
2,2505
16,0622
-7,0500
4,2476
-2,8912
S.D. dependent var
S.E. of regression
Adjusted R-squared
P-value(F)
Akaike criterion
Hannan-Quinn
Durbin's h

p-value
0,03080
<0,00001
<0,00001
0,00015
0,00655

**
***
***
***
***

0,545754
0,015109
0,999234
8,37e-55
-217,2243
-214,1710
2,836347

For both regressions, we see that R-squared is very close to 1 (0,999501 for the first and 0,999312
for the second), and the p-value for the F-statistics is very close to 0 (4,07e-65 for the first, and 8,37e-55 for
the second); this means that the data are well adjusted by the equations.
The variable logpGDP_des(x) depends positively on its value lagged 1 quarter and depends
negatively on its value lagged 2 quarters.
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As concerns the autoregression of the variable logGDP_des(y), it depends positively on its values
lagged 1 and 3 quarters, respectively, and depends negatively on its values lagged 2 and 4 quarters,
respectively.
We examine now the relationship between GDP and FDI
From the correlation matrix of the two variables, we see that they are highly correlated (the
correlation coeficient is 0.98802238, very close to 1)
The correlation matrix is:
corr(loggdp_des, logfdi_des) = 0,98802238
Under the null hypothesis of no correlation: t(42) = 41,495, with two-tailed p-value 0,0000

Next, we construct two linear regressions, in order to study the dependency between the two
variables. In the first regression, the dependent variable is logGDP_des, in the second, the dependent variable
is logFDI_des.
The results of the regression with logGDP_des as the dependent variable:
Table 3 : OLS, using observations 1998:1-2008:4 (T = 44)
Dependent variable: logGDP_des
const
logFDI_des
Mean dependent var
Sum squared resid
R-squared
F(1, 42)
Log-likelihood
Schwarz criterion
Rho

Coefficient
2,71945
0,592819

Std. Error
0,0462654
0,0142865

4,607338
0,130348
0,976188
1721,834
65,64492
-123,7215
0,841289

t-ratio
58,7794
41,4950
S.D. dependent var
S.E. of regression
Adjusted R-squared
P-value(F)
Akaike criterion
Hannan-Quinn
Durbin-Watson

p-value
<0,00001
<0,00001

***
***

0,356798
0,055709
0,975621
1,01e-35
-127,2898
-125,9665
0,139654

The results of the regression with logFDi_des as the dependent variable:
Table 4: OLS, using observations 1998:1-2008:4 (T = 44)
Dependent variable: logFDI_des
const
logGDP_des
Mean dependent var
Sum squared resid
R-squared
F(1, 42)
Log-likelihood
Schwarz criterion
Rho

Coefficient
-4,40226
1,64669

Std. Error
0,183373
0,039684

3,184589
0,362071
0,976188
1721,834
43,16904
-78,76969
0,855898

t-ratio
-24,0072
41,4950
S.D. dependent var
S.E. of regression
Adjusted R-squared
P-value(F)
Akaike criterion
Hannan-Quinn
Durbin-Watson

p-value
<0,00001
<0,00001

***
***

0,594657
0,092848
0,975621
1,01e-35
-82,33807
-81,01474
0,139908

The resulted equations are the following:

log GDP _ des = 0,592819 log FDI _ des + 2, 71945 for the first regression
log FDI _ des = 1, 64669 log GDP _ des − 4, 420226 for the second regression
We observe that R 2 is very close to 1 (0,976188 for the two regressions), and the p-value for the t and

•
•

F statistics is very close to 0 (1,01e-35 for both regressions). Obviously, each function is the other’s inverse.
4. Granger causality
An important problem concerning autoregressive processes is that of the usefulness of some variables in
order to estimate some other variables (i.e. if a scalar y can be useful for forecasting the scalar x). If it is not
useful, then we say that y does not Granger cause x. More precisely, y does not Granger cause x if for all
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s>0, the mean square error for one forecast of xt + s calculated on the basis of {xt , xt −1 ,...} is the same as the
mean square error for one forecast which used both {xt , xt −1 ,...} , { yt , yt −1 ,...} .
The reason Granger (1969) had proposed this definition was that, if one event Y is the cause for another
event X, then the event Y must precede X. From the theoretical point of view, this is reasonable, but, in
practice, there are many obstacles for applying this idea when aggregate data series are used. For this reason,
it is recommended to interpret Granger causality tests as tests for the relevance of y for forecasting x (and not
tests to determine whether y is the cause of x).
The simplest Granger causality test is based on the following:
We consider a fixed number p of lags and estimate:
(6)
xt = c1 + α1 xt −1 + α 2 xt − 2 + ... + α p xt − p + β1 yt −1 + β 2 yt − 2 + ... + β p yt − p + ut
using OLS .
Then, an F test is performed for the null hypothesis:

H 0 : β1 = β 2 = ... = β p

A modality for implementing this test is to compute the sum of the squared residuals from (6):
T

RSS1 = ∑ uˆt2
t =1

and to compare it with the sum of the squared residuals of an autoregression for x RSS 0 =
where xt = c0 + γ 1 xt −1 + γ 2 xt − 2 + ... + γ p xt − p + et is estimated by OLS .
If S1 =

T

∑ eˆ
t =1

2
t

( RSS0 − RSS1 ) / p
is larger than the critical value of F(p,T-2p-1), corresponding to the 5% level
RSS1 /(T − 2 p − 1)

of significance, then the null hypothesis (y does not Granger cause x) is rejected, i.e. if
is sufficiently high,
then we conclude that y Granger causes x.
Using Eviews, we tested the existence of Granger causality between logGDP_des and logFDI_des
(whether GDP/FDI can be used to forecast FDI/GDP).
Table 5 : 2 lags
Pairwise Granger Causality Tests
Date: 11/28/09 Time: 23:35
Sample: 1998:1 2008:4
Lags: 2
Null Hypothesis:

Obs

LOGGDP_DES does not Granger Cause 42
LOGFDI_DES
LOGFDI_DES does not Granger Cause LOGGDP_DES

F-Statistic

Probability

8.09920

0.00121

1.13535

0.33225

F-Statistic

Probability

2.75952

0.04515

0.11979

0.97441

Table 6: 4 lags
Pairwise Granger Causality Tests
Date: 11/28/09 Time: 23:33
Sample: 1998:1 2008:4
Lags: 4
Null Hypothesis:

Obs

LOGGDP_DES does not Granger Cause 40
LOGFDI_DES
LOGFDI_DES does not Granger Cause LOGGDP_DES

We conclude that no Granger causality exists, in either way, so neither variable is useful to forecast the
other.
5. Conclusions
The present study analyzes the evolution of FDI in Romania, as well as its relationship with
economic growth.
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As concerns the evolution of FDI, we estimated two autoregressions: one using the Gretl
econometric software and another using an autoregressive Markov Switching model.
The second objective is to examine how FDI (as proxy for innovation) influences GDP (as proxy for
economic growth) and also to examine the existence of Granger causality between the two variables.
From the regression analysis, based on quarterly data for the period 1998-2008, we can conclude that
there exists a strong correlation between FDI and GDP (the correlation coefficient is 0.976). As concerns the
possible causality relation between the two variables, the results of the Granger causality tests are negative.
This result is in accordance with the results of most studies referring to this issue.
The results of the present study can be used to forecast the size of FDI, as well as the medium term
dynamics of the Romanian economy.
•
•
•
•
•
•
•
•
•
•
•
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7. Appendix
1. Autoregressive Markov – Switching : logGDP – trend component
Numerical Optimization for MS AR model Converged
Final log Likelihood: 303.1987
Number of parameters: 16
Distribution Assumption -> Normal
Method for standard error calculation -> 1
Final Parameters
Parameters in State 1 (Coeff value (standard error, p value)):
Residue Standard Deviation: 0.0001 (0.0000, 0.00)
Mean Constant: 0.0121 (0.0000, 0.00)
AR parameters:
Lag 1: 1.6216 (0.0000, 0.00)
Lag 2: 0.5137 (0.0000, 0.00)
Lag 3: -1.9999 (0.0000, 0.00)
Lag 4: 0.8625 (0.0000, 0.00)
Parameters in State 2 (Coeff value (standard error, p value)):
Residue Standard Deviation: 0.3548 (0.0000, 0.00)
Mean Constant: -0.0004 (0.0000, 0.00)
AR parameters:
Lag 1: -1.9999 (0.0000, 0.00)
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Lag 2: 2.0000 (0.0000, 0.00)
Lag 3: -1.9999 (0.0000, 0.00)
Lag 4: 0.7459 (0.0000, 0.00)
Transition Probabilities Matrix (std. errors in parenthesis)
1.00 (0.00) 1.00 (0.00)
0.00 (0.00) 0.00 (0.00)
Expected Duration of Regimes
Expected duration of Regime #1: Inf time periods
Expected duration of Regime #2: 1.00 time periods
2. Autoregressive Markov – Switching : logGDP – cyclical component
Numerical Optimization for MS AR model Converged
Final log Likelihood: 167.4176
Number of parameters: 16
Distribution Assumption -> Normal
Method for standard error calculation -> 1
Final Parameters
Parameters in State 1 (Coeff value (standard error, p value)):
Residue Standard Deviation: 0.0082 (0.0010, 0.00)
Mean Constant: 0.0015 (0.0014, 0.30)
AR parameters:
Lag 1: 0.9681 (0.1693, 0.00)
Lag 2: -0.2467 (0.2180, 0.27)
Lag 3: -0.0874 (0.2193, 0.69)
Lag 4: 0.0989 (0.1569, 0.53)
Parameters in State 2 (Coeff value (standard error, p value)):
Residue Standard Deviation: 0.0000 (0.0000, 0.00)
Mean Constant: -0.0096 (0.0000, 0.00)
AR parameters:
Lag 1: 0.3123 (0.0003, 0.00)
Lag 2: 0.5154 (0.0003, 0.00)
Lag 3: 0.6621 (0.0004, 0.00)
Lag 4: -0.5254 (0.0006, 0.00)
Transition Probabilities Matrix (std. errors in parenthesis)
0.94 (0.17) 0.36 (0.25)
0.06 (0.04) 0.64 (0.32)
Expected Duration of Regimes
Expected duration of Regime #1: 16.86 time periods
Expected duration of Regime #2: 2.75 time periods
3. Autoregressive Markov Switching : logFDI- trend component
Numerical Optimization for MS AR model Converged
Final log Likelihood: 238.4901
Number of parameters: 14
Distribution Assumption -> Normal
Method for standard error calculation -> 1
Final Parameters
Parameters in State 1 (Coeff value (standard error, p value)):
Residue Standard Deviation: 0.0007 (0.0000, 0.00)
Mean Constant: 0.0069 (0.0000, 0.00)
AR parameters:
Lag 1: 2.0000 (0.0000, 0.00)
Lag 2: -1.0357 (0.0000, 0.00)
Lag 3: 0.0338 (0.0000, 0.00)
Parameters in State 2 (Coeff value (standard error, p value)):
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Residue Standard Deviation: 0.5199 (0.0000, 0.00)
Mean Constant: -0.0016 (0.0000, 0.00)
AR parameters:
Lag 1: -1.9999 (0.0000, 0.00)
Lag 2: 2.0000 (0.0000, 0.00)
Lag 3: -0.9852 (0.0000, 0.00)
---> Transition Probabilities Matrix (std. errors in parenthesis) <--1.00 (0.00) 1.00 (0.00)
-0.00 (0.00) 0.00 (0.00)
---> Expected Duration of Regimes <--Expected duration of Regime #1: Inf time periods
Expected duration of Regime #2: 1.00 time periods
4. Autoregressive Markov – Switching: logFDI – cyclical component
Numerical Optimization for MS AR model Converged
Final log Likelihood: 66.0563
Number of parameters: 24
Distribution Assumption -> Normal
Method for standard error calculation -> 1
Final Parameters
Parameters in State 1 (Coeff value (standard error, p value)):
Residue Standard Deviation: 0.0708 (0.0100, 0.00)
Mean Constant: -0.0234 (0.0147, 0.13)
AR parameters:
Lag 1: -0.2300 (0.1067, 0.04)
Lag 2: 0.4812 (0.1098, 0.00)
Lag 3: 0.1052 (0.1275, 0.42)
Lag 4: -0.3188 (0.1079, 0.01)
Lag 5: -0.1280 (0.0928, 0.18)
Lag 6: 0.0501 (0.0811, 0.54)
Lag 7: 0.1995 (0.0854, 0.03)
Lag 8: -0.7697 (0.1017, 0.00)
Parameters in State 2 (Coeff value (standard error, p value)):
Residue Standard Deviation: 0.0013 (0.0003, 0.00)
Mean Constant: 0.0416 (0.0006, 0.00)
AR parameters:
Lag 1: 0.4516 (0.0044, 0.00)
Lag 2: -0.1835 (0.0035, 0.00)
Lag 3: 0.1601 (0.0030, 0.00)
Lag 4: 0.2935 (0.0041, 0.00)
Lag 5: -0.2998 (0.0046, 0.00)
Lag 6: -0.3615 (0.0051, 0.00)
Lag 7: -0.5640 (0.0035, 0.00)
Lag 8: 0.2991 (0.0023, 0.00)
Transition Probabilities Matrix (std. errors in parenthesis)
0.72 (0.17) 0.65 (0.25)
0.28 (0.11) 0.35 (0.18)
Expected Duration of Regimes
Expected duration of Regime #1: 3.56 time periods
Expected duration of Regime #2: 1.53 time periods
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Figure 1: Adjusted logGDP

Figure 2: Trend and cyclical component of logGDP

Figure 3: Trend component of logGDP
obtained from the filter Hodrick – Prescott

Figure 4: Cyclical component of logGDP
obtained from the filter Hodrick – Prescott

Figure 5: Adjusted logFDI

Figure 6: Trend and cyclical component of logFDI

Figure 7: Trend component of logFDI
Figure 8: Cyclical component of logFDI
obtained from the Hodrick – Prescott filter obtained from the Hodrick – Prescott filter
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Abstract: This presentation is focusing on the relevant aspects regarding the stage of development of the
Romanian capital market before and after the Romania’s Accession to the European Union. We are analyzing the main
indicators of the Romanian markets in financial instruments: Bucharest Stock Exchange and Sibiu Derivatives
Exchange as well as the investment funds market. We have formulated final remarks on the effects of the international
financial crisis to the Romanian capital market.
Key words: regulated market, capitalization, integrated financial market, international financial crisis
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1. The domestic capital market at the moment of the Romania's Accession to EU
As from 2005 on, the Romanian capital market began a process of profound reconstruction that
represented the foundation of its future development, in the context of the EU integration.
The Romanian authority has adopted a plan of priority measures for European integration, and at the
end of 2006, all the objectives concerning the capital market had been achieved. The measures taken by
RNSC have mainly focused on designing a legal framework in line with EU legislation and on restructuring
the capital market, so as to establish a capital market compatible with European markets, while consolidating
the stock market and the settlement system for the new regulated market and providing an adequate investor
compensation scheme.
In 2004, a consolidated law has been drawn-up, the Capital Market Law no.297/2004. The law was
adopted in order to implement the community acquis to the financial sector, as well as to increase the
authority institutional capacity for the purpose of implementation. Due to the sustained efforts, during the
periods of 2004-2006, the necessary regulations for the application of the law have been in force.
According to the Financial Services Action Plan (FSAP), the financial markets in Europe should be
integrated. Firms operating on a Europe-wide basis cannot continue to deal with a lot of different regulations
because the cost of non-integration puts difficulties in function on a cross border operations.
Thus, the financial services providers have the obligation to comply with the European legislation
requirements on capital adequacy, rules of conduct and participation to an investors’ compensation scheme.
This regime is applicable also in case of the prospectus of a public offer.
As regards financial supervision, this is still a national, domestic subject. In each Member State,
local supervisors are active, exercising their competences for financial sectors, limited to their geographical
borders, but based on de facto cooperation and in formal agreements.
1.1. Romanian stock market and derivatives market
The capital market in Romania is structured by two main: the financial instruments market and the
market of the placements being done through collective investment undertakings.
At the moment of the Romania's Accession to EU, there were two authorized regulated markets in
function, namely: Bucharest Stock Exchange and Sibiu Monetary-Financial and Commodity Exchange. The
activity of a regulated market is organized and administrated by a market operator, set-up as a shareholding
company. The regulated market is considered to be a system for transactions with financial instruments
which is functioning regularly and is operating in an ordered manner, being characterized by the fact that the
issued regulations define the conditions of functioning and access on the market as well as the conditions for
admission to trading of a specific financial instrument.
The issuers whose equities are traded on a regulated market are bound to market operator
requirements of reporting and transparency, in order to protect the investors and insure their correct,
complete and in due time information. Both regulated markets ensure pre-trade and post-trade transparency
and disclose information regarding the current prices and quantities for sale and purchase for the financial
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instruments and information regarding the price, the volume and the moment the transaction is executed,
according the specific rules governing each financial instrument being admitted to trading on the respective
market.
In order to create a centralized database containing information regarding all the instruments traded
on the European markets, Romania successfully took part in the initialization of TREM project, whose
objective is to set up an informatics system for exchange of trades between Members States.
Bucharest Stock Exchange (BVB) disposes of a trading system, which allowed the number of
investors to increase, along with the diversification of the traded instruments and types of operations as well
as drawing of new issuers of developing potential on medium and long term.
The following graph is illustrating the evolution of the stock exchange capitalization which, in 2006,
has reached RON 806,418.14 million, a 39.8% increase compared to the previous year and three times higher
than the weight as of the end of 2003 in the context of the increase of shares quotation to the stock exchange
as well as the increase of the volume of the transacted stock. Thus, the capital market has started to hold a
significant weight in the GDP as a result of its development.
Figure 1: Weight of stock market capitalization in the GDP 2003-2006

Transactions amounted to a total of RON 9,725.89 million, Euro 2,756.31 million respectively, an
increase by more than 30% compared with 2005. The average daily value of transactions has exceeded the
Euro 10 million thresholds that year. Stock market liquidity has increased by approximately 26.69%, for an
average daily traded volume of RON 39.9 million.
Throughout the year 2006, 19 municipal and corporate bonds have been traded out of which five
were bonds listed in the above mentioned year. The value of bond transactions has increased compared with
the previous year by 744.72%, and reached RON 949.08 million. This increase was mainly due to the bonds
issued by the International Bank for Reconstruction and Development, which was the first securities issue by
an international body. The offer amounted to a total of RON 525 million and has practically accounted for
the doubling in size of the market in fixed-income financial instruments outstanding and traded. The most
traded bonds were those issued by commercial banks.
Although on the decrease, the returns on capital market investments are at least triple in value
compared with those of bank deposits.
The BET index, which shows the average increase in share prices on the stock exchange, has
brought significant positive returns for six years in a row. At the end of the year, the BET index, which
shows the developments of the ten most liquid shares traded within class I of stock exchange quotes, was
calculated at the end of 2006 at 8,050.18 points, 22.23% over the value of the last trading day in the previous
year. The maximum reached was 8,488.12 points in October, which exceeded the maximum reached in 2005
by 24.28%, thus accounting for the all times record figure.
Throughout the year 2006, the BET index figures have been higher than those of the two European
indices, and were equaled only by EUROSTOXX50 in the last two months of the year. European stock
exchanges showed significant fluctuations this year, as also shown by the trend of EUROSTOXX50, while
the volatility of Eastern European stock exchanges was relatively low, and the CETOP 20 index was almost
constant.
The Rasdaq market has continued throughout the year 2006 the transformation process started in the
previous year, while the number of issuing companies on this market has decreased significantly. 633
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companies have migrated to the BSE trading system and others have been delisted for various reasons.
Compared with the beginning of the year, the market capitalization has increased significantly, i.e. by
30.46%.
As of the end of 2006, 2,419 companies were still listed, a decrease by 51.77% compared with 2005.
The withdrawal of 1,266 issuers was mainly caused by the entry into force of Law no. 85/2006 on insolvency
proceedings.
Figure 2: The issuers' number evolution on the Rasdaq market

Data source: BSE

In the case of the Sibiu Monetary-Financial and Commodities Exchange (SIBEX), the year 2006 was
a year of historical record figures. The activity of this market in 2006 was characterized by significantly high
liquidity, while the number of transactions registered consistently ascending trends.
As regards Sibiu Derivatives Exchange, until the end of 2003, the year when the futures market was
authorized, it is noticeable that the trading volume was relatively steady, not exceeding 300,000 contracts a
year.
Figure 3: Volume traded at Sibiu Derivatives Exchange within 1997-2006
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Data source: SIBEX

Therefore, 2006 became the best year in the history of the exchange, with a total of 4,268,710 traded
contracts and a value of RON 9,744.28 million (Euro 2.77 million). The extremely high growth rate made it
possible for a record daily volume of 71,000 contracts in November. Thus, the daily average value was of
approximately RON 39 million. Consequently, volumes have increased 6.03 times compared with 2005 and
values 9.59 times. The month of November 2006 showed the highest figures from the point of view of
liquidity, with 805,181 future and option contracts traded. The analysis of the daily average volume shows an
increase over 17.100 contracts per trading session.
The derivatives market is subject of a process of development and diversification taking into
consideration the increasing need for covering the loss risk run by the portfolio investors.
1.2. Comparative developments of the regulated markets in Romania and similar markets
from Bulgaria, The Czech Republic, Poland and Hungary
A comparison between the Romanian capital market and the markets of similar countries which
joined the European Union in 2004 shows the terms of comparison for our market starting with 2007. At the
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same time, a comparison between the market indicators in Romania and Bulgaria is a criterion for analysis
by European investors starting with 1 January 2007.
Table 1: Compared stock market capitalization
Country (Euro billion)
2003
2004
2005
2006
1.40
2.10
4.30
7.50
Bulgaria
20.24
30.59
31.06
56.13
The Czech Republic
74.46
75.38
79.35
250.50
Poland
2.99
8.81
15.31
16.82
Romania
2.20
9.99
3.72
12.69
Slovakia
13.20
21.00
27.58
31.70
Hungary
Data source: http://www.bse-sofia.bg, http://www.pse.cz, http://www.gpw.pl,
http://www.bsse.sk, http://www.bse.hu, http://www.bmfms.ro

From the point of view of its stock market capitalization, the strongest market in Central and Eastern
Europe is Poland, which also showed the most spectacular growth compared with the previous year.
Romania ranks fourth.
Table 2: The weight growth of stock market capitalization in the GDP
Growth compared with
2003
2004
2005
2006
the previous year (%)
7.80
10.60
20.10
33.24
Bulgaria
15.40
25.10
31.60
37.95
The Czech Republic
14.80
26.60
33.00
43.04
Poland
5.90
15.00
19.30
25.44
Romania
7.60
30.59
31.54
32.48
Slovakia
18.00
25.90
31.40
34.60
Hungary
Data source: http://www.bse-sofia.bg, http://www.pse.cz, http://www.gpw.pl,
http://www.bsse.sk, http://www.bse.hu, http://www.bmfms.ro

We may notice from the calculation of this indicator a similar increase for 2006 in the case of
Romania and Poland, an increase by more than 3% compared with 2005; these markets showed the highest
growth in Central and Eastern Europe.
Table 3: Developments of stock market indices
Increase compared with
2003
2004
2005
2006
the previous year (%)
148.16
38.00
32.38
39.43
Bulgaria SOFIX
43.06
56.58
42.73
7.24
The Czech Republic PX
44.92
27.94
33.66
41.60
Poland WIG20
30.90
100.96
50.90
22.23
Romania BET
26.90
84.90
26.50
21.30
Slovakia SAX
20.38
57.20
41.00
51.10
Hungary BUX
Data source: http://www.bse-sofia.bg, http://www.pse.cz, http://www.gpw.pl,
http://www.bsse.sk, http://www.bse.hu, http://www.bmfms.ro

The indices of East European stock exchanges have shown significant increases in 2006 in the case
of all stock exchanges in the region, while the highest increase was that of the Budapest Stock Exchange,
followed by that of Poland and Bulgaria and that of the Bucharest Stock Exchange.
Table 4: Developments of the derivatives market
Futures contract volume
2003
2004
2005
Bulgaria
The Czech Republic
4,231,949
3,609,125
5,378,517
Poland
73,598
696,109
Romania
Slovakia
2,610,557
4,037,061
9,015,592
Hungary
Data source: http://www.bse-sofia.bg, http://www.pse.cz, http://www.gpw.pl,
http://www.bsse.sk, http://www.bse.hu, http://www.bmfms.ro
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2006
110
6,386,046
4,232,059
13,658,317
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While in 2005, the volume of derivatives traded in Romania accounted for only 13% of the volume
on the Warsaw Stock Exchange and 8% of the volume on the Budapest Stock Exchange, in 2006, the volume
of future contracts traded is comparable in Romania and Poland, while Hungary showed unprecedented
growth this year. Nevertheless, we should take into account the fact that the Budapest derivatives exchange
also includes the operations performed on the commodities market.
1.3. Undertakings for collective investments
The second segment of the capital market is represented by the undertakings for collective
investments, grouped into two main categories: the undertakings for collective investment in transferable
securities (UCITS) including the investment open-end investment funds, established on the basis of a civil
contract and the investment companies, established by a constitutive act, organized as shareholding
companies with variable capital, harmonized with the European Union directives, as well as undertakings for
collective investments, other than those in transferable securities, which are not harmonized. The
undertakings for collective investments in transferable securities are administrated by an assets management
company and they have as single purpose to perform collective investments, by placing the money resources
in liquid financial instruments and by operating on the principle of risk diversification and prudential
management.
In 2006, the open-end investment funds market has significantly developed compared with 2005.
This positive trend has been shown by the increase in the number of funds, improved figures in the field and
the significant increase in the number of investors, due to the development of investment instruments in
Romania, increased stock market liquidity but also to the overall positive trend of the capital market.
The net assets of the 34 open-end investment funds have gone up by approximately 86% compared
with 2005 and at the end of 2006 they reached RON 635.03 million. Out of the total open-end investment
funds market, diversified funds hold the largest market share, i.e. 37.9%, followed by equity funds with a
32.3% market share.
In 2006, the number of investors has shown an increase by 10.42% compared with the previous year.
According to categories of funds, the most significant increase in the number of investors was shown by
equity funds, i.e. 29.99%, from 11,860 to 15,420 and diversified funds, i.e. 7.93%, from 45,900 to 49,540
investors.
2. Capital market evolution after the Romania's Accession to European Union
The process that has been driven forward by the FSAP (1998-2005) has proved sound: financial
industry’s performance has improved, there was higher liquidity and the competition has increased.
The first year after the Romania’s Accession to the European Union found domestic capital market
at the height of the development, trying to cover the gap against the European strong markets.
At the beginning of 2007, Romania has attracted significant financial flows that increased the weight
held by the foreign investors' portfolio within the total turn-over of the stock market and derivatives market.
The international turmoil that broke out the summer of 2007 followed an exceptional boom in credit
growth and leverage in the financial system. A long period of benign economic and financial conditions
increased the amount of risk that borrowers and investors were willing to take on. Starting with that period,
large losses were sustained on complex structured securities and derivatives.
One year after the beginning of the international financial crisis, Romanian investment firms have
confronted with large losses and markets became illiquid.
Even so, the consequences of the external situation were limited, manifesting an increase of the cost
of the external financing and a decrease of its volume.
2.1. Romanian investment firms and investment funds
The investment firms and the credit institutions are intermediaries. At the end of 2008, a number of
72 investment firms were registered with the competent authority compared with 68 investment firms that
had been functioning prior to the entry into force of Law no. 297/2004.
The investment activities and services may be provided by the investment firms depending on the
amount of their initial capital. Depending on the amount of the initial capital held, from the total of
investment firms authorized 48 firms, representing 67%, provide all the investment services and activities,
having an initial capital greater than or equal to the equivalent in RON of Euro 730,000, and 24 firms do not
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trade on their own account and do not subscribe within the securities issuances on the basis of a firm
contract, having an initial capital between the equivalent in RON of Euro 125,000 and Euro 730,000.
Depending on the residency of the natural or legal persons holding a direct or indirect control
position in Romanian investment firms shareholder structure, at the end of 2009, out the total of 63
investment firms, 46 were controlled by Romanian natural and legal persons, and 17 were controlled by
foreign natural and legal persons, (out of which 7 from Greece, 4 from USA, 2 from Austria, 2 from Italy, 1
from Belgium, 1 from Slovenia, and 1 from Moldavia).
The activity of the investment firms has significantly declined during this last two years due to the
decreasing of the liquidity on the regulated markets on which they provide financial services to the clients
and of the number of investors' operational accounts.
At the end of 2008, a number of 25 Romanian asset management companies were authorized, more
with six that at the end of 2006, and at the end of 2009, more with 3 companies that at the end of 2008.
Depending on the residency of the natural or legal persons holding a direct or indirect control position in an
asset management company shareholder structure, from the total of 25 companies, 14 entities are controlled
by Romanian natural and legal persons, representing 56% and 11 of them are controlled by foreign natural
and legal persons (from Austria, Italy, Slovenia, Greece, Hungary, Switzerland, United Kingdom, Belgium,
France, Germany - 4%, and from Belgian - 8%).
Although the Romania's Accession to the European Union offered to assets management companies,
due to the free services movement, the right to provide investment activities and services, as contained in the
object of activity authorized, on the territory of other Member State, directly or indirectly, through branches
set up there, according to the provisions of Law no. 297/2004, until to the end of 2009. At the end of this
year, four companies from other Members States that have 30 UCITS in their management, notified authority
concerning their intention to distribute units certificated in Romania.
The number of the Romanian open-end investment funds was of 51 UCITS at the end of 2009,
divided in 5 categories: 5 monetary, 9 bonds, 17 diversified, 9 shares and 11 “others”. Their number
increased with 26.8% compared to the end of 2007, a growth generated by the 11 new funds.
During the year of 2008, the investment fund industry lowered as the value of assets portfolios held
by investors significantly decreased. The diminishing of the value of asset portfolios was caused by the lower
value of the listed shares and by the amount of the redemptions claimed by the investors to the asset
management companies following the depreciation of the net assets value.
After the rebound of the market in 2009, UCITS net assets grew by 256.20%, the highest growth being
recorded by the monetary investments funds, 411.60%. Although stock market indices increased in 2009 by 14 to
24%, investors preferred monetary funds, especially for the flexibility they offer, better than bank deposits, given that
the yield of the funds are higher than deposits interest. Monetary funds attracted 57.8% from net subscription in funds
of RON 2,256.50 million.
At the end of year 2009, the number of investors was up to 164,446 representing an increase with 81%.
2.2. Romanian markets in financial instruments
In the context of the international financial crisis, the Romanian capital market had a similar
development as the other capital markets from Europe, America and Asia, thus presenting the decrease of
liquidity volume and significant depreciations of stock exchange indexes. This decrease became more severe
due to the fact that the foreign financial institutions closed their positions concerning local financial
instruments during a short period of time and that the investors became reticent in maintaining or purchasing
more securities generating exposure.
Evolutions of the Bucharest Stock Exchange and of Sibiu Monetary Financial and Commodities
Exchange have been influenced by the evolutions of the international markets both concerning the investors'
perception about the capital market, and concerning the activity of foreign institutional investors. In October
2008, BVB suspended two times trading on the capital market because the maximum ceiling of stock
exchange indexes' negative variation was reached.
The cumulated capitalization of the two markets managed by BVB, the regulated market BVB and
the alternative trading system Rasdaq decreased by 47.64% reaching the value of RON 57.8 billion
compared to RON 110.4 billion in 2007. The decrease of the stock exchange capitalization on the markets
managed by BVB shows the decreases of the reference prices of the traded shares, no significant companies
delisting being recorded during this period.
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A significant decrease of the stock exchange capitalization was recorded on the BVB regulated
market that decreased from Euro 30 billion at the end of 2007 to Euro 11.6 billion in 2008. (The value does
not include the ERSTE Bank capitalization.)
Figure 4: The evolution of the capitalization on the BVB managed markets

Following a steadily increasing evolution during 2005 - 2007, BSE recorded significant decreases in
the second half of 2008. The market value of the traded securities dropped by 50% as compared to that in
2007, from RON 14,597.01 million (Euro 4,385.90 million) to RON 7,182.33 million (Euro 1,957.78
million).
Figure 5: Evolution of share transactions on BSE during 1995 - 2009
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However, at the end of 2009, the regulated market capitalization of Euro 19,052.65 million was 6
times as high as compared to 2003. During the 250 trading sessions in 2009, a number of 1,314,526
transactions were concluded of 14,431.36 million shares with a value of RON 5,092.70 million (Euro
1,203.80 million) and 965 transactions of 2,892,920 bonds with a total value of RON 1,284.62 million (Euro
302.94 million).
If prior to 2001 Bucharest Stock Exchange was regarded as a shares market, the latest years brought
the establishment and development of the bonds market – especially municipal bonds – and a diversification
of the instruments by transactions of preference rights, allocation rights and futures contracts. The turmoil
that affected financial markets during these years caused changes in the risk aversion of investors, which
started to show a growing interest in fixed income financial instruments. The reorientation has been fostered
by the listing on BSE of the first series of bonds in 2008.
In 2007, the Rasdaq market managed by BSE recorded increases that were quite significant. The
merger between BSE and Rasdaq electronic market, completed in 2008, definitely brought more visibility to
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the securities traded on this market, while the transactions on this market reached RON 4,254.1 million (Euro
1,287.7 million). The most interesting companies were identified and grouped per categories of excellence,
as a first step towards their promotion on the regulated market; the number of listed issuers was gradually
reduced by taking them off the market, based on the shareholders’ decision according to the extent of the
issuers’ meeting of the listing requirements, so that the number of traded companies steadily decreased from
5,516 issuers in 1999 to 1,561 in 2009.
In 2008, against a background of reduced quotations and lower number of issuers allowed to trade,
the value of the transactions dropped by 63.3%, reaching RON 1,562 million (Euro 426.5 million).
In 2009, the volume decreased by 22.11% from 1,991.12 million of shares traded in 2008, to
1,550.83 million of shares, recording a value of RON 575.98 million (Euro 136.31 million).
Sibiu Monetary-Financial and Commodities Exchange reached the high growth in 2006, when the
total volume of futures and options contracts was 4,268,710.
Figure 6: Evolution of SIBEX trading volume during 2005 – 2009
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In 2007, the interest that the derivative financial instruments market in Sibiu raised generated
medium and high trading volumes, depending on the time of year. While in the first half of the year the
volumes were obviously higher than the ones in 2006, during the second half of the year the liquidity
diminished, which lead to a trading volume of 3,490,923 contracts that is 81.78% out of the volume in 2006.
Although the volume of 3,618,766 contracts traded in 2008 was higher than the one in 2007, the
number of positions opened decreased, especially during the first part of the year – similar to the trend that
had begun during the previous year, while investors concentrated on speculative transactions to the detriment
of arbitrage and risk coverage operations.
The 35% decrease in the trading value in 2008 and the first part of 2009 was mainly caused by the
decreased quotations of the derivative financial instruments based on shares, which progressed in a manner
similar to the quotations on BSE.
As during the previous years, the most traded instruments in 2009 were the futures contracts with a
total volume of 2,430,849 contracts (decreasing by 32% compared to 2008) while the options reached 52,438
contracts (by 30% more than during the previous year).
Figure 7: The evolution of the volume and open interests distributed monthly in 2009

Data source: SIBEX
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The daily trading average on the futures market was of 9,469 contracts and the number of open
interest varied between 18,000 and 67,000.
SIBEX derivative financial instruments market has steadily developed; thus, starting with 16 futures
contracts allowed to trading in 2004 and just as many option contracts based on futures contracts, there were
36 futures contracts based on shares, stock index, exchange rates and gold traded on the futures market and
30 option contracts based on futures contracts at the end of 2009. New derivatives instruments were admitted
to trading: financial contracts for difference (CFD) and futures contracts based on European Union
Allowances with symbol CO2 (EUA's).
Despite the difficult financial context, the evolution during the period 2007 - 2008 was consistent
with the already established trend, while it involved both an increase in the futures market liquidity and the
strengthening of the position SIBEX held in the region. The positive evolution of the financial and
operational indicators must be appreciated, particularly as it occurred against a background of steady
worsening of the national exchange environment situation, especially during the second half of 2008, while
the effects of the international financial crisis aggravated.
Sibiu Exchange has thus demonstrated the capacity of upholding the market players’ constant
interest in its products, regardless of the overall situation on the capital market. Due to Sibiu Exchange, the
Romanian capital market has entered the top of the derivative instruments markets in Europe, holding the eighth place
in terms of the shares derivative instruments, after Eurex Frankfurt, Euronext LIFFE, Spanish Exchange BME, OMX
Nordic Exchange, Borsa Italiana, Oslo Bors and Athex Derivatives Exchange.

3. The effects of the international financial crisis on the Romanian capital market
The Romanian capital market was characterized by high variations in both stock indexes and
liquidity in 2007, which were generated by external factors – such as the increase in the international markets
in the first part of the year and the increase of the tensions in the high-risk mortgage loans market in the USA
– as well as by the significant change in the investors’ perception regarding the stability of the internal
macroeconomic indicators after the external crisis started. The global risks re-evaluation generated a change
in the behaviour of non-resident investors on emerging markets – an evolution which also influenced the
internal capital market.
Non-resident investors reduced the capital flows to the internal capital market starting with August
2007 (except for December), due to their increased risk aversion as compared to the first part of the year. The
substantial inflows in December were also due to the IPO by Transgaz for which an extremely high level of
subscriptions was recorded.
As regards the Romanian market, August was the first month in 2007 when non-resident investors
became mainly stock sellers. The process continued over the following period, while at the end of January
2008 the amount of net sales by non-resident investors added up to RON 561 million. However, the negative
evolution of stock indexes during the first three months since the beginning of the crisis was caused by a low
amount of net sales by non-residents (RON 87 million), which leads to the hypothesis of a simultaneous
presence of a pure contamination in this correction phase.
Three periods of ample corrections to stock indexes were noticed on the Romanian market from the
moment the crisis started on the international markets: July-August 2007, October-November 2007 and
January-February 2008. The correlations between BET index and international indexes show an increase in
the influence of the developed capital markets evolution and a better synchronization with the emerging
markets in the area during certain correction periods.
The external impact was at its highest at the moment the crisis started on the international financial
markets (July-August 2007), when investors’ risk aversion suddenly accelerated, as well as during the first
two months of 2008, when investors’ fears regarding the US economy entering recession and the risk of its
global spreading increased the outflow of capital from shares markets and its reorienting towards
government bonds, precious metals and crude materials markets. The internal capital market contraction
from October and November 2007 was mainly caused by internal macroeconomic factors; a difference in the
national market as compared to the external markets was noticeable in terms of daily evolutions. The
difficult international context facilitated the decline of the national capital market during that period;
however, the internal causes had the highest impact.
In 2008, the most visible effects at national level were the slight worsening of the investors’ risk
perception and the substantial decrease in the financial institutions and markets liquidities. As local financial
institutions were not exposed to the dangerous financial instruments that represented the basis for the
international financial crisis, the turbulences on international markets indirectly affected local investors and
markets, through the economy and financial markets liquidity.
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As the international financial crisis unfolded, the Romanian capital market had an evolution which
was similar to that of other markets in Europe, America and Asia, while its characteristics were low liquidity
and significant market indexes decreasing. This evolution was intensified by the fact that the external
financial institutions closed their positions in terms of local financial instruments in a short period of time, as
well as by investors’ reluctance towards maintaining or increasing their securities transactions. Under such
circumstances, the total market capitalization decreased by 47%, to RON 57.8 billion.
To re-establish confidence in the soundness of markets and financial institutions, national authorities
have taken exceptional steps with a view to facilitating adjustment and dampening the impact on the real
economy. They have included monetary and fiscal stimulus, central bank liquidity operations, policies to
promote asset market liquidity and actions to resolve problems at specific institutions. Financial institutions
have taken steps to rebuild capital and liquidity cushions.
4. Conclusion
The evolutions on Bucharest Stock Exchange and Sibiu Monetary-Financial and Commodities
Exchange were influenced by the international markets evolution, both in terms of investors’ perception of
the capital market and in what regards the foreign institutional investors’ activity. Just like the markets in the
area, BSE suspended market transactions twice in October, because the maximum threshold of market
indexes negative variation had been reached.
The evolution of the open funds market indicators in 2007-2008 is consistent with the corrections on
the regulated markets as a result of the international financial crisis. However, the increase in the number of
investors and the decrease in the assets with a lower rate than the stock indexes correction indicate that the
sector continued to be of interest to investors, while they redirected to riskier investments (especially fixed
income instruments). Nevertheless, ever since the international financial crisis started, the investment funds
industry decreased in terms of the value of asset portfolios owned by investors. After an year when equity
and diversified funds have strongly felt the effects of the financial crisis, recording more redemptions than
subscriptions, year of 2009 meant the revival of the investment fund and the reorientation of the investors to
the monetary funds.
The activities of the financial investment services companies significantly decreased over the last
year, because of the reduced liquidities on the regulated markets where they provide their clients with
financial services and because of the reduced number of investors’ active accounts. National intermediaries
reduced their activity by closing an important number of their secondary offices and by reducing their staff,
as well as by narrowing the scope of their activities, in order to be able to comply with the prudential capital
requirements.
Although Romania’s Accession to the European Union was an opportunity for investment
companies to provide investment services and activities on the territories of other member states based on the
‘single passport’, only three companies had notified such an intention to the authorities by the end of 2008.
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Abstract: The purpose of our empirical study is to investigate the relationship between foreign ownership and
board of directors, and performances in Romanian banking system.
The research methodology is based on econometric analysis using various statistical tools (descriptive
statistic, correlations and regressions).
To reach to a conclusion, we tried to identify the degree of correlation between dependent and independent
variables and to create a function of regression to express the influence of each considered factor over banks’
performances.
The results of the performed analysis show that the characteristic considered for both ownership and board of
directors have a positive significant influence over banks’ performances
The paper has some limitations, too, because there might be other factors closely related to the board of banks
and their ownership that were not analyzed in this study and might also be behind the positive empirical association
established.
Keywords: Corporate governance, Board of directors, Ownership, Performances, Romanian banking system
JEL classification: G21, G34, G32

1. Introduction
The concept of corporate governance in banking environment is a relative new one, but proved to be
very important due to its main purpose: governing a business in the best possible manner. Stating from its
most simple definition - corporate governance is made of a set of relationships between bank’s management,
its board, its shareholders and other stakeholders – we could assert that the board of directors and the
ownership plays a key role in assuring a banking system characterized by efficiency, mitigation of risks and
a continuously increasing stability.
The role of the board of directors as regards the corporate governance in banks is not only specific,
but also important at operational level for an institutional key player involved in bank governance and risk
management. Unlike the other institutional key players (shareholders, executive management, audit
committee/internal audit), the board of directors does not have just a critical role; trying to summarize in a
few words its main responsibilities we could assets that it sets policies, monitors effects and approve changes
(Greuning and Bratanovic, 2009). So, the board of directors is the one who sets the strategic direction,
appoints management, establishes operational polices and, most important, takes responsibility for ensuring
the soundness of a bank.
The role of the shareholders as regards the corporate governance in banks, even if is an indirect one,
it has great importance, because they are the key players involved in bank governance and risk management
who appoint the other key players. By electing the supervisory board, and approving the board of directors,
the executive management, the audit committee and the external auditor, shareholders are considered to be in
the position to determine the direction of a bank (Greuning and Bratanovic, 2009). So, shareholders have a
special role in promoting corporate governance by overseeing bank’s affairs.
The boards of directors and shareholders as issues of corporate governance have been the subject of
various international research papers, focused especially on the relationship between them and bank’s value,
a short overview of these being detailed in the literature review part of this paper.
Starting from the board’s main role and shareholders’ importance in a bank’s activity and basing on
the previous studies about their influence on a bank’s value, we considered that a research focused on the
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relationship between them and the performance of banks that are running their activity in Romania is not
only made to quantify their interdependence, but also a new and original idea for our national banking
system.
2. Aim of the study and research methodology
Our empirical research is focused on the Romanian banking system and is aimed to investigate the
relationship between the board of directors and banks’ ownership, and their performances. We chose for our
study a sample of credit institutions that are running their activities in our country, depending on the
availability of information needed on their websites, which was the main source of information for our
research (approximately 80% of the total number of banks).
We choose as a characteristic for both independent variables their belongness to other countries than
ours. The mean of each factor, their construction and possible values are detailed in the chapter dealing with
the empirical analysis.
In order to reach to a conclusion, we made an analysis using various statistical tools (descriptive
statistic, correlations and regressions), which are also explained within the empirical analysis part of the
paper. Finally, we concluded our study by creating a function of regression to express the influence of each
considered independent factor (foreign board of directors and foreign ownership) over the dependent one
(bank performance).
The findings of our study, which come from analyzing the relationship between the board of
directors and bank’s ownership, and their performances, are correlated to the literature review, but as every
other research, our paper has some limitations, too, which offer us outlooks of future research. The main
limitation is related to the influence factors selected for this analysis, but also to other possible correlations
between the considered variables and other financial indicators.
3. Literature review
Recent studies focused on corporate governance showed that it plays a different role due to the
specific of these organizations, especially to the existence of some difficulties (such as their liquidity,
opacity, complexity and particular regulation), which involve other elements than the usual corporate
governance mechanism implies (Santomero, 1997; Levine, 2004; La Porta et al., 2002).
According to these studies, one of the most important characteristics of banks is that they are highly
leveraged (Mulbert, 2009). More often there might appear a maturity mismatch between assets and
liabilities. This characteristic of the liquidity function might create problems in case of a run, no matter who
initiates the withdrawal: small depositor (the case of Northern Rock) or other creditors – financial institutions
(the case of Merril Lynch). As it is well-known, deposit insurance can substantially reduce the danger of
occurrence of massive withdrawals of cash, but their effectiveness depends heavily on the protection details
provided. Thus, not only the guaranteed amount is important but also the types of deposits protected. Before
the occurrence of events triggering the recent financial crisis, most of the deposit protection schemes were
targeted only to protect small depositors. Crisis "of confidence", as a result of Lehman Brothers’s insolvency
led to the concern of many countries to find quick solutions for additional insurance, which allowed banks to
issue state bonds. For example, U.S. banks can now use the support of FDIC (Federal Deposit Insurance
Corporation) and the guarantees offered by German banks SoFFin (Sonderfonds Finanzmarktstabilisierung).
Another important characteristic of credit institution is related to the nature of their assets mainly
made of securities, such as Asset-Backed Securities (ABSs), Collateralized Debt Obligations (CDOs) and
Credit-Default Swaps (CDSs), which is significantly different than those of legal entities and not readily
observable (Mulbert, 2009). This opaqueness of bank’s balance sheet was considered the main cause of the
financial turbulence appeared in the autumn of 2008, which also lead to the collapse of Lehman Brothers,
making even banks themselves to find it difficult to assess the riskiness of other banks accurately. In
addition, many creditors of a bank, and here we refer in particular to small savers, are not "experts" to
monitor banks' behavior, being generally based on trust. But, the situation seems to be different in case of
non-financial companies, where the main lenders are banks themselves, which have the experience needed
for identifying possible financial imbalances (Heremens, D., 2007). Also, the nature of products and services
offered by banks is financial is different from that of most companies performing non-financial activities.
Moreover, various literature studies have shown that banks are less transparent than other entities,
and therefore their monitoring process is more difficult. Among the conclusions reached by various
researchers we should mention the followings:
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greater opacity of banks and insurance companies compared to companies from other areas of
activities (Morgan, 2002), but not all areas (Iannotta, 2006);
- greater opacity of banks in terms of variety of opinions regarding analysts forecasting earnings
(Flannery et al., 2004);
- relatively low volatility in profitability measures, reflecting lower costs of monitoring than in
industrial companies (Adams and Mehran, 2003).
Basel Committee on Banking Supervision comes to help credit institutions in credit institutions,
trying to solve this shortcoming of transparency of financial statements, with the 3rd Pillar of the Basel II
Agreement. "Market Discipline," as it is called, comprises a set of disclosure requirements covering
quantitative and qualitative aspects on the adequacy and capital allocation, risk exposure and assessment, all
in order to provide better information market participants on monitoring and controlling the activities of the
bank.
Another aspect, particular to credit institutions is the wide range of stakeholders (Westman, 2009).
In this respect, according to the Basel Committee on Banking Supervision (2006), “good corporate
governance should meet the obligation of accountability to their shareholders and take into account the
interests of other recognised stakeholders” - the supervisory authorities (Boot and Thakor, 1993), the
government, the depositors (Macey and O’Hara, 2003).
Furthermore, banks often conduct a combination of traditional operations (interest income based
operations, such as taking deposits and issuing loans) and non-traditional banking operations (commissions
and fee-based operations, such as securities trading and underwriting), which has created new challenges in
bank corporate governance (Westman, 2009). A study conducted in this respect (Boot and Schmeits, 2000)
proved that increased transaction orientation of banks has opened up new opportunities for crosssubsidisation from relatively low-risk relationship banking activities to more risky trading activities.
For all these reasons, credit institutions are subject to more intense regulation than other entities,
because of their systemic importance and vulnerability to runs, as they are responsible for safeguarding
depositors’ rights and guaranteeing the stability of the payment system. Thus, the purpose of a stronger
regulation of credit institutions is to limit the amount of risk a bank may take. In these respect, the Basel
Committee on Banking Supervision (2006), under its 1st Pillar stipulates the risk-adjusted minimum capital
requirements, closely linked to the bank’s assets adjusted to risk.
Sometimes, regulation might create conflict within different parties implied in the corporate
governance process. Such situations appear when regulation imposes bank ownership restrictions (Prowse,
1997; Macey and O’Hara, 2003), when it reduces operations allowed to banks or when applies coefficients
that lessen competition in order to discipline them (Ciancanelli and Reyes, 2001) or to pursue regulators’
interest – to maintain a sound financial system (Boot and Thakor, 1993). The most important of all, comes
from the main aim of the regulatory authority (to reduce systemic risk) which is totally opposed to
shareholders’ main goal (to increase the share value).
In this context, the most important participant in the banking corporate governance mechanism that
ensures the link between systemic (legal and regulatory authorities, bank supervisors), institutional
(shareholders, board of directors, executive management, internal audit/audit committee) and external key
players (external auditors, outside stakeholders, public) is the board of directors. It plays a special role in
banking environment, mainly because of its high complexity, characterised by certain particularities, such as:
a wide range of rules and regulations specific in these field, a higher information asymmetries, a large
number of interest parties with different goals. Starting from its main responsibilities – to set polices, to
monitor effects and to approve changes – the board of directors is important at operational levels, by
monitoring managers and advising them on bank’s strategy implementation, but also plays a critical role at
policy level, by coping with the regulatory authority in order to avoid any conflict of interests.
Studies on corporate governance recognise the essential role played by the board of directors in
sustaining an effective organisation, in monitoring managers and control the performances, for a very long
time. The majors aspects of interest that have already been studied are mainly related to topics such as: the
board of directors’ size, its independence reflected by the number of outside members, the composition of
board related to members’ residence and ownerships’ characteristic.
According to the papers that have studied the board of directors’ size the expectation that a larger
board of directors will ensure positive benefits, like facilitating manager supervision, seemed to be unreal.
Thus, a lot of researchershave demonstrated that a board with too many members brings a lot of advantages
like the directors’ ability to monitor and advice management (Andres P. and Vallelado, E., 2008), but which
are not sufficiently strong enough to justify its size (Harris and Raviv, 2006). Moreover, there are studies
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(Hermalin and Weisbach, 2003), which proved otherwise, by finding out that board size is negatively related
to performance and that board composition did not predict performance, and studies that demonstrated that
increasing the number of directors in banks does not undermine performances (Belkhir, 2009). At the same
time this lead to problems of communication, coordination of tasks, excessive control over the management
and lack of flexibility in taking a decision, adversely affecting bank’s efficiency measured by financial
indicators such as: Tobins’Q, return on assets (Yermack, 1996; Eisenberg et al., 1998; Fernández et al.,
1997). Due to these controversial aspects related to a board size, many authors tried to find an answer to the
following question: “Which is the most proper board’s size?” According to Jensen (1993) a board made of
maximum seven or eight people is considered a small one and can help improve performance, while a board
that exceeds seven or eight people is less likely to function effectively. Lipton and Lorsch (1992) state the
same opinion regarding the board’s size.
As regards independence of board there are also controversial findings in the international corporate
governance literature (Bhagat and Black, 2002; Hermalin and Weisbach, 1991; John and Senbet, 1998).
Even if apparently there is a positive link between an independent board and a bank’s value, and therefore
having outside directors is “a good thing” (Fama and Jensen, 1983), there has been demonstrated that boards
with a majority of outside directors are associated with weak corporate governance (Fich and Shivdasani,
2006). More exactly, it is considered that having no executive member on the board will negatively affect the
flow of information between board of directors and management (Adams and Ferreira, 2007; Harris and
Raviv, 2006; Coles et al., 2008). Thus, not excessively independent boards might prove more efficient in
monitoring and advising functions, and create more value (Andres P. and Vallelado, E., 2008). Other authors
did not find any correlation between board’s composition and entities’ low performances (Ferris et al., 2003),
or did not find any relationship at all (Pi and Timme,1993; Adams and Mehran, 2004). So, actually, there is a
negative link between presence of outsiders on the board and a bank’s value.
The composition of board (regarding members’ residence) have also been the subject of various
papers research conducted especially in those economic systems which have undergone recent financial
liberalisation, like Norway and Sweden (Oxelheim and Randoy, 2003), Korea (Choi and Hasan (2005),
Portugal (Gulamhussen and Guerreiro, 2009). This topic of interest in the corporate governance literature is a
relatively new one, due to the latest financial liberalisation, which led to important changes in banks’ board
of directors’ composition. Thus, in many case, responsibilities like monitoring and controlling over the credit
institutions’ activities were undertaken by outside directors rather than the insiders (Lambert and Sponem,
2005).
As regards the frequency of board meetings, it has been rarely studied at the international level.
Thus, we identified just one representative paper addressing this theme (Vafeas, 1999), according to which
the boards are classified into two categories: proactive (frequent meetings ensure a closer control over
managers and a higher advisory role of the board, that lead to a positive impact on performance) and reactive
(frequent meetings are a result of board reaction to poor performance).
According to the papers that have studied the relationship between banks’ ownership structure and
their performances, we can assert that this topic was a subject of interest in various regions of the world: the
Middle East and North Africa (Nada, 2005), India (De, 2003) and other transitional economies (Bonin et al.,
2003) and results generally indicate that foreign owned banks, especially those with a strategic foreign
owner, are more efficient than domestic private banks. Thus, researchers demonstrated that in Indian banking
systems there was a significant positive association between return on assets and private ownership, while
public sector banks ware associated with higher net margins and higher operating costs. Situation appears to
be similar in developing economies, too, where it has been demonstrated that foreign owned banks are more
efficient than domestic private banks, by reaching higher net interest margins and higher net profitability
(Claessens et al., 2001; Demirguc-Kunt and Huizinga, 1999). On the contrary, in developed economies,
foreign owned banks seemed to be less efficient than the domestic banks (DeYoung and Nolle, 1996;
DeYoung and Hasan, 1998). Moreover, there are studies in the international literature, which suggests that
foreign ownership does not influence only banks’ performances, but also the stock market performance, as
suggests the result of a study conducted in Korea (Choi and Hasan, 2005).
Banks’ performances have been also analyzed through cost efficiency at both country level and
cross-country level. Among country-specific studies we identified results for Germany (Altunbas et al.,
2001), Spain (Hasan and Lozano-Vivas, 2002) and Italy (Girardone et al., 2004), where authors calculated
cost and profit efficiency. The results shown that commercial banks were the most inefficient in German and
Italian banking system, while in Spanish banking sector, mutual saving banks proved to have the lower
performance. On the other side, there are evidence in the corporate governance literature review regarding
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cross-country specific studies for European savings sector (Williams and Gardener, 2003), European and US
banks (Altunbas et al., 2003), and European Union countries (Girardone, et al., 2009). The results show that
saving banks operating in Germany and France are the most cost efficient in European savings sector, while
commercial banks are less cost but more profit efficient compared with mutual banks during the 1990s in
both European and US banks. As regards credit institutions operating in European Union countries, empirical
evidence reveals that private banks are not more efficient than non-private ones.
Closely related performance was analyzed the relationship between banks’ ownership and risk
taking. Related to this topic, even if there are evidence that suggest for a very long time that ownership
structure influences risk taking (Jensen and Meckling, 1976; John, et al., 2008), the first empirical research
that assesses this relationship is a relatively new one (Laeven and Levine, 2009). According to this study, the
same regulation has different effects on bank risk taking depending on the bank’s corporate governance
structure. For example, it has been demonstrated that bank with foreign ownership and board of directors are
more willing to address the deterioration of asset quality, tolerating lower profits in order to build longerterm institutional strength. It this respect, these banks increase the provisions for credit losses, thereby
reducing their performance (Cobb et al., 1995). Moreover, there is another study (Allen et al., 2005), which
suggests that foreign banks have superior ability to diversify risks and may provide certain services to
multinational clients that domestic banks may not easily offer.
As we can see from the short review of corporate governance literature presented above, all topics
analysed related to the board of directors, represented by its main characteristics, and their impact over
different financial and/or non-financial indicators reveals that there might be either positive or negative
relationships. Thus, as a conclusion, we totally agree the following opinion: “board size, composition and
structure can be good or bad depending on what you are looking for” (Gup, 2007), as well as the one
according to which “empirical research on bank performance and ownership is neither consistent nor
conclusive” (Barako and Tower, 2007)
Starting from the recently tendency in the banking environment, of running activities more and more
risky, and considering the importance of the board of directors in the corporate governance mechanism,
shown by the numerous studies relied on this subject along time, we focused our attention on the possible
influences that foreign board of directors and ownership might have over performances in the Romanian
banking system.
4. Empirical analysis of the relationship between foreign ownership and board of directors,
and banking performance
Our empirical study aimed to analyze the relationship between foreign ownership and board of
directors, and bank’s performances uses a dataset that comprises 27 banks that are running their activity on
Romania, from a total of 38 commercial banks, according to the National Bank of Romania’s websites. We
excluded from our sample those banks where we can not find on their websites, which was our main source
of information, all data needed for doing our research.
In order to conduct our study we used the following variables:
- Performance – is the dependent variable that expresses the performance of a credit institution
calculated as a ratio between net profit and total assets. This variable takes either 1 value, if
performance is grater than 150% and 0 value otherwise (if performance is lower than 150%);
- PFB (Percentage of Foreign Board) – is an independent variable, which takes values from 1 to
4, as if follows: 1 value if there is not any foreign member on the board, 2 value if there are less
than 50% foreign directors on the board, 3 value if the majority of the board of directors, but not
all of them are foreigner, and 4 value if the entire board of directors is made of foreign members;
- FO (Foreign Ownership) – is an independent variable, which takes values from 1 to 4, as if
follows: 1 value if there is not any foreign shareholder, 3 value if there is more than 95% foreign
equity, but less than 99%, 4 value if ownership is made entirely of foreign shareholders and 2
value – otherwise;
By using the variables defined above, we tried to identify if there is a relationship between a bank’s
performance and the fact that the board and shareholders are foreigner. In this respect we formulate the
following hypothesis:
H: There is a positive relationship between foreign board of directors and ownership of
a bank and its performance.
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The correlation between the dependent variable (Performance) and each of the two independent
variables (PFB – percentage of foreign board and FO – foreign ownership) is presented in the following
table:
Table 1: Correlations between variables
Performance
Kendall's tau_b

Performance Correlation Coefficient

PFB

,625**

.

,010

,001

27

27

27

1,000

Sig. (2-tailed)
N

FO
**

,473

**. Correlation is significant at the 0.01 level (2-tailed).
Source: calculations made by authors using SPSS software

By analysing the values of Kendall’s coefficients used for analysing correlations between ordinal
variables, we reached to the conclusion that foreign ownership (FO) has a stronger influence over a bank’s
performance than foreign board of directors (PFB), as the values reflect: 0,625 for FO unlike 0,473 for PFB.
Furthermore, as we can also see in the table above, both variables are significant with a high probability of
approximately 99% (Sig. < 0,01).
As regards the relationship between dependent variable and both independent variables that proved
to be important, and the significance of this relationship, we can assert that this is explained only in 42,7% of
cases, as R Square calculated in the table below shows:

Model

Table 2: The relationship between dependent variable and independent variables
R
R Square
Adjusted R Square
Std. Error of the Estimate
,654a

1

,427

,380

,399

a. Predictors: (Constant), FO, PFB
Source: calculations made by authors using SPSS software

Model
1

Table 3: The significance of the relationship between variables
ANOVAb
Sum of Squares
df
Mean Square
F

Regression

2,848

2

1,424

Residual

3,818

24

,159

Total

6,667

26

Sig.

8,951 ,001a

a. Predictors: (Constant), FO, PFB
b. Dependent Variable: Performance
Source: calculations made by authors using SPSS software

By analysing the values of the coefficients of correlations between banks’ performances and the
foreigner character of the board and shareholders we can conclude that there is a positive relationship, both
PFB (percentage of foreign board) and FO (foreign ownership), and the dependent variable (Performance),
as the sign of the un-standardized coefficient B from the following table suggests:
Table 4: Coefficients of correlation between variables
Standardized
Unstandardized Coefficients
Coefficients
Model
1

(Constant)

B

Std. Error

Beta

t

Sig.

-,651

,301

-2,163

,041

PFB

,018

,114

,034

,162

,873

FO

,358

,119

,630

3,000

,006

a. Dependent Variable: Performance
Source: calculations made by authors using SPSS software
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5. Findings and conclusions
After testing the correlations between variables, the first step of our empirical analysis, we reached
to the conclusion that all independent variables considered in our study (FO - foreign ownership and PFB –
percentage of foreign board) are significant to explain an influence over a bank’s performance
Thus, we can proceed at analyzing the hypothesis formulated - the next step of our analysis. The sign
and the values of the variables allow as concluding that banks’ performances are directly and positively
influenced by foreign ownership and board of directors. So, those banks whose shareholders come form
foreign countries seem to have higher performances. Moreover, we can assert that the bigger the number of
foreign members on the board, the higher the bank performance is.
According to these results, offered by the statistical analysis, we can assert that there is a positive
relationship between foreign ownership and board of directors, and banks’ performances, and there by, our
hypothesis (H) is accepted. This allows as ending our empirical analysis by creating a function, using linear
regression, which reflects the intensity and the direction of influence of the foreigner character of the board
and bank’s shareholders over performances. Our function is defined as it follows:
Performance = f (PFB, FO) = const + α * PFB + β * FO,
where const, α and β are the coefficients of regression, calculated in the Table IV.
Therefore, our function, using the coefficients calculated before has the following formula:
Performance = -0,651 + 0,018 * PFB + 0,358 * FO
In the end we need to mention the limitations of our study. First of all, we should not forget that our
empirical research only tested the correlation for a sample of credit institutions, which had all data needed
publicly available on their websites. Secondly, we take into consideration just two dependent variables
related to a bank’s board and its shareholders. But, there might be other possible factors closely related to
these that might influence a bank’s performance. These limitations offer us outlooks for future research,
focused on a larger sample of banks and considering more factors of influence, the most probable and maybe
the best solution of collecting all data needed being a questionnaire. Also, the research might be improved by
using other statistical methods than the linear regression analysis for testing the relationship between the
established variables
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Abstract: The order of the Minister of Public Finance no. 3055/2009, published in the Official Gazette no.
766 of 10.11.2009, applicable starting with January, the first, 2010 puts its imprint on the nature of the assets,
inventory accounting. Thus, the legislative act brings about some changes in the area of the stocks, the cost of stock
assessment and stock records.
n the paper “Particularities regarding stock accounts according to the Accounting Regulations harmonised
with the European Directives” we introduce new regulations on the accounting treatment of inventories trying
theoretical approach taking into account both the legal and the practical.
Key words: raw materials, goods, supply current stocks, trade discounts.
JEL classification: M41

Accounting regulations harmonised with the European Directives, approved by Gazette 3055/2009
define stocks as assets:
• held for sale in the ordinary course of business;
• under production for sale in the ordinary course of business, or
• as raw materials and other supplies to be used in production or services.
The category of stocks includes inventories and assets with long manufacturing cycle, destined for
sale (for example housing complexes or complexes made by entities that are principally engaged in obtaining
and selling houses). If buildings are made for long-term operation, by the entity which has made them, they
represent fixed stocks.
Also, when land is purchased to build on it for homes or other buildings for sale, it is recorded in
inventory.
Since the Order 3055/2009 does not expressly provide what type of stocks will be accounted the land
purchased for housing for sale discussions between theorists and practitioners are divided regarding the
recording of the accounts of these assets.
In our view the land purchased for housing for sale can be recorded separately in Account 371
“Goods”
Example:
Company “Vulturul-Eagle” acquires land for housing for sale.
%

=

401
“Suppliers”

371
“Goods”
4426
“VAT deductible”
Where there is a tangible change in use of a property, meaning that it will be improved in view of
sale, when deciding on the change of destination, accounting records transfer tangible asset category in the
stocks. Transfer is recorded as outstanding value of the property. If the property, the plant was reassessed at
the same time with the asset reclassification proceed to closing revaluation reserve account relating thereto.
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Example:
Company “Vulturul-Eagle” owns a building valued at 180,000 lei, depreciation is calculated and
recorded at 60,000 lei revaluation reserve is 20,000 lei.
People with the right of decision in the Company “Vulturul-Eagle” decide the modernization of the
construction in order to be sold.
The transfer of bodily restraint (construction) is recorded in stock.
%
= 212
180.000
“Buildings”
371
100.000
“Goods”
2812
60.000
“Depreciation of buildings”
105
20.000
“Reevaluation reserve”
Where an asset that was initially recognized as land is subsequently used for the construction of
homes for sale, depending on how the negotiation of contracts for the sale of goods subject to the
construction and sale, the value of the land is included in value assets constructed or is in stocks of a distinct
nature of the goods, at the value on the accounting.
If land has been reassessed, at the same time with the asset reclassification, proceed to closing the
asset reevaluation reserve account relating thereto.
If the nature of the assets of housing complexes or complexes that were originally intended for sale
and then change their destination, to be used by the body over a long period or to be leased to third parties in
accounting record transfer from stocks to property body. Transfer is made on a change of destination, the
value at which assets were recorded in the accounts (represented by cost).
Inventories and goods in custody are included in stocks, for processing or on consignment to others,
used cars only as demonstration material for negotiation in the cars field, with duration of use less than a
year. They are recorded separately in the accounts on inventories. If materials have demonstrated higher
utilization period of one year, they are fixed.
They are reflected also in separate accounts those stocks purchased for which they have transferred
the risks and rewards, but are under supply (Group 32 “Supply stocks” of The General Chart of Accounts).
Recording inventory accounting entry is made after the transfer of risks and benefits.
Generally, the dates of the control transfer, the property transfer and the delivery transfer are the
same. Still, there can be differences in time, for example:
-goods sold on consignment or stocks at the customer’s disposal;
-pledged stocks delivered to the creditor beneficiary of the pledge, which remain with the debtor until
they are sold;
-goods received for which no invoice has been sent yet, and are to be recorded in the buyer’s assets;
-goods supplied and not invoiced, to be removed from the records, the property transfer is taking place;
-goods sold and not delivered yet, for which the transfer of propriety had been held. For example, the
delivery sales provided with “no-work”, the sold goods are out the from the seller’s stock when they are at
the buyer’s disposal etc.
The cost of inventories should comprise all costs of acquisition and processing and other costs incurred
to bring inventories in the form and the place they are to be found.
The cost of inventories of a service includes labor and other expenses of personnel directly engaged
in providing services, including staff responsible for supervision and appropriate utilities.
Depending on the specific activity, in order to determine the cost there can be also used standard cost
methods, in the production activity or retail in retail trade.
Standard cost takes into account normal levels of materials and supplies, labor, efficiency and
production capacity. These levels should be periodically reviewed and adjusted, if necessary, depending on
conditions at the time.
The differences in price to purchase or production cost shall be shown separately in the accounts,
being recognized in cost of the asset.
On leaving the management of stocks and other fungible assets, they shall be assessed and accounted
for by one of the following methods:
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a) the method first in –first out-FIFO
b) the method of the medium pondered cost-MPC
c) the method last in – first out-LIFO
The method chosen must be applied consistently for similar items by the nature of fungible stocks
and assets from one year to another. If, in exceptional circumstances, managers decide to amend the method
for a particular item of stock or other fungible assets, the notes must include the following information:
-the reason of altering the method, and
-its effects on the final outcome.
An entity must use the same methods of determining the cost for all inventories having similar
nature and use. The notion of “similar use” is specific to each entity.
For inventories with different nature or use, the use of different methods for calculating the cost can
be justified.
A difference in geographical location is not sufficient to justify different methods.
Examples of recording accounting stocks of raw materials:
The company “Vulturul-Eagle” on March 27th, 2010 buys from a supplier of raw materials worth
10,000 lei, VAT = 19%. Raw materials are received on April 2nd 2010.
I . The first step is being recorded material supply:
%

=

401
“Suppliers”

321
“Raw materials to be supplied”
4426
“Deductible VAT”

11.900 lei

10.000 lei
1.900 lei

II. Supplied raw materials are to be recorded
301
“Raw materials”

=

321
10.000 lei
“Raw materials to be
supplied”
Subsequently SC “Vulturul-Eagle” receives from a supplier of raw materials rebate 2% of raw materials
purchased.
Rebate: 10,000*2%=200lei
Commercial Company registration accounts “Vulturul-Eagle” trade discounts (rebates):
401
=
609
200 lei
“Suppliers”
“Commercial rebates
received”
The provider will record accounting tax relief by the formula:
709
“Commercial rebates granted”

=

4111
“Clients”

200 lei

The Order 3055/2009 of the Minister of Public Finance for approving accounting regulations with
European directives makes some changes regarding the inventory, the cost of stock assessment and stock
records, changes introduced in the paper.
We note separate registration accounts of trade discounts given subsequent billing for the trade
discounts received in account 609 and in account 709 for trade discounts granted.
But the 609 account is included in class 6 “Expense accounts” asset accounting function therefore
should begin to work through to charge and account 709 is included in class 7 “Accounts Revenue” liability
accounting function therefore should begin to work through crediting.
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It is true that the legislature does not specify the new order book position of the two accounts, but we
believe it would be preferable to use trade discounts received in account 709 and account 609 for trade
discounts granted in its current form as long as both accounts are included in the calculation of the result.
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Abstract: The paper presents main causes and effects of the global financial crisis and analyses the impact of
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1. Causes and effects of the international financial crisis
Frederick Mishkin (1991) has defined the crisis as being “a disruption to financial markets in which
adverse selection and moral hazard problems become much worse, so that financial markets are unable to
efficiently channel funds to those who have the most productive investment opportunities. As a result, a
financial crisis can drive the economy away from equilibrium with high output in which financial markets
perform well to one in which output declines sharply.”
Specialised literature is abundant in references related to the actual financial crisis, many academics
and finance personalities, but also prestigious institutes have examined the possible causes, effects, workable
reactions and lessons to be learnt from this phenomenon of such a global magnitude (Larosiere Report, 2009;
Turner Review, 2009; Brunnermeier, M., Crockett, A., et al (2009); IMF Lessons paper 2009; EMU Public
Finance Report 2009).
Larosiere Report (2009) claims that “since July 2007, the world has faced, and continues to face, the
most serious and disruptive financial crisis since 1929”.
The Turner Review (2009) describes what went wrong, the extent to which the crisis challenges past
intellectual assumptions about the self-correcting nature of financial markets and the need for changes in
banking regulation and supervisory approaches. First identified trigger of the crisis are the macro-imbalances
combined with innovative financial products such as derivatives contracts (put and call options for which
goods, currencies, financial actives were used as underlying assets).
The second trigger has been considered to be the mistaken assumption that mature financial markets
are always rationale and efficient, while a third possible cause of the financial crisis has been blamed on the
failure to impose a discipline on the financial markets, although the Basel II Agreement regarding capital
adequacy included assumptions that could have improved discipline (through Pillar 3 – “Market discipline”).
The present macro-imbalances started to show since 2004-2005 and were caused, on one hand, by
exceeds in current liquidity and by high saving rates existing in several Asian countries - China, Japan,
Malaysia, Philippines or in oil exporting countries - Saudi Arabia, United Arab Emirates, and, on the other
hand, by current account deficits, chronic for USA and other European countries – UK, Spain, Ireland, Italy,
Greece (see table 1). These current account imbalances are often seen as being the consequence of the
relative inflexibility of the currency regimes in China and some other EMEs. The exceeds in liquidity were
invested abroad (mainly in USA and UK) not in a wide array of equity, property or fixed income assets – but
almost exclusively in apparently risk-free or close to risk-free government bonds or government guaranteed
bonds, and this led to a considerable decrease in the risk-free rate on medium and long term in those
economies. As a result, the banks’ interest rates decreased, the credit standards relaxed, the proportion of

household debt in the GDP increased, and the consequence is known as “the housing bubble” (see
figure 1).
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Table 1: Current Account Balance (per cent to GDP)
1990-1994

1995-1999

2000-2004

2005

2006

2007

2008

Austria

-0,4

-2,3

1,0

2,0

2,8

3,1

3,5

Greece

-1,6

-3,5

-6,8

-7,3

-11,1

-14,2

-14,4

-10,0

France

0,0

2,0

1,3

-0,4

-0,5

-1,0

-2,3

-1,2

-,04

-0,8

1,4

5,1

6,1

7,5

6,4

2,9

1,0

2,1

-0,5

-3,5

-3,6

-5,3

-5,2

-1,7

Italy

-0,9

2,1

-0,7

-1,7

-2,6

-2,4

-3,4

-2,5

Romania

-4,7

-5,5

-5,3

-8,9

-10,4

-13,5

-12,4

-5,5

Spain

-2,6

-0,9

-3,9

-7,4

-9,0

-10,0

-9,6

-6,0

United Kingdom

-2,1

-1,0

-2,0

-2,6

-3,3

-2,7

-1,7

-2,0

Switzerland

5,7

8,8

10,8

13,6

14,4

9,9

2,4

6,1

Russia

0,9

3,5

11,2

11,0

9,5

6,0

6,1

3,6

Turkey

-0,9

-0,8

-1,06

-4,6

-6,0

-5,8

-5,7

-1,9

-11,7

-2,4

10,6

28,5

27,8

24,3

28,6

4,1

United Arab Emirates

8,3

4,6

9,9

18,0

22,6

16,1

15,7

-1,6

China

1,4

1,9

2,4

7,2

9,5

11,0

9,8

7,8

Japan

2,4

2,3

2,9

3,6

3,9

4,8

3,2

1,9

Malaysia

-5,2

1,8

9,8

15,0

16,0

15,4

17,9

13,4

Philippines

-4,0

-2,8

-0,7

2,0

4,5

4,9

2,5

3,2

United States

-1,0

-2,1

-4,5

-5,9

-6,0

-5,2

-4,9

-2,6

Germany
Ireland

Saudi Arabia

2009
2,1

Source: IMF - World Economic Outlook Database October 2009
Figure 1: Household debt as proportion of the GDP
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Brunnermeier, M., Crockett, A., et al (2009), authors of the “Geneva Report”, have studied the risks
in the financial and banking field, especially the systemic ones, and have emphasised the need to change the
view over banking risks management, from a micro-prudential view centred on individual banks, to a
systemic vision at a macro-prudential level.
EMU Public Financial Report (2009) tried to identify the banking and fiscal costs of the present
crisis for all the EU states, indicating, as it was expected, that different approaches and different starting
points led to economic effects that varied in magnitude from one case to another.
The tremendous impact of the present financial crisis on the global economy made the most
important international financial institutions to design a common long term vision about the actions required
to create a stable and effective banking system and to redefining the boundaries of prudential regulation and
these refer to: capital adequacy, accounting and liquidity, institutional and geographic coverage of
regulation, deposit insurance, credit rating agencies, remuneration, Credit Default Swap (CDS) market
infrastructure, macro-prudential analysis, firm risk management and governance, roles’ of utility banking vs.
investment banking and the role that European cross-border banks can play.

2. The Romanian economy evolution during the financial crisis

International financial markets were strongly hit on September 15th, 2008 after Lehman Brothers,
US’s forth largest investment bank by assets, announced its bankruptcy. The Romanian capital market has
been affected as well. On the Bucharest Stock Exchange (BSE) the descending trend started in September
2008 caused the aggregated index BET-C to drop to historical low levels (1231,05 points) last achieved in
February 2003, marking a difference of 196,12% (see table 1).
Table 2: BET-C variation
Date

BET-C

BET-C variation

10/09/2003

1.231,92

09/15/2008

3.645,46

+195,91%

02/25/2009

1.231,05

- 196,12 %

-

Source: BSE (Bucharest Stock Exchange)

BET-C is the BSE’s most representative index; it a composite index reflecting the evolution of the
prices of the companies listed on the regulated market BSE (category I and II), excepting SIF-s (see figure
1). BET-C is a price index weighted by market capitalisation of the companies included.(see figure no. 2).
Figure 2: Capital market index BET-C

Source: BSE
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In Romania, the financial crisis became apparent not only from the falling of the stock exchange, but
was later followed by hardship in production and sales caused by a combination of fiscal, industrial action
and electoral factors (changes in taxation, demands for amending the legislation on public servants salaries,
industrial actions, governmental instability, unemployment rise and significant increase of taxes and excises).
A study conducted by Correa P. and Iootty M. (2009) about the impact of the crisis on companies from
Europe and central Asia revealed that Bulgaria, Hungary, Latvia, Lithuania, Romania and Turkey were
among the worst hit economies, where companies recorded the biggest decline in their sales.
Figure 3: Sales decline by country
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35.52%
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Average drop in sales (2009/2008)

Source: World Bank survey, 2009

In 2008 the Romanian budgetary policy was expansionary, pro-cyclical and lead to the accumulation
of significant macroeconomic imbalances, manifested by current account deficit and increasing inflation rate.
The situation of public finances has deteriorated considerably in late 2008, the budget deficit reaching 4.9%
of GDP, over twice the budgeted target set.
Table 3: Main macro-economic ratios
2005

2006

2007

2008

2009

3910.88

5025.08

6665.47

1977.1

2714.77

38.22

28.49

32.64

-70.34

37.31

4.20

7.90

6.30

7.10

-7.70*

Foreign direct investments (mil Euro)

21885

34512

42770

48798

49486

FDI % (prev. year =100)

45.51

57.70

23.93

14.09

1.41

RON/EUR exchange rate

3.6234

3.5245

3.3373

3.6827

4.2373

5.8

5.4

4.3

4.0

-0.7

-1.4

-3.1

-4.9

BET_C (points)
BET-C % (prev. year =100)
Real GDP(% (prev. year =100)

Unemployment rate
Fiscal balance

Sources: BNR, *CNP forecast , BSE, **IMF projection
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Figure 4: Main macro-economic ratios
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Additionally, in 2009 the Romanian government introduced a lump sum tax for companies, causing
the negative effects of the crisis on the private companies and, indirectly on the population, to worsen.
Compared to 2008, the GDP dramatically dropped with 7,7% (according to National Forecasting
Commission - CNP), and the international financial crisis affected the Romanian economy via a mix of
channels.
“We’ve identified five contagion channels of financial crisis’ indirect effects in Romania: trade,
financial, confidence, forex and effects over wealth and balances”, said Mugur Isarescu, governor of
National Bank of Romania (Isarescu, 2009). Thus, if on the trade channel a slowing-down growth of exports
and imports (according to CNP) affecting the current account deficit could be noticed (see tables no.1 and 4),
the confidence channel was the hardest to be affected.
Table 4: Trade dynamic
2007

2008

2009

Exports (previous year = 100)

13,70%

13,80%

- 22,39%

Imports (previous year = 100)

24,90%

9,40%

-36,50%

Source: CNP (National Forecasting Committee)

The first signal was given by the country rating being changed from “stable” to “negative” that
subsequently confronted Romania with a high volatility of the stocks and forex markets (see figures no. 2
and 5), followed by a significant withdrawal of Western European investors (from Austria, Holland,
Germany, France, Italy and Greece), themselves facing liquidity problems in their own countries.

348

Nr. 6 (53) /2010 vol.1
Figure 5: Dynamic of RON/EUR exchange rate (ian2007-dec2009)
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Although the Romanian economy entered 2008 with positive perspectives for a rapid development,
the financial and economic situation visibly worsened in the second part of year 2008 and the negative
development continued also in 2009, as indicated by the evolution of the gross domestic product (GDP) and
the foreign direct investments (FDI).
The decline of the FDI was substantial during 2008-2009; if the total amount of FDI in 2007
amounted to Euro 42.770 mil. and in 2008 to Euro 48.798 mil. (an increase of 14,09%), in 2009 FDI were
Euro 49.486 mil. (an increase of only 1,41% compared to the precedent year). Additionally, when looking at
FDI by regions (see table no.5), the effects of the crisis appear different, highlighting the differences of the
regional development in Romania. It is clear that the most attractive region remains, by far, Bucharest-Ilfov
region and the least attractive is Nord-East region, heavily affected by the important losses made by a
number of large companies based there.
Table 5: FDI by regions (mil EUR)
Region

2004

2005

2006

2007

2008

% of total FDI 2008

Bucharest

8.426

13.264

22.205

27.516

30.594

62,70 %

Centre

1.038

1.610

2.559

3.541

4.146

8,50 %

South-East

1.752

1.838

2.653

2.448

3.551

7,28 %

South

1.273

1.388

2.228

2.942

3.411

6,99 %

West

1.093

1.491

1.948

2.365

2.626

5,38 %

Nord-West

1.035

1.257

1.570

1.907

2.108

4,32 %

South-West

405

745

938

1.379

1.226

2,51 %

Nord-East

18

292

411

672

1.136

2,33 %

Total

15.040

21.885

34.512

42.770

48.798

100,00 %
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Unsurprisingly, the decrease in the economic growth rate meant, in fact, a decline in the economic
activity or even bankruptcy of many companies. This caused unemployment rate to increase, with high rates
registered in the least developed regions (see table 6). Data from the National Agency for Employment
(ANOFM) for January 2010 indicated an unemployment rate of 11,25% for South-West Oltenia region and
of 9,11% for Nord-East region. The Centre region, even confronted with increased unemployment (10,41%),
retains more powerful development resources (GDP/capita is 4-5% higher than the national average). The
Bucharest-Ilfov region registered the lowest unemployment rate (2,49%), having also the highest
GDP/capita.
Table 6: Unemployment by regions – Jan 2010
Region

Nr. of unemployed

% of total

Unemployment rate

Nord-East

116.700

15,75%

9,11%

South-East

98.113

13,24%

8,95%

South Muntenia

124.903

16,86%

8,96%

South-West Oltenia

104.152

14,06%

11,25%

West

67.302

9,08%

8,41%

Nord-West

87.849

11,86%

7,69%

110.739

14,94%

10,41%

31.224

4,21%

2,49%

740.982

100,00%

8,10%

Centre
Bucharest
TOTAL

Source: National Agency for Employment (ANOFM)

3. Households’ financial behaviour during the financial crisis
If until August 2008 the credit supply and demand has been abundant (see table no.7), in 2009 both
components faced a rapid and wide adjustment. Although during 2004-2007 deposits registered an average
growth rate of 37,14% and loans enjoyed a growth rate of 73,42%, in 2008 (due to local and international
events) this trend has visibly lost speed (only 23% for deposits and only 41% for loans).
Table 7: Household loans and deposits
(mil. RON)

2004

2005

2006

2007

2008

Cash and deposits -total

30.804

40.112

56.852

79.842

98.827

5.609

7.439

13.758

14.852

18.309

- Deposits

25.195

32.673

43.094

64.990

80.518

Shares and other participations

65.605

105.202

135.818

229.987

145.229

Total assets

105.764

154.144

202.578

327.307

271.852

Loans - total

15.421

26.904

46.118

80.423

113.561

- Short term loans

2.103

2.632

3.961

4.935

6.706

- Long term loans

13.318

24.272

42.157

75.488

106.855

Total liabilities

18.015

318.816

60.189

98.530

135.793

- Cash

Source: BNR- National Financial Accounts Report 2009
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Figure 6: Dynamic of household loans and deposits
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A strong negative signal was given by the Lehman Brother’s bankruptcy (in September 2008),
causing population to be reluctant to make saving in new bank deposits (having been exposed to previous
negative experiences in the 1990-1998 period when the Romanian banking system was stricken by fraud and
bankruptcy) or to take new loans, due to the new economic conditions and to the anticipated decrease of their
welfare.
Bank lending has reduced in volume, but the structure of lending, per durations and currencies,
continued to suffer a potentially dangerous dynamic because, on one hand, the long term debts were the most
important part of the population’s total debts – primarily taken for consumption (mainly imported goods like
cars, household appliances, furniture, etc.) and, on the other hand, alongside their RON and EURO loans,
banks offered loans denominated in „exotic” currencies (yen, Swiss francs). Borrowing denominated in
foreign currencies grew even more rapidly than borrowing in RON, so that the share of those in total
borrowing rose from 45 % to 56 % of total household debt by mid-2008. Although the Swiss francs loans
enjoyed a great success during the previous growth period, these borrowers are now confronted with a
double problem, one related to the currency risk and the other one related to the liquidity risk, as an analysis
of the currency exchange rate RON/EUR and RON/CHF shows an almost perfect positive correlation
(0,9929) between those two (see figure no.7).
Figure 7: Daily exchange rate evolution for EUR and CHF (daily series 2007-2009)
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The cost of the credit became a limitative factor in a household’ decision to access new loans, as a
result of the fact that an important part of the banking capital in Romania comes from Greece, Austria,
Holland, France, countries also affected by the crisis and already reducing the financing available to their
local Romanian branches. The average ratios of interests for new loans in RON constantly fluctuated above
the monetary policy rate; during 2007-2009 the effective annual interest rate (DAE), that includes both
interest rate and all banking charges for a loan, was between 16,8% and 25,1% for consumer loans in RON
and between 8,6% and 14,8% for housing loans in RON, while the same rates for EUR were between 9,9%
and 12,7% (consumer loans) and 5,8% and 11,6% (housing loans), all those figures being the highest in the
region (see figure 8).
Figure 8: Household loans’ cost (DAE)
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A regional analysis of the household loans highlights the concentration of a large amount of loans in
the Bucharest-Ilfov region (32% in 2009), followed at a considerable distance by the rest of the regions,
cumulating together the rest of the two thirds of the contracted loans, the largest share in the total amount of
loans being that for consumption (see figure 9 and 10).
Figure 9: Total household loans by regions in 2009
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The region with the highest proportion of consumer loans granted in 2009 was the South region
(83,1%), followed by South-West (80,9%) and Nord-East (79,6). In Bucharest-Ilfov, the region that attracted
the largest part of the FDI, a greater absorption of housing loans (30% of the region’s total amount) increased
with 30,7% from the previous year (almost 3% higher than the national average) was visible.
Figure 10: Total household loans by regions and purpose in 2009
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The hostile evolution of the economic and legal environment in 2009, that caused the FDI volume,
companies’ net sales and the country’s GDP to reduce, combined with increased currency exchange rates,
growing unemployment rates and the wrong fiscal initiatives, all these caused the overdue loans to gain a
bigger share in the total amount of loans, both for RON and foreign currencies loans (see figure no.11).
Figure 11: Overdue loans rate 2007-2009
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Bucharest-Ilfov region has the highest arrears, but here the credit risk is lower compared to the rest
of the regions, as this is the richest region of the country, has the highest development rate and the lowest
unemployment rate. The most difficult problems are to be found in the North-East region, the poorest of
Romania (and among the poorest in the EU), where the average rate for overdue loans in RON is the highest
(28,7%). Data published by National Bank of Romania indicate that, in general, the percent of overdue and
uncertain loans in the total loans portfolio, even having increased, is still at a low value (1,46% - net values),
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but the increase in the number of persons accumulating arrears (with 52% in 2008-2009) is a cause for
concern; those dynamics show that the individual value of most loans is small (up to Euro 20.000
equivalent), thus rendering the banking system exposed to individual small debtors, as far as the household
loans segment is concerned.
Table 8: Banking risk ratios
2005

2006

2007

2008

2009

Loans granted to customers / total assets (%)

46,6

53,17

59,09

62,5

Overdue and doubtful loans / total loans portfolio
(net value) (%)

0,26

0,2

0,22

0,32

1,46

Number of persons registering arrears greater than 30
days

222.244

276.565

352.394

449.510

683.308

Persons’ total arrears sum (thousands RON)

161.954

279.019

573.266

981.184

2.841.822

59,02

Source: BNR

On the wealth and balance channel, it can be noticed that, during 2008, the net assets of the
population have deteriorated, as a consequence of the increasing weight held by loans denominated in a
foreign currency (along with the depreciation of RON) and of the unemployment rate, but also due to the
plunge in the price of movable and fixed assets from speculative, non-sustainable values (“bubble” type
values). The wealth of the population decreased also because the assets acquired by credit (mainly consumer
goods) depreciate faster then the amortisation in case of liabilities (debts to creditors). Moreover, the price of
these assets encountered important and unforeseeable plunges, thus causing wealth deterioration once again.
Figure 12: Household wealth dynamic
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4. Conclusions
The period of economic growth of the years 2004-2008 has brought with it an increased appetite for
indebtedness in the population (the famous “only ID card needed” consumer loans), but the net financing
capacity eroded progressively, placing the households in the position of net debtor to the banking system
since 2006 with the trend growing during 2009, as the local and international economic situation worsened.
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Table 9: Household financing capacity
1998

Net financing capacity (+)
/ Net financing
requirement (-)
(mil. RON)
Percentage in GDP (%)

1999

2000

2001

2002

2003

2004

2005

2006

2007

2008

1815

7236

8733

6944

10014

10688

8747

23951

-13452

-5216

-32988

4,9

13,1

10,8

5,9

6,6

5,4

3,4

8,3

-3,9

-1,3

-6,5

Source: BNR

The financial and economic crisis is anticipated to generate important losses at global level. IMF
estimations (2009b) were showing that losses can add up to around USD 4.000 billions, two thirds of those
being located at banking level. The slow down in the global economic activity and the materialization of the
losses will infect both the Romanian local banking system and the real economy.
The most recent IMF report (2010) identified the following categories of risks that the Romanian
economy is still exposed to:
(1) sharp contraction of capital inflows,
(2) severe recession in major European economies,
(3) damaging domestic fiscal and wage policies.
The recent events in the EU involving excessive deficits of some member states (such as Greece,
Portugal, Spain, Ireland – PIGS group) seems to confirm a high probability level for the first two threats that
IMF identified. For Romania, Greece is an important business partner (with 6,5% of total FDI amount in
2008) and some of the most active banks in Romania have capital originating in this country (Bankpost,
Alpha Bank, Banca Romaneasca, Piraeus, Marfin, Emporiki, which add up to over 30% of total banking
capital in Romania). As the solvability of their parent-banks might be affected, such troubles would add up to
their liquidity issues, influencing the Romanian economy in an indirect way, by reducing the FDI (both in
banking and in non-financial sectors), which might cause these banks to increase the price for the credits
offered to companies and households.
In conclusion, we estimate that in the near future, the financial behaviour of the population will stay
on the same trend as started in 2009, namely the appetite for new credits will diminish. However, we
consider that the loans structure will suffer changes, giving more weight to housing loans, to the detriment of
consumer loans. DAE for these two loans categories, both in RON and foreign currencies, will continue to
work as a corrective factor, inducing the population to avoid excessive consumer indebtedness. A very
important role in these decisions will also be played by the Governmental anti-crisis policies and measures,
some of the highly unpopular ones leading to increased unemployment and higher taxes, which in turn could
cause an increase in overdue credits.
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Abstract: The fiscal policy concept is often presented with different shades, usually pointing out its side
concerning the tax system promoted by a state. In fact, fiscal policy can be conceived only as a mixture between the
methods of procurement of resources available to the state and those regarding the destinations that are given to these
resources, in the performance of its functions and tasks.
Fiscal policy represents the aggregate of decisions that are taken in order to achieve the structural modeling of
the tax system, the guarantee of its functioning in order to accomplish the desired aims in economics by the public
decision-making person.
Therefore, fiscal policy is a component of the state financial policy, including all the regulations on the
establishment and collecting of taxes and materializing the state’s options about taxes, also the decisions concerning
public expenses that are financed. But, its components must be concerted with those of the budgetary or monetary
policy, also of the price policy and the employment policy etc., so that they become integrated into the general policy.
When it comes to taxation, European policy has two major components: direct taxation - which is the
responsibility of member states and indirect taxation, which affects the free movement of goods and services.
Member states have already taken measures to prevent tax evasion and double taxation, and European policy in this
area aims to ensure that on the home market the competition is not distorted by differences between the systems and the
installments of indirect taxation. Moreover, measures have been taken to prevent the negative effects of competition in
taxation, which may arise in case of assets transfers between EU member states.
Key words: fiscal policy, budgetary policy,assets,public expenses,vallue-added tax,budget deficit.
Classification JEL:H24,H30,H31,H39.

Internal macroeconomic framework in 2010
In the first part of the year 2010 the tendency of economic contraction will continue. It is possible that,
during the first two trimesters of the year 2010, the real increase of the Gross Domestic Product to be
negative, but, for the year 2010, the economic framework forecasts a rise above the negative interval and a
slow increase of the Gross Domestic Product, in real terms, of 1,3% related to 2009.
Internal demand will rise 1,4%. The main constituent that will mark an increase will be the final
individual consumption of the people, which will rise 3%. Gross Fixed Capital Formation will decrease 1%.
For the effective collective final consumption of the public administration it is forecast that it will continue to
decrease 4%.
Due to the fact that the exports and imports of goods and services started to grow again, it is
estimated that the net exports will have a negative contribution to the growth of Gross Domestic Product
(0,2%).
Following the stabilization of the global economy, helped by macroeconomic and financial endorsing
policies, for the year 2010 it is estimated an economic development on an international scale of 3,1%. Thus,
it is expected that the external Romanian trade should also recover, situating itself at an ascending trend.
In 2010, goods exports are expected to grow 3,5% and goods imports 4,2%, provided that industrial
production rises 3% related to 2009.
Intra-community goods exports will increase in 2010 2,9%, and the imports 4,1%. Regarding extracommunity exports, they will rise 5,0%, and extra-community imports 4,5%.
Related to 2009, commercial deficit FOB-FOB will increase 7,4%, maintaining the same level
related to GDP (5,4%).
The commercial deficit estimated for 2010 will increase 7,6% in the intra-community area, and 3,0%
in the extra-community area.
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The current account deficit of the external balance of payments is expected to be around 6,5 billion
Euros, representing 5,1% of GDP. This will rise 21,2%, due both to the 43,5% increase of the negative
balance account of the revenues, and the rise of commercial balance FOB-FOB around 7%.
Regarding the inflation area, it is estimated a gradual decrease. Thus, concerning the disinflation
rhythm in 2010, the inflation rate will reduce, related to the end of 2009, 3,5%, while the annual average will
be situated at 3,7%. The decrease of the inflation rate 1% below that registered in 2009 will be influenced by
the administrative prices, which will have a slower increase.
As for the exchange rate, it is estimated a low volatility, around the value registered in 2009.
It is expected that during the following period the process of decreasing inflation will continue by
maintaining the firm position of the monetary policy and of the other elements of the economic (fiscal,
income). Furthermore, the gradual decrease of the rise of administrative prices, promoting a cautious wage
policy, raising the salaries under work productivity and continuing the structural reforms will maintain the
disinflation process on a sustainable line.
Table no.1 The consumption price index
2009
4,5
• December this year related to December last
year
5,6
• annual average
Source: Finance Minister

2010
3,5
3,7

Table no.2 Internal macroeconomic framework in 2010
Indicators
MU
Ratings 2010
mld lei
538,9
GDP, current prices
%
1,3
Rising rate
lei/euro
4,25
Medium exchange rate
%
3,7
Medium increase of the consumption prices
(CPI)
%
5,3
GDP Deflator
thousands persons
645
Number of unemployed at the end of the
year
%
7,3
-Registered unemployment rate
lei/ month
1.925
Medium income
lei/ month
1.836
Medium wage
%
3,5
Goods exports – increase rate
%
4,2
Goods Import – increase rate
% GDP
-5,1
Current account balance
Source: Finance Minister

Available Resources

Total, of which:
Economy income
Non-refundable funds
Public Deficit
Source: Finance Minister

Table no.3 : Available resources
2009
mld.lei
% GDP
191,97
38,0%
150,46
29,8%
4,81
1,0%
36,70
7,3%

2010
mld.lei
200,75
161,81
7,04
31,91

% GDP
37,3%
30,0%
1,3%
5,9%

Fiscal Policy in Romania
The fiscal policy in Romania has the following objectives on short and medium term:
- reducing the impact of the economic and financial crisis over the economy, promoting a set of
measures to maintain Romania’s investment attractiveness, a favourable evolution for the business
environment, for the labour market and for the living standards.
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- improving the sustainability of the public finances under the conditions of unfavourable demographic
perspectives, consolidating tax base and the way in which taxes are settled.
- improving efficiency, transparency and responsibility of the means of using public resources, which
will lead to a higher quality of the public finances
- clarity, cohesion and correlation in establishing a fiscal legislation, adjusting continuous to the
demands of the business field.
Knowing the severe drop of the economic activity, a loosening of the fiscal policy in order to absorb
the effects of the crisis it is no longer possible, because it would need a compensatory consolidation of the
restrictiveness of monetary policy, under the terms of severe external imbalance.
This mix of policies is unsustainable below the short term, because it produces contractive effects
affecting the economic activity, the budgetary income and the net exports, thus emphasising the initial
imbalance.
Budgetary income weight little in GDP, around 31-32% comparing to other EU member countries,
to cover the growing expenses of the public sector (around 38,0% of GDP in 2009), resulting in
unsustainable budgetary deficit on medium and long term, which, lacking some consistent reform measures,
aggravates the real convergence with EU. Moreover, due to the effects of the economic crisis, there is a
tendency of raising expenses with social protection (unemployment benefits, guaranteed minimum income,
social assistance services), which must be covered from budgetary resources.
In 2010, fiscal policy aims at assuring a stimulating field, taking measures to consolidate
transparency, stability and predictability, adopting a proper fiscal strategy adjusted to the European economic
framework and adapted to changes in the economic and social area
In addition, it is also very important the rise of fiscal policy efficiency and assuring its predictability
and stability by elaborating Fiscal Code drafts and Fiscal Procedure Code drafts, integrated in and
harmonized with the European Union Directives and with the economic realities.
- the normative deed regarding the alterations and additions to the Fiscal Code, recently approved by
the Government will provide legislative stability and simplicity and will improve fiscal system predictability.
This normative deed continues the implementation process of the regulations stipulated in Directive
90/434/EEC which imposes fusion, separation and transfer of assets and the exchange of movable assets
between the companies of several member states, enforced by Directive 2005/19/EC regarding the fiscal
regime of permanent headquarters belonging to releaser companies from Romania and that applied to
European companies and European co-operative companies.
As for the fiscal administration activity, it aims at the following objectives:
- simplifying and modernising the administrative procedures of the fiscal debts by expanding IT usage ;
- assuring transparency towards social partners when elaborating the Fiscal Procedure Code;
- increasing the efficiency of administrating contributions and taxes;
- preventing fiscal evasion by intensifying control actions, especially in the areas and for the type of
tax-payers which show a high potential of fiscal indiscipline (establishing controls based on a risk analyse);
-rising the quality of the control act.
Regarding the income tax, it is prioritary to maintain the direct unique tax quota at 16% for income and
assuring equity in allocating fiscal tasks to persons who have a low income, by offering compensations and
fiscal deductions.
For 2010 it is estimated a 3,5% weight of GDP for the income tax, dropping 0,1% related to 2009, due
to the cautious evolution of the wages, correlated with labour productivity.
Concerning the profit tax, it is necessary maintaining the direct unique tax quota at 16%.
According to art. 34(1)(b) of Law no. 571/2003 regarding Fiscal Code, with further alterations and
additions, beginning with 1st of January 2010, the annual payment system for the profit tax, making
anticipated payments during the fiscal year, is going to be applied, by all categories of tax-payers, juridical
persons, who pay profit tax. Law no. 329/2009, regarding the reorganisation of some authorities and public
institutions, rationalizing public expenses, sustaining the business environment, advanced fiscal facilitation
such as re-invested profit exempt, which would be applied until 31st December 2010.
Regarding the tax on dividends, starting 1st of January 2010, the payment deadline for tax on dividends
which were distributed, but unpaid by the end of the year in which the annual financial situations were
approved, is 25th of January the following year, according UGO no. 109/2009 for altering and completing
Law no. 571/2003 regarding the Fiscal Code.
As a forecast for the current year, it is estimated that the profit tax is registering 2,2% of GDP, dropping
0,1% related to 2009, being influenced by the production volume on economic branches.
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Conclusions for Romania:
- Romania has one of the lowest levels of fiscality, especially in the direct tax domain;
- Romania is placed 23rd out of 27 member states regarding the level of the imposed quotas applied for
the profit made by juridical persons;
- it occupies the 25th position among the UE states regarding the imposed quotas for the physical
persons income
Regarding one of the main indirect tax, that is VAT, it can be mentioned a number of references
concerning the legislative part and the forecast for 2010.
The legislative changes advanced for the year 2010 are mainly those imposed by the implementation of
the following community directives, which come to force starting the year 2010:
-Directive 2008/8/EC dated 12th February 2008, modifying the Directive 2006/112/EC regarding the
place of services;
-Directive 2008/9/EC dated 12th February 2008, which settles the detailed regulations regarding VAT
reimbursement, stipulated by Directive 2006/112/EC, towards the tax-payers residing in a member state,
other than the state which makes the reimbursement;
-Directive 2008/117/EC dated 16th December 2008, modifying Directive 2006/112/EC to prevent fiscal
fraud regarding intra-community transactions.
The main measures which will come to force starting 1st January 2010 are:
• establishing new rules to determine the place of services, that is, the member state where the taxes will
be paid;
• for services provided to taxpayers, the consumption place, that is, the place where the beneficiary
resides;
• for services provided to non-taxable persons, the place where the service provider resides.
• establishing new reporting obligations for the economic operators who provide services to
beneficiaries from other member states, in order to prevent fiscal fraud;
• modernising the actual VAT reimbursement system towards the taxpayers residing in a member state,
other than that in which they purchased the goods and services;
As a forecast for the current year, it is estimated a quantum of 6,6% of GDP related to 2009, dropping
0,1% the process being influenced by the economic activity.
Referring to another indirect tax, excise duties, among the main legislative measures for 2010, we can
mention:
- implementing the new directive which controls the general rhythm of excise duties and which sets up
the electronic system for monitoring and control movement of excisable goods placed under excise duty
suspensive regime;
- respecting the schedule for rising the excises for some energetic products (gasoline, diesel fuel black
oil, natural gas, electricity) according to the promises of Romania to reach the minimum imposed threshold
for excise through community directive specific to energetic domain;
- avoiding the initiation of the infringement procedure as a result of the notification made by EC for
Romania, which could also trigger sanctionary measures.
Starting 2010, the products for which the excise is established in percentage quantum will be cut out the
excise application field.
Regarding the level of the excise we can specify the fact that for the products subjected to harmonised
excises stipulated under title VII of Law no. 571/2003 regarding the Fiscal code, with further alteration, the
level of the excises will be increased related to 2009, according to raising schedule established for reaching
the minimum imposed threshold by the community directive for the domain, for a series of products: diesel
fuel, black oil used with a commercial purpose, electricity used with non-commercial purpose, etc.
The products, other than those subjected to harmonised excises stipulated under title VII Fiscal Code,
respect the reducing program of the excises, which is applied for coffee.
The products subjected to procentual excises will be cut out the excise application field, in order to
reach the community principles of taxation.
The forecast regarding the level of excises for 2010 states that we will deal with a 0,3% related to 2009,
as a result of a more efficient collection.
In comparison to the EU member states, we can state the fact that, for the products subjected to this
kind of taxation (ethylic alcohol, alcoholic drinks, tobacco) the level applied by Romania is situated a little
over the minimum threshold imposed by the community directives, but this level is closed to that applied by
the member states which have recently adhered to EU.
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Regarding the local payments and tax domain, the Government Decision no. 956/2009, concerning
the levels for taxable values, controls local payments and taxes and other similar taxes, such as fines which
are applied starting the fiscal year 2010.
Moreover, regarding the contributions to social insurances, it is necessary to maintain them at the
current level, as they are dropping 0,3% related to 2009, continuing to be the tax which has the highest
quantum of GDP.
If the economy does not resume growing in 2010 and without some measures to raise Romania’s
trustworthiness on the external private markets and lacking perseverance in implementing structural reforms,
the budgetary resources cannot cover the need for financing the budget deficit.
The Budgetary Policy Objectives in 2010. Principles to Allot Resources
Budgetary policy has a complex character which derives from the necessity to unroll the adjustment
process of the macroeconomic imbalances, to prevent massive and long term contraction of the economic
activity.
The budgetary policy is marked by the initial budgetary position, damaged in 2008 by the difficult
international and European context.
Although in the recession period macroeconomic policies aim at the increase of public expenses volume
to impel global demand, production and income, in Romania’s condition, due to their high level as
percentage of GDP (37,8% in 2008 and 38,0% in 2009 and due to the financing conditions, it will be
considered a restrictive policy for them, emphasising structural reforms in the public domain of wages, in the
pension system.
A higher level of expenses, associated to a more ample budgetary deficit, could have on a short term, a
stimulating effect on the economy.
On medium term, the stimulating effect is going to be counter-balanced eventually by the effects of the
eviction phenomenon of the financing resources available for the private sector, and on the other side by the
consequences of the acceleration of fiscal imbalance, on the risk perception on the financial markets.
Regarding the structure of the budgetary expenses we can say that it had a contrary evolution in 2008
related to that of EU, bringing as arguments the procycle manifestation of the budgetary policy and the
deterioration of sustainability.
If in EU the dynamic of salary, goods and services and social insurance expenses was under the
dynamic of total budgetary expenses, in order to create resources for investments, in Romania the personal
expenses and those for social assistance represented in 2008 52,4% (related to 49,3% in 2007) of total,
narrowing thus the expenses meant for investments.
Doubling them did not lead to the amelioration of the administrative capacity of the public sector, being
registered a reduce absorption of the European funds and no improvement of the quality of public services.
On short term, the insufficiency of the adjustment of budgetary expenses with personnel will delay the
recurrence on positive ground of the economic growth and will maintain the inflationary expectations
unfavourable.
On medium term, the eventual prolongation of this policy would retain the model of economic growth
which generates macroeconomic imbalances, by weakening the capacity of recovery of the economic growth
potential and by stimulating consumption and imports.
Unless some measures are being taken, it is expected that the pressure exercised by the social assistance
expenses will amplify during the following months, because of the influence exercised by the increase in
nominal terms of the pension point, by the introduction of guaranteed minimum social pension and by the
increase of the guaranteed minimum income.
Objectives:
- reducing gradually the budgetary deficit up to sustainable values and correlated to the economic
growth, towards the level stipulated by the Maastricht Treaty.
- assuring a proper financing of the budgetary deficit and improving the trust level of the national
economy;
- consolidating the budgetary income level by promoting some measures to broaden the taxation base.
Concerning the public system reform we can state that it must emphasise the salary law and consolidate
the activity of the Fiscal Administration Agency.
Unique wage law defines the directing principles and the framework for the new unified payment
system for the personnel working in the budgetary sector paid from the general consolidated budget.
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The new law aims at financial sustainability, establishing payment rises so that the quantum of the
personnel expenses for the personnel working in the budgetary sector, in the GDP, to be progressively
reduced to a sustainable level.
The established wage rises assures a quantum in the estimated GDP of 9,2% in 2009, 8,5% in 2010,
being reduced progressively to 7% in 2015.
According to the new law, the ratio between the minimum base wage and the maximum one in the
budgetary sector is 1 to 12.
Regarding the consolidation of the activity of the Fiscal Administration Agency, we can state the fact
that consolidating the administration of important taxpayers is justified by the fact that over 42% of the total
amount of budgetary income in 2008 is gathered from them, but also by the high level of residual payments.
In the investment field, during 2010 it is necessary to allot important sums for the investment expenses,
because they represent the main means to narrow the rhythm of economic decrease and to partially
compensate the activity reduction in the private sector and to assure the established level of public income.
Table no.4 :Public investments in 2010
Public investments

2010
mld. lei
35,20
21,18
3,40
6,67
3,95

Total, of which:
Internal resources (governmental sector)
Pre-adherence funds
Post-adherence funds
External credits
Source: Financial Minister

%
6,5%
3,9%
0,6%
1,2%
0,7%

The main support for preventing the economic decline will be represented by the public investment, the
priorities being the infrastructure, supporting exports, support for SME, agriculture and sylviculture.
Budgetary policy is based on 3 components: social policy, developing policy and national safety and
security.
Social policy, in its turn, is influenced by three main domains, such as: social assistance, health and
pension system.
The social assistance domain aims at implementing strategies to advance social inclusion of underprivileged persons by encouraging them to actively participate in the labour field and in society.
In the health field an important role is played by:
- preventing and controlling diseases with major impact on the health state of population
- the reform of health insurances and encouraging additional insurances;
- assuring the quality of medical services.
The pension system aims at:
- continuing the adjustment of retirement age.
- protecting the vulnerable groups of retired persons.
- continuing the gradual implementation of the 2nd pylon of the pension system.
The second component of the budgetary system, that is the development policy, subordinates domains
such as education, infrastructure, agriculture and silviculture, environment, energy.
Concerning the educational field, the development policy has as main targets the following objectives
for 2010:
- assuring access to basic education, post-mandatory and university education;
- assuring education quality in order to be prepared for a society based on knowledge
- stimulating permanent education;
- consolidating institutional capacities to elaborate and manage projects financed with external postadherence non-reimbursable funds;
- developing the techno-material base in the pre-university and university education, by reaching the
investment objectives, through consolidations, rehabilitations, extensions and modernisation of the schools in
the pre-university education, of the universities, of the libraries and campuses and by rebuilding the
education system in the rural area;
Regarding the infrastructure, the development policy has the following objectives:
- modernising and developing the infrastructure for railway and causeway transport;
- increasing the safety of the flying transport;
- assuring social public service such as railway transport and subway transport
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In the agricultural and silvicultural domain, in 2009, by adopting UOG 74/2009 regarding the
management of the non-reimbursable community funds meant for agriculture, it was created the general
financial framework for managing the European financial assistance that was offered Romania as a EU
member state. Drafting the two programmes, the National Rural Development Programme, financed with
AEFDR and Operational Program for Fisheries, financed with FEF, designing the Management Authorities
and those for certifying and payment have as objective transforming agriculture in a modern branch, which
can contribute to a stable development of the country.
Regarding the environment, the development policy has as main objectives the following:
- the preservation, protection and improvement of the environment quality;
- continuing „Rabla” programme;
- a careful and rational use of the natural resources.
In the energy field, the development policy aims for 2010 at increasing by 20% the quantum of usage of
the regenerative sources in electric energy production, and also reducing 20% the carbon dioxide emissions
and the intensity of energy usage.
The third component of the budgetary policy, that is the safety and public order, is organised in two
categories: public order and national defence.
Public Order has as goal the safety of the citizen, of the state institutions, protecting private and public
assets, respecting public order and calmness, security and surveillance of the state frontier
In the national defence domain must be considered the following:
- continuing the process of transforming the Army in a modern military device, credible and efficient
which can insure the achievement of the duties which regard Romania as NATO member, and of the
commitments towards EU;
- modernising the Army’s assets, and also developing and using coherently the institutional, military
and informational capacities.
Regarding the payment policy in the public sector, the salary law in the public sector has the following
priorities:
- establishing annual limits for payment expenses towards the employees in the public sector for 20102015 so that the wages expenses can be gradually reduced by 7% of GDP until the end of the period;
- freezing wages in the budgetary sector for the year 2010 (excepting those paid to persons which earn
less than 705 ron per month);
- including a limit for compensations as a percent from the total expenses made with salaries, up to
30%.
The new payment system in the public sector will report to the wages from the private sector to be
assured that the wages in the public sector are competitive in relation to the other salaries. These policies
developed mandatory expenses.
Table no.5: Mandatory Expenses
2009
% PIB
12,7%
A. Social Expenses
7,9%
Pensions in the public system
4,8%
Social assistance
2,48%
B. External Funding
1,1%
The Contribution to EU budget
1,3%
Interests to public debt
0,08%
Fees to international institutions
15,18%
Total mandatory expenses
Source: Financial Minister

2010
% PIB
12,0%
7,5%
4,5%
2,9%
1,1%
1,7%
0,1%
14,9%

Mld. lei
64,87
40,41
24,46
15,55
5,95
9,2
0,4
80,42

Public debts and financing the budget deficit
In 2010 the governmental debts will register a controlled increase, corresponding to the budget
deficit established at 5,9% of GDP. Thus, for 2010 it is estimated a level for the governmental public debts
of 30,6% of GDP, related to 27,7% of GDP that is expected for the end of 2009.
Regarding the governmental public debts service, the forecast for 2010 shows a level of the service of
2,2 billion euro, lower than the similar service in 2009.
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Table no. 6 : The governmental public debts service (billion Euros)
2009
2010
(estimated)
(forecast)
The governmental public debts
13.365,4
11.168,5
service *)
- capital rates
12.009,4
9.318,1
-interests and commissions
1.356,0
1.850,4
payments
*)it includes the debts service for the contracted debt (including internal and external, the external financial
package from IMF, EC and EBRD ) and also that which is going to be contracted for financing the deficit of the
following years and for financing public debts.
Source: Financial Minister

The financing the deficit of the general consolidated budget in 2010 (estimated at 5,9%of GDP) will
be made, in a balanced rate from internal and external sources.
Table no.7: Financing budget deficit in 2010
2010
mil. lei

% total

Deficit of the general consolidated budget

-31.906,9

-% GDP
Financing budget deficit
Internal financing

-5,9
31.906,9
14.109

100,0
744,2

External financing

17.397,2

254,5

Other sources (sums recovered by AVAS)

400,0

1,3

Source: Financial Minister

The financing of the budget deficit is estimated to be made through:
- issuing state titles in lei, and treasury certificate with discount, reaching maturity at 1,3, 6 and 12
month and state stocks as benchmark on the internal market, reaching maturity at 3,5 and 10 years;
- issuing euro-stocks on the external capital markets;
- contracting some new external financing;
- loans contracted by the authorities of the local public administration;
- sums of money recovered by the Authority for Valorifying the State Assets from the inefficient bank
assets.
The governmental guaranteed threshold, established with IMF, for the period 2009-2010 is 8,6 billion
lei, and will be offered guarantees both for projects of national interest, with multiplication effect in the
economy, and for assuring the co-financing of the projects financed by EU and other institutions.
Transferring resources towards local budgets
The general centralised budget of the territorial-administrative units (GCBTAU) estimated for 2010
results from cumulating income and expenses of the local budget of the villages, towns, cities, Bucharest’s
districts, counties, and Bucharest, the budgets of public institutions financed integral out of their own
income, the budget of external and internal loans and the budget of the non-reimbursable external funds, and
other income and expenses existing outside the local budget and it reflects the dimension of the public
financial effort of the territorial-administrative units in 2010.
The income of the general centralised budget of the territorial-administrative units in 2010, is estimated
to be 46.904,4 millions lei, representing 8,7% of GDP, and within them, the total income of the local budget
are estimated at 43.789,1 million lei, representing 8,1% of GDP, while the income of the other budget
represents 0,6% of GDP.
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The own income of the local budget (including payments, taxes, fees, other payments, other income)
estimated at 7.209,1 million lei, represents 16,5% of the total income of these budgets, and their level rises
17,8 % related to 2009. The dynamic of the own income is influenced by the implementation of the GD
no.956/2009 regarding the levels for taxable, values, taxes and local taxes and other similar taxes and also
fees applicable starting 2010.
The recouped quotas from the income tax represents 14.665,2 millions lei, respective 33,5% out of
total, dropping related to 2009 with 2,9%.
The recouped sums of VAT at the level of the counties value 2.053,4 millions lei, being allocated for:
- the child protection system and the centres for social assistance of the handicapped persons;
- the rights regarding offering dairy and bakery products to pupils who are in Ist to VIIIth grades from
the public and private educational system and for pre-school children from the public and private
kindergardens with a normal schedule of 4 hours;
- the expenses regarding special education and county centres of resources and educational assistance;
- cultural institutions decentralised starting 2020;
- paying contributions for non-clerical personnel hired in the cult units;
- public community services for keeping evidence of the persons under the authority of county council.
The recouped sums of VAT at the level of the villages, towns, cities value 11.580,5 million lei, being
allocated for financing:
- expenses with wages, weighting, indenisations and other salary rights in money, stipulated by law, and
the contributions related to those and the inventory objects of the institutions or of the pre-university
educational units;
- the rights of the personal nurses of the severe handicapped persons;
- social support and the support for heating the house with wood, coal and petroleum fuel;
- public community services that keep the evidence of the persons, under the authority of the local
councils of the villages, towns, cities, districts and General Council of Bucharest;
- areal state support, stipulated by Law no. 84/1992, with further alterations and additions, for
administrating the free areas under the authority of local councils.
For financing the country and rural roads are allocated 551,8 million lei, for balancing the local budget 2.001,0 million lei, and for the programme for developing infrastructure and sports bases in the rural area are
allocated 813,5 millions lei.
The subventions from the state budget represent 4.569,4 millions lei, most of which being for:
- financing the programme for paving the rural roads and supplying water to the villages (420,8 millions
lei);
- financing the multiannual prioritary programmes for environment and managing water (230,5 millions
lei);
- financing the rights allotted to handicapped persons (1.843,2 millions lei);
- compensating the unexpected increase of the fuel prices (354,3 millions lei);
- re-tehnologizing thermic and electric heating stations (55,2 millions lei);
- allotting the support for heating the house with wood, coal and petroleum fuel (532,0 millions lei);
- reaching the objectives set for tourism investments (170,5 millions lei);
- thermic rehabilitation of the buildings (108,8 millions lei);
- financing health expenses (233,5 millions lei).
The subventions from the unemployment insurance budget value 44,8 millions lei, being allocated to
finance the programmes for temporary occupying labour force .
Conclusions
Fiscal policy represents, in essence, the ways where, by using government expenses or other tax
instruments available to government, it is encouraged the aggregate demand for goods and services. The main
instruments of fiscal policy are: governmental purchases of goods and services, transfer payments and taxes.
The effectiveness of fiscal policy instruments is an effect caused by the purpose or purposes of this policy,
related to the change size that takes place in a used instrument. The fiscal policy effectiveness depends on
two aspects, namely: which fiscal policy tool determines the largest change of the national income level, the
other economic conditions are similar; in what economic conditions, a fiscal policy is more effective. Any
fiscal policy requires funding, usually from the governmental budget. This is subject to restrictions that make
fiscal policy to become limited. To finance the budget deficit, the government can borrow on the credit
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market or increase the monetary base by printing money. In applying different fiscal policies, it must be taken
into account its general effects, which are distinct in relation to the used policy instrument. Nowadays,
Romania's government vision of fiscal policy is centered on ensuring a stimulating role of taxes, in order to
obtain increase and economic development, fiscal consolidation and development and strengthening of the
middle class. Government’s fiscal policy will work out especially in the benefit of taxes producers, than in
the benefit of taxes pickers and will be based on a real partnership between the state and the taxpayer. The
main features of fiscal-budgetary policy in the period 2005-2008 are contingent upon the objectives of
supporting economic growth and reduce inflation.
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