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STUDIA UBB NEGOTIA, LVI, 2, 2011

THE IMPACT OF THE STATEMENT OF GAAP
FOR SME’S IN SOUTH AFRICA

PIETER BUYS! AND DANIE SCHUTTE ?

ABSTRACT. Even though various support initiatives for small smedium enterprises
(SMESs) have been introduced in recent times, #reralso many limiting characteristics
of SMEs, such as a lack of formality’ in termsacdounting procedures. The introduction
of International Financial Reporting Standards @Ffhade it even more difficult for
SMEs to adhere to accounting requirements. In 26@7International Accounting
Standards Board (IASB) proposed less stringenttisgaequirements for SMEs with
the release of the exposure draft on IFRS for SktitsSouth Africa became the first
country to formally adopt these reporting requinetai@s a Statement of GAAP. In this
study the impact of these reporting requirementSeiks are explored, based on the
current South African SME’s reporting and disclespiractices. It was found that there is
a considerable difference between the contentsedbtatement of GAAP for SMEs and
current reporting for SMEs.

Key words: Accounting, Accounting Practice, International Fioil Reporting
Standards, SME Accounting, Small GAAP.

JEL classification: M41, M49, P12,

Introduction
Background

Ever since small, medium and micro-enterprises (HdgMhave been
identified as an important vehicle to address tralenges of job creation, economic
growth and equity, the development of SMMEs has lzeBouth African Government
priority as a way to achieve sustainable and dojeitgrowth (White paper, 1995:3).
Furthermore, the South African Government's Recaosbn and Development
Program (RDP) identified SMMEs as a key social andnomic development area
(White paper, 1995:4)., with SMMEs encompassingigoone million diversified
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enterprises that provide job opportunities for acb@5% of South Africa’s 15 million
strong labour force (White paper, 1995:5) and &mthesearch in this area was
encouraged (White paper, 1995:14; DNT, 2001:27x Aesult, the legal and regulatory
environments, access to markets, finance and Bsspremises, the acquisition of
skills and managerial expertise and appropriatet@ogies and business infrastructure
have been identified as areas of concern. In additb these concerns, a key
characteristic was the lack of ‘formality’ in terofsusiness licenses, tax registration,
formal business premises and accounting procedWhkie Paper, 1995:11).

The importance of the small and medium enterpiiS&4E) sector has also
been internationally recognised. During the laftarts of 1990’s in the United
Kingdom (UK), this sector earned annual turnovéround £1,000 billion (or 45%
of the total private sector economic activity) aamtounted for 99% of registered
businesses. In recognition of this reality, the Gidvernment introduced its Small
Business Service to actively promote the furtheetbgment of this sector (Johnston &
Loader, 2003:273). Furthermore, in the EuropearotJ@in overall policy position
towards the SME sector was adopted, which incluthed development of more
competitive market structures, the removal of legad administrative constraints on
SMEs and encouraging simplified SME accounting @doces (Mulhern, 1996:77).

Shortcomings in the accounting function is globaben a key constraint
facing this sector. Research in the UK found timaihadequate financial accounting
function was one of the major reasons for failurSMEs’ (Randall & Horsman,
1997:42). In support hereof, Peacock (2000:21) falsod a significant relationship
between business failure and inadequate accourgauyds for Australian SMEs.

Theoretical framework
Regulatory accounting development

Since its formation in 1973 the International Aceting Standards
Committee (IASC) developed 41 International AccauptStandards (IAS). Since
the replacement of the IASC by the Internationat@&mting Standards Board
(IASB) in 2001, the IASB has developed a furthegheilnternational Financial
Reporting Standards (IFRS) in addition to the éxistl IASS, resulting in a total of
49 international accounting standards (Sowden-8en2007:5). In pursuit of its
objective to develop a single set of high qualifigbal accounting standards, the
IASB cooperates with the national accounting steshdatters in many countries
and as of March 2004, a total of 92 countries hageeed to assist in the
development of such standards (Sowden-Service,:200dylor, 2003:27).

In 1993 the South African Accounting Practice’s BbAPB) committed
itself to eliminate the differences between SouthicAn accounting standards and
international accounting standards. To that efféciyas decided to issue IFRSs
without any amendments as South African accourdtagdards as from February
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2004, with the result that South African accountstigndards issued ever since are
identical to the relevant IFRS issued by the IASBréteret al., 2007:2).

Even though legal backing for accounting standaedsbeen introduced in
countries such as the USA, Canada, the UK, Auatratid New Zealand, such
backing in South Africa remained uncertain unti #nd of 2006. As a result of
proposals by the King Committee on Corporate Gaueea in 1994 (King 1) and in
2002 (King 1), it was decided to give such legalcking by comprehensive
proposed amendments to the Companies Act, 1973 ®fetal., 2007:5). However,
at the time of this study these amendments hallensti yet taken effect. It is
therefore possible that non-publicly listed Soutfridan companies and close
corporations are currently not complying with aaating standards due to:

e uncertainty regarding the legal backing of the aoting standards for
entities incorporated in terms of the Companies A87¥3 and

* no specific requirement to comply with accountirignslards for entities
incorporated in terms of the relevant act (Closep@mations Act, 1984).

Development of differential reporting

The introduction of IFRS and the alignment of SoAfrican accounting
standards thereto made it even more difficult fMES to adhere to accounting
procedures and requirements due to the compreleemsselosure requirements
when compiling IFRS financial statements. It wasr#fiore suggested that an
alternative set of accounting requirements be d@esl for private companies,
SMEs and other smaller entities (Zanzig & Flesi2806:1; Stainbank & Wells,
2005:55).

A key difference between publicly listed comparaesl private companies
can be seen in the relationship between the comgagiyts accountant. In the case
of publicly-listed companies the (public) accountarimarily serves the interests of
external parties such as the shareholders and other stakeholdersontrast, in
private companies (including SMESs), the primaryatienship is between the
accountant and theient (Zanzig & Flesher, 2006:2). Barrarral. (2002:213) also
found that publicly-listed companies normally hafécient in-house accounting
departments as opposed to the smaller companieswifich an outsourced
accounting function often proved to be more benadfic

When evaluating company financial statements, €altid Jarvis (2000:12)
and Falket al. (1976:1) found that finance providers are intexg$h amongst others,
the following:

* In the case of private companies the balance shiselbsures tend to be
important, while in contrast to publicly-listed cpamies the income-statement
items tend to be more important.
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* Information regarding the company’s obligationglsas contingent liabilities
and commitments, leases and long-term debt, isdlipivery important.

» The disclosure of accounting policies, particulavith regard to changes in
accounting methods, is considered important.

» Commercial lending officers often encourage thaistomers to have
audited financial statements.

Even though Wilson (1980:1) indicated that the kegrs of SME financial
statements do not have much different informatioleglds than those of publicly held
entities, there was little evidence of researob thé types of decisions being made by
the users of SME financial statements. In 1995, Rheate Companies Practice
Executive Committee of the American Institute ofrtied Public Accountants
(AICPA) joined the debate by claiming that onelof most significant concerns of
its members practicing in small firms is that af@mting standards overload (Zanzig &
Flesher, 2006:4). As a direct result of these amscehe Private Company Financial
Reporting Task Force commenced with research #aoZig & Flesher, 2006):

 Whether the financial statements of private comgmnprepared in
accordance with GAAP meet the financial reportiegads; and

» whether the cost of providing GAAP financial staests is justified
considering the benefits provided to private-conypamnstituents.

The task force concluded that, in certain circumsga, it would be useful if
the underlying accounting requirements for non-gubbmpanies were different
than those for public companies. In addition, thevas also found that, although
respondents rated certain GAAP requirements lodemision/relevance usefulness,
respondents did appear to believe that the benefitsomplying with GAAP
outweigh the costs. Their recommendation relatmglitferential accounting for
private companies was furthermore supported byrniiagequacy of having a single
set of GAAP that is geared for public companiesyall as the different reporting
environments between public and private compalvidme with the South African
government support for the economical developm&BMES as mentioned earlier,
the FASB Chairman, Robert Herz, made the follovdtegement in 2005 (Zanzig &
Flesher, 2006:7):

“Private companies are a vital force in the natsortonomy and it is,
therefore, critical that their financial reportibg conceptually sound, cost effective,
and provides relevant, reliable and useful inforamat

Even though the findings by the Private Companwfkdaial Reporting Task
Force made a crucial contribution towards the cphad GAAP for private
companies, it should be noted that the Task Farbased in the USA. Questions can
be asked as to whether the accounting environmehei USA also applies to other
parts of the world, in particular to developing nbies. Powell (2007:1) noted the
impact of different cultures and ethical environtsean the harmonisation of the
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accounting standards in emerging economies, suchin aBangladesh where
international donor pressure resulted in a venfiddit and less successful
implementation of IFRS. Furthermore, in other depeld economies, such in
Australia (Holmeset al., 1991:125) and Canada (Mersereau, 2002:1), redsear
found that a comprehensive set of reporting requémgts are not necessarily
appropriate to all companies and compliance thdéheean result in substantial
costs being incurred without sufficient benefit. aecently, Burgess (2007:14)
also emphasised the need for separate accountingasts to apply to private
companies which publish general-purpose statembéotsare not otherwise
publicly accountable. In 2000 a discussion papsuad by the South African
Institute of Chartered Accountants (SAICA) entitfddmited Purpose Financial
Statements” proposed lesser disclosure requiremimtscompanies that are
closely held and controlled by owners and whosarital statements are only
available to a limited user audience (SAICA, 2000:4

If differential reporting is adopted, the basisdifferentiation should be
decided upon. In the UK, Australia and New Zealdifterentiation was initially
based on the size of an entity (Heymans, 2000:¢¢oAding to Heymans (2000:1)
the pivotal issue of differentiation is however &@dson whether financial
statements are prepared for general use (typidhihse of publicly traded
enterprises) or for limited use (typically ownermaged enterprises). In addition, if
accounting rules are differentiated, one also néedtecide whether differentiation
should be restricted to disclosure or whether neitiog and measurement issues should
also be considered. Heymans (2000:1) concludedetiettshould only be provided for
disclosure and should not be extended to recogritiml measurement issues around
SME accounting. In 2001 SAICA issued a paper ordikinction between small and
large enterprises which concluded that qualitativeasures, i.e. user informational
needs, are the appropriate criteria for determinufich entities should qualify to
prepare financial statements in accordance withtdidnpurpose financial reporting
standards (SAICA, 2001:6).

IFRS for Small and Medium Size Entities

The South African Statement of GAAP for SMEs wasdaaon the UK
developed IFRS for SMEs issued as an exposure(@®ijtin February 2007. Even
though the contents of the ED have been criticiseéde UK (Mackintosh, 2008:83;
Temkin, 2007:1).), the original text of the propdsé-RS for SMEs has been
adopted in South Africa without any change. The ARB decided that in applying
the Statement of GAAP for SMEs, the following appl(SAICA, 2007:1):
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e Companies The Statement of GAAP for SMEs may be appliedibyted
interest companies', as defined in the CorporatesLAmendment Act,
2006, provided they do not have public accountytdls defined in Section
1 of the Statement of GAAP for SMEs.

» Entities other than companies required to comply wh a reporting
framework (other than Statements of GAAP): Such entities oaapply
the Statement of GAAP for SMEs even if they do haive public
accountability as defined in Section 1 of the Stetet of GAAP for SMEs.

» Entities other than companies not required to compl with a reporting
framework: If such entities do not have public accountapilis defined in
Section 1 of the Statement of GAAP for SMEs, theyudd assess whether it
is appropriate to apply the Statement of GAAP MIES.

According to SAICA (2007:2) the Statement of GAABr fSMEs is
approximately 15 percent the size of a full sdE&S/SA GAAP, watering down the
41 IASs and 8 IFRSs into a single accounting statgnisee annexure A for the
detailed sections of the Statement of GAAP for SMEs

Problem statement and hypothesis

It can not be denied that the South African SME®eis an important
contributor to the overall economy. Major charastérs and constraints identified
for this sector include a lack of proper accountsygtems and adherence to a
comprehensive list of accounting requirements (&vbitper, 1995:7). A key objective
of the IFRS for SMEs is to develop a set of highaliy, understandable and
enforceable global standards for this sector (SAIZI07:4). Therefore, the primary
research question, from the preparers of SME filshstatement’s perspective, can
thus be formulated as follows:

P:: To what extend will the IFRS for SMEs (known las Statement of GAAP
for SMEs in South Africa) be able to address tipeming needs of the SME sector?

Based on this problem statement, the following aese objectives have
been formulated:

* To determine the reporting requirements from thespective of the South

African preparers of SME financial statements; and

* To determine the extent to which the contents ef IFRS for SMEs are
currently included in the SME financial statements.

A crucial step in the development of new legishaii® the evaluation of the
various legislative proposals and consultation withstakeholders (DoJ, 2004:1). If
legislation is enacted without such evaluation amhsultation, the proposed
legislation might not meet its objectives. LikewigeSME accounting and financial
reporting standards are introduced without a prepatuation and consultation, it is
likely that its ultimate objectives will not be aeted. Based hereupon, the following
testable hypothesis can be formulated:
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Hi: The current proposed IFRS for SMEs will only ti#eato address the
reporting needs of SME sector in South Africa torated extent.

Material and method
Research method

The research was conducted in two stages encompassih a literature
and empirical study. The first stage literaturedgtwas aimed at setting the scene
and providing the theoretical framework for thereat development and status of
SME accounting and reporting standards, both froeriational and South African
contexts. The empirical stage was the explorattwgysof an ongoing research
project into the current perceptions and pract@feSME accounting practitioners
and was performed in two phases:

e Gauging preparer perceptions During the first phase, a survey was
conducted at a recent North West regional membenfof the South African
Institute of Professional Accountants (SAIPA). Thmet population was the
approximately 110 members of the SAIPA North Wegfion, of which 42
members participated in the project, resulting 888&6 response rate.

< Evaluating the current practices During the second phase, a sample of
financial statements were analysed in the contietkteoStatement of GAAP
for SMEs. This analysis was completed on 20 sefinafcial statements
compiled by different SME practitioners, based ¢ target sample
identified in phase 1 above and included finansiatements compiled by
various accounting firms throughout the North Wegiion in South Africa.

Data collection

The first phase’s research questionnaire was dpedldased on the
underlying literature study and consisted of teasgions, utilising an appropriate
four-point Likert-type response scale (See anneRu the complete questionnaire).
In order to meet its objectives, the structuredstjpanaire had three objectives,
namely i) to understand issues around the curréatuss of reporting, ii) to
understand the users’ informational and decisioRingarequirements, and iii) to
gauge the implications of compliance with the Stedet of GAAP for SMEs.

During the execution of the second phase of thareapstudy, a comparative
analysis was completed by analyzing the contentuiwént SME financial statements
with the content requirements of the Statement®hBfor SMESs.
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Empirical results
Phase 1: Research Questionnaire results

The following section provides the results and wsial of the responses
received. Figure 1 below presents the accountireyage of the total responses
received in respect of each of the questions posed.

Figure 1 - Analysis of questionnaire to SAIPA
Practitioners
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Figure 2 below provides further analysis of thewars by providing the
relative responses received in each of the scaltidaitors for each of the questions
posed. The average marks in figure 1 were bas#teandividual answers in figure 2.

Figure 2 - Analysis of answers per question
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Section I: Issues around the current status of repting
Question 1 asked about the practitioners’ abiitydmpile useful SME financial

statements and question 2 enquired about the tpmaetis’ ability to interpret fellow
practitioners’ prepared financial statements. d#ponses received to these questions
resulted in the calculation of the following accting averages (Figure 1 and 2):

Question 1 (score 2.125)Subject to exceptions it would therefore seem as
if the responding SAIPA members do not have totalffidence to compile
financial statements that is useful for decisiorkimg purposes without
specific reporting regulations.

Question 2 (score 2.375)urthermore, no clear answer was obtained with
regards to the interpretation of financial statetweni fellow-practitioners

as the average answer was almost between the tveaores. Conversely, it
could be argued that almost 50% of practitionerddiit difficult to interpret
colleagues’ financial statements.

Section II: User’s informational needs and decisiomaking
In the second section, question 3 asked the membether they consider

decision making at SMEs similar as at larger emigep while question 4 enquired

whether they consider the users of financial statémof small and large enterprises
are essentially the same. Question 5 asked whé#ikepractitioners consider the

preparation of SME statements as mainly for theigders of business finance, while

question 6 focussed on whether SME statementsramanily used to evaluate the

overall business. Based on the responses recavbe@de questions, the following

accounting averages were calculated (Figure 1 nd 2

Question 3 (score 2.5) and question 4 (score 2.8)o conclusions could

be reached regarding decision making and uselgaridial statements for
small and large entities. The average answer addior both questions was
mid-way in-between the two extremes.

Question 5 (score 3.225) and question 6 (score &) Bubject to exceptions,
the majority of the respondents were of the opitiat financial statements for
small entities are mainly compiled for the bank atiwer providers of finance
and that the income statement is mainly used ttuate@a business. This
finding seems to be in line with that of by Rossavd Watson (2008).

11
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Section lll: Implications of compliance with the Statement of GAAP
for SMEs

In the final section, question 7 enquired fromrt@mbers whether they had

the opportunity to comment on the statement betonas introduced. Question 8
asked whether they consider that compliance tstiltement would be of long-term
benefit to their clients, while question 9 askedethier their clients would be willing
to pay more for compliant financial statements, &ndlly question 10 enquired
about the perceived benefit of such complianceeBas the responses received, the
following accounting averages were calculated (Féduand 2):

Question 7 (score 2.575)No clear answer was obtained as to whether
SAIPA practitioners had the opportunity to commentthe Statement of
GAAP for SMEs. The average answer obtained was stirhalf-way
in-between the two extremes. Of particular condsrithe fact that the
answer could also be interpreted as a consideralrtder (approximately
50%) of members who did not participate (commentthe developing
process of the Statement of GAAP for SMEs.

Question 8 (score 2.875)fhe number of members who were of the opinion
that compliance with reporting standards would lteéswgoodwill with their
clients was marginally more than those opposing dtatement.

Question 9 (score 1.8)Subject to exceptions the majority of members
indicated that they cannot charge their clientserior more complete and
technically correct reporting.

Question 10 (score 1.625)Subject to exceptions more or less the same
number of members than question 9 was also offilom that a tax saving
carries more weight than technically correct finahstatements.

Phase 2: SME Financial Statement Disclosure Analysi

The following section presents the findings of &malysis of current SME

financial statements to gauge their compliance wite requirements of the
Statement of GAAP for SMEs. Figure 3 below illugtsathe inclusion of the
sections of the Statement of GAAP for SMEs in thmgle of financial statements
(see Annexure A for the detailed sections of tleedtent of GAAP for SMES).

12
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Figure 3 - Inclusions of sections from Statement @ AAP for
SMES/IFRS for SMEs
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Based on the analysis in figure 3 it was found thatfollowing sections
from the Statement of GAAP for SMEs were not inelddat all in the sample of
financial statements:

Table 1.
Sections not included in sample of financial staets
Section Topic
1 Consolidated and Separate Financial Statements
2 Changes in Accountings Policies, Estimates andr&rro
5 Investments in Associates
6 Investments in Joint Ventures
9 Intangible Assets other than Goodwill
10 Business Combinations and Goodwiill
12 Provisions and Contingencies
15 Government Grants
17 Share-based Payments
18 Impairment of Non-financial Assets
21 Hyperinflationary Economics
22 Foreign Currency Translation
23 Segment Reporting
24 Events after the End of the Reporting Period
26 Earnings per Share
28 Discontinued Operations and Assets held for Sale

13
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A total number of 16 sections, representing 57%hef total number of
sections of the Statement of GAAP for SMEs wereinoluded by the sampled
financial statements. It therefore appears thasetbeon the above information,
SMESs'do not i) hold majority or significant investments in etrentities (sections 1
and 5), ii) enter into joint ventures and busiressbinations (sections 6 and 10), iii)
change accounting policies and estimates, norepdbrrect any errors (section 2),
iv) have any intangible assets (section 9), v)ldgeany provisions and contingent
liabilities nor report on events after the balasbeet date (sections 12 and 24), vi)
overstate its tangible assets (section 18), vigpprly disclose its discontinued
operations and non-current assets held for salgigee28), vii) make use of
government grants, or provide share-based paymiem&ign currency translation,
segment reporting or earnings per share (sectmrisr122, 23 and 26) or ix) experience
hyperinflationary economic situations (section 21).

The following sections from the Statement of GAAIP $MEs were included
in the sample of financial statements (ascendidgraas per number of inclusions):

Table 2.
Sections partially included in the sample of finahstatements
No. of entities -
: . No. of entities
: . (inclusion in . o
Section Topic _ : (inclusion in the
financial
notes)

statements

27 Specialized Industries (Agriculture) 1 0
Investment Property 3 3

4 Inventories 8 4
25 Related Party Disclosures 11 5
8 Property, Plant and Equipment 12 12
11 Leases 12 4
16 Borrowing Costs 12
19 Employee Benefits 15 0
20 Income Taxes 16
14 Revenue 18 14
3 Financial Assets and Liabilities 19 16
13 Equity 20 16

14
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The following additional points were noted when tteta was analyzed.
Employee benefits only included short-term benddithie form of salaries and other
remuneration. There were no provisions for leaveetated expenses. Long-term
benefits were also not included and only in one aasre it noted that deferred tax
was disclosed.

It appears, based on the above information, thetribjority of the SMEs
included the following sections from the StatemehtGAAP for SMEs in the
financial statements, namely i) income Taxes (eac20), ii) revenue (section 14),
iii) financial assets and liabilities (section 3hdaiv) equity (section 13). The
majority of the entities did not disclose suppagtivotes/accounting policy notes for
the following sections, namely i) income taxes (@#c20), ii) employee benefits
(section 19), iii) leases (section 11) and iv) tedflgparty disclosure (section 25).

Discussion and conclusion
Section I: Issues around the current status of repting

Burgess (2007:14) identified the need for sepaaat®unting standards for
private companies and related SMEs which publisteg®-purpose statements but
are not otherwise publicly accountable. It was fbthrat the majority of members do
not feel comfortable to compile financial statensemtthout prescribed accounting
requirements or related accounting guidance. Furtbe, approximately 50% of
the respondents indicated that they find it diffico interpret financial statements
compiled by colleagues. It could therefore be atighased on this exploratory study
that accountants of SMEs require accounting guielapplicable to their unique
environment that is not as stringent and difficalapply.

Section Il: User's informational needs and decisiomaking

In support of Wilson (1980), the research reve#iatl SAIPA practitioners
do not have different informational needs when ciimgpfinancial statements for
SMEs. Contrary to the conclusion by Fallal. (1976) it was revealed that, from the
perspective of SAIPA practitioners, the incomeestant is more important when
evaluating a business.

Section Ill: Implications of compliance with the Satement of GAAP
for SMEs

The exploratory study revealed that a considenabieber of members did
not participate in the development and subsequéoptaon of the Statement of
GAAP for SMEs (approximately 50%). It is therefon®t clear whether the
accounting environment from an SME background wageéd incorporated in the

15
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Statement of GAAP for SMESs, or whether it is meralgcaled down version of the
full version of the accounting rules and regulasi@pplicable to public and large
entities.

The study also revealed that a considerable nurobesections of the
Statement of GAAP for SMEs was not included ingample of financial statements
compiled for SMEs. From the total sections includethe Statement of GAAP for
SMEs a total number of 57% was not included insthimple of financial statements
at all. Although further research might indicateestvise, possible explanations for
the omitted sections were formulated as follows:

e Consolidated and separate financial statementgsiments in associates,
investments in joint ventures and business comibimatand goodwill,
segment reporting and earnings per share couldiyeeme omitted due to the
small nature of SMEs

* Hyperinflationary economics and foreign currenanslation could have been
omitted based on the fact that SMEs are not suligedtyperinflationary
conditions in South Africa. In addition to this thmission might also indicate
that SMEs in South Africa do not enter into tratisas with entities abroad.

e« The omission of changes in accounting policiesimasts and errors,
provisions and contingencies and events after tdeoé the reporting period
remains unclear. It is for example reasonablesihett errors would occur at (at
least) some SMESs. Further research should be ctedlindo the reason for
the omission and the current accounting treatmgthteoabove-mentioned.

« The omission of intangible assets other than golbdimpairment of
non-financial assets and discontinued operatiomk amsets held for sale
could also not be properly explained. Further neteahould be conducted
into the accounting treatment of the above-mentan&l to evaluate if the
above-mentioned omissions are not perhaps inctyr@esssified as part of
property, plant and equipment.

e The omission of government grants and share-baagohgnts could also
not be explained. Further research should be caeduoc find explanations
why government grants are not applicable to SMEsi@éw of various
support initiatives by the South African governméat SMEs. In view of
Black Empowerment Economic (BEE) regulations in tBdAfrica the lack
of share-based payments could also be investigated.

In addition to the above-mentioned omissions tiselasure for the following
sections appears to be incomplete and/or inadequelieding employee benefits other
than salaries and other short-term remuneratideyrdd tax, leases and related party
disclosures. In further support of the findingghmy Private Company Financial Reporting
Task Force in connection with the benefits of cgingl with GAAP the research
revealed that although compliance with reportisgdards might have certain positive
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outcomes, several similar issues are also ideshfifieghe South African environment,
including an unwillingness of clients to pay mooe tiechnically correct reporting and
the fact that a tax saving carries more weight teamically correct financial statements.

Limitations and future research

The major limitation from this exploratory studytle diverse environments in
which SMEs operate. It is therefore suggestedubtier research is conducted to address
the i) impact of different legislative environmeatsd countries in which SMEs operate,
i) impact of different backgrounds and percepti@isSME accountants relating to
compliance with accounting standards, iii) impditferent cultural backgrounds and its
impact on the accounting environment in which SMébantants operate, iv) inclusion of
sections of the Statement of GAAP for SMEs in iharfcial statements of SMESs in other
environments and v) experience gained by accosnt@SMES.
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Annex A — Statement of GAAP for SME sections

The following sections are included in the StatehoéfGAAP for SMES (SAICA,
2007:3):

1. Scope 21. Equity

2. Concepts and Pervasive Principles 22. Revenue

3. Financial Statement Presentation 23. Government Grants

4, Balance Sheet 24. Borrowing Costs

5. Income Statement 25. Share-based Payments

6. Statement of Changes in Equity {26. Impairment of Non-financial Assets
Statement of Income and Retained Earn|@gs  Employee Benefits

7. Cash Flow Statement 28.  Income Taxes
Notes to the financial statements 29. Hyperinflationary Economics

9. Consolidated and Separate Finan30. Foreign Currency Translation
Statements 31. Segment Reporting

10. Accountings Palicies, Estimates and Errg82. Events after the End of the Reporting Pefiod

11. Financial Assets and Liabilities 33. Related Party Disclosures

12. Inventories 34. Earnings per Share

13. Investments in Associates 35. Specialised Industries

14. Investments in Joint Ventures 36. Discontinued Operations and Assets

15. Investment Property for Sale

16. Property, Plant and Equipment 37. Interim Financial Reporting

17. Intangible Assets other than Goodwill {38.  Transition to the IFRS for SMEs
18. Business Combinations and Goodwill
19. Leases

20. Provisions and Contingencies
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Annex B — Research Questionnaire

Name: Tel:

Please allocate marks to each question as follows:

1. Do not agree

2. Do not agree subject to exceptions
3. Agree subject to exceptions

4, Strongly agree

SECTION I: Issues around the current status of rporting

1. | amable to compile financials statements that woulovijale the use

thereof with relevant information for decision-madgipurposes.

2. | find it difficult to interpret colleagues ariellow practitioners’ financig

statements when a new client is taken over.

SECTION II: Users’ informational needs and decisia making

3. Decision making at a small enterprise is in ess¢heesame as that o

large enterprise.

4. The users of financial statements of a smakrpnise are in essea the
same than the users of a large enterprise.

5. With a small enterprise financial statementsdfecisionmaking purpose
are mainly compiling for the bank and other providef finance.

6. At a small enterprise the income stateniennainly used to evaluate

business.

SECTION llI: Implications of compliance with the Statement of GAAP for SMEs

7.1 had an opportunity to comment regarding the austef the Statement
GAAP for SMEs.

8. Compliance with reportingtandards would result in the long term

goodwill with my clients.

9. My clients are willing to pay more for more comglednd technicall
correct reporting.

10. Technically correct reporting carries more vagitpan a tax saving.
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BUCHAREST STOCK EXCHANGE POSITION WITHIN
THE CENTRAL AND EASTERN EUROPEAN REGION

CORNELIA POP*

ABSTRACT. At the end of November 2010 Bucharest Stock Exchaetgbrated
15 years of contemporary/ modern history sincerét®pening for activity in
November 28 1995, after it has been closed in 1948 due tontt®nalization
process imposed by the communist regime.

After a slow start, Bucharest Stock Exchange regadt and important growth
between January 2003 and June 2007, and yieldethsplar results for its investors.
Thus, when compared with neighboring countries, &uam capital market ranks at
the same level with Slovenia, one of the smalleanty in the region. Furthermore,
Romania and its capital market are included irctitegory ofrontier marketsy well
known international companies like Standard & Pe@sd MSCI-Barra.

Romania, along with other small countries from Bean Union, must face the
guestion regarding the development direction, clishsiion and integration of its
capital market and should take into consideratienfact that this capital market
might not necessarily be relevant in European Unatext.

The present paper will present Bucharest Stock Exghavolution, asses its
current position inside the country and at regideaél and will try to identify its
future evolution perspective, taking into accousipresent standing.

Key words. national stock exchange, frontier market, invediase, exchange
cooperation, Bucharest Stock Exchange.

JEL classification: G10, G15, O16

Introduction

Romania, as a European Union (EU) member couninbeaefit from the
adaptive response of this regional grouping ofestéd the changes and challenges
of the global economy. Romania, along with the pfttie countries that joined EU
in 2004 and, respectively, in 2007, must face thedrtant question about the
direction of development, consolidation and intéigra of its domestic capital
market, a market which might not be a relevant ionthe EU context, as lorgova
& Ong (2008) highlighted in their study regardintper domestic capital markets
from Central and Eastern Europe region.

! Prof.dr., Faculty of Business, Babes-Bolyai Ursiitgr Cluj-Napoca, Romania, cornelia.pop@tbs.ubjodu
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Romania’s position as EU member state brought, galasith various

advantages, an increased competition for Romangpitat market. Romanian
authorities in charge with domestic capital madetelopment must deal with at
least two important aspects highlighted by varistuslies:

given the growing integration process of finanerarkets within Europe
and the rest of the world, the long-term sustairtglmf the national capital
markets might be in doubt, as highlighted by Bdr§l@Boltan (2002). The
problem is common for all the domestic (relativetpall) capital markets
in the geographical area of Central, Eastern andhSBastern Europe.

the advent of Markets in Financial Instruments &@iwe (MiFID) under the
Financial Services Action Plan (FSAP) of Europeam@ission is likely to
raise the critical size needed for exchanges tactand to retain liquidity
and to generate revenues necessary to invest imabded technology
(Haas 2007).

The enforcement of MIFID starting with Nov¥ 12007 is expected to

generate an increased competition pressure, mailelatively small exchanges
(Skinner 2007), like the exchanges functioning mmania. The MIFID influence
will be felt mainly due to the following facts:

the directive eliminates the ‘concentration-ruladathis situation enhance
the competition among the existing exchanges;

alternative trading venues — defined as MultildteFeading Facilities
(MTFs) will become more heavily regulated and viiédcome important
competitors for the existing exchanges;

another category of competitors, which will haveieect impact on the
existing exchanges’ market share are the Systenhat&rnalisers (the
investment banks/ financial institutions that intdize client orders and cross
these against their own books) as potential prosiditrading venues.

It will be reasonable to assume that some of threels smallest exchanges

will suffer significant reduction in trading volurmand revenue. Under the strain
of fierce competition, the future of small nationedpital markets is under
question.

Several arguments are in favor of further develapnaad improvements

of domestic capital markets; among them, the fallhgvwere considered relevant:

22

national capital markets are important for the eetipe economies because
they offer a place for domestic companies and govent institutions to
raise capital mainly from domestic, smaller investihat cannot afford to
be present in multiple markets (Andritzky 2007; I&2009). National
capital markets will perform better if the localngpanies and government
institutions can finance themselves at a lower tbah elsewhere. This
argument is supported by the fact that investmemirwue to show substantial
home bias: investor continue to channel an imponaoportion of their
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v

v

available resources toward securities issued autedr in their own home
country. Investment appears to follow the ‘gravitpdel’ which shows that
investors hold securities in geographically closahpanies; this phenomenon
has been shown to hold across countries (Li, YahFarugee 2004) and
confirmed by the recent studies of Rey (2008) ahd,kSlutz and Warnok
(2009).

maintaining and deepening a national capital markght generate several
advantages for smaller companies; given the relatigh cost of foreign
listing and other administrative and cultural fast@ better access to domestic
equity finance can help local companies to devaog grow (Andritzky
2007). O’'Hara (2001) suggests that national capitatkets should focus
mainly on these smaller domestic companies.

for most countries, stock and derivative excharggesa source of national
pride (O’Hara 2001) and economic development. Apdrtant number of
studies support either the idea that national ahpiiarkets lead to faster
economic growth or a two-way causality. Economiovgh leads to and
increased demand for financial services and atsact further investment.
Among the most recent studies in this field, supipgrthe relationship
between economic growth and the development oftalapiarkets are
Black & Levine (2004) and Ang (2008).

The aspects mentioned above trigger the followjngstions:

is there a future for small domestic stock excharigehe region of Central
and Eastern European countries, which are also Etdbar states?

which will be the future for Bucharest Stock Exchar{abbreviated BVB
from now on) taking into account its inclusion hetcategory ofrontier
market®

Review of literature

A vast body of academic literature focus on variaspects of emerging

capital markets, but only a relative small numidestodies take into consideration the
determinant factors of capital/ stock markets dgwelent and evolution in emerging
economies, while even fewer have as main subjeddmestic capital markets.

Most of the studies which take into consideratiapi@l or stock markets

development and evolution in emerging economiesiager the form of surveys and
include a large number of emerging countries. Amtinege: Claessens et al.(2001)
presenting the level of development and the ecandetierminants for stock markets
in transition economies; Mathieson & Roldos (2084 highlighting the problems of

2 The BVB abbreviation comes from the Romanian nafiiee exchange: Bursa de Valori Bucuresti ars it i
preferred by the authors in order to avoid anyusiaifi with similar possible abbreviation for BuesariStock
Exchange, which are Budapest Stock Exchange, IBvatiStock Exchange, and Bulgarian Stock Exchange.
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local securities and derivative markets in emergiegnomies; Ramswany (2004)
analyzing emerging equity markets as alternativestments for foreign investors and
as alternative sources for domestic funding; O’'H@@01) study investigates the
market microstructure and how this should guidedésign of equity markets in
developing countries. Most recently, Jaramillo @04dnalyzed the determinants of
investment grade status in emerging markets.

Another category of studies concentrate on the sapies mentioned above,
but at regional level. Chosen to be mentionedelation with the topic of the present
paper, are the following: Lemierre (2002) presentime regional developments in
securities markets; Bonin & Watchel (2003) showthg level of capital market
development in transition countries at the endhef 1990s; Silagy et al. (2004)
presenting the perspective on the emerging Eurofieancial markets; Dvorak &
Podpiera (2005) trying to asses the impact of EranpJnion (EU) enlargement on the
evolution of stock exchanges in the accessing desntirving (2005) assessing the
expected results of the regional cooperation amepiiation in Eastern and South
Africa, Fonteyne (2007) presenting the advantagegegrating the domestic financial
markets in a single financial market at Europearljeyartey (2008) presenting the
institutional and macroeconomic determinants itkstmarkets development using a
panel of 42 emerging economies for 1990-2004 amtiyiag the results on African
countries; lorgova & Ong (2008) overviewing thentie in the European region for the
local capital markets and presenting the factaas lave contributed to their growth
and effectiveness; Huseynov (2010) reviews the etaskructure of major stock
exchanges in eight members of Countries of Indegr@rstates group.

The Romanian capital market was included in thegmay of frontier markets
by three of the most important financial informatiproviders: FTSE — The Index
Company, Standard & Poors’s, and MSCI-Barra Compéagsya consequence, a trial
was made in order to identify the academic liteeattoncerning this topic of frontier
markets. Only several studies could be found: @fiefd Krone (2007) and Speidell
(2008 and 2009) analyzing the frontier markets igsrsification opportunities for
international investors and their behavior whenntier markets are concerned;
another small group of studies are focused onagkreturn inside frontier markets —
Girard and Sinha (2008), Groot et al.(2010a andBan1

The studies concentrating on domestic/ local chpitakets identified and
consulted are: Szalkai (2001) concentrating on Huag financial markets;
Marone (2003) presenting the case of Lusaka Stockdhge and its low impact
on Zambian economy; Billmeier & Massa (2007) foogsion Egyptian Stock
Market, Andritzky (2007) assessing, through theecafsSlovenia, the capacity of
small emerging economies to develop thriving cépitarkets.

The body of literature covering various subjectgarding BVB and in
connection with BVB was growing slowly but steadity the past 5 years. The
following studies are approaching various aspettB\WB evolution: Kaznovsky
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(1999), Pop & Dumbrava (2006), Skully & Brown (200®breja-Brasoveanu et
al. (2008), Matei (2008), Pop, Curutiu and Dumbré2@09). Only two studies —
which are continued by the present study — triedstges the BVB position among
the stock exchanges in the region: Pop and Delé&@y0a and 2010b).

The structure of the present paper

The present paper is a survey of BVB evolution dlaerpast 15 years and
is based on data available in public reports. Téyeep presents Romanian capital
market landscape, BVB position among the other Ruamaexchanges, BVB
evolution during the past 15 years, the Romaniaastor base and the position of
BVB compared with Central and Eastern Europeanaxgés.

Romanian capital market landscape during the 1990s and the first
decade of 2000s

The privatization process in Romania had a verw sltart and several years
were necessary to make it work. Only between 1988t E995 the first wave of
privatization was registered — having as root tee #istribution of 30% of State owned
shares in an important number of Romanian comparBgslune 1995, the number of
companies privatized using the certificates distétd to Romanian population, along
with selling of State owned shares toward associatiformed by companies’
employees, generated the critical mass of outstgrefiares that could trigger the need
for a secondary market where the respective eguitiald be exchanged.

Bucharest Stock Exchange (BVB)

Bucharest Stock Exchange (BVB) was re-establiblaed started trading
(with only 8 listed companies) November™20995. Between November 1995 and
December 2005, BVB had the status of an institubbmpublic interest and was
under the administration of BVB association of (Rmian) brokerage companies;
the membership regime was an open one. BVB demzédain January 2006 and
during May 2010 BVB announced it received the apakrao list its own shares.
BVB always was a regulated market and it is underdupervision of Romanian
National Securities Commission.

% The free distribution of 30% of state owned shéwek the form of privatization certificates — ofieed
value of 1,000,000 ROL - which were distributedinlyrl992, 1993 and 1994 to all the Romanian
population having at least 18 years old. Thosdficates could be subscribed at any of the companie
that the Romanian government announced to be priglatization process. While it seemed simple, the
process became complicated by the lack of propeagement in the collection and registration of the
options expressed by Romanian people, and duekte@igproper information regarding the complete lis
of companies under privatization and all the abiglalternatives.

“ Bucharest Stock Exchange was first opened foinjalecember 511892. It was closed in 1948 due to
the nationalization process that started duringytkar under the imposed communist regime.
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Since the re-start of its activity in November 1988 of BVB's goals was to
list and trade only good quality companies and isepdisting requirements regarding
the capital level, profitability, and a minimal érdloat for accepted companies, along
with an imposed level of transparency. The numlbeB\B listed companies grew
steadily, reaching by the end of 1999 the levdl2¥. Despite the important growth in
number from 8 to 127 in the space of 4 years, BMBtng conditions kept an
important number of privatized companies away fitsrtrading venue.

RASDAQ

In order to allow the listing of a higher numberRdmanian companies, a
second exchange was established and started trddiimggy November 1996. The
second trading venue’s name was RASDAQ and hada#ts mmodel the American
NASDAQ, as it functioned during the early 1990s. 5 Q was considered to be
an OTC market; had a very permissive listing reaents and the level of supervision
was more relaxed. RASDAQ managed to absorb fandisthe majority of the
privatized companies. However, the low quality lesfelisted companies and/ or the
limited interest their field of activity generatachong investors, represented problems
difficult to overcome and the following table 1,08ting parallel evolution of BVB
and RASDAQ enhance the low profile of the secoaditrg venue.

Table 1.
The number of listed companies and the market diegaiten at BVB and Rasdaq
(as December of every year)

No of listed No of listed BVB market | RASDAQ market
companies at BVB companies on capitalization capitalization
RASDAQ (mil.EUR) (mil.EUR)

1995 9 - 77.61 -
1996 17 1,561 48.35 n/a
1997 76 5,367 706.1 1,670.9
1998 126 5,496 402.1 894.7
1999 127 5,516 336.6 1,058.6
2000 114 5,382 450.5 872.7
2001 65 5,084 1,361.1 1,188.5
2002 65 4,823 2,646.5 1,764.9
2003 62 4,442 2,991.0 1,943.7
2004 60 3,998 8,818.8 2,064.3
2005 64 3,683 15,3114 2,241.3
2006 58 2,420 21,414.9 3,126.4
2007 59 2,019 24,600.8 6,985.7
2008 58 1,753 11,629.8 3,079.1
2009 69 1,561 19,052.7 2,937.7
2010 74 1,309 23,892.2 2,526.5

Source: BVB data (http://www.bvb.ro/TradingAndSsétis/DailyMarketReport.aspx)
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Between 1997 and 2001, BVB and RASDAQ consideredylie competition.
Though, RASDAQ's low level of transparency, thefidiflties faced by investors
to find information regarding the listed companiéise occurrence of periodic
speculative bubbles involving a small number of pames, and the rumors
regarding frauds and stolen shares being tradethisrmarket, transformed the
OTC market in a minor player of Romanian capitarkea The poor quality of an
important number of listed companies was anothetofathat left its mark on
RASDAQ trading activity.

RASDAQ market officials tried to diversify the offéetween 1998 and
2000 by launching the possibility of trading in Raman bank deposit certificates.
The attempt failed: the fixed-income instrumentseaot popular in Romania at that
time, the yield curve was almost impossible torbedd due to lack of information
(except the information offered by the Romanianiddetl Bank for interbank
monetary market), no rating was available and thember of issued certificates
was very small.

However, the fact that RASDAQ played a role in pihecess of shareholders
concentration, in spite the fact that it allowet tboncentration to happen trough
highly speculative and questionable trading, carbealenied.

In a trial to enhance its position and image, RASDdfficials decided that
it should become a fully regulated market in 200Ben it also changed its name in:
Electronic Exchange RASDAQ. The situation improwaghtly, but not at the
expected level. During 2004 discussions began BMB for a future merger. The
merger became effective starting with January 2@dce then, RASDAQ is part
of BVB, still having separate daily reports and dista are considered separately
from BVB data.

Due to its relative minor role and importance atriRaian capital market
level, RASDAQ will not be analyzed inside the prasgaper.

Sibiu Stock Exchange — SIBEX (former BMFM Sibiu)

July 1997 marked a diversification of Romanian tapharket landscape
through the emergence of Monetary, Financial anchi@odity Exchange Sibiu
(Bursa Monetar Financiara si de Marfuri Sibiu or BM Sibiu)’ considered being
the first Romanian derivative exchange. Howevex fitst years of activity at Sibiu
were under the influence of lack of clear regulagiacegarding the derivative
exchanges in Romania, the absence of a supenbsitig and no clear regulations
regarding the clearing house. The situation chafgyatie better after new regulations

5 BMFM Sibiu was formerly known as Bursa de MarfSibiu (Sibiu Commodity Exchange) and first
started spot trading on various commaodities ab#fggnning of 1995. The opportunity to develop iesid
the derivative products niches was considered gli#96 and by mid 1997 the first futures and ogtion
contracts were launched, while the Sibiu exchahgaged its name to reflect the new trading profile.
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were issued during 2000; the supervising body wated to be the same as in the
case of BVB and RASDAQ, the Romanian National S&esrCommission and a
clearing house was established.

BMFM Sibiu changed its name again in SIBEX sometirhetween 2006
and 2008 as a consequence the new name will be used foanon.

During 2006, BVB and SIBEX representatives negetizd merger between
the two exchanges, but the idea was abandoneadiiegrgent opinions.

During 2007, Warsaw Stock Exchange acquired a sstaitle of 1.81% of
SIBEX shares; however, this position enabled aectasoperation between the two
exchanges. In order to diversify its activity arsdaaresponse to the launch of futures
contracts trading at BVB, SIBEX announced durin@&@009 that it will launch its
own platform for trading Romanian shares. SIBEXrehzading platform became
operational at the beginning of 2010; starting wigéimuary 2010 SIBEX is listing its
own shares under SBX symbol and by September 2888and Romanian company
chose to list its shares at SIBEX. SIBEX also anges that double listing at Warsaw
Stock Exchange is available for all the comparfiasthose SIBEX as a trading venue
for their shares. However, the share trading iosimegligible compared with SIBEX
main activity: trading futures and options on fatur

During February 2011, BVB announced its intentiomseopen the merger
negotiations with SIBEX. A merger between the twohanges would be a logical
solution for a stronger and better diversified talpharket at Romania’s level and
by joining forces, a combined Romanian exchangddcgain more visibility and a
better position within Central and Eastern Europegion, and at EU27 level.

Table 2 below presents the evolution of derivatwatracts at SIBEX and
the futures contracts at BVB. As it can be sealecade dedicated to derivative trading
put SIBEX in a clear advantage when compared withrés trading at BVB.

Table 2.
Volume of futures and option contracts at SIBEX aallime of futures contracts at BVB

SIBEX BVB
Futures and options volumg  Futures (%) Options (%  |Futures volume
1997 77,877 n/a n/a
1998 193,336 n/a n/a
1999 175,142 n/a n/a
2000 205,288 n/a n/a
2001 188,973 n/a n/a
2002 292,369 n/a n/a -
2003 187,914 n/a n/a -

¢ A data for this name change could not be estainlisising the official reports published by the excje.

" An attempt was made to compare the trading vatgéstered by the two exchanges for the listed
derivative contracts, but SIBEX does not offer ctetginformation and data are discontinued for
2008 and 2009 when annual and monthly reports ws&sd as information source.
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SIBEX BVB
Futures and options volumg  Futures (%) Options (%  |Futures volume
2004 75,174 n/a n/a -
2005 707,738 98.35 1.65 -
2006 4,268,710 99.14 0.86 -
2007 3,490,923 99.00 1.00 64
2008 3,618,766 98.89 1.11 18,018
2009 2,483,287 97.89 2.11 15,613
2010 1,637,794 98.92 1.08 25,099

Sources: http://lwww.sibex.ro/docs/despre/raportadévitate 2010.pdfother SIBEX
reports available at: http://www.sibex.ro/index.pppdespre&lang=ro&s=6&su=1&d=1
and_http://www.bvb.ro/TradingAndStatistics/GenetatStics.aspx?tab=5&m=0

From the brief presentation made within this paapbr BVB can be
considered the main Romanian market for equityinggdvhile SIBEX is the main
trading venue for derivatives. A brief visit of tldedicated BVB and SIBEX
website will give an important advantage to BVB doi@ better structure and more
detailed information available.

The relative low level of Romanian investor sophbéion tends to give
preference to equity trading and during the paptdrs BVB diversified the listed
products (as it can be seen from the following giaah), in a trial to keep its
dominant position within the Romanian capital matkedscape.

BVB evolutionsover the past 15 years

The following table 3 tries to present a synthesithe main developments
BVB undergone between November 1995 and Decembiid, 2vering a period
of 15 years.

Table 3.
Main developments at BVB between Nov.1995 and DH®2
Main dateMarket segment Further IDeveIopments within the segment
development date

1995, Equity market was launched and
Nov. 20" |trading started with 8 listed
companies

1997, Jan. 78 |First category (tier) was created to
enhance the status of Romanian blue
chip companies
1997, Sept.?¥ |BET (Bucharest Exchange Traded Index)
was launched; portfolio including top
10 most liquid shares
1998, Apr.2¥ |BET-C (BET-Composite) was launchied
—including all listed shares
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Main dateMarket segment Further 1Developments within the segment
development da
1999, Nov.T* |[The 5 Romanian closed-end funds
generated by the privatization procg
called SIF§ start listing at BVB first
category
2000, Nov.T* |BET-Fi (BET-Financial) index was
launched; portfolio included only the
5 SIFs (SIFs were not included neit
in BET nor in BET-C portfolios)
2005, January | First rights were traded
2005, March ROTX index was launched in
collaboration with Vienna Stock
Exchange; it is an underlying asset|for
derivative contracts in Vienna
2007, Nov.18 |3%category was introduced in order t
rank better the quality of listed shareg
2008, Feb.1® |Erste Bank start parallel listing at
BVB within the Inernational categor
under the symbol ESB
2008, Jul.¥ Two new indices are launched: BE]
XT with a portfolio of 25 blue chips,
including SIFs, and BET-NG, a secjor
index for companies in energy sector
or related to it

D

74

O

—
1

2001, Bond market segment started its
Nov. activity — trading the first two
municipal bond issues

2003, May Romanian corporate bonds started gadin

2006, Sept. International boriissued for the
Romaniammarket became available
trading

2008, Aug. Romanian government bonds (T-bopds)

were introduced for trading

8 The 5 Romanian Financial Investment Companiedledda Romanian Societati de Investitii Financjare
from where the abbreviation SIFs (used also irptesent paper) — started their existence Noveniber 1
1996 under the Law no.133/ 1996. The mentionedstated the transformation of the former 5 Private
Property Funds (or PPFs) in SIFs Due to the fettthey became public limited companies which have
under their management important portfolios ofaggeainly Romanian shares) to which subscribed an
important number of Romanian citizens, SIFs caconsidered closed-end funds.

% Erste Group Bank, Austria, is the majority shaledioof Romanian Comercial Bank (Banca Comerciala
Romana), one of the most important Romanian Bautkdrolling between 25% and 30% of Romanian
retail banking market.

19 The international bonds were issued successivielth® International Bank for Reconstruction and
Development, the European Bank for Investment anthé European Bank for Reconstruction and
Development. All issues were dedicated for Romamniamket and were denominated in Romanian
currency (Romanian new leu or RON).
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Main dateMarket segment Further 1Developments within the segment
development date

2007, Futures contracts were launched fq By the end of 2010, 42 futures contracts

Sept. trading within their dedicated sector were available for trading

2008, The markesegment dedicated t By the end of 2010, 5 ETFs were

Sept. exchange traded funds (ETFs) available for trading

was launched

2010, The segment fostructured Only structured notes (translated in

Jul.8"  |products was launched Romanian as ‘certificate) were admitted
for trading. Those structured notes
were issued by Erste Group Bank and
Raiffeisen Centrobank. By the end of
2010 a number of 24 structured notes
were available for trading

Source: author’s compilations based on informagieailable at www.bvb.ro

The structure of BVB main market, where the aboeationed developments
took place, is presented in the following graphtlis constructed based on the
turnover (trading value) registered by each maskgment between November 2001
(when bond trading started) and December 2010. cettegory ‘other financial
instruments’ includes: rights, futures contract6FE and structured products.

As it can be seen, shares are the dominant tradediments on BVB main
market. The contribution of bonds is growing slowlyhile the other financial
instruments can be considered still 'new’ — like #T'Fs and the structured products
and only the years to come will establish theiltimrswithin the BVB main market.

other financial
instruments, 0.71%

bonds, 10.51%~___ ‘f
.

-}
B
-

2

shares, 88.78%

Graph 1. BVB main market structure between Nov.2001 and ZDd® (average %)
Source: author’s calculation based on data availablwww.bvb.ro
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As presented above, BVB merged with RASDAQ markgtabsorbing it.
RASDAQ remained a distinct market, with differergding rules, different listing
requirements and for which separate reports wereeds for the past 5 years, since
January 2006 when the merger became effective. ABORQ market, only shares
and rights were traded. Between January 2006 andrilger 2010, a number of 2200
companies were delisted from RASDAQ; some compdaigery small number) were
transferred for listing at BVB, while the othersreveliminated due various reasons,
mainly the lack of attractiveness in the eyes wéstors.

However, in time, the RASDAQ market is supposedisappear and to be
replaced by the newly launched, during Nov.201Qgerhiative Trading System
(ATS) which, currently, has listed only one inteiaaal company, Daimler AG
(trading symbol: DAI).

Graph 2 presents the importance of each markegethdst BVB, based on
turnover.

100.00%-

90.00%

80.00%

70.00%

60.00%- ATS

0
50.00%| - RASDAO

40.00%-
= BVB main

30.00% market

20.00%

10.00%-

0.00%

Graph 2. BVB main market position within BVB trading platfa

Source: author’s calculation based on data availablvww.bvb.ro

BVB equity market segment

This is the oldest and the most important markgimemt at BVB. It is
structured by three trading categories (tiers),fits category including the blue
chip shares.
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The trading structure for the equity market (préséin graph 3), based on
turnover, highlights the investor interest directadinly toward the companies
listed inside the first category (within which SlBse concentrating 49.18% of
turnover — average figure for the period Nov.199:2010).

2nd category, 16.33

3rd category, 0.01%

international share
1.12%

|| —Other, 2:34% —IPOs, 2.17%

0,
1st category, 80.20 special, 0.17%

Graph 3. Equity market structure between Jan.1997 and D&6.20

Source: author’s calculation based on data availabivww.bvb.ro
Note: ‘special’ is an old category of transactiaméch occurred up until 2000; they were
replaced by the ‘deal’ trades that are now registevhen they occur for each listed shares.

The evolution of BVB equity market segment is refibel by the three
oldest indices, BET, BET-C and BET-Fi, in graphA4.it can be observed, 2002
and 2004 were two important moments for BVB’s gtowidy the mid of 2002 the
announcement that Romania will become a NATO merstzge boosted domestic
and foreign investors interest alike; 2004 was mdfy a surge of investments in
the 10 new EU member states and extended to RoraksaiaThe annual returns of
the above mentioned indices are presented in thldempared against Romanian
inflation rate. As table 4 below shows, startingha2002, BVB returns became
attractive for investors, the only exception benegresented by the year 2008,
when the 2007-2009 financial crisis reached itsiak.
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Graph 4.

BVB oldest indices evolution between Sept.1997 2ad.2010

Source: based on BVB data available at www.bvb.ro

Table 4.

BVB's oldest indices annual returns compared ag&tosnanian annual inflation rate

BET return (%) BET-C return (%) | BET-Fi return (%) |Inflation rate
1998 -49.40 - - 59.10
1999 15.21 -4.99 - 45.80
2000 18.25 7.39 - 45.70
2001 35.71 -6.47 109.92 34.50
2002 117.52 124.02 113.14 22.50
2003 27.13 22.62 24.72 15.30
2004 93.15 98.29 106.94 11.90
2005 42.47 31.63 151.32 9.00
2006 18.09 25.07 24.66 6.56
2007 16.29 26.27 14.95 4.84
2008 -69.68 -69.68 -83.62 7.85
2009 57.21 34.62 83.33 5.59
2010 10.89 13.49 -10.09 6.09
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The following graphs, 5 and 6, present PER and etaldook value ratio,
and respectively the dividend yield compared agdhesinflation rate and average
bank deposit rates offered by banks operating im&woa.

As it can be seen, PER followed BVB indices’ eviontand reached its
pick by the end of 2004, and the lowest value leyethd of 2008 under the influence
of the financial crisis.

The level of dividend yield (DIVY) for BVB equity arket is very modest;
it reached a pick by the end of 2008 due to thepstiacrease in prices as a direct
effect of the financial crisis. The low DIVY can lplain by the fact that BVB
listed companies rarely pay attention to theirdkvid policy. This fact is supported
by the constantly decreasing number of paying @it companies: from 54 in
2000 to 21 in 2009 (http://www.bvb.ro/ListedCompesiStatusDivid.aspx

40 3.5

R market PER ratio 3.28
351 - price/ face value*

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Graph 5. - PER and Market/ Book value ration at BVB
Source: based on BVB daawailableat www.bvb.ro
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Graph 6. DIVY at BVB compared against inflation rate an@image bank deposit interest rates

Source: based on data available at www.bwdmibat http:/Amww.bnro.ro/Publicatii-periodice-288px

On what liquidity is concerned, using the numbetradles, the volume and

the turnover at daily level, 3 sub periods havenbseserved at BVB:

1. between 1995 and 1996 (the beginning period) teeage number of daily

transactions was 150, with an average volume afratd 1.000 shares and
an average daily turnover of 0.12 million ECU.

between 1997 and 2004, the average number oftdailgactions increased to
about 2145, with a volume of about 14 million slsaaed an average daily
turnover of 0.82 million EUR.

between 2005 and 2009, the average number of tfaihsactions grew

further to about 5400, with a volume of around 5iliom shares and an

average daily turnover of 9.74 million EUR.

While the general picture shows an improvementWBRB liquidity, there

are still problems with a number of companies dueetative low free float and/ or
lack of trading frequency.
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Two more details regarding BVB equity market seghstiould be added:
it is dominated by the 16 companies listed instue first category/ tier,
including the 5 SIFs; between 1997 and 2009, tstechitegory companies
concentrated 74.83% of all BVB transactions, 63.6#%VB volume and
80.09% of BVB turnover;
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- the 5 SIFs play an important role inside BVB comicgimg (since November
1999 until December 2010) 49.66% of all BVB tratisss, 29.17% of BVB
volume and 40.14% of BVB turnover; a recent stuelyp(et al.2009 and Pop,
Vamos, Craciun 2010) also revealed that mainly &etw2005 and 2008 BET-Fi
(which includes only the 5 SIFs) explains arounélo5d BET variability and
further investigations showed that BET-Fi returmar@er-cause BET returns —
with probabilities ranging between 96% and 100% 46 days), while BET
returns do not Granger-cause BET-Fi returns. diect influence of SIFs
over BVB should be taken into consideration by amwestor interested in
Romanian main stock exchange.

BVB bond market segment

The secondary market for Romanian bonds was lauhah@&VB at the
end of November 2001 with only two bond issueshef $mall municipalities of
Predeal and Mangala

The number of listed bond issues grew from 2 bytiteof 2001 to 55 by the end
of 2010. While the highest trading volume was reddby the end of 2007, the year 2010
was the one with the highest turnover within thedomarket, as the information available
at http://www.bvb.ro/TradingAndStatistics/Generatfstics.aspx?tab=1&m=§hows.

The structure of bond market segment, based omvarnis reflected by
graph 7.

municipal bonds

corporate bond
6.36%

international bond:
13.15%

bond public
offerings, 27.54%

Romanian T-bond
51.34%

Graph 7. BVB bond market segment structure for the periog.R001 - Dec.2010
Source: author’s calculation based on data availabivww.bvb.ro

1 Both municipalities are popular tourist destinafione on the mountain region of Prahova Valley
(Predeal), respectively a resort at a Black Sedddagalia).
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The dominant position of government bonds doesemtesent a surprise;
their listing at BVB was expected since 1998 amg tiepresent an important investment
alternative mainly for Romanian private pensiond&nbut also for Romanian bond
oriented mutual funds. Being listed starting withglist 2008, the T-bonds represented
a safe alternative investment during the finarasials climax.

The other types of bonds have a relative low peofihainly the municipal
bonds, which are the most numerous (35 listed ssauéhe end of 2010). Another
problem is represented by the absence of listgobrate bonds since January 2010,
when the last of the previous listed issues matutestems that there is no interest
from Romanian company to finance their needs thrdaand offerings and list them
at BVB.

BVB bond market segment relative low importance parad with the
equity segment has various causes; several of #ihemmentioned below:

- the low volume per offer; the highest number ofecdfl bonds did not
overpass 3,000,000 bonds (the case of bond offéaimgched by European
Investment Bank in 2007 for the Romanian market);

- the small number of investors that subscribe tdothrad offerings; this cause
is connected with the previous one: due to thevolume/ offer (combined
with the fact that bonds offer an alternative imMaigh demand for portfolio
diversification on Romanian market) every bond iifig launched on the
market is subscribed in a very short period of timainly by domestic
institutional investors; the dominance of instidatl investors in subscribing
bonds and the high speed with which they are sidisgrmunicipal bond
offerings were highlighted by Sain (2004, 20054&)6)0and Ciobanu (2007a,
2008b);

- the tendency of the bond subscribers to keep timeldan their portfolio
long periods of time or up to their maturity astiighted by Sain (2005b),
Ungureanu (2006), Ciobanu (2007b, 2008a, 2010);

- the absence of a yield curve announced and peaibdipublished by the
Romanian Ministry of Finance for the period 2002606, this situation
was similar with other neighboring countries, whieeachmark yield curves
are incomplete or unreliable (lorgova & Ong, 20G8§ relative difficulty
in accessing the present information regardingyiletd curve published
starting with the second quarter of 2007 due tohitkden pages in the
complicated website of Romanian Ministry of Fingnce
the absence of rating for Romanian listed bonds;cluse is hot uncommon
in the Central and East European countries dube@bsence of a culture
oriented toward using ratings, as highlighted bya8y et al. (2004); in the
case of Romanian municipality, the need for a gaténnot felt since in the
market the demand unsatisfied by the offer; howdsesome Romanian
investors the absence of rating becomes incregsdigturbing in the past
3-4 years, as stressed by Ciobanu (2009).
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Currently, BVB officials launched a series of dssions with various potential
corporate bond issuers in order to re-introducesehtype of bonds for listing.
Several other projects were also announced for gtiogh bond market segment
among investors.

BVB other market segments (rights, futures consrdef Fs and structured
products)

As graph 1, above, showed, the other financiarunsents listed at BVB
have a low importance (less than 1%) within theltiirnover of BVB main market.
Most of these market segments were launched dthniegpast 3 years and can be
considered as ‘new’ in the eyes of Romanian investbhe influence of financial
crisis should also be considered as an importatdrfdhat kept investor interest at
relative low levels when stock exchange investmeset® concerned.

Table 5 presents the volume and turnover for theraharket segments at BVB
and it shows for various segments either low trag@dme (in the case of futures
contracts), or low turnover (in the case of righas)d in the case of ETFs both.

Tableb.
BVB other market segments volume and turnover pgrted at the end of every year
2005 2006 2007 2008 2009 2010
Rights Volume 231,482.06| 393,246.10 12,974.09 2,93920 D 1610090.
(000)
Turnover 0.74 0.16 24.71 12.98 0 1.11
(mil.EUR)
Futures  |Volume - - 0.06 18.02 15.61 25.10
contracts |(000)
Turnover - - 0.16 5.24 15.81 25.42
(mil. EUR)
ETFs Volume - - - 141.48 | 159.98 223.11
(000)
Turnover - - - 7.08 4.84 5.38
(mil.EUR)
Structured [Volume - - - - - 1,213.31
products |(000)
Turnover - - - - - 10.86
(mil.EUR)

Source;_http://www.bvb.ro/TradingAndStatistics/GelBtatistics.aspx?tab=3&m=0

Note: the exchange rate used to express the turimowdllion euros are those available for
Romania ahttp://epp.eurostat.ec.europa.eu/tgm/table.do?tab&init=1&language=
en&pcode=tec00033&plugin=1

39



CORNELIA POP

Theinvestor basein Romania

The home bias phenomenon briefly mentioned in thtotion is one of the
factors in favor of maintaining the domestic cadpitearkets. Therefore, a national
investment base is important for the sustainatdlitg the further growth of a capital
market like the one of Romania.

At the end of 2010, Romania had an active populatioabout 4.8 million
persons, of which 0.6 millions were unemployed. nfrrthis sketched statistic,
despite the high unemployment rate caused by tB&-2009 financial crisis, the
potential of attracting domestic individual investéoward BVB seems important.

However, the official data (available only sinceD80vhen the Romanian
Investor Compensation Fund was established in daoce with EU regulations
regarding the capital markets) show very modesiréig (see table 6).

Table6.
Investors at BVB (end of every year)
2006 2007 2008 2009 2010
Total investors 65,304 87,664 92,864 94,545 86,703*

Source: Annual Reports of Investor Compensatiordfumvw.fond-fci.ro)

Note 1: The figure is estimated based on data peoviry the Investor Compensation Fund
to Romanian daily papers, but is not announcedialfff on the Compensation Fund website.
Note 2: Based on data presented inside the repbr&)06 and 2007, which now are
discontinued, in average, 95.5% are estimated todie¢idual investors.

The causes for these modest number of individuatsiors at BVB are
several and range from the relative low averagéeme/ persdf, to the preference
given to bank deposits as main saving alternatimsbined with the spending patterns
of average Romanians, a relative lack of educdatitime field of individual investments,
and with the mistrust generated by two successisis avithin Romanian mutual fund
sectors during the second half of the 1990s. &lb¢hcauses need further and extensive
investigations and will not be further developeside this paper.

Romanian institutional investors’ base is alsoia tne. A number of 101
investment funds (registered in Romania) were ifledtby the end of 2010 —
including open-end, closed-end, ETFs and pensiodsfifrom 2 and ¥ pillar.
The increase in number of investment funds andsgetaunder their management
from 2008 was mainly due to the launch on the ntask@3 pension funds, which
started their activity January' the respective year. Graph 8 presents the evalutio
of those Romanian institutional investors.

2 The level of average net income/ person is abBERJR/ month between 2006 and 2010 (source: own
calculations based on data provided by the Romadional Institute for Statistics; previously tost
period the same income was even lower.
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The picture should be considered incomplete; froi: évolution Romanian
insurance companies were eliminated for the folhguieasons:

- only an estimated number of 7 insurance compapiea {otal of 24) have
majority Romanian capital;
- while it was supposed that these 7 companies rolgtdse to invest at

BVB, they have very low profile segments of lifesumance, if any;

- the available data regarding the assets underrtaiagement are not
continuous, thus no proper analysis could be made.

It must be mentioned that this investor base isimlied by the 5 SIFs
mentioned above, which for the period 2000 — 2@@&entrated over 90% of the assets
under management. During 2007 a new peculiar imezstfund, Fondul Proprietatéa
was launched and in combination with SIFs the 6edeend funds concentrated about
83% of the assets under management for the pefio@d-2010. These 6 closed-end
funds have a peculiar position within Romanian #twebase due to the fact that the SIFs
emerged from the privatization process and Fondydriétatea was created for a special
purpose. In all the cases, Romanian state had portent initial contribution to these
funds assets by transferring in their favor stéilaa its ownership in various companies.
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Graph 8. The number of Romanian investment funds and thetsassder management.

Source: author’e estimation based on data offeyesbciatia Administratorilor de Fonduri
din Romania (www.aaf.)o Romanian National Bank (www.bnro)rand by Romanian
Private Pension System Supervisory Commission:(ltpw.csspp.ro/rapoarye

13 Fondul Proprietatea (FP) was established in damgrant compensations to those persons abusively
deprived of their properties by the former commurggime and for who was no longer possible to be
compensated in kind. Initially, the sole sharehotafeFP was the Romanian state (represented by the
Ministry of Finance). The persons entitled to congadions (established through some stages determine
by regulations) received shares at FP, transféayeithie Romanian state. Currently, the Romaniame stat
stake diminished at less than 40%. The shares lbé&#me freely transferable since March 2008 arglevh
traded OTC until January 25 2011, when FP wasl latdVB first tier. Source: www.fondulproprietate#
index.php/pages/en/71/FAQ.html
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This thin investor base might be expected to irszén the years to come,
but the growth might be to slow for BVB, if the iitgtion wants to remain
independent, as it stated it its 2008 Annual Report

In order to increase its visibility, BVB organizé&dad shows’ in various
Romanian towns. These events were canceled durangecond half of 2007 and
were resumed starting with the beginning of 201ae Bo the financial crisis, the
previous road shows’ effects on attracting new $twes could not be assessed.

Another way to increase BVB visibility is followinlyYSE model: various
personalities are invited to open trading sessions.

However, the potential Romanian individual invegtertia is probably the most
important obstacle to be overcome. In order tdd) several extensive studies regarding
the profile of Romanian potential investors shdaddnade and used accordingly.

BVB position compared with other Central and Eastern European
exchanges

Romania, and therefore its capital market, wasupedl in the category of
frontier market by the three main companies offering internationdices: FTSE
Index Company, Standard and Poor’s, and MSCI Baolade Romania.

While no commonly accepted definition exists fois thoncept, a ‘frontier
market’ is a lesser developed market even by emgergarket standards (Standard and
Poor’s) and it fulfill only 5 of the 21 criteria nsidered by FTSE Index Company for
developed markets. These indices are relativegntetaunched between 2006 and 2007.

Other countries from EU27 that are considered, @laith Romania, as
being frontier market@re presented in the table below. As it can beervies,
Romanian capital market is included in a group Of lBember states with a lower
economic power and potential of development tham#&wva. This inclusion is
showing the relative low level of sophisticatiordahe relative low capitalization
of BVB, as will be presented further in this pawcggr.

Table?.
EU27 countries considered 'frontier markets’

FTSE Frontier | S&P/IFC Global|MSCI Frontief  IMF World Economic IMF World Economic

50 Index Frontier Markets Market Index| Outlook Database for 2009 Outlook Database for

(atotal of 23 | (atotal of 24 | (atotal of 25| GDP (PPP) $M and rank2010 GDP (PPP) $M al
countries) countries) countries) out of 180 countries [rank out of 181 countrigs
Bulgaria Bulgaria Bulgaria 93,569 (rank 66) 44,843 (rank 78)
Cyprus 22,703 (rank 103) 22,752 (rank 91)
Latvia 38,764 (rank 92) 23,385 (rank 90)
Estonia Estonia Estonia 27,207 (rank 104) 19,920 (rank 98)
Lithuania Lithuania Lithuania 63,625 (rank 80) 35,734 (rank 82)
Romania Romania Romania 270,330 (rank 39 158,383 (rank 49)
Slovak Republig Slovak Republig 119,268 (rank 58) 86,262 (rank 6Q)
Slovenia Slovenia Slovenia 59,316 (rank|82) 46,442 (rank 74)

Sources; www.ftse.com/indices/FTSE_Frontier Indicdex.jsp www.standardandpoors.com

www.mscibarra.com/products/indicdsttp://Mmww.imf.org/external/pubs/ftiweo/2010/02@data/

weorept.aspX
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For the current study, however, Romanian main ahpiirket (BVB) will
be compared against the neighboring EU member deanin the Central and
Eastern European region: Bulgaria, Czech Repulblicngary, Poland, Slovak
Republic and Slovenia. Cyprus and the Baltic caestwere not considered due to
their geographic distance and due to the factRamabania is more often compared
with the countries in its near vicinity.

Of the group of country considered for this stu8ycountries are in the
same category as Romania: frontier markets (Balg&tovak Republic and Slovenia).
In the same time, Hungarian and Poland are incluoe@TSE Index Company, in
the category of ‘advanced emerging’ and Czech Repub'secondary emerging’.
This situation is consistent with what lorgova &@{2008) mention in their study:
that in the region of Central and Eastern Europkriél, Hungary and Czech Republic
have the most developed stock, bond and derivatarkets in terms of size, liquidity
and instruments.

Romania and the Romanian financial market's pasitamong the
countries of the Central and Eastern Europeannagiwvell presented by the Global
Competitiveness Reports published by World Econdroizim. Using these sources
of information for the period 2007 — 2011, presdritetable 8, it can be seen that
the Romanian financial market is ranked relativiely, usually in the second half
of the general rank; within the group of neighbgraountries, Romania usually rank
sixth, at best ranking on the forth place. Thisitims is in concordance with the
relative lack of capital market sophistication whincluded Romania amorigontier
markets.

Table8.
Romania’s financial market position among neighfgiGountries

2007-2008 Bulgaria |Czech Hungary |Poland |Romania |Slovak Slovenia

131 countries Republic Republic

ranked
Country rank 74 31 38 45 73 37 40
Financial market 74 53 51 64 78 33 47
sophistication/
development
(8" pillar)
Financing through| 105 71 76 66 83 103 70

local equity market
(8.03, former 8.02
component)

Regulation of 100 56 n/a 52 91 73 64
security exchangep
(8.08 component)

2008-2009 Bulgaria |Czech Hungary |Poland |Romania |Slovak Slovenia
134 countries Republic Republic
ranked
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2007-2008 Bulgaria |Czech Hungary |Poland |Romania |Slovak Slovenia
131 countries Republic Republic
ranked
Country rank 76 33 62 53 68 46 42
Financial market 74 47 61 68 60 31 46
sophistication/
development
(8" pillar)
Financing through 920 71 95 59 83 101 76
local equity market
(8.03, former 8.02
component)
Regulation of 104 59 58 63 91 76 70
security exchangep
(8.08 component)
2009-2010 Bulgaria |Czech Hungary |Poland |Romania |Slovak Slovenia
133 countries Republic Republic
ranked
Country rank 76 31 58 46 64 47 37
Financial market 76 42 69 14 56 28 48
sophistication/
development
(8" pillar)
Financing through 85 37 100 61 78 93 72
local equity market
(8.03, former 8.02
component)
Regulation of 108 38 54 39 88 84 60
security exchangep
(8.08 component)
2010-2011 Bulgaria |Czech Hungary |Poland |Romania |Slovak Slovenia
139 countries Republic Republic
ranked
Country rank 71 36 52 39 67 60 45
Financial market 91 48 68 32 81 37 77
sophistication/
development
(8" pillar)
Financing through 90 39 111 64 89 110 84
local equity market
(8.03, former 8.02
component)
Regulation of 109 a7 52 31 97 89 66
security exchangep
(8.08 component)

Sources: Global Competitiveness Report 2007-20088-2009, 2009-2010, 2010-2011 —

as they were available for download on www.wefoxng.
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For further comparisons market capitalization dregercentage of market
capitalization in GDP were used. Table 9 preséetetvolution of market capitalization
for the exchanges under scrutiny, while graph 9wvshthe importance of market
capitalization respective to GDP.

Table9.
Market capitalization (million EUR)
Warsaw |Budapest |Prague Ljubljana |Bratislava |Bucharest [Bulgarian
Stock Stock Stock Stock Stock Stock Stock

Exchange |Exchange |Exchange |Exchange |Exchange |Exchange |Exchange
(Poland)  |(Hungary) |(Czech R) |(Slovenia) |(SlovakR) [(Romania)

2000 33,760.8 12,810.1 n/a 3,335.0 3,523 4505 n/a
2001 28,845.8 11,564.9 8,999.1] 3,838|9 3,919 13611 n/a
2002 27,055.4 12,493.3 9,796.3 5,355(1 2,524 2,646.5 n/a
2003 29,349.8 13,227.9 12,287. 5,660{1 2,201 2,991.0 n/a
2004 51,888.3 21,039.5 21,720. 7,115)2 3,23y 8,818.8 2,062.1
2005 79,353.5 27,586.4 31,059. 6,696|6 3,72y 13,535.4 4,312.2

2007 | 144,198.20 31,502.4 47,998, 19740{12  4,55{ 21,508.5| 14,820.8
2008 65,177.6 13,325.6 29,615. 8,468|4 3,901 6,474.1 6,371.0
2009 | 105,157.2 20,887.9 31,265, 8,462.2 3,614 8,402.5 6,030.9
2010 | 141,918.4 20,624.4 31,922, 6,994.4 3,37{ 9,776.3 5,498.5

]
0
b
2006 112,825.60 31,687.1 34,6934 11,513.1 4,21) 18,857.9 7,829.9
6
i
7
2

Source: FESE _(http://www.fese.be/en/?inc=art&ipjadd Stock Exchanges websites where
information was not available on FESE website

As table 9 shows, BVB (Bucharest Stock Exchange) tlva only exchange
which experienced capitalization growth rates afraw near 200% for 2001 (growth
rate of 202.12%) and 2004 (194.84%), while for 2008 same growth rate was
near 95%. This situation was due to the importadewvaluation of Romanian traded
shares, combined with favorable conjuncture ettioditical (2002 was the year when
NATO accepted Romania as a member state) or ecoramadi political (2004 was
the year when EU was enlarged with 10 new mematssts of them being Romania’s
neighboring countries and included in the preseryg.

Only two other exchanges experienced important trawtheir capitalization:
Bulgarian Stock Exchange for 2005, 2006 and 20@i7Bratislava Stock Exchange
for 2006 and 2007, but neither in the vicinity 60%6.

Despite BVB's important growth capitalization ratke capitalization did
not reach the levels of Warsaw, Budapest or Prajoek exchanges and the
absolute figures are placing BVB at best on tHekce (of 7), as it was the case
previously when the financial market sophisticatibevelopment was considered.

Graph 9 presents a similar position (at best rankfhof 7) for BVB when
the importance of marker capitalization in GDPdesidered, enhancing the rank given
to Romanian financial market by World Economic ForGlobal Competitiveness
Reports.
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Graph 10 and table 10 below present the evolutfahenoldest indices for
the stock exchanges under scrutiny; the choicendités was made taking into
consideration their type; 5 of the indices haveskthip portfolios and only two are

Graph 9. Market Capitalization in GDP (%)
Source: FESE and stock exchanges’ websites

return indices (for Bratislava and Bulgaria).
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Table 10.

Index annual returns (%) for Central and Eastern fiean exchanges

WIG 20 BUX PX SIB-Top20|SAX BET SOFIX

(Warsaw) |(Budapest)|(Prague) |(Ljubljana) |(Bratislava)|(Bucharest)(Bulgarian)
2001 -33.47 -9.15 -17.53 n/a 31.41 38.5¢ 11.15
2002 -2.71 9.36 16.75 n/a 15.90 119.79 54.33
2003 33.89 20.28 43.06 n/a 26.24 30.91 148.16
2004 24.56 57.17 56.58 29.30 84.85 100.96 37.63
2005 35.42 40.99 42.99 2.80 26.54 50.90 32.02
2006 23.75 19.53 7.67 56.57 0.56 22.23 48.27
2007 5.19 5.60 14.24 70.97 7.23 22.05 44.43
2008 -48.21 -53.34 -52.72 -66.09 -19.4( -70.47 7¥9.
2009 33.47 73.40 30.19 15.03 -25.67 61.68 19.13
2010 14.88 0.47 9.62 -13.47 -13.71 12.32 -15.19

Source: FESE (http://www.fese.be/en/?inc=art&iadd Stock Exchanges websites where
information was not available on FESE website

As table 10 shows, BET and SOFIX indices registerrfieme values:
their highest annual returns were over 100%, besdahindices also registered the
largest negative returns for 2008 when the findruriais reached its climax.

The information presented above are all consistelitating a relative low
profile rank for BVB among the Central and EastEuropean countries, despite
overall good market performances as shown in thble

In spite BVB’'s good individual evolution between (40 and 2007,
completed by an important diversification of tradethncial instruments, mainly
between 2008 and 2010, Romanian main capital maxietd not overpass the
more dynamic and better perceived markets in tlggome Poland, Czech and
Hungarian. One important reason is the thin baséoohestic investors, either
institutional or individual. The reasons those dstiteinvestors have to avoid or be
very cautious in approaching BVB (apart the relatow average monthly income)
need further investigations. Another reason is ldve power of BVB to attract
foreign investors; this reason is partly explaintbg sovereign ratingSRomania
receives and received in the past, the highesghBBB offered by Fitch for the
period September 2006 — November 2008 and BBBraidfey Standard & Poor’s
for the period October 2005 — October 2008. Sinogdwber 2008, both rating
agencies rated Romania at BB+, while for 2011 thespectives are considered to
be stable.

14 Data offered by the Romanian Ministry of Publimaiice at the following website address:
http://www.mfinante.ro/ratingul.html?pagina=domenii
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Thealliances between European exchanges. wher e does Romania stand?

The competitive challenges that European integrdirought for the small
national exchanges represented and represent ivegrior market operators to
consolidate and/ or intensify collaboration. Redally small markets may need to
move toward linking their trading systems or meggwith global markets (Claessens,
Klingebiel and Schmukler 2002).

Within the EU the process of stock and derivatixehange integration
started during 2000 when Euronext was created tfirdlie merger of Amsterdam,
Brussels and Paris stock exchanges. Euronext iesludday also Lisbon and
LIFFE. It merged with NYSE Group during 2007 cregtone important international
exchange: NYSE-Euronext. It must be mentioned\tlatsaw Stock Exchange has
cross-membership and cross-access agreementswiitheit for cash and derivative
products. Euronext alliance between four relatigehall national exchanges represents
a model to be followed during 2000s in Europe.

OM AG, latter OMX, created the Nordic Market virtydatform reuniting
Stockholm, Copenhagen, Helsinki and Iceland exchsrand the Baltic Market
where it joined Riga, Tallinn and Vilnius exchang&be merger process for the
Baltic Market started in 2003 and ended in 2006.

London Stock Exchange Group was created and igeasthce October
2007 joining under the same umbrella the LondortlstExchange and the Italian
Stock Exchange.

Deutsche Boerse formed partnerships with Wienerr&gelrish Stock
Exchange, Helsinki Exchange and Bulgarian StockhBrge regarding the use of
its Xetra trading platform.

September 17, 2009 is the date that marks theiancaf the latest
exchange group: Central and Eastern European &imthkange Group or CEE Stock
Exchange Group, having as members: Wiener Boensggapst Stock Exchange,
Ljubljana Stock Exchange and Prague Stock Exchange.

All the groups mentioned above considered thatiginahe merger of their
forces through common trading platforms and in@edsansparency, they will gain
exposure to a larger investor base (at least eratenal, but also international),
while offering a wider variety of products and disiécation under the same name
and in the same virtual location.

BVB has just one important co-operation agreemetit Wiener Boerse
for its ROTX index, since 2004. Other 7 bilatergreements are mentioned in
BVB annual report of 2008 (pp 54): with Athena, Yok and London Stock
Exchanges — signed between 1997 and 2000; wittarité8tock Exchange, and
Salonic Stock Exchange, signed in 2002 and 20038;im2006 with the exchange
from South Korea and Republic of Moldova. Nonehwse 7 agreements yielded
any close co-operation or the perspective of aegistted alliance that can offer
BVB an enhancement of its position.
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Concluding remarks

The answer to the first question asked above:

v' is there a future for small domestic stock exchange the region of

Central and Eastern European countries, whichlaceE8J member states?
can is given by the Euronext model and CEE StoahBrge Group that followed
the respective model. Through these kind of alksnthe identity of a small stock
exchange is preserved, while the common tradingfopta allows an increased
visibility when the international investors are cemed. As part of an alliance, a
small stock exchange can fulfill its functions fhre domestic companies and
domestic government agencies looking for financaligrnatives, and it also is
opened toward an increased range of investmentuptedhat can be offered to
domestic and foreign investors alike.

The answer to the second question:

v" which will be the future for Bucharest Stock Exahpar(abbreviated BVB
from now on) taking into account its inclusiontie tategory drontier market8
contains more nuances and is given in the paragraglow:

In a challenging environment which put under questnark the existence
of national stock exchanges, BVB remained isolated small from capitalization
point of view. Liquidity is also relatively low andespite the diversification of its
activity through the bond and derivative marketrsegts, the number of domestic
investor accessing the market remain very low, witbr perspective to grow at a
rapid pace in a short to medium-term horizon ofetirithe growth of Romanian
institutional investors is also expected to be sl@he thin base of domestic
investors calls for a strategy that will offer B\&4B international exposure, and that
could no more be realized individually.

BVB’s position among the exchanges in the Centradl &outh-Eastern
European region is, at best, an average one. If BillBhot take into consideration
the possibility to become part of one of the erigtgroup of exchanges at the
European level, its future can be put under questiark.

While difficult to asses, the barrier that BVB hawecross in order to join
or to be taken over by an European group of examm@ge rather cultural than
technical. To this it must be added the fact tidBEan be considered ,a source of
national pride’ which might raise further debategarding its independence or
appartenance to a group of stock exchanges.

The most logical solution for BVB is to try to jo@EE Stock Exchange
Group, but the German cultural influence over tinsup is too strong for a Latin
country like Romania.

15 The BVB abbreviation comes from the Romanian naftiee exchange: Bursa de Valori Bucuresti arsl it i
preferred by the authors in order to avoid anyusiaifi with similar possible abbreviation for BuesariStock
Exchange, which are Budapest Stock Exchange, IBvatiStock Exchange, and Bulgarian Stock Exchange.
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Other alternatives are:

- an alliance with other small exchanges in the megichich are not (at last
for now) independent, like: Bratislava Stock ExapanBulgarian Stock
Exchange, Malta Stock Exchange and Cyprus Stockd&hge; however,
such an alliance is difficult to be established ttmémportant differences
in the market structures, but also in the cultbeatkground;

- an alliance with the important stock exchanges unope, which are still
independent, like: Madrid Stock Exchange, AtheslSExchange or Warsaw
Stock Exchange; however, compared with any of tleesbanges, BVB is
almost invisible and the proposal is likely to cofr@m the other parties,
rather than be made by BVB.

If BVB will not enter any alliance during the next5 years its profile in
the region will remain very modest and far from gtated objective in BVB’s
2008 Annual Report of ,becoming a leader in thaaeg

However, a right alliance has the potential to eckaBVB's profile and to
insure, at least up to a point, its independence.

During the month of June 2010 the BVB's shares wstiirt listing on its
trading platform. This situation will allow intertesl groups to make mergers or
takeover offers. It remains to be seen if suchraerést exists, and when and by
whom it might be expressed.

The year 2011 might mark an important step forwVB position in
Romania will be consolidated if the planed mergahv&IBEX will be agreed
upon and will take place.

Some rumors inside the Romanian financial sectorgntly not confirmed)
seems to indicate that the most probable allian¢B ®&ill (be invited to) make is
the one with Warsaw Stock Exchange.

The future evolutions will show if BVB chooses tirj its forces with
other exchanges in order to upgrade its profilddogign investors, mainly, or will
follow a slow (and relative risky) development path its own in a fast moving,
challenging and globalized financial environment.
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PUBLIC FINANCES CRISES WITHIN THE COUNTRIES
OF PIIGS GROUP

GRZEGORZ GORNIEWICZ *

ABSTRACT. The world financial crisis, started by the collapée¢he mortgage
market in USA, gave rise to the deterioration dblmufinances in many European
countries. The countries on which the impact wasnst are Portugal, Ireland,
Italy, Greece and Spain (or PIIGS). Already dur2@l0, Greece and lIreland
would have both had to declare their bankruptcyfbuthe external financial aid.
The purpose of the present paper is to highlightctngses that gave rise to the
critical situation of the countries referred toRIGS, the scale of the phenomenon
and the measures taken to improve the given situati

Key words: financial crisis, public finance, public debt.

JEL classification: GO1, E61, H63

Introduction

Recently and with respect to the world financidkisy the conventional
term PIGS was coined. The term is referring to ¢hosuntries with difficult
budget situations and high public debt levels. T is an acronym whose
successive letters are the initial letters of tames of the countries most burdened
with the afore-mentioned problems (that means: dadshg for Portugal, | for
Ireland, G for Greece and S for Spain). Later tady lwas added to the group and
the acronym itself was extended into PIIGS. Somedinone can encounter the
term PIIGGS, the second G referring to Great Brithlowever, the present study
does not include any data regarding Great Britain.

All references are written in Polish and Englispectively.

The crisis in Greece

During the winter of 2009-2010, there was a sudimhenease of Greece
financial problems. The revelation of hoaxes aradistical manipulations - often
euphemistically referred to as "creative accoufifingdelivered the final blow to

! Professor, Institute of Law, Administrations aneliidgement, University of Kazimierz Wielki, Bydgoszc
POLAND, ggorn@wsb.torun.pl

%2 The term first appeared after discovering the Himgncial scandals in USA in 2002. It referred to
the cases of concealing the losses idealizing thigpfor the sake of attracting potential investo
and maintaining the good reputation/image. As tivent on, "creative accounting” started to
denote any cases of booking any financial recoeiisgonot in accordance with the law or with
facto financial situation of a company.
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this heavily indebted and seen as a highly cordumeuntry. Goldman Sachs
helped Greek officials with their operations - artually frauds. The above
mentioned investment bank was accused by the Aareecurities and Exchange
Commission (SEC) of frauds and unethical pract{t®sy and Auerback, 2010).
The Greek government tried to improve the situatigninitiating spending cuts.
Despite the fact that these were inadequate, teegrgted discontent and unrest
among Greek citizens, who have been accustomeitjlhosocial welfare services.
The riots made people understand and appreciateetiieessence of debt crisis.
Authorities became aware of the fact that the thi@ahe stability of Euro zone is
not only the situation of Greece, but also the oiheptly governed and highly
indebted countries such as Spain, Ireland, Portaigglitaly. The revelation of the
scale of the problem forced the European politEito design a saving plan not
only Greece but also the whole Euro zone (Kwiick910).

Greek debt in the first quarter of 2010 includemledit instruments
belonging to French banks (75 billion USPBwiss banks (54 billion USH)
German banks (43 billion USPand Dutch banks (12 billion USD)The banks’
lobby at Europe level, after a few months of defgatiforced their countries and
international institutions to provide the financad to formally insolvent Greece;
yet, de facto it was the aid to the creditors of Greece. It seelmgous that the
problem of insolvency would generate some majosdedor the respective banks.
It became clear the necessity for governments tecap with the indispensable
aids because of the potential threat of a banlesysicollapse and the spread of a
more acute financial crisis at European level (Gadpuch, 2010).

At the beginning of May, 2010, Euro zone headsstate gathered at
Brussels for International Monetary Fund Summit ankntually ratified the
assistance package for Greece amounting to 116rbHUR until 2012. The price
Greece had to pay for the support offered by thermational Monetary Fund
(IMF) came as drastic budget reforms. The planejtgpon with IMF assumed
decreasing the budget deficit from 13.6% of theomat gross product in 2009 to
2.6% for 2014

The reduction of budget spending included:

v the reduction by 30% of Christmas bonuses,
v' the 12% reduction of the severance pay for the éoremployees of the
public sector,

3 Aproximatively 57 billion EUR at the exchange rate1l EUR
EUROSTAT for 2010.

4 Aproximatively 41 billion EUR at the exchange rate1l EUR
EUROSTAT for 2010.

5 Aproximatively 32 billion EUR at the exchange rate1 EUR
EUROSTAT for 2010.

® Aproximatively 9 billion EUR at the exchange raie 1 EUR = 1.3257 USD, as available on
EUROSTAT for 2010

’ http://news.money.pl/artykul/prasa;grecja;uratosate;nie;europa,146,0,616338.html
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the reduction of incentives,

freezing the pensions in public sector and all guwent-controlled pensions,
5% reduction of public investments,

some cuts in educational agenda.

On the other hand, budget revenues should incrémeagh VAT raise
from 19% to 21% and excise tax for fuels, cigagetéend alcohol; also, luxury duty
increased (relating to such commodities as cargshmmore than 17,000 EUR,
boats, helicopters, gemstones and precious mmaiskiirt, 2010 p.51).

The ratified structural reforms seem difficultiboplement in Greece due to
the following occurring conditions:

- social conditions: the necessity of changing thdtigeneration habits of
the beneficiaries taking advantage of public meaasyell as pacifying the
protests induced by cutting the spending with silestinations;

- economic conditions: the minus dynamics of natigmass product combined
with the small scale of diminishing the budget cigfi

- organizational conditions: diminishing the negateffects of an inept and
too extended public administration, the difficdt@ncerning the modernization
of the economy and reducing the grey market role.

The doubtful implementation of necessary refornilsmobably mean not
only postponing the term of repaying the debt gateer by the assistance package,
but also burdening with Greek debt other Europeniotentities for a long time,
and the constant recurrence of the process uniileuitable final decisions should
be taken (Chojna-Duch, 2010).

The afore-mentioned inevitable decisions can leeetkclusion of Greece
from the Euro zone. There are opinions considetirtaj such a decision could
generate the improvement of Greek economy. Reawnydhe national currency
would cause its quick devaluation with respect eflad and euro. That, in turn,
would allow Greece to regain competitiveness oerirdtional markets and thus
boost its export and tourism profits (Kozi€tp10c). However, the more probable
option seems to be the restructuring of the Greebé (Gorniewicz, 1999).

At the end of 2010, the situation in Greece waghl alleviated by the
win of the already governing party Pasok (Panhal&ocialistic Movement) at
the level of local government elections. Probalihys situation will enable the
Greek government to introduce and make effectivey west saving reforms
(Walewska 2010b).

D NANINIAN

8 Restructuring means changing the conditions cfyieg the debt. It can assume either the form of
rescheduling or refinancing. The former involvessfttrmal payment postponement relating to debtcgerv
and determining another deadline for repaying iengamounts. The latter denotes prolonging theitcre
period relating to realized payments or substiuannew medium-term loan for the current and future
payments relating to debt service. Restructuring afso be equal to both of these forms concertiiag t
long-standing and future payments relating to setvice (Gorniewicz, 1999, p.55).
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The Irish Problem

Starting with the end of the 1980s, Ireland regedd one of the highest
levels of development among the countries belonggnthe European Union. At
the beginning of ZLcentury, the Irish economic growth was mostly base civil
engineering sector. For the Irish population it veagenuine period of prosperity.
From then onwards, they did not have to agree stow increase of salaries to
maintain the international competitiveness andkbda the work skills needed the
civil engineering sector were not demanding expanprofessional qualifications -
the unemployment rate oscillated around 4%. Athkginning of the financial
crisis, it seemed that Ireland should survive hanmed. Virtually, Ireland did not
suffer from any budget deficit and the public delais amounting only to 25% of
the national gross product (Walewsk010c).

However, when the demand for real estate collafsades decreased by
about 50%) the Irish government had to interveneriter to save the banking
sector from bankruptcy, due to the burdens gertayethe misfired loans for the
real estate investors. The government then deuvbiecequivalent of 4% of the
national gross product for capital injections in ttee financial institutions, a
decision which had negative repercussions ovecdinglition of public finances. It
coincided with the sharp decrease of the incomedlto the Irish budget which
was too strongly based on taxes generated by thidaases and capital profits

The fiscal catastrophe was additionally aggravalsd the surge of
unemployment rate to 12.5% (as of December 2008ghaurther decreased the taxes
based on capital profits, correlates with the sipgnidicrease on social services.

After several years of surpluses, Ireland expegdna budget deficit
amounting to more than 7% of its gross domesticlpct A year later, the deficit
increased to 12.5%. Opposite to many European gowants, Dublin could not
afford to stimulate economy through financial meds the contrary, frequently it
made budget cuts. By the end of 2009, Irish goventrexpenses were reduced by
the equivalent of about 4% to 5% of the nationakgrproduct. Combined with the
collapse of the industrial production, constantigreasing unemployment rate and
the decrease in the private sector spending, thigdiucuts contributed to the
downturn of Irish national gross product by 3% 608 and by about 7% in 2009.
Therefore, from the beginning of the economic srishe economy of the former
Celtic tiger suffered a decrease of almost 10%

The Irish government made an attempt to diminighkiudget deficit from
14% in 2009 to less than 3% in 2014. In spite dtiating 7% tax for salaries
within the public sector, until July 2010, the rigte from those taxes were less
than expected.

9 http://www.parkiet.com/artykul/31,890574 Irlandia wzor _do_nasladowania__.html
10 hitp://www.parkiet.com/artykul/31,890574 Irlandia wzor _do_nasladowania__.html
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It is worth mentioning that the Irish governmentiigplementing its plan
through important spending cuts, decreasing ungmmat benefits and other
social welfare benefits. According to the Interonél Collective Investment
Scheme, the government did not appreciate the sfdlee necessary corrections.
The spending cuts and the increase of employmeésd should reach the level of
6.5% of the national gross product and not thelle¥&.5 % as was assumed by
the government. However, those are not problemisddwanot be solved. After 2
years' time of a shrinking Irish economy, during first quarter of 2010, there
occurred an improvement and the government hasadresold the stake of
securities planned for that year, the total valmeanting to 20 billion EUR.

The critical situation of Ireland during the seddmalf of 2010 has been
assessed by Standard & Pooor’s. The decrease dfithesovereign credit rating
from AA to AA- was caused by the constantly inciegsexpenses dedicated to
rescue the domestic bank sector. It was estimagdreland will be forced to pay
higher interest rates for obtaining new loans oa ifiternational market. The
government in Dublin was expecting the budget defiw increase at 14% of
national gross product. In spite of implementing #fore-mentioned serious fiscal
consolidation, Irish deficit will probably be théghest within the whole European
Union. A large number of analysts considered thatitudget deficit may reach the
level of 25% of national gross product. The préalictan materialize if the government
is forced to increase the additional aid to the éstioc banks (especially Anglo
Irish bank). According to analysts, Ireland will tneecover shortly its former
economic dynamics and the public debt within thet iew years is estimated to
remain at 100% of national gross product §\ZD10b).

The financial situation of Ireland remained unfalde. At the beginning
of September 2010, the Irish government admitted,tlie first time, that the
attempt to rescue the Anglo Irish Bank failed andansiders closing down that
institution within 10 years' time. The primary ideas to divide the Anglo Irish
bank into "good" and "bad" segments, the lattewbich is supposed to be sold.
The rescue attempt generated a cost of 23 billidR Entil September 2010. It is
estimated that the cost can reach even 35 billldR.E

The investors feared that the horrific situation bafnking sector may
additionally decrease the credibility of Irelandhigh may, in turn, induce some
other troubles for the Euro zone. The dimensioirieh related problems may be
as serious as the scale of the troubles Greecstwagling with (Reda, 2010). All
this was promptly reflected in the valuation of ooy related Credit Default Swaps -
securities or bonds in case of a country's insayeihe profitability of 10-year
treasury bonds of Ireland reached, by SeptemBé2080, the so-far highest level
of 5.9 % (Siemionczyk and Krasuski, 2010).

During the next few weeks in September, the sauoatf Ireland continued
to deteriorate. At the auction held on Septembé}, 2610, the 8-year bond issue
of 4.767% return on investment were suggested rghe&n on investment being
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higher by as many as 114 basis points than thdasiiesue made on August™7
2010). Undoubtedly, it was an important upsurgéhefcosts aimed to gain further
financial support for the domestic bank sector wesplan. The difference in
profitability between 10-year Irish bonds and regly the safest German bonds
equaled 4.29%, which is considered to be the hightsin history (Wierciszewski).

It is worth noticing that, during the second haiif2010, the risk related to
Irish debt increased even further despite the idrdmtdget cuts initiated by the
cabinet of Prime Minister Brain Cowen. The econoofythe Emerald Island
remained in crisis. The second quarter of the Y8410, brought a national gross
product decrease by 12 %.

On the turn of September 2010, the Irish governna@mounced that the
rescue attempt of the national bank sector shall 50 billion EUR; according to
previous estimations the cost was at a level obfi®n EUR). Therefore, this
increased cost incurred the budget deficit planfoedhe above-mentioned year
rise to 32% of national gross product; for 200® budget deficit was as high as
14.4% of national gross product, which was the toesult among PIIGS
countries at that moment in time anyway. If theanges related with the financial
support for the Irish banks were to be excluded,rtiio of the deficit to national
gross product would be only of 12% (Koziet and R&fd 0).

Many investors and analysts doubt whether the nmeagaken by the Irish
government will enable it to diminish the budgefideto 3% of national gross
product by 2014. These misgivings were the reaspthk increase in profitability
of Irish bonds to the level of 8% (Koziet, 2010a).

In November, 2010, 51% of investors from all oviee tworld, who took
part in Bloomberg’s agency poll, expected Irelandjo bankrupt within the next
18 months. The percentage of investors consideniadiigh probability of Ireland
bankruptcy was 3 times higher compared with thaiops expressed six months
previously (Koziet, 2010d).

During the 2-day meeting (November™i® 17") of the Finance Ministers
from the Euro zone, it was decided that Ireland caceive a financial aid
amounting to 148 billion EUR, 20% of which shall &dvanced by Germany. In
return, Ireland has the obligation to increase dbeorate tax, which has been
relatively low so far (12.5%). Due to this, one d¢ape that Dublin will fight with
its over 30% budget deficit, but the Irish companigll lose their competitiveness
in comparison with other European companies - ealpthe German ones. It was
Great Britain position in particular that did ngipaove of Berlin plans, criticizing
the attempts as an intervention in the tax systEmosher countries (W& 2010a).

It is worth mentioning that, during the meetingFhance Ministers, the
situation appeared to became a paradox: the ceartffering financial support to
Ireland were keener on the idea of initiating ttadl-but actions to save Irish
economy than Ireland itself; this situation occdri®cause Ireland was dreading
the thought of losing control over its economy (@iiski, 2010a).
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One day later, the investigative mission wasatetil by European Union,
European Central Bank (ECB), and International ManeFund (IMF). They were
inspecting the fiscal condition of Ireland and wina¢asures are to be taken if
Dublin decided to take advantage of the aid off¢Middzinski, 2010b). Eventually,
Ireland shall get 86 billion EUR from the Europédmion and IMF.

November 2% 2010, the Irish Prime Minister Brian Cowen annatha 4-
year saving plan which assumed the reduction oftae's spending by 10 billion
EUR and the increase of tax income by 5 billion EORanks to these measures,
Irish budget deficit should decrease by 11%. Tla@ filirther assumed:

- the decrease of the payment rate from 8.65 to EU&R per hour;

- the reduction of social welfare benefits for thiezens remaining unemployed
for a long time;

- initiating property tax (that sort of tax has npphed in Ireland before);

- income tax shall apply to people earning at le&s3d0 EUR a year (so far
it has applied to people earning at least 18,308 Bbnually)

- VAT shall increase from 21% to 22% in 2013 and 3&a2by 2014.

Brain Cowen also announced the intention of maiimagi very low income
tax, which would be - in his opinion - a key factorthe rapid development of the
country's economy. The relatively radical savingnpdlid not manage to "calm" the
financial markets. Shortly after its announcemém, interest rate of Irish bonds
was further increased by another 30 basis poir8s6% (Bielecki, 2010).

Spain crisis

Until recently, Spain was considered a country wathdynamic pace of
development. Its favorable conjuncture was maittiybated to the boom on the real
estate market; a boom which had a positive infleerat only on real estate investors
but also on building companies and the banks fingnihese investments (Sadecki,
2010}, Yet, the collapse happened in October 2008. Mgedoan selling went down
by 44%. Additionally, high unemployment rite(mainly in the sector of civil
engineering), limited tax incomes and simultangouistreased in the government
spending regarding unemployment benefits, gaveaaiserious budget problems.

According to Eurostat forecast, Spanish civil eegiing sector will shrink
until 2012. Louis Zapatero's government implememéelical budget cuts amounting
to about 15 billion EUR, which represents 1.1% afional gross product. Such
measures made Spain more credible in the eyeraidial investors.

1 The Spaniards built even a few houses and thesiments in the domain of real estate were
tantamount to 1/3 of national gross product (Sade2X10, PIGS i rozhulane bizety, ,Bank”
2010, nr 5, s. 57 — 58)

12 According to the date of European Commission,utemployment rate in Spain equaled 20% for
the period 2009-2010.
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On the other hand, direct investors left Spainelalvior similar for the all
countries from PIIGS group. The loss of foreignedirinvestments additionally
deepened the economic recession (Gruszecki, Kda@alik, 2010).

Another issue of Spanish economy was the privettos debt (households
and companies). The mortgage loans given for 56sygme and the possibility of
claiming a tax refund amount to 15% of the instelins being paid off. This gave
rise to the situation in which the sum of debthia twhole economy equaled, at the
beginning of 2010, over 340% of national gross potdAmong the well developed
countries in the world, only Japan and Great Britaere more indebted (Wrobel,
2010).

The decrease of trust towards Spanish credit@lifiprced the profitability
of Spanish bonds. 90% of the bonds issued durif} 2@ere characterized by a
maturity shorter than a year. These short-termiliies were to be renewed the
following year but on less favorable conditions2bil1, the repayment will coincide
with the necessity of rolling long-term bonds, whimay additional deepen the
economic crisis in the country. According to expei$pain may not be able to
overcome this burden (Sadecki, 2010).

The actions taken for diminishing budget deficitsn Portugal and Italy

In Portugal, the government of the Prime Ministsel Socrates started the
savings by reducing salaries of clerks and membktke parliament by 5% and
froze them for the next 3 years. Salaries of eng#gyfrom the public sector
earning more than 1,500 EUR per month were alsaedsed by the same
percentage. Furthermore, the spending on socipbges was drastically cut.

Apart from the reduction of expenses, the Portuggesernment initiated
additional income tax amounting to 1.5%: from 204¢AT will increase by 1% (at
the level of 21%) and big enterprises will pay avriax amounting to 2% of their
income. These measures can potentially bring theuatof savings and new
generated income to 5.7 billion EUR annually. Brer, 17 national companies
are about to be privatized for about 8 billion eufd/alewska, 2010a).

For 2010, the Portugal’'s budget deficit equale4 of its national gross
product. Due to the actions taken by the governmeist planned to be reduced to
3% by the end of 2012.

Members of Chinese Parliament expressed the wilésg to purchase a
great number of Portuguese bonds. The Chinese hate important savings, try
to invest them in the bonds of other countries,eGeeand Ireland inclusive (Koziel,
2010Db).

At the end of 2010, it the opinion that Portuggimilar to Greece and
Ireland, can apply for international financial ads often expressed. The cause of
this wide spread opinion was the fact that the rgayilan was not meticulously
implemented by Lisbon government (Walewska, 2010a).
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The Italian economy, while being ranked third bi#stEuro zone with
respect to the value of national gross producteldged more slowly than expected.
At the end of the first decade of 2tentury, the ltalian industrial production
decreased, whereas unemployment rate rose. In &@li@n public debt surpassed
1.7 billion EUR, which amounted to 115% of the oiadil gross product. According to
the president of the Italian Central Bank, Maria@hi, Italy was not very competitive
because of the wrong labor law, having its econbased on small enterprises which
were unable to compete on the global market, aedteally the inefficiency of its
financial sector (Walewska, 2010a).

Silvio Berlusconi's government announced the ohiging of savings
amounting to 25 billion EUR. Among the measuregitak

- only every fifth clerk quitting a job shall be repkd by another employee;

- salaries of all administration employees shallrbeen for the next 3 years;

- annual incomes surpassing 90,000 EUR will be amfthily taxed, which
shall amount to 5% of the income for the Italiarldpet

- transfers of money from the state's budget to Igoadernments shall be

limited to 2 billion EUR in 2011 and 3.8 billion BRJfor 2012;

- spending on the health service shall be diminishezD11 by 400 million

EUR and by 1.1 billion EUR in the forthcoming year;

- the budgets of successive state departments shdihbnished by 8-10%;
- all the employees who, in 2011, reach the pensgmvall have to work
another half a year.

The Italian government did not predict the necgssitaising taxes but it was
making attempts to improve the process of exectiixgs (Walewska, 2010a).

The results of all these measures would be astehsing the years to
come.

Comparing financial situations in the countries ofPIIGS group

The largest public debt among the analyzed coustdefinitely attributed
to Italy. At the end of 2009, The Italian publicbdeamount surpassed 2.3 billion
USD™ (see table 1). It is noteworthy, that within 9 gseahe amount of Italian
public debt doubled.

Close, on the second place, is Spain, with its iputdbt amounting to
almost 700 million USES. Similar to the Italian public debt, the Spanisiblic
debt level also underwent doubling in amount.

13 Aproximatively 1.6 billion EUR at the exchangeeatf 1 EUR = 1.3948 USD, as available on
EUROSTAT for 2009.

14 Aproximatively 501.9 million EUR at the exchangéeraf 1 EUR = 1.3948 USD, as available on
EUROSTAT for 2009.
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On the third place comes Greece with over 430 onllUSD?®, fourth
Portugal (191 million USH); while on the fifth place comes Ireland (with abo
108 million USD).

Within the period 2000-2009, for 3 of the afore-mi@med countries the
public debt was thrice as much in 2009 compareld 2000.

Table 1.
Public debt within PIIGS countries (in million USD)
Countries 2000 2005 2008 2009

Greece 138.34 254.13 364.74 430.05
Ireland 33.97 45.04 70.14 108.26
Italy 1147.91 1644.99 2132.67 2334.52
Portugal 61.58 120.04 164.86 191.23
Spain 292.48 389.81 510.17 698.63

Source: author’s own calculation based on of tha geovided by OECD

The debt of a given country is not merely confirnfgdits amount, but
more important - by its relation to the worth o tbountry’s national gross product.
Having considered the latter, the worst positiomsewoccupied by Greece and Italy
and the most favorable by Spain (see table 2% Wdrth mentioning that all of the
enumerated countries surpassed, for 2010, therioritenritten in Maastricht
Treaty, regarding the maximum amount for the puddibt being 60% of GDP.

For Greece and Italy within the whole analyzed qukrf2000-2009) the
relation equaled more than 100%.

15 Aproximatively 308.3 million EUR at the exchangéeraf 1 EUR = 1.3948 USD, as available on
EUROSTAT for 2009.

16 Aproximatively 136.9 million EUR at the exchangeeraf 1 EUR = 1.3948 USD, as available on
EUROSTAT for 2009.

71n order to ensure a data consistency, table ¥eisoconverted in million EUR; the exchange rates
used are the following:
for 2000: 1 EUR = 1.0850 USD (as provided_by wwwade com
for 2005: 1 EUR = 1.2441 USD as available on EURA@BT
for 2008: 1 EUR = 1.4708 USD as available on EURGBT
for 2009: 1 EUR = 1.3948 USD as available on EURGBT

Countries 2000 2005 2008 2009
Greece 127.50 204.26 247.98 308.32
Ireland 31.30 36.20 47.68 77.61
Italy 1057.98 1322.23 1450.00 1673.73
Portugal 56.75 96.48 112.08 137.10
Spain 269.56 313.32 346.86 500.88
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Table 2.
Public debt of PIIGS countries as percentage of GBP
Year Greece Ireland Italy Portugal Spain
2000 106.2 38.4 111.2 53.3 61.2
2001 106.9 36.1 110.6 55.6 57.5
2002 104.7 32.3 108.0 58.1 54.6
2003 103.0 32.0 106.2 59.4 50.8
2004 101.8 31.3 103.8 60.8 63.0
2005 107.4 27.6 106.4 63.9 43.2
2006 107.6 27.0 106.5 64.5 43.1
2007 105.8 23.9 103.5 67.0 40.2
2008 97.6 43.2 105.8 66.4 39.5
2009 126.8 64.0 115.8 76.8 53.0
2010* 123.0 81.0 118.4 91.0 68.0
2011* 130.0 93.0 130.0 97.0 74.0

Source: European Central Bank data
Note: * forecast

Analyzing the public debt levels for the countrieslonging to PIIGS
group, it is impossible not to notice the phenonmeab"crossing"” of the debts. It
involves the mutual indebting of the particular ooies. The phenomenon is
illustrated by the following diagram (figure 1).

The primary reason for getting into debt is theuscence of budget deficit.
It is to be emphasized that budget deficits haveenly been the constant
phenomena in the countries in European Union. Alingrto the forecast of
European Commission, by the end 2010, it is expet¢hat Ireland will be
burdened with the largest budget deficit, estimatedmount at 32% of GDP
(figure 1). The budget deficits of Greece, Spaid Rortugal will probably be as
high as 8% to 10% of GDP and for Italy it will pedly slightly surpass 5% GDP.

It is worthy emphasizing that in 2010; only 3 caig# in European Union
will be able to satisfy the criterion included inalstricht Treaty according to
which the relation of budget deficit to the worthmational gross product cannot
surpass 3%. These 3 countries are: Bulgaria, Estord Sweden.

40

30

20

10

0
Ireland Spain Greece Portugal Italy

Figure 1. Budget deficits PIIGS countries (as % of GDP)
Source: author’'s work based on the data providetth®¥European Commission.
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On the basis of the worth of CDS bonds, it is gaesto present the
accumulated probability of the declaration of bamitcy. According to the data
from September 232010, for the countries of PIIGS group, Greedadsmost likely
to go bankrupt (50.6%). The next positions weraipex by Ireland (34.2%), Portugal
(30%), Spain (18.2%) and Italy (16%). It is worttdimg that the likelihood of Greece
going bankrupt is similar only with the case of ¥enela (56.4%)F.

Summary

Despite a number of similarities, the PIIGS’ gracguntries differ from
one another considerably.

At the end of 2010, Italy was in a relatively bpssition - paradoxically
enough, Italy also was burdened with the highebtipalebt (in an absolute sense)
as well as in relation to the worth of its natiopedduct. However, this country has
the lowest budget deficit and the least probabditynsolvency.

Also at the end of 2010, Ireland was in the worstifon - it reached the
unprecedented budget deficit in relation to the tivaf national gross product
because of the necessity of saving the nation&ibgrsystem.

Greece was caught in the analogous predicamenGréerce the problems
regarding repaying the debts appeared for thetfirst.

It is worth mentioning that so far only these twauntries (Greece and
Ireland) have taken advantage of the financial @fidbffered by the European
Union and International Monetary Fund.

Yet, in the nearest future, one has to reckon thighpossibility of Portugal and
even Spain applying for the financial support mediby the above mentioned institutions.

The attempts made during 2010 by the PIIGS caemttimed to improve
their public finance standings involved mainly sgiey cuts as well as searching
for additional budget income resources are to sidered as understandable and
yet a bit too weak. European Union got deeply ingikd in rescuing those
countries being on the verge of bankruptcy in ibbtlof the possibility that the
banks in the countries better-developed than Pid@stries will incur important
losses and in order to avoid a potential collagdeuoo currency.
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PROCEDURAL MANAGEMENT IN SELF-GOVERNMENT

NORA STANGOVA'

ABSTRACT. This article introduces one of the modern approacmanagement
of self-government — it is the process managementdmparation with the
functional management and its application’s poli##isi in pratice.

The self-government whose performance is not basquofit but on the budget
and the disposable resources are not applied inahief maximising the profits but it
is focused on meeting the demands of the clieritizelc and the self-government is
influenced by the political, judicial and econorhieavironment in which it works.
The managerial processes decide about the allocztidisposable resources and their
input into the processes and the revenues and dilqress are assessed by them. The
level of citizenssatisfaction having a textualleefion rather than a numerical
representation is highlighted. An efficient methodbe applied is the benchmarking
which compares the different coefficients of défarorganisations or self-governments
within the same processes.

Key words: process, transformation process, self-governmesurces, procedural
mapping.

JEL classification: H70, H83, H89

Introduction

The procedural management provides a new appraaphrformance and
activities in organisations. Although the participgnamely the employees of the
organisations are not aware of the ongoing pronessrtheless all the activities
are governed by certain rules creating the prosedsethe presented paper we
compare two approaches, the procedural and furationes in management of
self-government and a short analysis on procedaypploach in management of
a selected self-government will be carried out.

The process and its identification in management cfelf-government

Characterisation of the process

The process contains a complex of interactive regprrelated activities
indicating an added value to inputs and transfogntiem into outputs. (Grasseova,
2008, p. 7). The inputs always present a definpdtimalue and the outputs are the
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results of the activities. The output in the forfrpooducts and services is the final
result of the process. The process developmeltstrated in Figure 1.

input process output
activity 1, ... activity, ... n

Figure 1. Process Development

Source: worked —out by the author

As it can be seen from the above figure, the pmodesa complete
transformation of activities carried out within arganisational unit. It has a clearly
defined starting point, ongoing activities and actasion of the process which
represents the input of the following process.

In order to achieve the appropriate results andfaation of the clients —
citizens it is necessary to manage these processes.

The process management consists of identificafisoalisation, assessment,
evaluation and systematic improvement of proceggplying methods and principles
due to procedural approach (Zavadsky, 2005, plit 8.an open dynamic system,
the operations of which create the basic unit efattivity and all the operations are
systematically interconnected into processes amda eaonsequence, they create
a subystem.

The process is similarly defined by Smida (20073@). stating that the
system can be characterised as a continuous impenteof the processes. It is
a periodic cycle which can be constantly improvedt & defined in Deming Cycle
(Mateides & Zavadsky, 2005, p. 32). The Deming €yptovides a method for
improvement of processes repeating the 4 phasas: PIDo — Study — Check
(Evans & Lindsay, 2005, p. 636) and presents PDGthod which led to goals
achievement as the whole cycle is repeated urgilstitisfaction is achieved in
concordance with the planned results.

Comparison of procedural and functional approaches

There are two approaches which do not prove araganistic contradiction
as the procedural approach is interconnected WéHunctional one.

The functional approach reflects the division difdar into functional units
due to their specialisation (Grasseova, 2008, p. A€cording to this division of
labour the organisation structure is created baseddividual operations of the
processes without assessing the complete trangfionmarocess. The organisation
is managed mainly due to requirements of individuictional units (stated as
horizontal management) and the transition from oni¢ into the other one can
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prove the risk of waste of time, information andtsoas well expended on final
output. The functional approach focuses on simglerations — with a limited
range of knowledge (skills) in interconnection witie complete functional unit
and therefore the other managerial functions ayeined, e.g. coodination, multilevel
control in order to achieve the final goal and ammsequence the number of
workers will be increased without any added-valuethermore the costs will be
increased as well. As a result there can be, orhand, a pyramidical — horizontal
organisation with a redundant multilevel managemani, on the other hand,
limited responsibility and competence. Furthernitwee requirements of functional
operations prevail those of the whole organisatidhis situation, within the
functional structure, influences the informatiorsteyn which has been developed
based on a functional approach and more or lesanitfulfil its requirements. As
a consequence there is an unwillingness to mddifyrémuneration method for a new
one according to measurable results of the prosesse

The procedural approach delivers a modern managemethod and
enables a continuous transition of operations witne organisation. There does not
exist any contradiction between these two appraaelethe procedural approach is
interconnected with functional management and gwirdue to its principles.

The basis of the process management is definedsbgoil (Grasseova,
2008, p. 42) which means optimisation and developrokorganisational operations
in order to react to requirements in an efficiamt affective manner, and considers
the labour operation as a process - presentingnplete system of operations
ending with an output. It is necessary to definguis, outputs and resources for
each individual process with the aim to evaluatedfiectiveness of the processes
and the responsibility has to be unequivocally ssesd At the same time the
guality and the effective application of availabésources have to be maintained.
If we want to apply the procedural approach sudabdigsin practice, the top
management will be required to act promptly andstamtly and the whole process
will become a logical consequence of interconneletbdur operations.

Application of the procedural method requires a approach to management
and its individual functions. The historical deyaieent has brought about various
approaches to management function which need fordddded by managers. We
consider the managerial functions creating theerardf the management.

The procedural approach to management has itsnomigihe theory of
administrative management. (Stefkawa, 2002, p. 57). The know-how of
administrative management has become an importemtop development of the
theory on procedural approach. Currently the mddely applied classification
of managerial functions is the followings: planningganising, people’s administration
and controlling — the last one connects the supmpdperations with he executive
ones and these functions are defined as sequ@rtiddek, Vod&kova, 2006, p. 68).
These are consistently executed in logical intemeotions — sequences.
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The parallel managerial functions are the contisuones — analysing,
decisionmaking, implementation. The relations betwthe sequential and parallel
functions provide a complete systematic overviewd dine matrix mapping of
managerial functions can be illustrated in thedi@ihg Table 1.

Table 1.
Matrix Mapping of Managerial Functions

Sequential functions/ parallel [Analysis/ Assessment|Decision making |Implementation
functions

planning

organising

people’s administration
and controlling

Source: Vodéek, Vod&kova, 2006, p. 69

The advantage of this presentation, made by theoauis a simplification
of the two types of processes enabling the apicatf procedural approach in
organisation management. The basic differencesdegtviunctional and procedural
management are presented in Table 2 accordingasséovéa (2008, p. 46) .

Table 2.
Basic Differences between Functional and Proceddisalagements

Item Functional approach Procedural management
basic principle division of labour operation graugpi
organisational structure steep pyramid flat, hamtal structure
organisation as a system coordination of sepaedeaentssynergic effect

competences and responsibility for the departmeanperation | for the whole process
(its integrated segment)

relation to subordinate assignment, directives [Ee@mdministration,
indirect support
coefficients economical analysis analysis of preegs- coefficients
according to the types
orientation consequences reasons
communication vertical horizontal

Source: modified version of Grasseova, 2008, p. 46

Self-government and procedural management

Basic principles of self-government

The local self-government as part of public adntiatfon is a local unit,
geographically defined in which a community of desits is living and the basic
level of it is the municipality. It has independer@mpetences, is authorised and
responsible for executing tasks which are in itargh (Pekova, 2004, p. 31). To
fulfil these tasks there have to exist certainqmeisites such as: judiciary - competent
laws defining its autonomy, directives on assetagament, economical prerequisites —
a certain degree of self-sufficiency.
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The local self-government provides three publivises:

- social concerning the residents life in the gicemmunity,

- territorial - technical — based on organisationexploitation of self-governmental
territory

- economic — focused on prosperity and developmergetffgovernment,
processing of economical coefficients.

From the point of view of procedural managemenmastioned above we
will highlight the outputs which have different fos taking into consideration the
process division; according to importance and psegbey can be divided into the
following categories (Grasseova, 2008, p. 13):

¢ managerial processes — these are processes prpddielopment and
executive management of the organisation and theyre its integrity
and performance.

e main - key processes creating values — they acanplete set of added-
value and they are the main reason for existenteeodrganisation

e supporting processes — providing conditions foranigption performance
and for accomplishment of other processes whichhapessary for the
main processes.

Applying the principle of decentralisation of autity the self-government
becomes a subject responsible for ongoing procgSsestnerova — Koziak, 2005,
p.30) and the results of the processes are theitsutp

The output is the conclusion of the process andaitgjible result is the
product. The product is the final result of th&-gelernment activities and the self-
government possesses the business—related phd pfdduct as a consequence of its
competence pursuant to law, or it results fronovis business activity. The product
contains a complex of processes; it can be evaluarel it is necessary to be managed.
From the point of business-related basis the ptaghuchave the following forms:

- business—related service (social service)
- result of the administrative body — clerical (doeun certificate, statement)
- tangible output (sewerage, waste disposal).

The output is influenced by many factors such asntanagerial level of
the processes, the exact managerial processes; ittetify the structure and the
logistics of the processes.

Procedural mapping

The key factor in understanding the flow of proessss their mapping.
The procedural maps provide a better overview efflocess and they highlight
all interrelations that occur within the process.

The procedural mapping is the communication togro€edural management
(Fiala, Ministr, 2003, p. 89).
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The procedural map introduces the description otgsses, their inputs
and outputs and their parameters as well, accoitdinvghich the processes can be
monitored. The procedural mapping is describedhbyelations which characterise the
organisation of operations. The procedural mappimaples to analyse the purpose of
the process, functions carried out by the procedd¢@depict the mechanisms serving
for accomplishment of the processes. The procedoaglping can be characterised
by the following features:

« understanding the process by creating maps, graphicstrations of the
operations;

» highligthing the internal hierarchy and structufedivision according to
importance and purpose;

» allows regular evaluation and assessment of alisiers, furthermore
the assessment costs and other financial aspets.

Application of procedural approach to management of selected
self-government

We will consider the competences of the city coun€ia selected self-
government which carries out the following procesdae to core and delegated
competences. The processes will be divided by thejose:

Table 3.
Processes due to their Purpose
PROCESSES
MAIN MANAGERIAL SUPPORTING
communication plan of economic and social  |judicial services
development
register office quality management personnel adstriatiion
residence and housing registrati@trategy and organisation purchase, storage
elections project management working environment
taxes and fees coordination of activities infractinee
asset management human resources and educatipn rmaiifts
public services project budgeting operation anchiaaiance
land use planning documentation and data managedagatprotection
transport treasury
environment accounting and budgeting
investment urban planning financial control
education and sport
culture
social care
housing support
supervision of fire protection
complaints

Source: modified version of Grasseovéa (2008)

74



PROCEDURAL MANAGEMENT IN SELF-GOVERNMENT

According to the table of process division, we wileate the map of
processes which clearly shows the interrelationsrgmthe processes from the
point of transformation process of inputs and otgpu

VISION,
strategy
plans

A

y

Managerial processes:
PESD, human resources,coor.
quality management,project

Requirements budg eting, strategy and orgar.
tio coordinationorganisations
Restrictions organizacia
Laws v OUTPUT Satisfaction
of the of citizen:

Main processes:
PROCESS

Outputs f\ Register office, taxes and
fees,asset management, ) _
tangible and planning,environment, service with
education and sport, socia tangible services,
intangible care , culture output life quality
decision

\ 4

Supporting processes:
judicial services, data
protection, personnel
adminst., accounting and
budgeting

Figure 2. Map of Processes in the Model of Self-Government
Source: modified version ofiek 2005
PESD: Plan of Economic and Social Development

The further analysis deals with the main proceRsgister Office. Considering
competences of the Register Office they are detelgahes and the outputs could
have a tangible character (e.g. issue of birthasriage certificates) or an administrative
operation in the form of a service. To provide diperations of the main processes of
the Register Office there are a lot of activitiede carried out which are logically
interconnected and all of them are aimed at actgetie goal — the output. The example
of the modification of surname is illustrated ir #ollowing simplied Figure 3.
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OUTPUT
issue of certificate

INPUT PROCESS
request >—> modification of surname

A4 \4
verification of identity imposing fee — fiscal stam;’>
selection of RO issue of duplicate
v \ 4
RO report

Figure 3. Process of Modification of Surname
Source: Register Office

The input of this process is presented by the r&quiethe client — citizen,
the output is the required certificate issued by Register Office, the process
performer is the Register Office which monitors @wn operations and the
satisfaction of the client — citizen with the outpu

The number of accomplished operations in individualcesses has been
constantly increasing (it is influenced by competsnand increasing number of
citizens). In the years 2007 — 2009 the self-gowennt registered an increase from
42 147 operations to 50 076. The financial res@iregpended on process
provision by the Register Office are quantifiectlie following structure showing
that the expenditures are proportionally increasiith operations.

Table 4.
Structure of Expenditures on Register Office (OQIRE
S.N. Item Expenditures in years
2008 2009
1 emoluments,salaries 54,77 59,75
2 insurance and other installments for insurance 19,98 21,78
company

3 postal services, telecomunications 5,31 3,65
4 asset — facilities 1,99 0,33
5 material 1,99 0,32
6 computer technics 1,19 0,66
7 maintainance of hired technics 1,13 0,60
8 others 1,0 1,50

TOTAL EXPENDITURES 93,27 98,42

Source: Register Office
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There is a substantial increase in expendituresnlynan the item of
emoluments, salaries and as a consequence ansedrgalue of installments for
the insurance company. On the other hand therelézigeasing tendency in postal
and telecomunication services due to informatigaiticthese fields.

Summary

As we have presented in our analysis there exigtsalaprocedural
management in the self-government which proves nagmgntages but nevertheless
there are some issues due to above mentioned kigsc@E self-government. All
the processes in the entrepreneurial field can tequivocally quantified and
assessed by the performance reflecting the ecoabnaisults.

The self-government whose performance is not basegrofit but on the
budget and the disposable resources are not applidtte way of maximising the
profits but it is focused on meeting the demandghefclient — citizen and the self-
government is influenced by the political, judicetd economical environment in
which it works. The managerial processes decideitaie allocation of disposable
resources and their input into the processes amdettenues and expenditures are
assessed by them. The level of citizens satisfat¢taving a textual reflection rather
than a numerical representation is highlightedeficient method to be applied is the
benchmarking which compares the different coeffisieof different organisations or
self-governments within the same processes.

On the other hand the most important contributafnsrocedural management
and process mapping can be seen in the followelddi:

e permanent monitoring of the achievement of bothpfueesses and the
organisation

* unequivocal definitions of main, managerial andpgurpng activities, it
is important from the point of expended financiabis , organisation of
work and meeting the demands of citizens.

* the ability to reveal the reasons for ineligibleepbmena or narrow
spaces in real time —i.e. during the process

» detailed description of the processes providesptssibility to prepare
an accurate financial planning

e creating the procedural models leading to optim#bs of logistic
approaches and furthermore to reduction of costs.

Conclusion

If we want the organisation to perform in the rreggbropriate way we have to
focus on its smallest activity units because thgamisation is as successful as its
smallest process. To achieve this goal the proeedpproach is suitable having a lot
of advantages and it is applicable in any organisaAs a result of choosing the
convenient method of assessing the processes weewaal the issues of inefficient
activities. The methods of assessment will be agtitin a next paper.
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REGIONAL POLICY IN PRACTICE:
THE CASE OF THE BRASOV METROPOLITAN AREA

NICOLAE MARINESCU *

ABSTRACT. This paper analyzes the implementation of regipolities in practice,
by means of a case study conducted on the cityasd8. Sibiu closed its mandate as
the European capital of culture in 2007 succegsfinl order to follow Sibiu’s path,
Brasov looked the future with the following aim rinind: to develop an integrated
strategy for a metropolitan area. This area wilude 1 city, 5 towns and 8 villages,
summing up to about 400,000 inhabitants. Publibaities representing the involved
entities have reached the conclusion that therésts concerning economic and social
welfare as well as environmental protection conweds follow, a strategy for the
sustainable development of Brasov's metropolitaga afor 2007-2013 has been
designed. This strategy is supported by means o€ rif@n 80 projects, financed
through national and EU sources. Due to the sttoagsm potential of the area this
paper focuses mainly on the tourism section ofstregegy and on city marketing. It
defines the objectives for tourism development higthlights the current problems
associated with tourism in the area. Accordingbficy recommendations are issued in
this field, comprising city branding, promotionatligities linked to tourism, quality of
tourism services, development of specific attrastiand infrastructure, as well as
training for employees in tourism. Hopes are thgtstimulating new ideas related to
tourism, one of the expected outcomes of the catiparbetween public authorities
and private firms will improve policy-making in tfzasov metropolitan area

Key words: regional policy, metropolitan area, tourism, Braso

JEL classification: R1, R58

Introduction

In 2007 Sibiu reached an important position amoongq&nian cities, after
hosting 337 projects organized by 301 Romanian faneign cultural operators
summing up to 2,062 artistic events in theatrentoay, music, film, dance,
literature, architecture, contemporary art and ampknside the program: “Sibiu —
European Cultural Capital 2007” (Tomozei, 2008ndficing all these projects
amounted to 13.4 million euro. It seems that theneyowas well spent, as Sibiu
increased its visibility and awareness at natiandlinternational level. The number of
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tourists doubled compared to 2006 and tripledivelab 2005, amounting to almost
800,000, out of which around 40% were foreign ersiwww.sibiu.ro). The program
Sibiu - European Cultural Capital 2007 is the miogportant project that was
organized and took place in Romania, regarding teramplitude and the impact
on communication development between cultural, eaoo and political operators
(Suciu and Incze, 2008). As Sibiu, boasted by @tfagtural projects initiated during
the cultural program, drew the final lines afteravhad been a busy and rewarding
year, other cities in Romania, such as Brasov, @itoereplicate its success and
developed an urban strategy for the years to céméhe literature on metropolitan
regions suggests, a well-balanced urban systemanittven mix of large, medium
and small cities and towns, endowed with efficieahsport networks, is the ideal
territorial system in terms of efficiency and wik#ing (Capello and Fratesi, 2008).
Along these principles, Brasov initiated the depetent of an integrated strategy
for a Metropolitan Area, which will be investigateddetail in the second section
of this paper.

Analysis of the Brasov Metropolitan Area

Brasov belongs to the Centre Development Regianpbithe 8 development
regions of Romania. Brasov County has the largenstribution to the region’s
GDP and has the highest level of urbanization. Tegewith other 13 surrounding
cities and villages, the proposed Brasov metrogoldrea will cover a surface of
about 1,400 square km and will comprise an urbagloageration of 407,187
inhabitants (about 70% of the County’s populatidBasov, which has been the
third most important centre of industrial developini& the communist period, has
suffered a lot during the "90s. More than 80,000kers were laid off due to the
decline of large industrial factories, producingimhatractors, trucks, bearings and
fertilizers. During the past few years, the unergpient rate in Brasov has been
usually higher than the national average. The sacid economic problems of the
Brasov area would have become even more severarifgd the unemployed
people wouldn’t have been absorbed by variousitie8vin service sectors.

When local authorities assessed the city of Bramain problems prior to
2007, the following four aspects were identified:

< Bad infrastructure, including outdated sewerageesys, lack of sewerage
in certain districts, damaged streets all overdhtskirts, dirty residential
areas, lack of social facilities and faulty locedrsport, especially in the
adjacent areas;

« Economic deficiencies, due to lack of availabld esdate inside the city,
weak state of small business, lack of coordinationcerning economic
development, insufficient usage of tourism potérft@av occupancy rate);

» Social problems of demographic nature, migratiothefworkforce, quarters
with mainly elderly population, burglaries in thetskirts, unemployment;
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« Environmental problems due to heavy road and ratfi¢, polluted rivers
and the unsafe garbage pit outside the city.

Once these problems have been pinpointed, new mesasticoordination
were designed for the city of Brasov and the neigining settlements. Thus, some
common objectives of development emerged:

- Rehabilitation of infrastructure (ring-road, highwvairport, sewerage lines);

- Sustaining of economic development and tourismu@tréal parks, logistics
centres, business environment, tourism as a maimitgrfor sustainable
development);

- Improvement of social infrastructure and facilifigsaining of human
resources;

- Environmental protection (integrated waste managemmprovement of
living conditions through better air quality).

Accordingly, to address the objectives mentionedvab the following
planning steps have been undertaken:

» Strategies have been designed for sustainableageneht, tourism, energy,
air quality management and integration of Rromaupetjon;

» Annual market surveys (beginning with 2004) haverbearried out to
identify the perception of Brasov citizens and ttimgieds;

» Digitalization of the maps of the area;

> Initiation of a Strategy for the Development of tBeasov Metropolitan

Area (2007) together with a territorial systemdtmaplan.

So far, several actions have been carried outeomafull swing in each of
the four areas identified as problematic at citxele

- Work has begun on the ring-road (two-thirds sfl@ngth are finished by
now), so as to deflect heavy traffic from the inpart of the city;

- Two of the outskirts have been linked to the wdnpart of Brasov by
means of passages and roads;

- Rehabilitation of the street network and craatif parking areas;

- Attracting foreign investments (mainly car-pandiistry, mainly from
Germany);

- Establishment of two tourist information centfas the main square of
the historical part of the city and at the railvsgtion);

- Renovation of the Zoo and arrangement of the §ldda Area in the
historical centre;

- Modernization of parks and organization of neayglrounds for children
in each quarter;

- Construction of a night shelter and of a newtendor elderly people;

- Initiation of police bureaus in each of the mairarters of the city;

- Drawing up the “noise map” for the city, introdioa of air quality monitoring
and afforestation programs on the hills and moostsiirrounding the city;

- Selective collection of garbage throughout th@leltity.
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The Brasov Metropolitan Area is relatively comgagtgeographical standards,
fitting into a square of about 37 km length of eaie. The idea of the metropolitan
area emerged together with an integrated appraachriban development, so as to
ensure sustainable development, an optimal codimtinbetween economic, social and
environmental issues and a balanced developmemedretcentral and adjacent parts of
the city. As the experience of various EU-countlias shown, integrated approaches
to urban problems have generated solid economigtiyrand solved social problems
at the same time. Consultancy in this matter wawiged to local authorities by
specialists of the EU in the URBACT programme dy@007.

In such a context, an integrated plan for urbareldgment needs to be
formulated and then implemented. In charge of tkegrated urban development plan
for the Brasov area is the Metropolitan Associafdsasov (founded January 2006),
formed as a non-governmental organization. Theddgaepresented by the mayors of
the 14 cities and villages involved. The stakehsldelude all public and private entities
with which the association has already concludedwiir conclude collaboration
agreements and finally, the citizens of the Brase®a, by means of public consultation.

The integrated urban development plan will be imented by means of a
succession of more than 80 individual projectsaated with each other so that
they should fit into the general scheme. Projedtsamount to some 485 million
euro and will be directed towards:

* Rehabilitation of urban infrastructure and buildiofyaccess roads to the
Brasov metropolitan area so as to reduce pollwtimhimprove mobility;

« Introduction of an integrated public transport eyst with adequate traffic
signalling;

» Restoration of the buildings in the historical cestand introduction of a
thematic tour comprising the main tourist objedieéthe metropolitan area;

» Construction and modernization of cultural and spdacilities (theatre,
seat of the Philharmonic Orchestra of Brasov, rspitirts hall, Olympic ice-
skating ground);

« Placing of bicycle tracks in the main cities;

e Organization of two industrial parks nearby Brasov;

» Building of a business and exhibition centre ad agla logistics centre;

e Introduction of a public security system at metidpao level;

» Closing down outdated warehouses & plants not dantphith environmental
norms.

More than half of these projects are funded thrabhghRegional Operational
Programme (Priority Axes 2, 3, 4 and 5 — infraduite, business environment,
sustainable development and tourism) and otheiceswof financing, such as local
budgets, the European Bank for Reconstruction anetiDpment, Sector Operational
Programme on Environment, European Regional Dexadop Fund (ERDF), public-
private partnerships and private investments.
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Table 1.
Projects managed by the Brasov Metropolitan Ag€Bty funding)
Title Objective Funding Amount (€)
LINKS Maintain vitality of old URBACT Il n/a
European cities
MMOVE Improving efficiency of INTERREG IV C 1,859,321
mobility policies
Qualicities Improving professional skilld.eonardo da Vinci n/a
of policy-makers
MobiPLAN Improving spatial Leonardo da Vinci n/a
development
SAFELAND Guidance on crime preventifgfuropean Commission 45,079
Information & Comm. Improve electronic ERDF 21,150
Infrastructure communication
Jessica for Cities Urban development URBACT Il 23,536
Integrated services for Integrated police network |PHARE 2005 121,868
Community Police
Integrated unit for Integrated network for PHARE 2005 121,607
emergency situations emergency intervention
Non Formal Education in |Innovative methods and tool|Youth in Action 12,000
Youth Centres of education

Source: data compiled by the author from www.metdfaiprasov.ro

The Brasov Metropolitan Agency has been set upeathd of 2005 as the
authority to manage projects linked to the metrit@ol area. An overview of
projects that have been initiated and some alrdaghtemented with external
funding and with the advisory help of the Agenclisted in Table 1.

The benefits of all the above-mentioned investmeamise the projects will be
finished, are not difficult to foresee. A betteartsport system, with reduced waiting
times and a more fluent traffic would be an impartanprovement. All activities
included in the projects involve new jobs in comstion, various services, tourism.
Once the projects will be fully implemented, thgioa is expected to enjoy a higher
level of interest expressed by various investoith, an enhanced awareness at national
and international level. This is particularly imfamt for the development of tourism,
issue which will be addressed in the third seaticihis paper.

Measures for Tourism Development in the Brasov Metspolitan Area

Brasov is known as an important tourist city in Rona, especially for
mountain tourism, as well as a historical city amdacademic and cultural centre.
It concentrates the largest number of hotels asthueants in the region (40.5%
out of the total), but is plagued by a very low r@ge occupancy rate — around
33% (Pop et al., 2007).
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The general objective of the tourism componenthaf Strategy for the
Development of the Brasov Metropolitan Area isdise the competitiveness of the
area as a tourism location by enhancing the qualisgrvices and the capitalization on
the natural and cultural heritage so as to respgonithe expectations of citizens,
tourists, visitors and business people without esblg affecting the environment.

Specific objectives include:

» Creating a distinct brand for the Brasov MetropolitArea as a tourist
destination adequately promoted through seleciaanghis of communication;

« Introduction of an evaluation system for the quadit tourism services;

« The development of genuine tourist products andises with local
features, addressing domestic and foreign tourists;

« Developing leisure alternatives for Brasov citizans tourists alike;

e The creation of a common and balanced general Wwarkdor the development
of tourism by correlating the initiatives of difeert stakeholders in the field
of tourism;

* The creation and development of travel packages smreduce the seasonality
of tourism supply;

« Identification and development of alternative teariprospects, scarcely
existent within the actual offer within the area;

* The development and modernization of tourism ibfuature in accordance
with the other initiatives included in the genestahtegy;

* Improvement of professional training in tourisnrotlgh diversification and
integration of the educational offer by high-scisoahd by the universities
from the region.

The above-mentioned specific objectives are wadirided, but may never
reach their goal if they stick only to vaguely-pded ideas with no precise
application and if proper coordination won't beiagbd between public administration
and private tourism firms.

Let's take, for instance, the creation of a spedifiand for the metropolitan
area as a whole in order to launch it as a tragstidation. Romania’s attempts,
during the past few years, in creating a countgntror slogan were all ill-fated,
even though they seemed to be good ideas wheatadti What lacked, letting
aside the marketing adequacy of the slogan or kvgs,solid promotion at national
and especially international level. The “staineatage of the country could not be
changed just by creating a tourist brand or findirgpod slogan.

Of all the country’s attractions, the Lonely Plageidebook recommends
Brasov if the whole stay in Romania is intended fas one day. Despite this,
Brasov is virtually unknown for the broad publicEatropean level, even if it has a
lot of beautiful sights and attractions to offerolPably one of the largest problems
that tourism confronts in Romania is the poor proomoof the country’s values.
Nobody denies that Romania has a lot to offer @iggrtourism assets, but many
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agree that it still needs a more open and actieenption. In terms of negative
aspects, this area does not have enough trainegrtogtaff, nor a good image
promotion or a good infrastructure (Stefan, 20@8jother significant weakness of
Romanian tourism is the lack of communication amdperation between the
public and private sector. If such cooperation doo¢ achieved, tourism would
grow on the right path and this would reflect itsellarger numbers of visitors and
business development.

Thus, one of the most important measures in mangdtie city of Brasov
would be to unfold a consistent promotional campaaggeting the most important
European tourist outgoing countries. Promotingdife at national and international
level should be done by means of a private-pubdicngrship with companies
active in the tourism field so as to represent 8vaat all the major international
tourism fairs and exhibitions. The big Europearrimperators have to be targeted
actively if tourism in the area is meant to inceeas

The website www.brasov.ro also needs reshufflimgpsiering the ever-
increasing number of tourists that search and hoeik holiday destination online.
The website features extensive information aboeatdity’s tourist attractions, the
“compulsory” list of accommodation possibilitieestaurants and leisure opportunities,
but lacks attractiveness, clarity, live imageseiattivity (forum, impressions), as
well as niche information for different travellerShe featured map is not very
helpful either. A comparison to Sibiu’s website (wwibiu.ro, better from quality
point of view) in this respect is more than reveglfor a visitor who enters both.
The official website should also be updated fadteinclude images and links to
all the possible leisure activities to be foundBrasov (e.g. the newly opened
largest indoor water-park and largest adventur&-gaRomania).

A further program should be initiated for the id8cation, preservation
and restoration of all the monuments in Brasowm@dide the renovation of all the
old churches and fortified remains of the past #rar subsequent inclusion in
tours and travel circuits. Architectural lightingaaild be also part of the program.
Popular festivals and events, organized each ye&h as the “Days of Brasov”,
the Tourism Fair and the “Golden Stag” internatlanasic festival should remain
a continuous tradition. The idea of building an asment park on the site of a
torn-down factory should not be neglected eithaking into account the large
effective demand for recreational activities sugggdy the citizens of the Brasov
area in the case of similar initiatives.

The quality of services is another aspect that @agdortant improvements.
The issue of quality stands out as a long-termicsih expressed by foreign
visitors assessing Romanian tourism. In this cdntbyman resources and a
continuous improvement of their capabilities widl bne of the critical elements for
the success of a strategy for the developmentwfstm. This comes along with a
serious commitment towards ensuring a higher quafiservices and an orientation
of firms towards the customer (Marinescu, 2007)cdlaauthorities could design
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specific training programmes for employees and marsinvolved in tourism
activities, which should include taking over of Bpean regulations and norms
(Marinescu, 2006).

Conclusions and Recommendations for Policy-Making

Analyzing the whole situation of the Brasov Metrbjam Area and the
most troublesome aspects it faces, some recomniensldor administrative and
regional policy in the Brasov area emerge.

The rehabilitation and modernization of the pulbbad network was and
remains a priority for the area. The street netwsniretty well developed, but still
can’t handle the 200,000 vehicles that are drivegryeday on the city’s streets.
During the previous year, local authorities havedtrall sorts of solutions to ease
the traffic, but the efforts seem to be in vainekxthough nine roundabouts have
been arranged instead of traffic lights for the drigssings, the streets are crowded
as before, causing noise and air pollution.

Once finished, the ring-road will deflect the hedvsffic and other small
trucks that transit Brasov city. However, the na@blems are still generated by the
cars that drive on a daily basis on the streeBragov. One solution for the fluency of
Brasov's traffic and the significant reduction afliption would be to build a tangent
highway that should enable the access to and fewh ef the big neighborhoods and
should be connected to the outer ring-road of BréRoiu and Oltean, 2008).

Even though a costly initiative, this type of pijeshould be seen as a
long-term investment which implies many more ouspihtan inputs. If considered
a feasible and sustainable project, from a findntigistics and human resources
point of view, EU non-refundable grants for the elepment and consolidation of
the infrastructure could be obtained.

Another important issue is environmental protectioittle has been done
for refraining people from throwing all kind of wagincluding non-biodegradable) in
the surroundings of Brasov and in the nearby ro@urses. This is an old and
uncivilized practice and happens mostly becaughefack of a proper sewerage
system (Godeanu, 2008). Even if city halls in th#ages included in the
Metropolitan Area considered laying out warning nsigwith the following
message: “Dumping waist is forbidden and is purdsierording to the law”, most
people ignore those signs. The authorities who hastlled them in the first
place, left them to rust, so that nowadays onebeaealy read the written message.

The most efficient measure to be taken for a l@rgitapproach on the
environment is the introduction of a strict andeattive education at every level of
Brasov’'s education system, so that children andestis should learn from an early
age what nature means and why it is important tintaia the entire natural
environment clean and unspoiled. After that, citzeshould transform this
education into personal consciousness, making eaehaware that environmental
problems represent in fact our own health and life.
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The last of the issues to be addressed here isrtour the area surrounding
Brasov. The magnificent scenery offered by Fagatasinty and its majestic
mountains is often put under the shadow by infuaire and environmental problems.
Infrastructure is in bad shape: roads are hardigitde for this name, there is no current
water in many villages, there are a lot of unhyigiemells, with a large amount of
calcareous concentration, no ecological pit argbme villages there aren’t any doctors
(Bardasuc and Cristea, 2008). Young people andmrsder 40 years old have usually
left the area and are currently working abroadtaty lor Spain. Adapting abroad and
making more money to satisfy their families’ nettiég stayed at home isn't easy. Many
of them left their kids alone or with grandparemtsdured divorces, separations and
the families they left behind are far from happyfelling secure. Some examples of
things that can change the grey face of the city it surroundings concern the
tourism alternative. Rural tourism is a form ofrism relatively new to Romania that
appeared to be the perfect solution for incregginfits for villagers by capitalizing on
their potential, mainly surplus of accommodation veall as genuine goods and
services, offered to people seeking relaxatiorigRek tourism is also to be considered,
with the large number of monasteries located mrtkgjion, proudly presenting the icons
painted on glass. Lastly, equestrian tourism istanBwcomer. In Fagaras County, the
Sambata de Jos Stud, dating from 1874, is the sinly in Romania where you can
find the pure breed of Lipizzaner horses, famolusvalr the world.

Summing up, the Brasov Metropolitan Area displaysst array of potential
projects for development. It remains to be seen hwamy of these projects will
gather momentum and will receive proper fundingwideer, their success hinges
crucially on the willingness of public and prival®dies to cooperate in their
initiatives.
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DO THE MACROECONOMIC FACTORSINFLUENCE
THE ROMANIAN EQUITY PRICES?

CRISTINA BALINT!

ABSTRACT. Asset prices are commonly believed to react see$jti to
economic news. The purpose of this article is t@#tigate following issues: first,
what kind of factors affects Romanian equity marestirns and second, how well
the APT model can explain Romanian equity returte gaper will analyze if the
market risk is the most influential risk factor tirere are some other factors
influencing the price returns. This article willrgay 30 shares listed at Bucharest
Stock Exchange, the economic factors that migHueémfce these socks, and the
correlation between the equity prices and the ahasacroeconomic factors. In
the final part, ordinary least squares regressimitisbe ran in order to test the
APT, but also the influence of the studied macroentn factors upon the share
prices during the analyzed period (January 2002e 2010) will be observed.
Results suggest that every equity has a positivennexcess return, but none of
them is normally distributed according the Beraydartest. Also the macroeconomic
variables have a positive mean return and no faistonormally distributed.
Regarding the correlations between the titles dednbacroeconomic factors, it
can be observed that they are relatively weak anaignificant. Finally, it can be
observed that the macroeconomic factors that wesd influenced the price of the
30 equities under scrutiny during the entire aradyperiod, except for the
unemployment rate and the inflation.

Key words. macroeconomic factors, capital market, multipleresgion.

JEL classification: E00, O16, C30

Introduction and literaturereview

Asset prices are commonly believed to react sgakitto economic news.
Daily experience seems to support the view thaividdal asset prices are
influenced by a wide variety of unanticipated egeand that some events have a
more pervasive effect on asset prices than dosither
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The most famous multi-factor model is the Ross’BTAwhich was
developed in the year 1976. The model starts bynaisg that equity’s return
depends partly on pervasive macroeconomic influgrmefactors and partly on
noise (Brealey et al. 2006). The APT has been widelcussed in literature (e.g.,
Chen 1983, Connor & Korajczyk 1986, Berry et al89&roenewold & Fraser
1997, Sharpe 1982).

The APT model has been empirically studied in smvenarkets, e.g.,
Antoniou et al.(1998) implemented it to London $td&xchange, Dhankar & Esq
(2005) to Indian stock market, Berry et al.(1988B&P 500 Index, while Chen et
al.(1986) to New York Stock Exchange, Azeez & Yanea (2003) to Japanese
stock market and Anatolyev (2005) to Russian stoakkets.

For this paper, first it were taken into considienra several of the same
macroeconomic variables that Chen et al.(1986) usédeir study of US equity
index returns. Second, some other macroeconomiablas that could have an
effect on the Romanian equity market were searched.

In general, the number of factors that influengeiy returns extracted
from factor analysis has been a source of mucheotion. The advantages and
disadvantages of using factor analysis to identifie influences are well
documented in the literature; e.g., Brown & Weiis{@983) and Gibbons (1982).
Trzinka (1986) finds five dominant factors withieturns for a sample of US firms;
Cho (1984) uses interbattery factor analysis orarge of US industries and
documents that the number of factors ranges frotwdsn two and five. Cho et
al.(1986) perform a similar analysis at the intéioreal level for eleven industrial
economies and report between one and five facttisenewold & Fraser (1997)
found three factors for Australian share marketer@h(1996) examined the UK
market and found that “the market factor alone appéo incorporate most of the
information contained in the underlying multiplectars”. The number of factors
ranges from zero to almost ten in the examinedrsape

While there is no formal guidance choosing thehtrignacroeconomic
variables to the APT model, Chen et al.(1986) ssggediscounted cash flow
approach for their selection. They also argue bHeatause current beliefs about
these variables are incorporated in price, it iy dnnovations or unexpected
changes that can affect returns. On this basis sleésct five variables for their
study:

(1) the unanticipated change inflation rate;

(2) the change in expected inflation;

(3) the unanticipated change in term structure;

(4) the unanticipated change in risk premium;

(5) the unanticipated change in the growth rateddstrial production.
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They found that variables (1), (4) and (5) araifitant determinants of U.S.
equity returns. Almost all published studies oftites the APT through selected
macroeconomic variables have used these macroe@omamiables, or else very
close related to these (Chen et al.1997). Papathttve implemented this macro-
economic APT for other countries find that the saypes of variables as those
used by Chen et al.(1986) are priced as well agrothore country-specific
variable$.

It is well known that the macroeconomic variabtdssen by Chen et
al.(1986) have been the foundation of the APTs MWorth pointing out, why these
variables could affect equities’ returns:

1) Inflation: Inflation impacts both the level of the discourierand the size
of the future cash flows.

2) Thetermstructure of interest rates. Differences between the rate on bonds
with a long maturity and a short maturity affect thalue of payments far
in the future relative to near-term payments.

3) Risk premium: Differences between the return on safe bonds (AAA]
more risky bonds (BAA) are used to measure the atarkeaction to risk.

4) Industrial production: Changes in industrial production affect the
opportunities facing investors and the real vahfesash flows.

Exploring each alternative, it could be observeat the stock investment
is regarded as a hedge against inflation. Howesmepirical tests have found a
negative relationship to exist between inflationd anominal stock returns
(Gultekin, 1983). It is also widely accepted thatrent stock levels are positively
related to future levels of real activity, as meadlby industrial production. As for
the exchange rates, these will adjust to refldetite inflation levels, and the law
of one price will be upheld.

These are only examples how macroeconomic vadatée be chosen.
Thus, one should decide the right factors for fecHic purposes, because every
country that is examined has its unique featurdsdB et al.2000).

As for the Romanian capital market, it experiengpd and downs since its
founding. Currently, Romania is an emerging markgnerging stock markets
have been identified as being at least partiallgnmented from global capital
markets accordingly, and this supported the ide& thacroeconomic factors are
the primary source of local price changes or theagkets. The analyzed literature
suggests that a wide range of factors may be nele@ch variables include the
prices for consumer goods, the money supply, ticbange rates and interest rates,

2 E.g., the growth rate of money supply, oil anddggfices, and exchange rates with various
countries. See van Rensburg (1999) for South Afi@aenewold & Fraser (1997) for Australia
and Antoniou et al.(1998) for the United KingdonadSrsky (1999) studied the relationship of oil
prices changes and stock return for the US anddfaut that oil price changes and oil price
volatility play important roles in affecting equitgturns.
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political risk, oil prices, and the trade sectodioes. However, for emerging
markets there is suggested that not all of thesmblas are either relevant or
appropriate (Chen et al.1986).

Material and methods

The regression model used includes several indkpenvariables; it is
known as a multiple regression model. The trudiogiship between the independent
variable Y and the various independent variables Xs, is given by:

Y= a+ fyXy + Bokat 45X, + ¢ 1)

In our study we switch th¥;s with macroeconomic variables. The regression
equation is:

Ry = PuINF, + fyDOB. + f3,50M, + Sy AU, + B IPP.+ feSAL + BrRS.+ foRbet —c, +
E )

where:

Ry is the logarithmic excess return of the as$et montht;

INF¢ is the logarithmic return of inflation;

DOB: is the logarithmic return of the interest rate;

SOM is the logarithmic excess return of the unemployimate;

AU is the logarithmic return of the gold price;

IPPR, is the logarithmic return of the price index odlirstrial production;
SAL;is the logarithmic return of the average net eamin

RS is the logarithmic return of the exchange rate

Rbet — ¢, is the logarithmic excess return of BET-C index.

This first-pass time series regression will yiestirates for th;, B2, ..,
Bgi. This will be repeated fori=1, 2, ..., 30 choshares so that result in 30 values
for each of the betas.

In the second step, we use cross-sectional regnes$his regression
equation is:

}"l: + :'.151; + :'.-,'5'; + ;’-.;.‘I_;“; + -4 ':'"E 'G.E: + E; (3)

B
1]

where R is the mean logarithmic excess return for ass@yf to Bg represent the

sensitivity of a security’s return to factpand is a measure of the risks inherent in
the security under studys represent the reward for bearing these risksgpisk).
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Hence, in equation (2), th® are the variables which are different across te 3

titles; thel; are the same for all securities and hence theséeastimated from
the cross-section regression equation (3).

Test assets are represented by 30 companies bsteBlucharest Stock
Exchange within the®land 2° category. The macroeconomic factors that are used
are the following: inflation, interest rate, unemyghent rate, gold price, and price
index of industrial production, average net earsiagd the exchange rate. The
market as a factor will also be used.

The data for this study was collected from the thiyn bulletins,
respectively the annual reports published by thiéoNal Bank of Romania (NBR),
the Bucharest Stock Exchange (BVB) and the Natiorstltute of Statistics (INS).
For analyzing these data, it was used both theessgm model and the EViews
programme. The period under analysis is Januarg 200une 2010. All data are
calculated on a monthly interval.

Results and discussions

A brief review of the Romanian market evolution

After the collapse of communist and social regirméshe beginning of
1990s, a number of Central and Eastern Europe (Giebhtries started their
journey into capitalism and privatization. The 198&volution, which signified an
important turning point in our national history,shianperatively imposed, through
the resulting reform programme, the necessity tover the capital market and its
related institutions, including the Bucharest St&sichange. A group of specialists
in various economic sectors benefited the charamagmes asserted as unique in
a lifetime, to recover this market, the startinginpoof this process being
represented by year 1992. The recovery processnetagasy. Starting with the
legislative area two years were necessary untibttaption of Law no. 5 /1994 on
transferable securities and stock exchanges acauatphy measures of educating
the general public. The process continues today,adinthose involve learn every
day, that Bucharest Stock Exchange is an essamtiétlition of a market economy,
and its presence in the economic landscape proaeadditional element to the
path that joined the Romanian economy after 1990s.

After their launching, CEE equity markets havesated interest of academics
due to a number of reasons. First, these marketisdpr a great possibility to test
existing asset pricing models and pricing anomaifiespecial conditions of evolving
markets. Second, in the light of growing interdefsties between world equity
markets due to enhanced capital movements, itageisting to test the extent of which
emerging markets are integrated with global markBtérd, since the early 1990s,
there have been implemented major economic anddilareforms, resulting in the
growing number of new financial instruments. A tethquestion in this respect is
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whether investors in this market react to newsraxpected changes in economy
in a similar fashion as those in advanced market@mies. Last, due to the shocks
that may have destabilizing effects on domesti@rfoial markets. Although
Romanian equity market has gained so much intém@st foreign investors, there
have not been so many quality analyses of Romagaity market.

The market value of all stocks in Romanian equitgrket has changed
dramatically, but it is still smaller than in othemerging markets. It is generally
considered that the equities are undervalued. ifitlisates problems in Romania’s
politics, and risks that are included in compariad macroeconomics. Despite of
these risks, Romania has also made a strong psogmeslevelopment of its
economy and that has on the other hand raisedyeqtites. For example the
period 2003-2006 when the stock market broke reeftet record (BVB annual
report 2009).

The stock market in Romania has been structu@d the outset on two
distinct components: the Bucharest Stock ExchanddrASDAQ, which subsequently
merged into a single market, Bucharest Stock BExghabsorbing RASDAQ. The
evolution of both markets was similar, being charifluenced by economic and
political developments. After an excellent staktertapped to a high-level of policy
changes during 1996, with a maximum value and dragetations set in the summer
of 1997, a large decline followed in the Romaniaarket. The end of the year 2000
can be considered the moment that marked a reversk The exit from the financial
crisis of 1998-1999 and the political changes iB@Were factors that boosted the
overall stock market development. The summer ofl126tarked the return of
market shares on a rising trend. Between the y2@08-2006 a boom period for
the stock market followed. A common element for pleeiod 2003-2004 was the
repeated delisting of the stock exchanges compami¢ise recent years, there have
been a series of events that influenced the stackaty among them: the privatization
of various companies, the merger of the two exabsingnd not the least, Romania's
EU accession. The evolutions at Bucharest Stockdhge during 2007 were marked
by foreign investor sentiment changes regardingRbenanian economy and its
development prospects. The year 2008 representdioef@ucharest Stock Exchange,
and also for all the participants, one of the naifficult periods in its modern
history. The abrupt reversal of the upward trenduaitations and the sharp reduction
of the general liquidity of the stock market wehe tirect consequences of the
2007-2009 financial crisis. From the economic cybleory viewpoint, the 2009
trends of the Bucharest Stock Exchange regulateienaeem to suggest the end
of an 11 years cycle (BVB annual report 2009).hié tyear 2009 would get a
distinctive mark, one that would differentiateriofih the BVB previous years, this
certainly is ,the year of fixed income”. The doniesttock market developments
during 2009 suggest that the domestic capital nhasktacing a new cycle (BVB
annual report 2009).
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There are still many uncertainties about the ecan@md financial events
2010 and it is therefore difficult to elaborate hiwve capital market in Romania
will grow this year. With a reasonable degree afability, one could say that the
stock market has finally left behind the multianhlosvs reached in 2009, but they
will not return in the 2010 to the record levelsrkeal during the peak year of the
Romanian capital market, 2007.

Descriptive statistics

The descriptive statistics for the 30 chosen congzalisted at Bucharest
Stock Exchange, between January 2002 and June &@l(@resented in the
following table (table 1). The 30 companies weresgn due to data continuity for
the period under scrutiny.

Table 1.
Descriptive statistics for the chosen 30 compalisésd at Bucharest Stock Exchange,
Jan.2002 - Jun.2010

Kolmogorov-
Symbol | Obser vations| M ean|Standar d deviation| Skewness| Kurtoss|Jarque-Bera Smirnov
ALR 102 3.64 221 1.18 3.74 26.18 1.39
AMO 102 0.04 0.03 0.52 1.93 9.41 1.92
ARM 102 0.40 0.19 0.16 1.8% 5.99 1.26
ARS 102 4.96 5.26 174 4.98 68.36 2.85
ART 102 9.82 16.10 2.32 7.68 184.27 3.13
ATB 102 0.81 0.60 0.64 1.99 11.28 1.72
AZO 102 0.27 0.12 2.24 9.04 240.39 1.63
BRD 102 10.82 8.27 0.46 1.92 8.63 1.80
BRM 102 1.62 0.95 0.69 2.95 8.0 0.93
CBC 102 6.27 5.36 1.15 342 23.17 184
CMP 102 0.79 0.59 0.37 1.5Y 11.0L 2.26
ELJ 102 0.31 0.13 041 245 4.09 1.36
EPT 102 0.29 0.31 247 8.7% 244.26 321
IMP 102 0.49 0.24 0.67 4.11 12.88 114
MEF 102 254 1.20 0.37 2.54 3.26 0.63
MPN 102 0.36 0.30 7.16 65.5Y 17511.25 2.60
OIL 102 0.27 0.24 1.82 5.82 89.8p 2.64
OLT 102 0.35 0.30 1.62 5.28 66.99 167
PEI 102 71.5] 51.52 0.61 2.05) 10.23 1.85
PPL 102 8.39 9.90 1.93 5.61 9245 294
PTR 102 0.44 0.49 1.81 549 81.8P 2.63
SCD 102 1.06 214 6.99 5511  12373.644 348
SNO 102 6.02 3.95 1.62 5.90 80.5) 2.19
NP 102 0.32 0.17 0.18 1.64 8.40 113
SRT 102 0.15 0.18 3.18 14.18 702.73 2.49
STZ 102 0.32 0.22 0.90 3.79 16.30 2.96
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Komogorov-

Symbol | Observations| M ean| Sandard deviation| Skewness | Kurtoss| Jarque-Bera Smirnov
TBM 102 0.53 4.31 1.36 3.95 35.48 2.38
TLV 102 0.85 0.50 0.85 340 13.04 1.12
UAM 102 0.69 2.25 9.69 96.66  38877.64 411
ZIM 102 2.17 1.01 0.09 1.92 5.06 1.50

It can be observed that every equity has a positizan excess return, and the
values vary between 0.04 and 71.51. However, tagive high level of risk of the
Romanian equity markets is shown in large stand#ediations. In our case,
Petrolimportexport (PEI) has standard deviatio®h62, because its equity price has
ranged between 3.3500 and 198.0000 RON insideatimple period. Almost every
equity has a positive skewness. This implies thaities have had many large positive
returns, because the mean is larger than medimode, and distribution’s tail is long
to the right. Also, it can be observed a very higlgree of kurtosis. Bera-Jarque test
shows that no equity is normally distributed, anolnfogorov-Smirnov test showed
that the amount of normally distributed equitiesvgs to 2.

Also, as table 2 shows, each macroeconomic vartzdea positive mean
return, and the standard deviation is relativebset to the mean.

Table 2.
Descriptive statistics for macroeconomic facto@0R— 2010)
oy
0 = ol
S sl 8 g &l%s
g B 3| g £ ¢ 8c
s ° 5 o EE
E S| B| x gﬁ‘%
@] o m| X
&
Gold Price 102 | 56.98| 24.56 1.143.66| 23.81 1.77
BET-C Index 102 |3107.511784.60 0.47|2.16| 6.67 112
Exchange Rate 102 | 3.69 | 0.37| -0.22.49| 1.92 112
Interest Rate (%) 102 | 13.64| 7.60| 1.1p3.51| 25 2.93
Inflation (%) 102 | 070 | 055| 1.0p3.98| 21.74| 1.26
Price Index of Industrial Production| 102 | 107.000 25.83 -0.14.84| 6.02 1.17
Average Net Earnings 102 | 882.02] 364.65 0.411.65| 8.53 1.20
Unemployment Rate (%) 102 | 6.41 | 2.03| 1.205.05| 42.26 1.10

The factors have both positive and negative skesvn&s for the kurtosis,
the values show a relatively normal distributiomile Bera-Jarque test shows that
no factor is normally distributed. Thus, normalitas also tested with Kolmogorov-
Smirnov test that indicates that no factor is ndiyrdistributed.

96



DO THE MACROECONOMIC FACTORS INFLUENCE THE ROMANIAEQUITY PRICES?

There have also been studied the correlations leetwWes macroeconomic
factors. Most of the correlations are relativelyalvand not significant. The correlation
matrix can be found in the next table 3.

Table 3.
The Pearson correlation between the macroeconowgtiorfa
3
()
s| & F 8 <c|z=s| Eg =
& £ o) x Sl =g = é
) Q % 4 8|83 ®E 3
sl ml & B E|82g i =
@ 5 £ g% < £
[
-}
Gold Price 1.000
BET-C Index 0.192 1.000
Exchange Rate 0.634 -0.196| 1.00d
Interest Rate -0.609 | -0.729| -0.330 1.000
Inflation -0.414 | -0.379| -0.264 0.5183 1.000
Price Index of
Industrial Production 0.881 0.518| 0.507 -0.815 -0.523 1.000
Average Net Earnings 0.903 0.449( 0.47Q9 -0.756 -0.477 0.981 1.000
Unemployment Rate -0.255| -0.724| -0.198 0.7856 0.394 -0.625 -0.333 @]0O

It can also be seen, in table 4, which are theetations between the 30
shares included in the study and the macroecontantors. The data shows that
the correlations are relatively weak and not sigaift. The main correlations are
with the market factor, namely BET-C.

Table 4.
The Pearson correlation between the macroeconowctmr$aand the 30 titles
5 & g
g 3 S g 53 < o
& 2 ¢ ¢ g5 3% & B
s 9 s 8 & 3 2 5
8 I S g = 8Z o =
CII 1. kB S 5
o S C
£ & =)
ALR 0.031 0.867 -0.457 -0.269 -0.19p 0.356 0.297 -0.623
AMO -0.079 0.779 -0.525 -0.224 -0.23p 0.248 0.144 d.57
ARM -0.427 0.542 -0.196 -0.163 -0.110 -0.136 -0.2¥3 430.
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0.55%0 -0.139
0.162 -0.420
0.062 9.37

TLV 0.624 0.398 -0.607 0.418 -0.40
UAM 0.076 0.246 -0.145 -0.011 -0.09
ZIM -0.186 0.617 -0.264 -0.484 -0.09

0.57
0.18
0.10

5 5 o
@ 5B € &
8 g 8 2 c = = ”
s 5| s g g g oy B
i=) Q 8 m :—E ?C) = P )
S m 5 E I S = 2 5
= 2 =
ARS -0.193 0.740 -0.291 -0.424 -0.050 0.048 0.016 .43
ART 0.030 0.806 -0.416 -0.348 -0.099 0.295 0.283 -0.548
ATB 0.173 0.971 -0.688 -0.257 -0.36P 0.489 0.433 -0.694
AZO 0.200 0.000 -0.054 0.294 -0.16[1 0.2556 0.198 -0.124
BRD 0.341 0.919 -0.703 -0.171 -0.368 0.592 0.561 -0.825
BRM -0.413 0.551 -0.196 -0.203 -0.01P -0.155 -0.260 389.
CBC 0.153 0.879 -0.561 -0.239 -0.2683 0.498 0.45%9 -0.129
CMP -0.186 0.795 -0.511 -0.28( -0.204 0.145 0.0%0 .56
ELJ -0.149 0.729 -0.484 -0.165 -0.29p 0.199 0.101 ®.62
EPT 0.047 0.756 -0.404 -0.259 -0.128 0.319 0.292 -0.350
IMP -0.010 0.529 -0.307 -0.064 -0.1211 0.050 0.017 D.15
MEF -0.765 -0.282 0.663 -0.277 0.416 -0.763 -0.807 ®.36
M PN 0.170 0.409 -0.336 0.119 -0.24p 0.351 0.304 -0.418
olL 0.187 0.827 -0.541 -0.164 -0.169 0.476 0.442 -0.633
OLT 0.164 0.872 -0.578 -0.213 -0.228 0.478 0.433 -0.663
PEI -0.318 0.548 -0.309 -0.245 -0.208 -0.068 -0.182 3540.
PPL -0.378 -0.110 0.113 0.116 0.068 -0.277 -0.356 .02
PTR 0.234 0.785 -0.506 -0.179 -0.24f7 0.478 0.466 -0.577
SCD 0.016 0.443 -0.250 -0.164 -0.08p 0.168 0.138 -0.282
SNO 0.170 0.727 -0.501 -0.055 -0.23p 0.42y 0.392 -0.599
SNP 0.124 0.929 -0.722 -0.167 -0.43p 0.442 0.347 -0.682
SRT -0.349 -0.176 0.353 0.070 0.161 -0.364 -0.393 0.144
STZ 0.288 0.919 -0.682 -0.124 -0.388 0.588 0.529 -0.124
TBM -0.462 -0.078 0.118 -0.010 0.10 -0.397 -0.478 D.07
L
5
4

N o [F v

Table 5 contains the results from fitting the naakedescribed in equation
(2) to each of the 30 titles.
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Tableb5.
Results from the first regression for the periog.2@02 — Jun. 2010.
Adjusted
N Bleerc B2o08 B3som Blau BSne BGiee BTsaL B8rs R?

ALR | 102 | 0891793 0.1162160.339597 0.434592 2.458251| 1.11895-0.147283-1.589800 0.336044
ATB | 102 | 0954543 -0.095363.029465 0.105031-1.242172 0.997202 -0.198880 0.405138 0.414456
AZO | 102 | 0946712 0.5749460.200913 0.131671] -2.432866) 1.532828 -0.499386 1.207131] 0.177419
BRD | 102 | 0982584 -0.1793870.572274 1.708363 -2.711147)-5.957663 0.812995 -1.136769 0.067101
OIL | 102 | 1021159 0.0316230.123259| 0.3382301.517333| 2.5685940.541832-1.230515 0.029496
OLT | 102 | 1087248 -0.1677180.263514-0.478871 2.314679| 1.185800:0.069119 0.730000 0.271547
IMP | 102 | 1555283 -0.133824.388797| 0.5782862.299709| -3.2194070.077744 0.238475 0.210445
SNP | 102 | 1.280547 0.2233130.047989 0.048636 1.146402| -0.567197-0.01996| 0.43441P 0.736451
TBM | 102 | 0.92886Q0 -0.290542.601699) -0.9443490.664795-2.996682 -0.321356 2.458799 0.024789
TLV | 102 | 0684876 0.2016330.547977| -0.1491513.322639| -2.4040280.096906 3.198969 0.094466
SCD | 102 | 1.869879 -1.30689%).375023] 0.00669%45.310020| -3.5299201.005433 3.028402 0.049536
MPN | 102 | 1.168801 0.5739920.571154 0.923318 0.609018| -2.6447950.905086 1.566314 0.046277
ARS | 102 | 0.81534§ -0.01760D.491557| 0.10939M 2.833287| -2.7394060.927790 0.878927 0.044336
CMP | 102 | 1.304130 -0.25448%.134105 -0.070906-3.549046 0.478041]-0.367153 0.466536 0.396550
PTR | 102 | 0920513 1.5834640.814287 0.879445 -6.863201] -0.686876 0.243871] 1.547502 0.059560
SNO | 102 | -1.1568303.242423 -0.875435 0.805441 -6.818085 5.278552 1.35388( -4.083262 -0.024946
EPT | 102 | 1.019697 0.0446460.03182( 0.011428 -1.585377] 0.168491] -0.008149 0.258565 0.103760
PPL | 102 | -0.45183%0.875554 -0.170292-0.481804 -9.486388 3.809719 0.148866 -2.185514 0.003982
AMO | 102 | 0889979 0.1540730.164903] 0.3890650.973019| 1.6748530.642526-1.184214 0.192368
STz | 102 | 0.81507Q 0.2239570.127183 0.344948 -2.015328 1.850353 -0.527505-0.493584 0.206024
CBC | 102 | 0709484 0.6303940.271682 0.523197 3.771016| -0.7063310.066802-0.683345 0.139334
UAM | 102 | 1.795367 0.8857670.623434 0.434567 1.887059| -1.5745850.607694 2.066386 0.059064
BRM | 102 | 0979491 -0.1739090.129969 0.307688 -2.313790 -1.872331-0.560916 0.490368 0.314472
PEI | 102 | -0.5490992.145881 0.138546| 0.187168-6.152052| 5461303 0.544515 -3.528854 -0.012522
ARM | 102 | 0632233 0.1240010.021182 0.320009 0.560641| 1.8081100.712265-1.299113 0.295972
ELJ | 102 | 0414257 0.3584770.171267 0.096100 2.381147| 0.04972(-0.042631-0.225747 0.063328
MEF | 102 | 0.76148Q 0.4659940.016930| 0.2209383.009560| -0.1780190.341690-0.705105 0.180524
ZIM | 102 | -0.757991 2.082462 -0.125091 0538765 0.860420| 3.5275680.801956 -4.095844 -0.021144
ART | 102 | 0.96103Q -0.208767.258930| -0.0102030.183442 3.152728 -0.331246 -2.257974 0.304696
SRT | 102 | 1.480727 -0.969878).442564 -0.1517797.053365| -4.2739180.512820 2.367387 0.022093

As it is evident from the table 5 above, the factare significant for the 30
shares under scrutiny. When examining the adjui&ieits value differ greatly between
the equities; in some cases theiRknegative; for some titles it get close to 74%e
majority of R values are between 15 and 74%, so these resaftiéegoromising.
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When the cross-section regression was perforrhedptlowing equation
was obtained:

R.=-0.002718 + 0.0088B8r.c + (-0.006012p08 + (-0.00066F)som + 0.0255184,
(-0.587675)  (1.696837) (-2.322P9  (-0.124787) (4.099288)

+0.00017@ ¢ + 0.006678pp + 0.01337Bsa + 0.00722Brs
(0.336933)  (4.340652)  (3.066665) (2.808488)

with adjusted R= 0.695270.

The results show that two factors have no influestéhe 30 shares:
Bsowm (the unemployment rate) and
Bine (the inflation).

The other factors provide a remarkably good desoripf the behavior of
the cross-section of average security returns aighected returns predicted by the
APT explaining over 69% of the cross-sectional atéoh in average excess
returns. This finding is interesting for it sugge#iat the APT specification for the
model used here is quite capable of explainingsesestional variation in observed
security returns in Romanian equity market.

As defined by the current model, the prices of inggrisks for the market
factor BET-C, gold price, inflation, price index midustrial production, average net
earnings and the exchange rate are positive artdefdmnterest rate and unemployment
rate negative — although the values are very logcofding to null hypothesis, the
constant should be zero. However, for the regrassie constant is negative and
relatively significant.

These results give some guidance regarding hovexpected returns for
the equities under scrutiny should be determinex. éxample, with Rompetrol
Well Services (PTR) it was found that fvalue for the exchange rate is 1.547502.
If an investor thinks that the exchange rate willrease, the investor could buy
more Rompetrol Well Services’s equities for his/ pertfolio. This increase in the
exchange rate would lead to a 1.547502* 0.007226021180% contribution in
expected excess return of PTR, which might be just sufficient to reware timvestor
for the additional risk.

Conclusions

In this study it was examined the APT model and dfficiency in
Romanian equity market. This paper explored a satagroeconomic variables as
systematic influences on equity market returns @mBnia and has examined their
influence on asset pricing.

Individual asset prices are influenced by a wilege of contingencies and
some events have a more significant impact on gs®ests than others.
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Test assets were represented by the 30 compésiaxs &t Bucharest Stock
Exchange within the®land 29 category. The macroeconomic factors used were
the following: inflation, interest rate, unemploymierate, gold price, and price
index of industrial production, average net earsilagd the exchange rate. The
market as a factor was also used, under the foBEFEC index.

It can be observed, for the equities under sgyutinpositive mean excess
return, and the risk of the share, in the presasecis Petrolimportexport (PEI),
with a 51.52 standard deviation and a price flubtuma between 3.3500 and
198.0000 RON. Almost every equity has a positivewskess, and distribution’s
tail is long to the right. Also, it can be observadery high degree of kurtosis.
Bera-Jarque test shows that no equity is normalfriduted, and Kolmogorov-
Smirnov test showed that the amount of normallyritsted equities grows to 2.

Regarding the macroeconomic factors, they havesitiyp® mean return,
and the standard deviation is relatively closetht mean. The factors have both
positive and negative skewness. As for the kurtdhis values show a relatively
normal distribution. Both Bera-Jarque test and Kajorov-Smirnov test shows
that no factor is normally distributed.

The correlation between the macroeconomic fact@s analyzed, also the
correlation between the factors and the 30 shaegsare listed at Bucharest Stock
Exchange; it could be observed that in both casescorrelations are relatively
weak and not significant.

Finally, it can be observed that the macroecondagtors that were used
influenced the price of the chosen equities andnduthe entire analyzed period
(January 2002 — June 2010), adjustédvBs over 69%, and the majority of the
factors provide a remarkably good description ef biehavior of the cross-section
of average security returns with expected returedipted by the APT. The results
also indicate that two factors do not influenfegu (the unemployment rate) and
Bine (the inflation).

Compared with studied literature, inside the prestundy were used more
factors than in the others, but the final resulesrevsimilar to those analyzed
according to the literature review.

The bottom-line conclusion of this study is thatiletsecurity returns in
Romania might be influenced by a number of macroeonuc factors, the market
return remains the most dominant factor. The mafletor alone appears to
incorporate most of the information.

There are several suggestions for further resekicdt, only 30 companies
were examined and not the whole market, so thdtsasight not be robust in that
sense for the whole Romanian equity market, sottleahumber of companies can
be increased. Second, the macroeconomic variabtegdsbe lagged. Third, some
other factors could also be used. For example thes& be: money supply, oil
price, political and legal environment.
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ABSTRACT. The present paper is a mixture between the theaketitions regarding
the procedure of technology audit (TA) and the egpee the authors have gained
from actually applying it on SMEs, so that the jided viewpoint shall be a realistic
one. It starts with a general presentation ofécariology audit process (TA), its main
parts and subdivisions, emphasizing the role apaitance of each single one. There
are detailed descriptions of the benefits recurfiiogn performing a TA, as well as the
implication of the analyzed company in these a@ti We have considered useful to
resume the process into a graphic representationjirsg the interconnection between
all the parts of a TA, as well as their order. A& £nd, one has mentioned the action
plan, the component of the TA that provides speablutions for the deficiencies
determined with the help of a SWOT analysis. Lagt fot least, extending the
procedure to macro level, one has presented som&sofieneral utilities and impacts,
correlated with the cooperation with the local aedtral authorities.
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The actual worldwide economic context forces SMiadopt measures to
enrich resistance to potential waves due to neangaments of the involved actors -
clients, suppliers, competitors, the state and gorent institutions.

Since the SMEs are the providers for two thirddhefexisting working places,
in Romania there is a permanent search for sokitionorder to sustain them in
becoming or maintaining competitive, by intensifythe contacts between Government,
social partners, National Bank and other factomdvation and technological
transfer network) that can contribute for definangoherent politic for the field.

Competitivenesss a complex concept which, at a general levelresges
the ability of persons, companies, economies, regio maintain competition on
internal and / or especially international scalled & get economic benefits, in
terms of a specific business environment, resuitirgpnstant increases in productivity
and standard of living.
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There are many factors that influence competitigsnsuch as: material
base, financial means, market information, skillew competent staff, creative
potential of human resources and expertise levéh@fcompany. Still, when you
ask a manager about his business and the influgrators, not many seem to
realize that, somehow, not mentioning or diminighthe role of innovation, they
leave out the most important instrument of develepitfior their company.

Whether we are talking about developing new pragumt services or
identification of the most efficient already exigi methods of accomplishment,
innovation brings added value to an organizationthe same time, it allows to
maintain or improve their market share.

Since innovation does not have the proper quotatiorthe life of a
potential competitive company, we have decidednplesize its importance and
the way it can be evaluated and further sustained.

In the same time, we need to correlate innovatiith ¥he other factors
that have strong impact on companies’ good devedopm

The assessment of manufacturing and service SMEs avitechnology
platform is accomplished through a technology a\did), which is in fact a
method for identifying the major company requiretsemeeds, weaknesses and
strengths on both human resources and infrasteiciirthe same time, the TA is a
technique, which identifies the management’s viéwawv the company performs
as well as strong indications of what the compaajly needs. By accomplishing a
TA, one can have a real view over the external iatefnal environment of the
company and, simultaneously, identify the humaousses relation to company’s
performance. The main objective of TA is to provideclear identification of
company'’s first priority needs as well as strengthd opportunities that should be
taken under consideration.

The SMEs suited for performing a TA should wisltteate new products,
incorporate new processes, diversify their acggitand be with growth potential.
Moreover, the SMEs should however have the capacity ability to survive and
innovate, and also have a strong will for interoradil cooperation.

An SME can perform a TA in order to:

- generate income (or more income) for the technoldgyen organizations
(e.g. technology based enterprises, research senstitutes) from their
available technology;

- improve the productivity of the technological fasto

- improve business competitiveness;

- learn how to optimize the use of current technojogy

- learn about company technology options;

- check the technological status against technolbgidteria and to issue
recommendations.
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The benefits for the SME are obvious. Thus, a TA prioduce an action
plan that, after being applied, will generally ldadmproved performance of the
company. At the same time, it is important to memtihat performing a TA does
not necessarily imply success for the companyadt fTA is a tool simply providing a
structure within which a company is more likelyirprove its potential.

There are some other assessment methods, appgiachivay to the objectives
of a TA, but still different in their essences. Amgathem, one can mention:

« The innovation management audit. In this caseSME auditing and analysis
is performed with the aim of providing action plaosncerning mainly
management issues (e.g. strategic planning, HRagewent, marketing etc.)

» The self-evaluation audit, which is a method penteal in-house, providing
the SME'’s relevant existing mechanisms.

« The benchmarking exercise mainly consists of adingin analysis, made
on certain criteria, in order to evaluate and camplae considered SME with
other leading or average companies existing isainee activity sector.

* The company visit. This is a method of gettingandh with SMEs, used
mainly for identifying local RTD needs and/or offer
Still, many of unauthorized people confuse the netdgy audit with the

company visit. Comparing the two mentioned oness,téchnology audit is far more
detailed and time consuming than the company \rsia further separate chapter,
this paper will present the complex structure ©falLast but not least, the TA mainly
aims at delivering recommendations that could bettef client.

At the same time, a TA should not be undertakehauit first completing a
company visit. During the company visit, the auditdl collect the first information
on the SME, pin-pointing topics for a further exaation and discussion. The
information related to the activities carried ontthe company will show if the
SME really needs a TA. As it was already mentiormedy the manufacturing and
service SMEs, with a technology platform, are sé@do performing a TA. In this
respect, the information collected during the comypaisit will give some focus to
the future TA.

Structure of a Technology Audit

From the beginning, one can mention that thensoisa universal, fixed
structure of a TA. Sitill, there are some generes, valid for each TA (Fig.1)

Pre-Audit phase

The starting point of the technology audit prodes$ise desire of a SME to carry
out a TA. In this respect, the SME manager contat@uthorized company/person for
performing TAs. At this stage, after signing anesmgnent, the auditors designed
for performing the TA start thepreparatory work, gathering information about the
SME taken from its official website, published amdpublished reports. Then, the
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auditors make aompany visit, in order to have primary discussions with the
manager or different representatives of its boaydiaff and to explain and agree
on the purpose of the audit and to select the eyspl®to be interviewed. On the

basis of this company visit, the auditors will ass¢éhe opportunity of making a

TA at the involved SME — thgre-audit assessment.

The Technology Audit Tool

The TA itself consists of two parts: the questidrenand the TA report. In
this stage, the SME (its representatives that e in TA) is being interviewed
on the basis of a questionnaire, made by the aadipany. The information gathered
along the questionnaire will help the auditors tepare the TA report.

The questionnaire generally comprises the follgwdactions:

Organizational chart and human resources

For identifying the decision makers, the auditosk guestions about the
organizational structure of the SME, viewing irsteense its organigramme.

Concerning the human resources, the asked queticus on:

a) the staff number and its trend throughout theyastrs, for emphasizing
the growth potential and investment in human chf#tg. material and non-material
compensations for excellence);

b) its distribution to the various (technology retBtedepartments /
compartments. The auditors will check if the SME haseparate R&D department,
relevant for the innovative character of the conypan

¢) expertise and education. The questions should reéee to the number
of superior degree employees in the activity fieidthe SME, the personnel
structure on age levels and their expertise imptioéessional field. The information
referring to the preoccupations of the companyirfieroving the professional level
of its employees, mainly through external or ingrtrainings and, at the same
time, how each employee understands to enhandeehigfofessional knowledge.

Products and markets

The TA questionnaire should contain relevant qoaesticoncerning the
developed products or product series and theiresimathe company’s turnover, in
order to examine the new product development chpaaid flexibility of the
audited SME.

The distribution chain, especially major clientsdasuppliers represent
another issue that should be considered in the U&stipnnaire, for assessing the
vulnerability, flexibility and extroversion on thmarket of the company. Information
concerning SMEs with similar activities existingtime region could be useful for
drawing a map representing the market positionésteard competitors of the
company.
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Production and packaging

This chapter of the TA will take into consideratitme following issues
existing in the company:

- Production capacity and machine idle times;

- Increase/decrease of product volume and produdapacity in the last
years;

- Production model used (e.g. batch, continuous fkia),

- Automation level (e.g. manual, semi-automatic yfallitomatic);

- Standards of the equipment used (e.g. acquisition, taverage renewal
time, etc).

Quiality control

During the TA accomplishment, the auditors will exae the certifications
and audit mechanisms available in the companyjdentifying its sensitivity to
quality assurance and the existence of self-aimtitrnal audit tools and mechanisms.

One will consider again the standards of the eqaipm used on the
technological lines, this time for assessing thedrtance given to the processes
developed in the company and their framing into tiehnological and quality
requirements.

This part is also important, since most of theetiinrepresents, together
with the already recognized quality of products/gess, a “card” for the company,
a guaranty for business excellence.

It is well known that contractors require, as anpalsory element for
auctions, recognized quality certificates in thecdsfic field.

Research and technology level

Considered as the core of the TA, the researchityctiarried out by a
company and the level of the technology applietheindustrial processes offer a
real overview upon the innovation degree of thatedccompany.

Analyzing the R&D infrastructure, the company masragnt will be asked
about the size of the research department (numbemployees, reported to the
total number of staff) and the current developegaech fields and types.

In order to emphasize the importance given to rebedhe auditors will
ask questions concerning the annual R&D expendigxpressed as percentages of
company’s turnover and the planning for future stagents in R&D.
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Fig.1. Structure of a Technology Audit

Of course, a company is not able to rely only @ gtoper research,
because it is expensive and not always the resbiésned are those really expected.
That is why a company which has in its structuresearch department should
cooperate with other R&D providers, such as researstitutes, universities and
other SMEs that develop research activity.

Through various national and international progratine Romanian SMEs
are encouraged to participate in R&D projects, doquiring latest professional
knowledge, increasing their potential for new pratdwand services or solving their
technological problems. In this sense, informatomcerning the participation of
the audited company in R&D projects will be helpful
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The audited technology based company has a temp@lortfolio, which
includes innovative technologies and know-how, pesl by the research department
of the company.

It is very important if they are protected, usintgllectual Property Rights
such as patents or trademarks (for the developmdlpts).

One will also consider if the company has the ampate means for
transferring own technologies / technological krtmw to other SMESs or for importing
technologies from other entities, for covering tloenpany’s technological needs. If
the answer is positive and the company has alrdadgloped technology transfers,
the auditors will discuss with the company représtires about the difficulties
encountered during the transfer processes.

Marketing policy

The marketing policy reflects the view of the compaconcerning the
evolution of its activity, its guiding options, pdiples and norms, as well its
actions for ensuring the valorification of its patial, according to the market
requirements. It can be expressed through a unéad/ coherent ensemble of
strategies, tactics and specific action progranischivensure both its vision for a
certain period of time and the transposition intactice of its defining orientations,
options and elements.

The marketing policy is a must for each companyingilto promptly and
realistically receive the market signals and todiggadapt to the changes appeared on
the market. Thus, the company is abledoectly assess the market parameters and to
allocate its resources according to the real reménts and, at the same time, to
recourse the uncovered market segments and itatadea towards its competitors.

Through his ability, the manager of the companyedsl a restrained
number of limited strategic possibilities, whicmdae delimited as function of the
two dimensions of the vectorial matrix of develomtse elaborated by Igor Ansoff:

- mission or markets (public or request);

- technology or product (companies or offers).

This bi-dimensional model has in view the presaotuality) and the novelty,
which lead to 4 competitive alternatives or basisgibilities:

1. market penetration can be achieved only if encourages the clients to
consume more or it will attract its potential ohet's clients, due to the
offered advantages, such as: price, availabilityst-sale services etc.;
product development as function of the clients’ preferences;
market development in the conditions in which it maintains the same
technologies, will attract new clients by penetrgtnew spatial markets
and discovering new utilities for the existing puot
4. diverdfication which resembles the bypass or innovation stratagyigh

risk option.

wmn
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The merit of Ansoff's matrix is to present, in angle way, a complex

process, which offers the possibility to formulstetegies, starting from the essential
elements (Fig. 2).

Product \ Mission

Present (actuality)

Novelty

Present (actuality)

Market penetration

Product tgmrment

Novelty

Market development

Diversification

Fig 2. Vectorial matrix of development (Ansoff, 1968)

Nevertheless, in choosing a very efficient strategyiant, the manager

should consider the difficulties determined by: g rhythm, processual tackling,
market maturity, clients’ technical knowledge aoghvpr, enterprise internationalization
etc. and adopt a sliding strategy system in orderoperly align to every single

request/change of the market. This is a very usefhinique that allows the company
to limit the assumed or unknown risks towards #t@nemic market process.

The auditors will take into consideration the saled marketing procedures

of the company, such as:
e Sales:

Type: direct, through commissioners or on-line siype;
Policy: bonuses, discounts, raffles.

e Publicity: for the company or for a specific pomdt

Own website;

Fliers and brochures presenting the products I3V technologies of the
company;

New products launching events;

Advertising in newspapers and business magazireeko ror any other
media channel;

Participation with own stand in regional / natiohaiternational fairs;
Promotion of the technology portfolio in conferemesd brokerage events;
Awareness campaigns for the activity field.

Self-assessment

At this point, the representatives of the auditechpany are required to

complete on special assessment grids, with low-unedigh degrees, their opinion
towards the company’s position compared to cormipatitegarding the:
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SWOT analysis

After returning to their headquarters, the auditoralyze the questionnaire
which was completed with the company representatavad, on the basis of the
information gathered, start performing the SWOT Igsia. This is a strategic
planning method used to evaluate the StrengthsA8aknesses (W), Opportunities
(O) and Threats (T) involved in a company, projectbusiness venture. The
SWOT analysis is not a permanent document, but ardgapshot of the company
at the time of the analysis, for emphasizing thhengt and weak points (internal
origin) as well as the opportunities and threatdef@mal origin) for the company.
While the strong points and the opportunities amdpful in achieving the
company’s objectives, the weak points and threatharmful (Fig. 3).

HELPFUL® HARMFUL ®
to achieving the objectives |to achieving the objectives

INTERNAL ORIGIN

(attribute of the organization) STRENGTHS WEAKNESSES
EXTERNAL ORIGIN
(attribute of the environment) OPPORTUNITIES THREATS

Fig. 3. Elements of SWOT Analysis

The SWOT analysis should be completed in a boldnearrelated to the
competition and its 4 elements should be clearlindd, avoiding the so-called
“grey-areas”. Through the SWOT analysis, the corgpaould find out where it is
today and where it could be in the future.

1. Action plan

The Action Plan represents the final report of & comprising the
following elements:
- overview of the company and its activities;
- overview of sectors and markets;
- identification of Strengths, Weaknesses, Opporiem@and Threats;
- solutions for solving the encountered problems;
- suggestions for exploiting company’s strengths @pybrtunities.
Moreover, the Action Plan should have:
« atime frame;
» clear milestones for carrying out the proposedtsmis;
e an estimated budget for carrying out the proposédiens;
» alist of expected deliverables;
* identification of potential problem solvers.
In a few words, the Action Plan should be a coecset of recommendations
leading to the technological improvement of the pany.
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Expected results / benefits of a TA for the compan

The expected results of a carefully conducted Taéhg concern:

a complete and comprehensive analysis and evatuatithe requirements
of the company for its sustainable growth;

a fair and impartial SWOT analysis;

thorough Action plan, containing a complete and pa@hensive analysis
and evaluation of the points where special at@ndr immediate action is
required and how it should be performed,;

opportunity spotting for new products / new sersi¢enew technologies /
new markets;

networking with technology suppliers, technologicaburces, other
companies;

assessment of its technology portfolio and IPRisasfuture RTD projects;
possible investigation and identification of potahtunding mechanisms.

Time spenton a TA

As one could have already remarked, to perform asTrasource demanding

and the time spent on its different stages is apprated as it follows:

Stage

Activities Time

phase

Pre-audit |Preparatory work 2 days

-Questionnaire making
-Web research

-Other sources research
Company visit and pre-audit assessment 1 day

TA tool

Completing questionnaire concerning: 1-2 days
-Organigramme and human resources
-Products and markets

-Production and packaging

-Quiality control

-Research and technology level
-Marketing policy

-Self-assessment

SWOT
analysis

Identification the strengths, weaknesses, opportuties and1-2 days
threats for the company

Action plan |-Overview of the company and its activities; 2-3 days

-Overview of sectors and markets;
-ldentification of Strengths, Weaknesses, Opportunies and
Threats;

-Solutions for solving the encountered problems;
-Suggestions  for exploiting company’s Strengths an
Opportunities

TOTAL TIME SPENT ON TA [-10 days
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Conclusions

The Technology Audit is a tool for evaluating teclugical status and
capacity, procedures and processes applied anddiecfical needs of a company.
It requires much more detail and effort than a camypvisit and definitely an
active engagement from the company.

The TA has four different stages, each of therh st specific importance. If
any is not properly approached, the process oft3éfiwill be compromised.

The SWOT analysis resulting from the Technologydifaims at creating
an accurate picture of the present moment for @w@pany, emphasizing the
weaker parts, that need to be corrected, and thiegsbnes, that give the company
the possibility to boost .

The Action Plan starts from SWOT and provides 8ME, within a
schedule, the necessary managerial and technig@édeadn order to improve its
technological level and evolve in such a way thatild at least maintain its present
market share if not rise it.

Extended to the level of a certain domain or mregicA is useful to establish a
specific general problem. If the entitled authestiwould eventually take into
serious consideration these reports, at least fetlveonecessary solutions shall be
provided, leading to economic regeneration.
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