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THE PROBLEM OF EXTERNAL DEBT
IN POST-SOCIALISM COUNTRIES
(THE CASE OF EASTERN EUROPE)

GRZEGORZ GORNIEWICZ *

ABSTRACT. In the present paper, apparently the most heatdzlggn of modern
international finances, i.e. external debt of mastialism countries has been taken
under the spotlight. The primary purpose of theepapas to point at the reasons
for the occurrence of external debt and the meadafesn for the sake of fighting
it so far. The case of Eastern Europe will be consifiér greatest depth.

Keywords: external debt, international finance, debt crisis

Introduction

At the beginning of the twentieth century, the glbbcale of external debt
of developing countries took the greatest propogico far. The debt crisis
appeared to be without precedents in the area délveconomy.

The straight reason for emerging of external dedd the augmentation of
in commodity exchange between well developed camtand the countries which
are regarded as developing. That phenomenon hagppeostly thanks to loans
passed from the richer countries to the less dpedl@ountries; yet, it is noteworthy
that it was also well developed countries thatiném debt.

Not only Latin-American, African, Asian countriesttalso European post-
socialism countries were included among debtore &kternal debt of Eastern
Europé countries is a big affliction to their economiesiahus the author of the
present paper got interested in that very issughiihe context depicted here,
particularly the possibilities of solving the issare the most essential.

All references are expressed in Polish or Enghsigliage respectively.

1. The scale of external debt

In the group of Eastern Europe countries, the getagxternal debt is
attributed to the biggest country- Russia. At thd ef 2007, the debt exceeded 356
mld USD. From 2000 on, the debt increased twicmash and from 1990- almost

! Professor, Faculty of Humanities,University of iaierz Wielki,Przemystowa 34,85-758
Bydgoszcz, POLAND, e-mail: ggorn@wsb.torun.pl

2 According to the division used by United NatiortatBtics Division, Eastern Europe comprises the
following countries: Belarus, Bulgaria, Czech RepytHungary, Poland, Republic of Moldova,
Romania, Russian Federation, Slovakia and Ukralntip://unstats.un.org. /unsd/databases.htp
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6 times as much (look at table 1.). The dynamicwgnoof external debt is
connected with the Russian economy opening it$edf ¢he collapse of the Soviet
Union in 1991. It is to be underlined that the exé¢ debt of the former Soviet
Union was relatively low; in 1986, it amounted ority 26 mld USD. The low
external debt resulted mostly from political reasd@that is, separating the Soviet
Union from the credits from capitalistic countries)

The close second concerning the aspect of the anodwexternal debt of
Eastern Europe countries is Poland (almost 170W8D). In the whole analyzed
period, the external debt of Poland systematicaige. The great dynamism of the
increase of external debt was observed in the segemnwhich resulted from the
opening of Polish economy with the policies undestaby E. Gierek. The next
decade showed the systematic, yet slower increb#eecexternal debt resulting
from Poland not wholly discharging the duties htited to it. The advent of the
transformation of the form of government trigger the reduction of Polish
external debt; yet, on the turn of XXI century, tdebt dynamically increased
again. The increase was mainly due to Polish pnises and foreign banks
running into debt. It could all be attributed te tfact that the conditions of taking
credits were more favorable abroad than in Pdland

The third place is occupied by Hungary (over 128 BED). The history
of the country accumulating external debt bears esapsemblance to Polish
process of accumulating debt.

Table 1.
Total external debt USD (expressed in million USD)

COUNTRY 1971 1980 1990 2000 2007
Belarus - - - - 7,3
Bulgaria 0,7 3,5 10,8 10,0 34,9
Czech Republic 8,0 21,2 74,7
Hungary 1,1 12,9 21,2 29,4 125,9
Poland 0,9 25,5 49,3 63,5 169,8
Republic of - - - - 3,3
Moldova
Romania 1,2 10,2 1,1 10,2 74,5
Russian - - 59,3 160,3 356,5
Federation
Slovakia - - 2,0 11,1 36,3
Ukraine - - - 12,1 69,1

Source: own lay-out on the basis of Global DeveleptFinance 1998, Country
Tables, The World Bank, Washington 1998, pp- 1-12;

http:/devdata.worldbank.org/wdi2005/Table4 _16htngtiStical Yearbook United Nations,
New York 1985, s. 332-333 and www.cia.gov

% G. Gérniewicz, Konsekwencje auizynarodowych przeplywéw kapitatu dla gospodaiatowej
ze szczegblnym uwzglnieniem Polski, Wydawnictwo Uniwersytetu KazimigriVielkiego,
Bydgoszcz 2007, s. 81-82.
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The forthcoming places with respect to the amoungxaernal debt are
occupied by: Czech Republic (almost 75 mld USD)mignia (over 74 mld USD)
and Ukraine (about 69 mld USD). The case of Romanriaexceptionally
interesting, which country unprecedentedly reduigediebt in the eighties, thus
expending huge cost not only economically but asoially- all relating to the
policy conducted by N. Ceausescu. However, on thia bf the twenty first
century, the external debt of Romania dynamicaltyeéased. That phenomenon is
caused mainly by the opening of Romanian econoteynraing directly from the
needs for governmental system transformations dved imtegration with the
European Union.

Next places in the presented classification areipiecl by Slovakia (over
36 mld USD) and Bulgaria (almost 35 mld USD). ThepRblic of Moldova- being
one of the poorest among European countries- erjogyslowest external debt
(slightly over 3 mid USD). Also, Belarus is burddneith the low external debt (7
mld USD).

Table 2.

The main indicators describing external debt (datévdd at the end of 2007)

COUNTRY External debt (% of External debt per
GDP) capita
Belarus 7,1 1.793
Bulgaria 40,2 8.458
Czech Republic 29,7 1.411
Hungary 65,7 12.200
Poland 27,2 4.927
Republic of Moldova 33,8 543
Romania 30,2 1.354
Russian Federation 17,0 2.500
Slovakia 33,2 6.788
Ukraine 21,2 709

Source: www.cia.gov.

The indicator demonstrating how strongly a giveartoy is afflicted with
the external debt comes in the form of the relat@gross national product (GNP)
(look at table 2). Considering the situation frame tperspective of that criterion,
Hungary and Bulgaria are the worst-off. Anothelig¢atbr confirming the affliction
with debt is external debt per capita (look alstabte 2). Assuming that criterion,
also Hungary is decisively the worst-off. On averagach citizen is burdened with
the external debt amounting to 12 000 USD. The rsqdace, similarly to the
former classification, is occupied by Bulgaria (abh 8,5 thousand USD of
external debt per citizen).
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2. The reasons for the occurrence of the issue of exrtal debt in
Eastern Europe Countries

The situation of each of debtor countries is digiished by its specific
character. Because of that, it is unfeasible todilthe factors giving rise to the
occurrence of the phenomenon of external tiefte original reason for taking
external loans is definitely the considerable lagkin one’s own capital as well as
the eagerness for development, consumption ancheipa Running into debt can
be mainly attributed to the level of the developtnegiha country; so, the reasons
for running into debt are different for well-devpta countries and for developing
countries respectively. Having considered the naaim of the paper, only the latter
reasons will be taken under the spotlight.

In spite of multifarious differences, some commanses, which are typical
of developing countries, may be distinguished. Eikibg on the most general
classification, and external (independent of thietalecountry) sources of external
debt should be separated and the internal (dependahe debtor country).

External causes (independent of debtor countriésh® occurrence of
external debt include:

- unfavorable terms of trade and the requiremeftsiberalizing trade
predicted in international agreements,

- protectionist policy on the market of developedmtries,

- wavering interest rates,

- changes pertaining to terms of crediting and deereasing foreign
capital influx.

The internal sources (dependant on the policietovied by debtor
countries) of the occurrence of external debt idelu

- investment policies and liberal import norms,
- budget and finance policy and currency policy,
- national capital flight

Despite the fact that the above-mentioned reaswoestypical of the
majority of countries, in the case of analyzed d¢des, one can point to a certain
characteristic. The characteristic is traceablehto former belonging of Eastern
Europe countries to socialistic block. That begiog was connected with the
reasons of paradigmatically internal character. #benomies of Eastern Europe
countries were then wholly dependent on politicaimenclature. Market was de
facto not operative, and completion was totallyméliated. The observation of
long-term processes of economic growth under thaditions of a system of

4 The main cause of the occurrence of external delstthe increase of values of contracted credits
having its roots in oil crisis.

® B. Jashski, J. Kulig, K. Staczak, Mkdzynarodowe zadhenie a skuteczrsé polityki
dostosowawczej. Raport, Centrum Badea Zadhieniem i Rozwojem, Uniwersytet Jagieliki,
Krakow 1988, s. 11.
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permanent deficiencies, which are the reflectioncoftinuous lack of balance,
allows for noticing the permanent increase of eaainaisproportions, which must
have resulted in the acute social-economic crigipart from them, the
governmental system and planning national econoay] disadvantageous
agricultural policy bore some influence on the aoence of crisis.

Having taken loans, the governments of respectouairies intended to
assure the means for rapid and wide-ranging marktian of their economies. It
was assumed that the loans will be repaid with codities produced due to
imported investment goods. The concept of “selaygpent” of loans was
promoted. In then nomenclature, such loans werardegl as equivalent to “free-
of-charge” loans. The successful results from ttaeting period prompted the
continuation of the program of rapid growth and dlceelerated investment efforts.
However, in the forthcoming years, the depreciatmn the starting period
reformations took place because the resources oflupng potential were
exhausted. The concept of accelerated economic tigrawolving introducing
great social organizations and opening the econtenyhe foreign countries
terminated as a fiasco. External debt was trangfdrfrom the factor accelerating
the economic growth into the barrier to economicetiegpment.

Unfortunately, in professional literature, there aslack of complete
information pertaining to the exploitation of exial credits by Eastern Europe
countries. Yet, it is beyond the shadow of a dahbat the exploitations were highly
inappropriate. In the case of Poland, accordinthé estimate data, only 20% of
credits received in the seventies were devotedirtanting investments and
enhancing producing potential. Their main part (ab&86%) was used to import
raw materials and materials for production. Theaiging part was used to finance
buying consumption articles - particularly agricwél articles — because national
nutrition production could not overtake the constimmpgrowth. Due to extremely
ineffective economy of real socialism in a courdfyhe huge agricultural potential
(about 30% of citizens were occupied with agriadjbasic agricultural products
were missing.

The very exploitation of investment credits by Palalso proved to be a
big misfiring. The best example is probably buythg license from the company
Massey - Ferguson - Perkins (400 min USD) which s#sposed to lead to the
development of tractors’ industry and the productid combustion engines. The
company was then on the verge of bankruptcy andidvbave certainly gone
bankrupt but for the buying of licerfse

The eighties were the period where external debttastern Europe
countries underwent further increase. The increasealted not so much from

® G. Gérniewicz, Zadkenie zagraniczne. Polska a kraje rozwijej sé, Wydawnictwo Akademii
Bydgoskiej im. Kazimierza Wielkiego, Bydgoszcz 208281 — 82.
" Ibidem, s. 83
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taking new credits but mostly from paying liab##i on time. Because of penalty
interests, the external debt continued to rise.

The beginning of the new decade became a breakthrowt only
economically (commencing of reformations within tise-called government
transformation) but also politically. The disintagon of the Soviet Union caused
the emergence of new countries (Belarus, The RepoblMoldova, Russia and
Ukraine). Czechoslovakia divided itself into twopaeate countries (Czech
Republic and Slovakia). Bulgaria, Poland, Romamd Bungary remained in an
unaltered shape.

On the turn of the new century, external debt ef tentioned countries
underwent the dynamic increase caused by many$adtioe main of them include:

- new credits connected with government system toamsftion,
entering or preparing to enter European Union

- the improvement of rating and thus, easier acaesgetlits not only by
the government, self-governments but also by compgand banks

- the decrease of dollars’ rate of exchange, in widgternal debt is
expressed.

To summarize, the general conclusion can be sthte@s mainly the lack
of its own capital needed to reform relatively laggeconomies that caused the
increase of Eastern Europe countries’ external.detatbably, in the forthcoming
years, because of the progressing processes ofp&amo integration and
globalization, the discussed phenomenon may ta&e gkeater proportions.

3. Some methods used to reduce external debt

When confronted with the serious difficulties ofscharging the debt
liabilities, a given country can react in three gibke ways

1) not discharging the defaults operative within,

a) repudiation- making the obligations conferred ugmndebtor invalid

at some time and the utter resignation from pagielgts, this could trigger
off oppressions by creditors

b) moratorium- appealing for the renegotiation of tiyens of the original
credit contract

2) carrying on paying debts at any possible cost

3) restructuring the debt

Due to the title of that section of the text, thestnimportant factor is the
restructuring of debt. Sticking to the nomenclatadhered to by International
Monetary Fund, the terms refers to the changenditions of repaying debts.
Restructuring takes the forms of rescheduling dinaecing. Rescheduling
assumes the form of a formal procrastination ohpayt in virtue of debt-operating

8 G. Goérniewicz, Metody redukcji zadienia zagranicznego, Acta Universitatis Nicolai Qojs,
Ekonomia XXIX, Wydawnictwo UMK, Tora 1999, s. 55.
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and coming to a consensus to pay the debt of detedrsums later. Refinancing
of debt connotes the protraction of crediting pefertaining to payments being in
effect or superseding the present or future paysnentirtue of debt operating by
means of a new medium-term credit. Restructuring alao be a hybrid of both
forms relating to overdue and future payments iitueiof debt-operatirlg

Due to a great number of government and commemeditors, it is
unimaginable to execute the negotiations asundwerecoing the solution of external
debt puzzle with all the creditors. That is thesmrawhy governmental affairs of
creditor countries are expressed by Paris Clubtlam@ffairs of commercial banks,
where unguaranteed credits were taken, are skelshedndon Club.

As from 1978, a large number of debt-restructuromerations were
executedf. Restructuring methods became the fundamental sneéesolving
external debt problems of underdeveloped countfies.afore-mentioned methods
have their pros and cons. One of the pros is tbetfat they allow the debtor to
“take breath” at least within the period of prodieeting with payments. On the
other hand, one of the cons is postponing the is§webt payment and thus, not
allowing for the proper conditions for debt opangtin the future to emerge. All in
all, restructuring agreements basically serveelipurpose but to postpone the
problem of payments. Furthermore, if a debtor coufails to give its economy the
proper stimulus and vigor to gain proper surplusurnrent account balance, then-
within the span of time when the date of operapimecrastinated payments comes-
the stalemate situation appears, in which alreagbiructured debt craves for
restructuring again. All that implicate some cos$waning the form of additional
margins of profit and bank commission. Yet, in spif all that, the distinctive
quality of restructuring debt is that there is goess for continuous improvement
of debtors’ conditions. Despite the very pronenesstructuring debt turned out to
be inadequate to resolve the issue of global debt.

Global debt arose from unrestrained expansion t#rmational finance
system. Creditors eventually came to the conclu#iian that it is not only world
economy but also global political situation thabwgldl be alarmed. Keeping it in
mind, , at the conference of the so-called Grauive (including France, Japan,
Germany, United Kingdom and United States of An#fjc they validated the
plan pertaining to 15 debtors whose total debt lequ&37 million dollars altogether.
The plan was proposed by the American Secretargtate, James Baker, on 8

® Recent Multilateral Debt Restructurings with Officand Bank Creditors, Occasional Paper No 25,
International Monetary Fund, Washington 1983, s. 23

10 M. Watson, International Capital Markets. Develams and Prospects, IMF, Washington 1988, s.
79 and M. Watson, International Capital Marketsv@epments and Prospects, IMF, Washington
1991, s. 75.

11 E. Chrabonszczewska, Mizynarodowe organizacje finansowe, Studia Finansevidankowe,

Szkota Gtéwna Handlowa, Poltext, Warszawa 19985s.
9
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October 1985 during the yearly meeting of Inteiorzdi Monetary Fund and World
Bank in Seoul.

Putting Baker’s plan into practice fell flat. Thduyvorld Bank raised the
amounts of credits, from which the group of cowsrithe plan was devoted to
benefited, quite much, commercial banks unfortugat@iled to meet the
expectations. The failure can be mainly attributedegative evaluation of credit
capacity of debtor countri&s

10 March 1989, then Secretary of State, NicholaslBrcame up with the
important proposal pertaining to the problem ot/sw external debt of developing
countries being in the possession of moderate statnué®. Due to the structure
of a debt owed by these countries, Brady’s conepélid only when referring to
private banks. Brady’s idea presupposed makingnéiizh means (originating from
both the institutions mentioned thereafter and fimyme industrialized countries-
mainly Japan) accessible to the debtor countrieghwiry to implement the
programs of economic reforms with full correspormeto International Monetary
Fund and World Bank. The pecuniary means woulddiergially used to finance
the operations of debt reduction and debt-operating

The essential innovation of Brady’'s idea was comimgerms with the
necessity of the remission of some debts by tiegdo the so-called marked - based
menu approach. The very approach includes:

1) debt for equity swaps - D/ES,

2) debt for bond swaps,

3) debt buy-back,

4) debt for exports swaps,

5) debt for nature swaps,

6) debt for local currency swafis

To sum up, it should be stated that the methodsse/reim was the
reduction of the external debt failed. In spite sosort of success, the methods
only served to survive crisis periods or to postp@otential crisis in the future.
However, in previous decades, many a bank woulde hproclaimed their
insolvency, had the afore-mentioned programs notecm handy. Probably, in the
forthcoming years, creditors may agree on furtlengromise just to reassure just
theoretical solvency of developing countries.

Summary

The basic reason for the occurrence of external dielthe part of Eastern
Europe countries proved to be industrialized coestopening themselves and
their economic expansion. Poorly developed coustiid not manage to join the

12 W. R. Cline, The Baker Plan. Progress, Shortcomiangd Future, The World Bank, Washington
August 1989, s. 10 — 28.

13IMF Survey" 1989 March 20, s. 90

14W. Berger, Financial Innovations in Internatiobabt Management, Gabler, Wiesbaden 1990, s. 48.
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functioning of capital market according to the samkes as adhered to by best
developed countries. External credits- whose tasks wo accelerate the
development of poorly developed countries and lepdto the elimination of
considerable discrepancies of economic levels- rhecto the great extent the
future restraint to the expected development (bgatie negative influence on the
economic situation of a country). Eastern Europentdes remained at the
positions of beneficiaries who cannot afford tonielu the capital expansion and
even to repay the loans on time. The reasons ®fditure are to be found both
within debtor countries and outside of them.

External debt of Eastern Europe was characteriyetthd similar increase
rate as the external debt of developing countr@s. the other hand, Eastern
Europe has some specifics resulting from its forbredonging to the group of real
socialism countries. Contracted credits were nkertaadvantage of effectively
because they did not undergo market verificationrtifermore, social realism
countries were characterized by having the econompermanent deficiencies
with all their negative consequences. Taking edecnedits became a temporary
to soothe the barrier for development; yet, lonmgateit caused the occurrence of
even greater deficiencies.

The external debt of post-socialism countries is ardy the problem of
debtors but also creditors’. One can point at tbeuoence of the so-called “debt
dialogue” between both Parties resulting from thsultant interdependence. The
very interdependence stems from the fact that vdadn is small, it poses problems
only to a debtor country; yet, when debt takes éiggroportions, a creditor is
interested to solve the problem. Many a time, ditvetakes more care for debt to
be repaid than a debtor does. The banks of wekldped countries are so
implicated in giving credits to developing coungrigaat, in their own interest, they
support the paying capacity of developing countseshat developing countries
should not go bankrupt.

In the forthcoming years, debt repayments will sgsdtically increase.
Apart from repaying long-standing liabilities, East Europe countries will
definitely contract new credits for the developmenttransforming economies,
integration needs and alleviation of financial isrisonsequences.
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ON NATIONS AND MULTINATIONAL CORPORATIONS
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ABSTRACT. This paper focuses on the social and economicadirgd corruption
on national economies and multinational corporatiofhe paper addresses the
importance of eliminating corruption from the stpooht of its macro economics
effects on gross domestic product, foreign diregsestment and entrepreneurial
activity within an economy. It also examines tigpact that corrupt business
environments have on multi national corporationd treir abilities to compete in
such environments.

Keywords: corruption, social impact, economic impact, naglomconomies,
corporations

Importance of Corruption

“Corruption is like cancer, retarding economic delapment.” (James
Wolfensohn, President of the World Bank, 1996)

The issue of governmental corruption has been & top discussion,
perhaps since one man began the process of gogeamother and reached its
zenith since the advent of the modern nation statethe Weberian treaty on the
bureaucratic system. Corruption has been the soofdnnumerable scandals,
edicts, laws and has brought more than one goverhdwvn in the aftermath of
such scandals. “Current headlines suggest thatimiosn is rampant throughout
the world, whether it is the bribery scandal of 2892 Winter Olympics, the sleaze
of the European Parliament, or the extreme malfezsan corporate America”
(Davis and Ruhe, 2003, pp. 275-288).

Effects of Corruption

The World Bank estimates that 5 percent of the evadfi exports to
developing countries, some $50 billion to $80 billia year, is paid to corrupt
officials (Moss, 1997, 26). Transparency Internadio reports that the global
impact of corruption is estimated at $600 billiokcluding governmental contracts,
arms procurement, drug trafficking, and bribes tditigians (Mukherjee, 1997,
24). In Pakistan economists have begun to trackuption as a contributor to

! Saint Anselm College, tfitzpatrick@anselm.edu
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GDP reporting it at 2% in 1988 and growing to 5% 1893, according to Dr.
Mahbuhul Haque, ex-minister of finance” (Haque9d.9. 2). “In Italy over 4800
Italian businessman and bureaucrats were arrest&892, in a major crackdown
on corruption in the construction and pharmacebticdustries. By the end of the
investigation in 1997 magistrates had traced 0@03$nillion in illegal kickbacks
or payoffs. In a survey in 1997, 85% of Italian imessmen acknowledge that
bribes had to be paid to secure public sector aot#t (Economist, 1994, 61). In
the developing world corruption leads to projecitaaverruns, misappropriation of
funds, and economic projects that benefit the féwha expense of the many.
Anecdotally, while teaching in a Mediterranean doynone student, the son of a
prominent ocean freight company owner, recountées taf pallets of U.S. aid
dollars being shipped by corrupt African leadersStwiss bank accounts in the
1990’s (Fitzpatrick, 2000). “In Africa, hydro-eleict plants sit idle in the middle of
a desert; highway projects in Pakistan experiermst overruns of 300 percent—
construction of a motorway that should have cosg $8llion rupees cost over
$24.2 billion rupees to complete” (Haque, 1995)tHa United States corruption is
euphemistically called “pork barrel politics"--anxanple being dead-end
interstates in West Virginia (ala Senator Byrd)emormous cost overruns of the
now infamous decade long “Big Dig” in Boston. In 989 the International
Monetary Fund suspended a $300 million economiceldgwent loan as a
response to high levels of corruption in the Kengamernment.

One of the more succinct analyses of the importasfceorruption is
offered by Vito Tanzi, the Director of the Interivatal Monetary Fund’'s Fiscal
Affairs Department, who states that “corruption government has numerous
adverse economic consequences. It distorts tbeadiVe role of government by
favoring certain taxpayers, applying rules and laipns arbitrarily, allocating
government contracts based on connections and shrémed ignoring fair and
objective criteria in making hiring and promotioaadisions. Corrupt practices also
distort government’s redistributive and stabilieatiroles. Furthermore, it prevents
government from correcting market failures becats$ms weak control over the
policy instruments that should be used to addregseifections in the market”
(Tanzi, 1995, p. 24).

“While the prevalence of corruption varies from ooy to country, most
studies recognize that corruption is detrimentadoiety and business as well. The
Gallup International 2000 Millennium Survey of 500 people in 60 countries
found that where corruption is at its worst, digibnment with democracy is at its
highest. This suggests that the democratic gafnthe past decade are quite
literally at risk (Transparency International, 2D00Among the effects are the
misallocation of resources that disrupts econongicetbpment, the distortion of
public policy, and the degrading of the integrifytioe business system” (Davis&
Ruhe, 2003, pp. 275-288). Revelations of corruptimve brought down the
governments of Indonesia, Italy, Brazil, Pakisi@mg Zaire. “Earlier in the 1990's
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corruption shook the governments of South Koreaail@dhd, Bulgaria, India,
Russia, Nigeria, Taiwan, and even Britain's conagve government” (Davis and
Ruhe, 2003, pp. 275-288). More contemporarily anokimate, New England
experienced the venality of Dennis Koslowski, tHeQCof Tyco International, and
now the impeachment and imprisonment of the GovewfoConnecticut for
corrupt acceptance of gifts for his summer lakéagm.

Arvind K. Jain (2000) offers his review of corrugti “Corruption is of
direct concern to the public at large and invest6isst, corruption can directly
affect how business is conducted when bribery dremtforms of corruption
interfere with specific transactions. Since opegtvithin any system requires
some familiarity with therules of the game”a corrupt system may discriminate
against outsiders. Second, and more importantbemtestudies on the impact of
corruption indicate that its effects tend to reesdbe throughout an economy
rather than remain limited to specific transactitimst may have been influenced
by corruption. Corruption can affect economic gttowhrough its impact on a host
of economic variables. These variables may inclindelevel of investment (see
Fitzpatrick and Dakhar's study of corruption’s ingpaon FDI, 2001),
entrepreneurial incentives, and a design or impfgati®n of rules or regulations
regarding access to resources or assets withiruatrgo In addition to economic
growth rates, corruption can influence the inconsérithution within a country.”

Empirical Evidence

At this juncture, it would be beneficial to reviesome of the more
important empirical studies that have been conduttieassess the significance and
the impact of corruption. Dr. Johann Graf Lambstprévides an initial review in
his paper “Corruption in Empirical Research—A Rewie published by
Transparency International, 1999. “This study e@sd a large variety of studies on
the consequences and causes of corruption. Itdasluesearch on the impact of
corruption on investment, GDP, institutional qualigpovernment expenditure,
poverty, and the international flow of capital geoahd aid” (Lamsdorff, 1999).
The Lambsdorff review while comprehensive provitleslaunching platform for a
discussion of the state of the research literatareorruption. It will be augmented
where needed by the inclusion of a review of atidly authors like Shang Jin Wei
(1998, 1998, 2001), Vito Tanzi (1995), Daniel Tmeé (1999), Susan Rose
Ackerman 1977, 1999, 1999), Paulo Mauro (1995, 1,9%9&1 a host of others.

Economic Impact

“The first investigation on the impact of corrupti@on investment in a
cross-section of countries was undertaken by M§l®85). The author finds in a
sample of 67 countries, corruption negatively inipam the ratio of investment to
GDP. He claims that if Bangladesh was to improeitttegrity of its bureaucracy
to that of Uruguay, its investment rate would i by almost five percent of
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GDP.” A similar study by Keefer and Knack employeadrruption and other
variables into a single index of institutional gtyalnd their findings indicated that
corruption significantly reduces the ratio of iniraent to GDP. Brunetti and
Weder also found in their sample of 60 countrieg ttorruption has a significant
and negative impact on the ratio of investment BiPG(Lambsdoorf, 2003).

Shang Jin Wei's article (1998) examines the “effgctorruption induced
uncertainty on foreign direct investment. His measof uncertainty is based on
unpublished responses by individuals to a surveyewels of corruption in “host
countries.” The result is striking—the effect ofcerntainty on FDI is negative,
statistically significant, and quantitatively larg&n increase in the uncertainty
level from that of Singapore to that of Mexico, wiat the average level of
corruption in the sample, is equivalent to raidiing tax rate in multinational firms
by 32% points” (Wei, 1998). Wei in an earlier stugsed a “data set of bilateral
foreign direct investment from fourteen source adas to forty-one host countries
and found clear evidence that corruption in hosintdes discourages foreign
direct investment. Using the point estimates in pia@er and the Bl-corruption
ratings he calculated that if India could redusecitrruption level to the Singapore
level, its effect on attracting foreign investme&rduld be the same as reducing its
marginal corporate tax rate by 22 percentage points

The nature of the uncertainty encountered by firmgorruption prone
environments is evaluated by studies by Wedemdrnisirarticle, “Looters, Rent-
Scrappers and Dividend-Collector 1995) and a War&elopment Report that
quotes an entrepreneur who contends that “therénardinds of corruption. The
first one is where you pay the regular price andvg®at you want. The second is
where you pay what you agreed to pay and you goeshaomd lie awake every night
worrying whether you will get it or if someone isigg to blackmail you.” In a
study conducted by the World Bank a sample of 3fustrial and developing
countries was employed and the results showeddhatgiven level of corruption,
countries with more predictable corruption havehbiglevels of investment”
(Lambsdoorf, 1999). Mauro found that if Bangladestiuced its corruption to that
of Singapore, “its average annual per capita GD&wvtr rate over 1960-1985,
would have been higher by 1.8 percentage pointssusing its average annual
growth rate was 4% a year, its per-capita incomd®85 could have been more
than 50% higher” (Wei 1998, p. 10). Mauro (1998itHer finds that “a one-
standard-deviation increase (an improvement) inctireuption index is associated
with an increase in the investment rate by 2.9%DP” (Mauro, 1995, p. 694).
Furthermore, Mauro found that bureaucratic efficierand corruption were
significantly and inversely correlated to one aeothnd that as corruption levels
increase the level of bureaucratic efficiency dases. This finding by Mauro was
also borne out in a similar study of corruption dndeaucratic efficiencies in a
working paper by Fitzpatrick.
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The impact on governmental expenditures or thecaflee function of
government agencies is assessed by a study coddogt&anzi and Davoodi to
determine the impact on public finance. “Tanzi abdvoodi carried out a
systematic study on the effect of corruption onegament’s public finance. They
found several important findings: 1.) Corruptionds to increase the size of public
investment (at the expense of private investmenvregmother things) because
many items in public expenditures lend themseh@esmanipulations by high
officials to get bribes. 2.) Corruption skews timenposition of public expenditures
away from needed health and education funds, bedhese expenditures relative
to other public projects, are less easy for officito extract rents from. 3.)
Corruption skews the composition of public expemdis away from needed
operation and maintenance towards expenditure aneggipment. 4.) Corruption
reduces the productivity of public investment afé @ountry’s infrastructure. 5.)
Corruption may reduce tax revenue because it comiges the government’s
ability to collect taxes and tariffs” (cited in Wei998, p. 11). Wei actually found
that from a practical standpoint that an “incresseorruption reduces the quality
of roads, increases the incidence of power outagés;ommunication faults and
water losses. He specifically found that an inceeiascorruption from Singapore
level to the Pakistan level would be associatetl ait extra 15% increase of roads
in bad condition” (Wei, 1998, p. 11).

The rent seeking activity of corrupt politiciansdabureaucrats has the
effect of redirecting the allocation of budget tess manipulatable” but high social
value projects like education and health care twstraction projects and defense
contracts where the lack of transparency allowsbidibes to occur. So the old
maxim that the “poor get poorer” and the “rich geher” may be true in nations
where corruption and poverty converge. In a stugy Gupta, Davoodi, and
Alonso-Terme that examined the impact of corruptoninequality in 37 nations,
“significant positive impact was found. It was ctuded that a deterioration of a
country’s index of 2.5 points on a scale of 0-1@&s$sociated with the same Gini
coefficient as a reduction in average secondargduiy of 2.3 years. The authors
found further evidence that corruption increasesgjirality in education and land
distribution. Additionally, they examined the incengrowth of the bottom 20
percent of society and found that corruption exertsignificant and negative
impact on this variable. They also were carefultést various instrumental
variables to ascertain whether or not the relaligndetween corruption and
inequality is a case of reverse causality; it was (cited in Lamsdoorf, 2002).
Gupta, Davoodi, and Alonso-Terme conclude that higid rising corruption
increases “income inequality and poverty, lowersnetic growth, biases the tax
system to favor the rich, lowers social spendieduces access to education for the
poor, and increases the risk of investment by treep(cited in Lamsdoorf, 2002).
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Corruption: Positive--Negative--or Neutral

It has been suggested by some scholars over ths yeat corruption
actually may contribute to economic growth and hupgatic efficiency.
“Corruption can be like “grease” speeding the wheflcommerce” (Wei, 1998, p.
3). This perspective on corruption has been offenq@déh various writings as early
as the 1960s by Leff and Huntington and in the 1880s by Liu. These authors
suggest that corruption increases economic growtbugh two mechanisms.
“First, corrupt practices such as “speed money” ld@nable individuals to avoid
bureaucratic delay. Second, government employees avh allowed to accept
bribes would work harder, especially where bribesas a piece rate system of
compensation” (Mauro, 1995, p. 1). Liu argues timatuption has positive benefits
acting as an allocative auction of bureaucratiwises where different economic
agents (firms) that are more effectively manageférofarger bribes to lower
governmental “red tape. “Bribery then, like an #ttwould result in license and
contracts being awarded on the basis of bribe seld achieve Pareto-optimal
allocation” (41, Scott, page 33).

David Osterfeld argues that in a heavily regulaednomy, one can find
two distinct types of corruption: expansive coriapi which involves activities
that improve the competitiveness and flexibility thie market, and “restrictive
corruption,” which limits opportunities for prodimg¢ and socially beneficial
exchanges. Most public sector corruption falls e trestrictive category and
involves illegal appropriation of public resourckEs private use (e.g. outright
embezzlement by a civil servant) or the illegal usean individual's public
position for his own personal enrichment. Publictge corruption hinders the
proper functioning of the market system, retardsnemic growth, and thus is
restrictive corruption. As examples of expansigergption, Osterfield (1992, pp.
212-217) mentions the bribing of judges, politidaand bureaucrats by members
of the private sector. The payment of bribes torigbt officials, he argues, can
help mitigate the harmful effects of excessive gomeent regulation and improve
economic participation (cited in Mbaku, 1996, p. Blargaret Goodman on the
other hand finds that contrary to Osterfield’s fimgl of the facilitating nature of
corruption that “corruption in the Yucatan did nehsure new groups or
entrepreneurs opportunities to enter the markste&ad, corruption allowed the old
and more established groups to totally dominateraodopolize markets” (cited in
Mbaku, 1996, p. 3).

Victor Dike succinctly reviews the argument of egotion as positive or
neutral and its impact on society in his articl&ofruption Nigeria: A New
Paradigm forEffective Contrdl-- “Despite the immoral and pernicious effects of
corruption, some scholars have argued that coompman be beneficial to political
development or “political modernization” (Nye, Mard 965, pp. 1-19). Political
modernization or development means growth in thpaciédy of a society’s
governmental structures and processes to maintair tegitimacy over time
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(presumably in time of social change) by contribgtto economic development,
national integration, and administrative capaaiyd so on (Nye, 1967). One could
get entangled with different scales used for meagupolitical development.
Nevertheless, Max Gluckman opined that scandalscaded with corruption
sometimes have the effect of strengthening a vaseem of a society as a whole
(cited in Dike, 2002). This is probably true in thase of Nigeria. The scandals
associated with the Abacha era (looting of the siega and human rights
violations) have given the nation food for thougHigeria is still perplexed and
preoccupied with the issues of how to strengthemtltion’s essential government
structures to avoid a reoccurrence of these kiddsaiing and atrocities in the
future. In addition, some writers have noted thatruption may help to ease the
transition from traditional life to a modern padil life. Some have argued that the
vast gap between literate official and illiteraeapant, which is often characteristic
of the countryside, may be bridged if the peas@pr@aches the official bearing
gifts or their (corrupt) money equivalent. In tiespect, McMullan points out that
a “degree of low level corruption” can soften redas of officials and people (July
1961). And Shils notes that corruption can “humargjevernment and make it less
awesome” (1962). These observations are commornrrecmes in Nigeria where
communities pay political visits to their Governo@mmissioners, and top civil
servants with cows, wine, cola nuts, and moneyfeduh ‘Ghana must go’ (bags)
in order to get them to attend to their local penhs. The apparent benefits of
corruption notwithstanding, the overriding conceswith the evils of corruption.
Any right thinking person in Nigeria where ubiquitocorruption has ravaged the
society will find it impossible to agree that cqution is beneficial, no matter how
plausible the argument (Dike, 2002, pp. 4-5).

The contrarian’s perspective on the beneficial matand effects of
corruption while necessary to examine can be dsgbmwith by the writings of
Mauro, Treisman, Wei, and a host of other schdlaas find to the contrary that
rather than acting like “grease on the wheels”gation acts more like “sand in the
gears” of progress and effective government. Kauofreand Wei find that
corruption leads to excessive regulation in ordeintrease the potential for more
rent collecting behavior. (Anecdotally, one thinksthe importer that must obtain
37 individual signatures before his shipment camdbeased--each signature being
a rent-seeker.) Wei and Kaufman also find thamgithat pay bribes must engage
in wasteful interaction with the rent seeker durthg process of the transaction
and paying of the bribe. “Johnson, Kaufman and @&didbaton suggest in their
study that “corruption sands the wheels by neghtiiapacting on the smooth
operation of the official economy” (Lambsdoorf, 2)0Kaufman and Wei further
underscore this finding by determining that cortmpincreases the “the burden of
government regulations on business competitiven@saimsdoorf, 2002). The
paying of bribes for better access or improved duceatic process creates an
asymmetrical competitive environment that favongéda more established firms
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and disadvantages smaller entrepreneurial firmaun@ersome and dishonest
bureaucracies may delay the distribution of perraitd licenses, thereby slowing
down the process by which technological advancemrhe embodied in new
equipment or new productive processes” (Mauro, 1995L).

Shang Jin Wei offers a story published in @&ina Youth Dailythat “is
representative of how bureaucratic corruption amtbréon can kill a small
business. Huang Shengxin, a 36 year old formeiesodhd recipient of a Class I
military medal, was a private business owner in r@xa Province’s
Fangchennggang City in Southwestern China. HeHefarmy in 1982; he thought
he would go into the restaurant business. Througlamd his family’s long hours
of hard work, his “Changxin Restaurant” had devebb@m good reputation and
even won an official honorable designation from doeinty government. Huang
himself was designated a National Outstanding R#&ector worker in
recognition of his success in business. This wasrnwithe trouble began.
Bureaucrats and their relatives loved the restaufidiey paid countless visits over
the years, sometimes in the name of work inspeciibe problem is that they did
not pay the bills. Hy Huang's account, by Februb®97, the County Government
of Tanying, where the restaurant was located, oed80,665 Chinese yuans in
unpaid bills or just under $10,000. On May 20, 2. 98urdened by his inability to
return the restaurant to its profitable past, Huasaglly folded “Changxin
Restaurant” (Wei, 1998, p. 9). The “sand in the rgeaground Huang's
entrepreneurial dream to dust and without a doubtbureaucrats are now dining
at another successful restaurant. As illustratedthog story, the debate of
corruption as “grease” or “sand” may continue bulydan narrow academic circles
as the weight of reality and needs of society oigivéhe value of the discussion.

Significance of Corruption to Multinational Corporations

Multinational corporations have a significant stake the business
environments that they operate within internatipnahd corruption has a variety
of macro and micro impacts upon their performancal apportunities in
international markets. Corruption creates a varietyissues for multinationals
ranging from asymmetrical competitive relationshipgreased cost of products,
distortion of government contract allocation pragesncreased levels of
uncertainty reduce investment opportunities, redU®P and GDP growth rates,
reduced per-capita income levels, increased norfiagl rate, and a competitive
environment that favors nations without a law corapke to the Foreign Corrupt
Practices Act.

Detailed below are the macro and micro impacts ofruption on
multinational corporations as reflected in therétere.

» Corruption creates asymmetrical relationships meitph markets with
new entrants to the market competing against looatpetitors with established
bureaucratic “relationships.”
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» Corruption increases the cost of products expoat@idind the globe
and makes imported products more expensive andlihdess competitive (15 to
20% increase in the cost of goods according to1li@7 World Development
Report).

» Corruption distorts the allocative process of gaweent spending and
reduces spending in health care, education andasirsdcial programs (World
Bank Report, p. 1).

» Corruption reduces or inhibits new business stpst-and favors
existing larger firms, so economic growth is stdnt8eventy percent of firms in
developing countries have foregone investment kseraticorruption (World Bank
Survey, 1997, p. 37). BEEP survey finds in a cresstional analysis of 22
countries that small firms pay twice as much ofrtaanual revenue in bribes than
larger firms.

» Corruption reduces inward flowing foreign direcv@stment as the
uncertainty and cost of corruption deters multioradi interest in foreign markets.
Investment in countries with high corruption levedseraged 12% of GDP
compared with 21% for those countries with lowerele of corruption (World
Development Report 1997).

» Corruption reduces GDP and GDP growth rates andemprently
reduces markets for imported products (Mauro, 1995)

» Corruption reduces per capita incomes and inhihésdevelopment of
a consumer middle class.

» Corruption increases the time that senior execstigpent in
“negotiation” with bureaucrats to complete a proj@&F1D Anti-corruption, p. 3).

» Corruption acts as a tax and increases the cakiing business (Wei).

» Corruption reduces managerial control—how does gamant really
know how clandestine “fees” are actually being $@am how are they explained
to the shareholders of the firm (Aibel, 1996, p. 3)

» Corruption allows the sale of obsolete or defecjgeds to developing
markets but what is the residual impact upon reseand innovation of the firm
and its competitive posture in developed marketbdA 1996, p. 3).

» Corruption has a corrosive effect on manageriaigliae, transparency
and trust in the organization by creating doubéndards for domestic managers
and international managers (Aibel, 1996, p. 3).

» Corruption places firms headquartered in countwéh strong anti-
corruption legislation (Foreign Corrupt Practicest)fat a significant disadvantage
when competing with firms without similar legislkati governing their conduct
abroad.

» Corruption or the disclosure of corruption has ntest significant
effect on the global reputation of the firm. Pubtitsclosure of bribery and
corruption can lead to the loss of contracts, pitypend the paying of financial
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fines (Aibel, 1996, p. 3). Additionally, the scahdan affect the firm’s financial
performance both from a revenue and capitalizegtandpoint.

Micro and Macro Aspects of Corruption

The tables presented below are the results of entesurvey initiative by
Transparency International to address the micrel lempacts of corruption in each
nation. This barometer provides a metric by whiohrdries can assess the issues
of corruption sector by sector in their societids$.is also becomes apparent by
examining the sectors that are represented intdbig that multinationals would
have an interest in the manner in which transastwould be conducted across the
majority of these sectors: legislature, legal syst@udiciary, taxation, customs,
registry and permit systems, utilities, educatiosgstem and the business and
private sector. Each of these dimensions clearlyldvdnave an impact on the
business environment that a multinational woul@perating within.

Table 2.2.

Global Barometer of Corruption Perception in Societd Sectors

Paolfical part EE‘: 14.0
ParliamentLegisleture 137
Pualice | 136
Legnd syatemiudciary 116
Tax Fu:'.rmlur: 154
BuznessPrivate sectar 134

Cuztoms

133

13.3

Miadis

Meadical Services

133

Education System

131

130

Regiztry and Peemi Service

Uilitie=

130

i tary

129

128

MGE0E

Felglows hodes

127

Source: Transparency International Global CorruptiBarometer 2004

(A table listing each of these sectors by individwation is available in the
appendix along with accompanying notes explaitigresults.)

Table 2.3 below provides an insight into the peregieffect on specific
spheres of life in a country. Examining the bussneavironment the impact of
corruption ranges from a small extent, to modeeate large with corresponding
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scores of 19%, 30%, and 33% for a total of 82%hokeé surveyed indicating that
corruption has an impact on the business envirohméshould be noted that 66%
of those surveyed viewed the impact as moderai@de. For the political sphere
85% believe that corruption has an impact on thitigel operations of their
nations. Finally, in the personal and family sghttre survey finds that 66% view
corruption as having an impact on their nation.

Table 2.3.

Effect of corruption on spheres of life in a county
Personal and family lif¢ Business environment Political life

Not at al 32% 13% 11%
To a small extent 23% 19% 15%
To a moderate extent 23% 30% 26%
To a large extent 20% 33% 44%
Don’t know/ no answer 3% 6% 5%

Source: Transparency International Global CorruptiBarometer 2004

Table 2.4 below depicts the impact of corruptiothat most micro level of
economic and political analysis. It affords thepogunity to examine the
frequency with which corruption influences the dalives of the citizenry of
different nations. It is important taote that this survey is administered on a
household basis so the impact can be consideredréater when countries are
reporting that 20 to 50% of their households haae to pay bribes over the past
12 months.

Table 2.4

Corruption Impact on Households

More than
Experience of bribery 50%

Question — In the past
12 months, have yo 41% - 50%

or has anyone living 31% - 40% Kenya, Lithuania, Moldova, Nigeria

in your householg Albania, Bolvia, Czech Republic, Ecuador, Ghe

. LR o 200
]E);Irioa bribe _in any 21% 30/OPhiIippines, Romania, Russia, Ukraine

Answer — Yes Bosnia and Herzegovina, Brazil, Costa Rica, Ef
11% - 20% Greece, Guatemala, India, Indonesia, Kosovo, L:
Mexico, Pakistan, Peru

Argentina, Bulgaria, CroatjaEstonia, South Kore
5% - 10% Georgia, Macedonia (FYR), Poland, Turkey, Urug
Venezuela

Cameroon
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Austria, Canada, Denmark, Finland, France, Gerr
Hong Kong, Iceland, Ireland, Israel, Italy, Ja
Luxembourg, Malaysia, Netherlands, Norway, Porf
Singapore, South Africa, Spain, Switzerland, Tai
UK, USA

Source: Transparency International Global CorruptiBarometer 2004

Less than
5%

It is reasonable to assume that corruption hasiatyaf macro and micro
level impacts upon performance and opportunitieghiarnational market places
for multi-national firms and that multinationals wid logically be concerned about
corruption as an environmental business factor.

Concluding Commentary

Thus, a nation looking for a policy that would habhe most significant
and desirous affect on the levels of corruption Malect to free the economy of
governmental burdens and allow free market mechemnts increase transparency
and reduce corruption in the nation. “In tryingditer a climate of conduct, it is
encouraging to bear in mind the fact that eachougicircle entails a virtuous circle
if the direction is reversed” (Sen, p. 278).

Governmental Reforms
Daniel Kaufman’s list would be an excellent place &ny government to
begin freeing their economies by reforming, redg@n eliminating the:

» Issuing of licenses, permits, quantitative impestrictions, passports,
customs and border crossing documentation and lxzrising.

» Implementing and enforcement of price controls

» Blocking of new firms and investors from entry toankets and
providing monopoly opportunities to existing firms.

» Awarding public procurement contracts.

» Granting of subsidies, soft credits, tax exemption8ated pensions,
and allowing tax evasion.

» Imposing foreign exchange controls resulting in tiplé exchange
rates, over invoicing and the flight of capital.

» Allocation of real estate, grain storage facilifiéslecommunications
and electrical power contracts outside of free mankechanisms.

» Selective enforcement of socially desirable reguoitest such as those
that apply to public health, education and the remvhent.

» Maintaining of obscure or secret budgetary accquotsotherwise
facilitating “leakages” from public accounts toyaie accounts.

24



THE SOCIAL AND ECONOMIC IMPACT OF CORRUPTION ON NADNS AND MULTINATIONAL ...

Role of Multinationals in Reducing Corruption

Multinational corporations have a significant raéeplay in encouraging
governments to adjust their economic policies tovalfor greater free market
activity. The resulting improvements in human depehent will increase the
propensity of the nation to embrace transparerionsFshould establish the following
internal policies (Sullivan, Center for InternatbfPrivate Enterprise, 2001, p. 5).

Internal Policies:

» Codes of ethics and procedures for dealing wittsdiieitation of bribes.

» Strong and independent board of directors withifsdgmt consideration
given to the issue of “conflict on interest”.

» Accepted standards of financial accountability tadsparency within
the firm.

» Independent auditing using internal and externahtggfor this process.

» Honest and fair dealings with all elements of taenmunity.

Firms should support the following external pol&ie

External Policies:

» Domestic reforms that will increase democratic ange market
processes that contribute to increased transparency

» Efforts of a free press that protect the intere$ts society as a whole.

» Trade associations in their efforts to reduce quirom.

» Non-governmental “watchdog” organizations in thefiiorts to reduce
corruption.

» Grass-roots capitalism by supporting micro-lenginggrams throughout
nations that they have commercial activity.

» Passage of the United Nations Convention on Intema Corruption,
2004.

Corruption should no longer be viewed by corporsgi@r nations as a
“polycentric” or idiosyncratic feature of doing bosss in developing nations but
rather as a systemic impediment to global commeCoeporations represent the
agents of change in both the economic structuretarsbme degree the political
and social structure, as well, and as such shouhdy bheir influence to bear on
issue of corruption.

The international battle with corruption will be was the citizens of
nations across the globe have the opportunity tdrace democracy and
democratic capitalism as the guiding precepts @f ocio-organizational design.

“Dico tibi verum, libertas optima rerum.
Freedom is best, | tell thee true, of all things b@ won.
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LEGAL TRANSPLANTSIN ROMANIAN CORPORATE LAW
SEEKING FOR SUCCESS!

RADU N. CATANA?

ABSTRACT. The last period has seen an enormous investmemrgal feform
efforts in many transition and developing economiesich of it involving the
importation of legal models from mature market epuies. As a growing body of
economic and legal literature shows, legal reformgansition economies were
largely grounded on transplants.

The challenges raised in the legal transplants psocan be revealed by
reuniting two major approaches. The substantiat@h is meant to present the
results of legal transplants by taking into consatien there compatibility with the
pre-existing Romanian corporate norms. Recent mefoof Romanian Corporate
Law transplanted concepts and institutions referting clear separation between
the management and the control functions of thedoé&Directors; introduction
for the £'time of the German two-tier administration; direstdiduciary duties;
directors' dismissal for righteous cause; enharsteteholder democracy; new
shareholders remedies. These transplants commoisigdrroblems related to
their implementation and effectiveness in the riecipsystem

The procedural approach develops and exemplifieslithies of legal
transplants efficiency by underlying the mannewhich the legal transplants were
chosen to be incorporated within the Romanian Coydaaw by the way of
European Law implementation. The transposition of dbquis communautaire,
prior and after the accession to the European U(igth), revealed procedural
problems concerning the legislative technique @& EBuropean Company Law
implementation.

The success of the legal transplants depends opdbsbility of the
foreign models to be adapted to the social, econamd legal performances of the
recipient system.

Keywords: legal reform, legal models, legal transplant, Roiaa

Introduction

The last period has seen an enormous investmeaegah reform efforts in
many transition and developing economies, much iof/blving the importation of
legal models from mature market economies. As avigup body of economic and
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legal literature shows, legal reforms in transitemonomies were largely grounded
on transplants Naturally, the success of such operation dependse possibility
of the foreign models to be adapted to the soe@nomic and legal performances
of the recipient system.

The exportation and importation of norms represémesmain instrument
of legal integration in a globalize economy. On ¢raad, the main legal systems
entered into a sharp competition, with a view topase themselves on to
developing countries legal systems (especially ahftem Central and Eastern
Europe, East Asia and Russia). It is well knowrt tha export of law implies the
export of culture and particularly the export of tlegal system. Consecrated legal
systems are constantly looking for exporting tHawes, concepts and institutions,
by facilitating the creation and development of igual place that we can call
"international legislative market". The actual féssireflected in numerous studies
published after 1999 with a view to reveal the gyand efficiency of national
and regional business l&wThe national legal systems are nowadays studyed b
taking into consideration their assignment to asecnated traditional legal system
(e.g. Common Law, French Civil Law, German Civilvwa based on the
significance of their reliance on a specific legaldel and expertise.

On the other hand, as for the developing econorstaging from the 1990
there was an enormous demand of high-quality legiirms. As studies and
practice conducted to the possibility to asseséditgtieely, the relative superiority
of one legal family related to another developingurdry had tendency to
encourage legal transplants from the most efficacamtsecrated business systems,
without necessarily taking into consideration tarbe norms from countries and
systems within the same legal traditional familizeTheoretically superior solution
transplanted to foreign soil created a gap betwdwnlaw on books of the
exportation system and the law in action in theipient system. In addition,
obviously it is not enough to translate and trasspa good black letter law, if the
recipient legal system cannot assure the instrusnémtenforce efficiently the
imported law.

% C. Walsh,The "law" in Law and Developmentin Law in Transition, EBRD, 2000, p. 7; K.
Pistor, M. Raiser, S. Gelfdtaw and Finance in Transition Economie<CID, Harvard University,
Working Paper 49/2000, www.cid.harvard.edu/cidwp/@tm; P.H. Rubin,Growing a Legal
System in the Post Communist Economi€ornell International Law Journal, no. 27/941p.A.
Watson,Legal Transplants and European Private Laviglectronic Journal of Comparative Law,
vol. 4.4, 2000, http:/www.ejcl.org/44/art44-2.html.

4 The corporate law studies concerning the globaketaof legal systems and ideas started with the
famous LLSV model: R. Laporta, Fl. Lopez de SilanesShieifer, R. VishnyLaw and Finance
in Journalof Political Economy, no. 6/1998, p. 113. The criterions and varialpleposed by the
authors in order to evaluate the quality and edficy of shareholders rights and protection against
the management in different legal systems and m@dtwere subsequently revisited by the same
authors (2003) and partially grounded the resuitshe World Bank "Doing Business" Annual
Reports. The most comprehensive analysis of legahge in the protection of creditors and
shareholders rights in the transition economies itmdnpact on the propensity of firms to raise
finance is K.Pistor, M. Raiser, S. Gelfer (200@)otpd above.
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The enforcement of the transplanted law depends teast three factors.

First, the resistance to change of the recipiestesy is generated by its
cultural path dependence related to the legal fathié recipient is traditionally
attached ta For example, although the Romanian Private Lasvéhhistory of 200
years of French Civil Law influence, recent refor(®806) were highly influenced
by German and American legal transplants, whichegde an interrogation
whether such imitation is a viable option.

Second, the transplant's efficiency is conditidmgthe economic development
of the recipient systemThe imported norms are samples taken from legabms
already operating under a developed mature ecoramdythey are binding on the
legal systems belonging to develop in progress tri@sn

Third, there could be no efficient legal transplasithout a proper judicial
reform and without adequate legislative solutiomsl dechniques (appropriate
options concerning procedures and institutionsnaesled to support the transplant's
enforceability). According to recent analysis ofas#holder rights in transition
economies, rapid improvements in the quality of kawthe books was found to
have little positive impact on the availability @drporate finance, unless their were
parallel improvements in the effectiveness of legatitutions and procedures to
support enforcement of the reforms

Romanian Corporate Law naturally fits within thengaframework and
facing the same challenges.

Following the above-mentioned dependences, thesssised in the legal
transplants process can be revealed by reuniting rvajor approaches. The
substantial approach is meant to present the sestiliegal transplants by taking
into consideration there compatibility with the nesting Romanian corporate
norms, concepts and institutions (in other wordghith" were the legal foreign
institutions borrowed by the Romanian legal systefi)e procedural approach
develops and exemplifies the limits of legal trdasfs efficiency by underlying
the manner in which ("how") the legal transplantsrevincorporated within the
Romanian legislation.

|. The Substantial Approach

The Romanian Company Law no. 31/1990 (republish@@ip generally
used to follow the French model: initially, the Coamy Law from July 1996 and
the Civil Code concerning the companies as ameirdéde '80s; and lately the

® L. Bebchuk, M. RoeA Theory of Path Dependence in Corporate Ownershipd Governancein
Stanford Law Review, vol. 52, no. 1/1999, p. 127; M. Rdeath Dependence, Political Options
and Governance Systemsn K. Hopt, E. WymeerschComparative Corporate Governance:
Essays and MaterialsDeGruyter, Berlin, 1999.

® D. Berkowitz, K. Pistor, J. Fr. RicharBiconomic Development, Legality and Transplant Eftein
European Economic Review, vol. 47, no. 1/2003, p. 165.

" K. Pistor et al.suprag note 1.

37



RADU N. CATANA

French reforms concerning the commercial compaagsintegrated the French
Commercial Code (2000). However, the last importgiorm of the Romanian company
law (2006) had a significant German and Common [@american) influence.

Late November 2006, the Legislator passed Law dd2006 with the
intention to bring Romanian legislation in line iall EU Directives, to improve
the corporate governance regulations and to enhdneehareholders right and
remedies in order to offer a modern frame for a petitive economy. Numerous
of the proposed amendments arose from a studydamhby the World Bank and
USAID, and were guided by recent European Commisgiports on Romania’s
accession progress and the World Bank’s Reporherompatibility of Romanian
legislation with OECD Principles of Corporate Gawance (as outlined by the
PAL Il Program — the Programmatic Adjustment Lodrthee World Bank). The
draft focused on OECD principles regarding the tsgbf shareholders and the
responsibilities of the board, and the guidelinswlgished by First and Second
Council Directives. Since much of the Company Laasvalready in line with
these principals and directives, the proposed aments have mostly targeted
specific matters rather than general areas reguatirange.

Some of the key amendments represesievant examples of legal
transplants while others are literal imitations generatingrgenuting norms” from
legal systems Romania was never related to.

a.) A clear separation between the management l@ddntrol functions
of the Board of Directors

For sixteen years after its enactment, the Romab@npany Law (as legal
text and legal doctrine) ignored the contemporamgrnational preoccupations
concerning the improvement of the corporate goveseaas a way to organize
efficiently the Board structure and functions.

The Board of Directors was conceived as a manadebuely without any
concern related to a clear regulation of the comtithin the management body and to
the distinction between the executive and the nacwgive members of the Board.

After 2006 Reform, the Romanian Company Law prowittat in case in a
joint-stock company takes place the delegatiorhefmanagement powers to the
executive managers, the majority of the membeth®Board shall be formed of
non-executive directors. This reform also introadudae concept of "independent
director®, completely ignored by the Romanian legislatiorthmst time. According
to article 138, the constitutive deed of the company or the genereeting of
shareholders may provide or decide that one or mmambers of the Board must
be independent. Using an independent director tisrmgd also for the public listed
companies and those who benefit for a special atigul (such as credit
institutions, insurance companies or intermediaoieghe capital market). Unlike

8 D. C. Clarke,Three Concepts of the Independent Directon Delaware Journal of Corporate
Journal, vol. 32, p. 73-111.

38



LEGAL TRANSPLANTS IN ROMANIAN CORPORATE LAW SEEKING-OR SUCCESS

international corporate governance codes (e.g. Wkltined Code on Corporate
Governance), the Code adopted in 2008 by the R@n&tiock Exchange does not
provide an exception from the general legal provisiand keeps the nomination of
an independent director as optional for the listechpanies.

The same recent reform introduced the possibilityttee Board of
Directors to create consultative committees formokdt least two Board members
entrusted with the conduct of investigations aredlaboration of recommendations
for the Board in fields such as audit, remuneratimomination of candidates for
management positions. At least one member of swhmittee must be an
independent non-executive director (except foratidit committee and remuneration
committee, which must be formed exclusively of mxecutive administrators).

Almost three years after the company law reforrasé¢hthree new concepts
are still far for finding their way to a successiumplementation. The non-executive
Board members were formally introduced in ordecdmply with the regulation of
the Board structure. However, they do not havecieffit instruments and
procedures to assure the control over the dire@onsowered with management
functions and do not benefit from a separate regimeavil liability to encourage
them for assuming specific decisions and positidéthinv the Board. They were
imported from the legal systems where one-tier a@tration system is fully
compatible with corporate governance regulation arndciples, but they did not
found a prolific ground on the Romanian practice.

The same conclusion could be raised concerningnifependent director
concept, which is in practice almost unused. Onthefreasons is the ownership
structure of most of the Romanian joint-stock comes, which are subsidiaries of
the international corporations and groups. Thesdatto not manifest particular
interest in using independent members in Romarsathay prefer to use this
concept only in the mother company's Boards.

b.) Introduction for the % time of the German two-tier administration
(optionally)

As some of the foreign consultants having assidteel Romanian
Government in preparing legislative reforms ondbmpany law were German, an
intense debate raised in the Romanian businesmanwent around the proposition
to introduce for the first time in the Romanian Qramy Law the German tradition
of the two-tier administration system (SupervisBoard and Directorate).

Finally, the two-tier system was adopted as arrratéve to the one-tier
system (Board of Directors). However, the succésbetransplant of this German
traditional model is put under question, as in ficac only the Romanian
subsidiaries of the most important German and Aarstjoint-stock companies

® K. J. Hopt, P. C. Leyen®oard Models in Europe. Recent Developments of mi& Corporate
Governance Structures in Germany, the United KingdpFrance, and Italy European Corporate
Governance Institute (ECGI), Law Working Paper 1®/2004, p. 4.
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(especially banks and insurers) are actually ushig system. The Romanian
ownership seems reluctant to the two-tier systerthasfunction, structures and
operations of the two management bodies are caesidéo reduce of the
shareholders' control over the management andnfeemation flux within the
management body.

c¢.) Fiduciary Duties

It is commonly known that the Anglo-American legiaictrine traditionally
delimits the right and responsibilities of diredtoand managers vis-a-vis
shareholders by using the core-concept of fiduciduyies. These are a set of
specific obligations and standards of conduct @efrifrom the principle according
to which the relationship between shareholdersdirattors is based on trust and
confidence. The most widely accepted obligatiorrévdd from this concept are the
duty of loyalty and the duty of care. In U.S., thebligations have risen out from
the judge-made law, while in U.K., they are codifie The Companies Act (2006).
The boundaries of managers' obligations to shaten®lare inherently difficult to
circumscribe exhaustively, being considered asiawal concept including factual
situations that no one could foresee and categ@ritbese characteristics represent
qualities in a legal system based on a judge-madebut in the same time may be
extremely difficult to transplant to other legalssyms (especially those based on
codified law), because the meaning of the fiduc@rties can not easily be specified
in a detailed legal document.

Among the alternative strategies which could beluse countries wishing
to develop the institutional framework for substalindnd effective enforcement of
the fiduciary dutie¥, the Romanian Lawmaker choose a structural transpif
these duties by completely allocating their implataéon to the black letter
company law.

Romanian Company Law (as amended late 2006) previtiat the
members of the Board of Directors shall exerciggér tfunctions with the care and
diligence of a good administrator. The membershef Board shall also exercise
their term of office with loyalty, in the companyrgerest. They are not allowed to
disclose confidential information and business etscof the company, to which
they have access in their capacity of administsaffinis obligation shall also devolve
on them after the termination of the term of offafeadministrator, according their
management contract. These legal provisions aretnteaodify textually the duty
of care and skilf, the duty of loyally acting to the company's hagtrests and the
duty of confidentiality, as the core structurelud fiduciary duties.

10R. Ch. ClarkCorporate Law Little Brown & Co., Boston, 1986, p. 141.

1 K. Pistor, C. Xu,Fiduciary Duty in Transitional Civil Law Jurisdictons Lessons from an
Incomplete Law TheoryECGI, Law Working Paper no. 1/2002, p. 5.

2 The standard of appreciation of fault is mediimabstractg considering a careful and conscious
manager.
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This reform should bring a salutary added valuthéoRomanian corporate
law for two important reasons: (i) it has concepineal some duties that have been
deduced before 2006, through a flexible and exténuoiderpretation of the
Romanian Civil and Commercial Code provisions conicg the good-faith
principle, the mandate agreement and other simdmil law institutions
(negotiorum gestip (i) it has offered to the courts of law an esgs legal
reference to ground on their decisions. Before 2a06 ignorance of the law
practitioners and the reticence of the Courts tachiale and enforce an obligation
without a legal or express contractual provisiomegated an almost complete
absence of grounding actions against director$isrbasis.

Nevertheless, the Romanian Lawmaker chose to t@amsplso the
complementary principle known as "business judgmelet’, by literally importing
it from the very definition given by the U.S. Delare Supreme Court. According
to this rule, the administrator does not breaklityy of care if, at the time when he
makes a business decision, he is reasonably éntitleonsider that he acts in the
company's interest and based on certain adequatengtion.

The Romanian Lawmaker was not cautious enough aoirtterpretation
given by the American courts to the business judgmmele, which reflects the
doctrine of the non-interference of courts in thesibess decisions. American
courts simply do not hold directors liable for wgotusiness decisions made
without conflict of interest, unless those decisi@are completely irrational! The
American court law takes into consideration ratlkenstrains that lead most
company managers to work hard of their jobs (madanhpetition, incentive
compensation, managerial culture etc), that thugieal effect of their business
decision. This great tolerance of the businessmeiyg rule does obviously not fit
with the need of the Romanian legal order to impasefficient system of duties
and liabilities to the company's directors and ngans. In these circumstances, the
advantages brought by the new black letter lawfade the risk of not coming into
force, because of the application of the exonematite by inexperienced courts. It
is doubtful that the Romanian jurisprudence wilédhe necessary instruments to
apply the business judgment rule, as from the legdlit does clearly result which
exactly is the principle: the director liability rfétack of care and diligence, or his
exoneration of liability for his business judgme®mnce again, a well-intentioned
legal transplant risks not becoming a success .story

d.) Directors' Dismissal for Righteous Cause

The Company Law Reform from 2006 also marked aifsigimt evolution
concerning the shareholders control over the dirsct

Prior to the reform, it was accepted, widely andoimtestably, that the
shareholders had the right to dismiss the direcnystime for any reasons without
a notice, based on tred nutumrevocation principle, which governs tiuitu
personaemandate relationship according to the Romanianl @wd Commercial
Codes. The dismissal by "a show of hands" wasddiffily challenged by a part of
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the legal doctrine and jurisprudence, based omtieptance of the French practice
concerning the abusive dismissal, when the dirdstoevoked under circumstances
characterized by vexation or unlawful refusal & gossibility to defend.

The new legal provisions specifically entitle theedtors and managers to
claim damages in case the dismissal supervenamjuastified reasons. Although
these new provisions are inspired from the widelgeated doctrine of good faith,
one could reasonable expect this transplant skdilice the enforceability of the free
revocation traditional principle, which represetiite highest form of expression of
the shareholders control over the management. Givenwell-known practice of
establishing significant compensation clauses woirfaof directors revoked in
advance, the expected effect of these new legaitins will increase the costs of
electing managers and will decrease the anti-direcghts of the shareholders.
Both of these effects are not well seen in a demeipmarket economy, where the
ownership culturally prefers to keep the highesttiam to the business.

e). Enhanced shareholder democracy by voting

Concerning the voting right, Romanian corporate iswgenerally situated
at the top the EU legal exigencies and boundaFes.nstance, it offers a proper
"one share - one vote" rule without any possibii@ygrant more than one vote per
share (unlike France or Netherlands), but with dpgon to limit the number of
voting rights to shareholders detaining more thaersain threshold of the capital
or number of shares.

Voting by proxy also benefits of a liberal approdciiny shareholder is
entitled to participate to the general meeting a&mdexercise its voting right,
without any restrictions concerning the numberwdrss it owns. Any person can
have the mandate to vote on behalf of a shareholter only significant limit
consists in the exigency that the proxy (mandatgyration) must be submitted to
the company's general meeting secretary at leastod@ prior to the meeting,
under the sanction of loosing the right to vote.

The possibility of electronic voting is legally gtad without any formalities
or restrictions, if the company's articles of asstban allow such procedure.

After the reform from 2006, voting agreements binef a relaxed
regulation. The shareholders are free to agredersénse of their voting, as long
as they do not oblige to exercise their vote adogrdb the instructions given or
the proposals formulated by the company or its mament. Such agreement would
be considered null and void.

Since November 2006, Romanian corporate law prgbabbvides the
lowest conditions of quorum and majority in orderadopt in a legally manner a
resolution of the general meeting of shareholddise present form of the
Romanian Company Law requires the shareholdeegdahce which of at least

13 For details see, C. Bescu,Drepturile agionarilor [Shareholders Rights]2nd Edition, C.H.Beck,
Bucharest, 2007, p. 274.
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one fourth of the total number of rights to vota, hoth ordinary and extraordinary
meetings of shareholders. For the second convesfirige extraordinary general
meeting of shareholders, it requires the attendafdbe shareholders holding at
least one fifth of the total number of rights tdexo

The simple majority of the votes held by the présen represented
shareholders shall make the decisions, for bothinard and extraordinary
meetings. The extraordinary decision to changentan scope of business, to
reduce or increase the registered share capitahaonge the legal status, of merger,
division or dissolution of the company must be pdswith a majority of at least
two thirds of the rights to vote held by the prasarrepresented shareholders.

The articles of association may stipulate higheunements of quorum
and majority.

These provisions may be seen as a significant mgpnent of shareholder
democracy by decreasing the legally required quoamth majority for adopting
the general meeting of shareholders' resolutionadtition, the new requirements
are meant to facilitate the decision-making andicawbe supplementary costs
generated by the necessity of any future conveileyertheless, the decrease of
the legal quorum has the adjacent disadvantageobfamssuring a necessary
representative formation of the company's legal, &8 well as increasing the risk
of simultaneous general meetings, especially in pzones with a dispersed
ownership and conflictive board.

f.) Shareholders remedies: from the black-letter, owards its enforceability

The most significant remedy granted to sharehol@ethe possibility to
claim the cancellation of the general meeting o@reholders' decisions. In
principle, the decisions made by the general mgetifi shareholders are
compulsory for all the shareholders, even for thehe did not attend the meeting
or voted against the decision. However, the degssaf the general meeting, which
are contrary to the law or to the constitutive dezth be sued for cancellation by
any shareholder who did not attend the meetingotedsagainst and requested his
vote to be noted in the assembly's minute.

When the action claiming the cancellation is gradan relative nullity
reason¥, the general meeting decisions must be sued withidays period from
its publication to the Romanian Official Journaldathe quality to claim to
cancellation is only granted to the shareholdersase of absolute nullity reasons
are invoked the right to sue is imprescriptibly dahd request may be formulated
by any person which justifies a legitimate, readl actual interest (including third

party)™.

14 E.g. the convening notice was not published in tilme; the legal quorum and majority were not
attended; the mandatory legal information and dasusmwere not disclosed to the shareholders in
due time prior to the meeting.

5 E.g. the decision in adopted by breaching an iatper norm protecting a general interest; there is
no convening notice; there is no minute of the galnaeeting.
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Along with bringing the action for cancellation etiplaintiff may request
the court to adjourn the carrying into effect o tthecision that is being sued, by
presidential ordinanc® The consent of the courts' of law president ot can
force the plaintiff to pay a bail.

Another important remedy is the possibility givem & category of
shareholders in case of fraud on the minority arsale minority behavior. This
remedy was inconsistently proposed by the legaltrih@c and jurisprudence
following the French pattern @bus de majorité / abus de minotitéThe reform
of the Company Law in 2006 expressly brought intmmanian legislation the
principle according to which shareholders haveduty to exercise their exercise
in good faith, by respecting the rights and legatieninterests of the company and
of the other shareholders. This new element shoifiéat a significant legal ground
for claims rising from fraud and abuse and is elgubdo indirectly grant a legal
base for the cancellation of general meetings avatdBof Directors' resolutions, as
reparation in kind of the prejudice beard by thassldl shareholders.

However, the legal practice shows the Romanianesivdders are rather
inactive and less persistent in defending theihtdg especially in front of an
abusive majority. The reduced numbered of caseaghtointo courts' attention
could be explained by cultural psychology spediBsi generated by the free mass
privatization system and the lack of liquidity dretfinancial capital market. The
low degree of shareholder activism can also beagx@l by the lack of preventive
procedures granted by the Romanian law. In mangscafe cancellation of a
general meeting resolution is obtained after monthgears of litigation, long time
after these resolutions produced their effect tlibsiness environment. For this
reason, the late cancellation of the resolutiontle belated procurement of
compensation is useless for the claimant.

This is the reason why any reform concerning treredtolders' remedies
should be oriented toward the implementation ofipalar procedural instruments
to offer anex-anteefficient protection to shareholders who can prpkiea facie
the company's resolutions and decisions shall bptad by a breach of law or the
articles of the association. In other words, whatn@nian Corporate Law needs
are procedures like the injunction or summary judgtmwhich would allow to a
claimant to efficiently block the carrying into eéit of a decision over which
persists a reasonable doubt of illegality.

18 According to the Romanian Civil Procedure Codee fhiesidential ordinanceis a special
procedure, which allows the court of law to disptseporary measures in urgent situations in
order to prevent an imminent damage, which couldb®orepaired, or to preserve a right whose
exercise could be affected in case of delay.

17 J-L. Rives - Langed,'abus de majorité Revue de Jurisprudence Commerciale, no. sped, 109
65; Ph. Merlel'abus de minorité Revue de Jurisprudence Commerciale, no. spec, 189ai de
la majorité p.81.
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g.) Relevance of Corporate Governance Code and ragfolation

Following the example of all respectable capitalrkats, the Bucharest
Stock Exchange (BSE) drafted its official Corpor&@evernance Code in late
20088 The Code keeps its commonly accepted nature tobfsgrinciples and
recommendations, with a clear follow of the OECihgiples.

The Code’s provisions are considered additionallegal norms, as
suppletive rules, willingly assumed by the list gaanies and any close companies
opting to adopt the Code. The document combinem@inational tendencies by
expressly providing a balance between the promaifahe shareholdersnterests
(shareholder valuexhareholders right{shareholder democracy) aethployees
interests(the latter appears because of the social redpibtysrequirement, rather
than as result of the codetermination syst&m)

The company’s administration is in the center & @ode’s visions and
provisions (Boards functioning, management contrérnal and external control,
accountability to shareholders, monitoring righitsteareholders, etc.).

Like in other Eastern and Central Europe countiiles,compliance with
the Code of the listed corporations is voluntamilofved by the well-known
“comply or explain” rule. The issuers adopting wiar partially the Code have to
yearly disclose to the BSE a Corporate Governanempllance Statement, by
which they will specify the recommendations of tBede they have actually
implemented and in what manner. If the issuer fallsmplement one or more
recommendations, it has to supply adequate infoomatith regard to the reasons
non-observance of the Code. The BSE confines iteeffisclose publicly when a
company did not observe the Codes' provisions.

The most important issue concerning the Corporatee@ance Code is its
enforcement difficulties. Except for the facultydisclose the company's which did
not observe the Code recommendations, BSE is nstiedewith enforcement
powers and the market does not provide any independr governmental
authority to sanction the misconduct of the compsinin other words, the Code
does not surpass its limit as auto-regulation. dneate corporate governance
disclosures are difficult to detect or they may éndidden implications that are
difficult to uncover. For this reason, even if artheority were given the power to
report irregularities and impose sanctions, it wlostill not have sufficient means
to carry efficiently put its task In Romania's case, without an authoritative

8 The first draft of a Corporate Governance Codelercompanies listed to BSE dated back 2004. It
was merely a scholar-type project and was nevétitisnally adopted.

19 For a detailed presentation of the three modet®rgorate governance: Stilpon Nestor and John K.
ThompsonCorporate Governance Patterns in OECD Economies:dsnvergence Under Way?
Available on: http://www.pfsprogram.org/file.php2ithree+Models+of+Corporate+Governance+-
+January+2009.pdfThree Models of Corporate Governance from Developeapital Markets,
available on: http://www.oecd.org/datacecd/7/1018D. pdf.

20 p.U. Ali, G. N. Gregorioulnternational Corporate Governance after SarbanesOxley, Wiley
and Sons, New Jersey, 2006, p. 471.
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interpretation, there cannot be a unitary perceptegarding compliance and the
non-compliance explanations risk not to exist or,the best-case scenario, to
become insignificant or uninformative.

As a conclusion, purely voluntary codes assorteti wiweak "comply or
explain” principle, do not offer a cure for the Kaof normative authority and the
Romanian company's will follow code recommendatiand report accurately on
corporate governance, solely if it is in their owrterest. However, without
imposing a unique model, the Code could be consaléxing a number of "points
of control" in relation with which one could verifiie national normative rodt

Il. The Procedural Approach

While the legal transplants of the substantial roimported from the
legal systems of develop countries, commonly raigemblems related to their
implementation and effectiveness in the recipigstesn, the transposition in the
Romanian Law of theacquis communautairerior and after the accession to the
European Union (EU), revealed procedural problemscerning the legislative
technique of the European Company Law implememntatio

As regards the application and transposition ofattguis communautaire
there are two different periods of time that we goéng to take into consideration:
(i) until becoming a Member State, based on theodission Agreement, Romania
was legally beholden to harmonize its newly isslegislation with theacquis
communautaire;(ii) after Romania had become a Member State, dbase the
Treaty Establishing the European Communities (jreat European Union),
Romania was legally beholden to apply the diregtliagble and mandatory EU
enactments (such as Regulations) and to transpesdElt) Directives into the
national legislation (according to article 249 loé {Treaty).

For the first period, a specific internal mechanigms developed - the
"National Program for Romania's Accession to theopean Union" - including a
special component meant to ensure the Romaniasidégn's consistency with the
European one. This Program should have been cavrietom 2002 to 2005. It
contains clear responsibilities for each of theined institutions and firm deadlines.
Starting from 2003, this mechanism has been reglagth a new one, called the
"National Legislative Priorities Program for Intatjon in European Union", which
may be seen as an internal programmatic documentetkr, the purpose of each
of these programs was the same: to transposeadfjgis communautairénto
Romanian legislation.

On July 22, 2000, the Romanian Government passé&bdition Document
on Chapter 5 - Company Lalwas modified on November 24, 2000. Accordingtte
latter version of this document, "Romania accepgswtholeacquis communautaire
as effective on December 311999, does not solicit a transition period orawer

%1 See C. GheorghBreptul pietei de capital [Capital Market LawiCH BECK, Bucharest, 2009, p. 273
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and also declares that it will be able to apply ¢héreacquis communautairat
the date of its accession to the EU". By the saowighent, Romania "engages to
realize the total harmonization of the internaliségion which concerns company
law until December 31, 2004?"

At that date, Romania acknowledged that six Divesi and one
Regulation were adopted regarding the company $&icio sensy

The Romanian Company Law was represented - atithe when the
Position Document was issued and is still represkemow, after numerous
modifications - by Law no. 31/1990, which compridkee relevant provisions on
company law and also the common rules applicablalltRomanian companies.
The general framework is completed with Law no.1280 concerning the Trade
Registry.

As of the date of the above mentioned Position Dmmt, the Romanian
Government had appreciated that the provision o¥ ba. 31/1990 and Law no.
26/1990 were almost entirely harmonized with tHevant EU legislation (some of
the EU Directives provisions were envisaged sir@@01 when the first version of
the Romanian Company Law was adopted).

For the Company Law, the relevatiquis communautaireonsists of:

First Council Directive 68/151/EE€,

e Second Council Directive 77/91/EEC

+  Third Council Directive 78/855/EE€,

Sixth Council Directive 82/891/EE€

« Eleventh Council Directive 89/666/EET

+  Twelfth Council Directive 89/667/EE€

22 The document was elaborated by the General Sdatetéthe Romanian Government. Romanian
version is available on: http://www.sgg.ro/dockgkitegrare_eu/NegociereRO.pdf

2 First Council Directive 68/151/EEC of 9 March 1968 co-ordination of safeguards which, the
protection of the interests of members and othars required by Member States of companies
within the meaning of the second paragraph of Aert&8 of the Treaty, with a view to making such
safeguards equivalent throughout the Community

24 second Council Directive 77/91/EEC of 13 Deceni®76 on coordination of safeguards which,
for the protection of the interests of members andrsth&re required by Member States of
companies within the meaning of the second paragodprticle 58 of the Treaty, in respecttbe
formation of public limited liability companies atite maintenance and alteration of their capital
with a view to making such safeguards equivalent.

% Third Council Directive 78/855/EEC of 9 October7B8%based on Article 54 (3) (g) of the Treaty
concerningnergers of public limited liability companies

%6 sixth Council Directive 82/891/EEC of 17 Deceml®82 based on Article 54 (3) (g) of the
Treaty, concerninghe division of public limited liability companies

27 Eleventh Council Directive 89/666/EEC of 21 Decemb989 concernindisclosure requirements
in respect of branches opened in a Member Statehgin types of company governed by the law
of another State

28 Twelfth Council Directive 89/667/EEC of 21 Decemt®89 onsingle-member private limited-
liability companiespublished in Official Journal, L 395, from 30.1289.
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Fifth Directive was meant to coordinate the safedsiavhich, for the
protection of the interests of members and otlaesrequired by Member States of
companies within the meaning of the second par&godarticle 58 of the Treaty,
as regards the structure sdciétés anonymeand the powers and obligations of
their organ®. It remained only a proposal. Ninth directive dfiliated undertakings,
i.e. under law relating to groups of companies, matseven reached the proposal
stage. For obvious reasons, this proposal andrthiative were never taken into
consideration as relevant part of Heuis communautaire

Within the last month of 2006, Law no. 31/1990 (Rarian Company
Law) suffered significant modifications. These ofg@s were meant to increase the
compliance level of the Romanian Company Law with [Egislation, especially
EU Directives. Moreover, a so-called "yellow flagtas attached to this issue by
the European CommissighWe remind here that, at that time, Romania was on
month before its EU accession.

Thus, the urgently needed Company Law legislateferm was adopted
by Law no. 441/2008. The main amendments concerned:

« revision of the constitutive deed's mandatory @suby reducing their
number (according to First Council Directive 68/EHC);

e revision of the causes that lead the company'stynyglccording to
First Council Directive 68/151/EEC);

e new provisions on the liability resulting from tifedlure to fulfill the
requirements concerning the publicity of the conymimncorporation and/or the
necessary publicity during the company's existefameording to First Council
Directive 68/151/EEC);

» creation of the premises for establishing the TiRadgistry's electronic
archive, which shall be able to provide informatiwom the Trade Registry in
electronic format and for company's electronic ipooation (according to First
Council Directive 68/151/EEC);

e a new approach on contribution in kind evaluatiaccprding to First
Council Directive 68/151/EEC);

e enactment (for the first time in Romanian Compargw). of the
"authorized share capital” concept (according tacoSd Council Directive
77/91/EEC);

29 SeeCOM (72) 887 final, 27 September 1972. Bulletinttoé European Communities Supplement
10/72.

%0 As results from the "National Legislative PricgiProgram for Integration in European Union" (as
per second semester, 2006), as of 13 February 3@@Tipon A - Priority Drafted Lawswhich are
already in parliamentary procedures in order t@tbepted and which have to be finalize until 30
December 2006. Romanian version of this documentailable on:
http://www.mie.ro/_documente/armonizare/Programislagv_semll_2006_ro.pdf

31 Law no. 441 from 27 November 2006 amending Law3io- Company Law - and Law no. 26
concerning the Trade Registry, was published inRbenanian Official Gazette no. 955 from 28
November 2006. The Law was enforced from DecemBe2006.
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« clarifications on the concepts of "own shares bgyjifown shares
subscription”, as well as new fluent provisionsaaming this matter (according to
Second Council Directive 77/91/EEC);

* legal definitions for merger and spin-off (accoglito Third Council
Directive 78/855/EEC and Sixth Council Directive@21/EEC);

< revision of the mandatory clauses of the mergar/sffi plan and new
provisions meant to a better protection of the ahalders/partners and third
parties (according to Third Council Directive 7835EC and Sixth Council
Directive 82/891/EEC);

e clarification of the concepts of "division by acgion” and of
"division by formation of new companies" - both kno as Hesprinderé in
Romanian legal terminology (according to Sixth Cadlbirective 82/891/EEC);

* improvement of the legal provisions concerning fingctioning of the
Romanian (national) company's branches and edtaidist of a new legal
framework for the functioning of the branches begiog to companies (other than
a Romanian companies), which distinguishes thel leggime applicable to the
branches belonging to a EU company from the legginme applicable to the
branches belonging to a non-EU company (accordmgEkventh Council
Directive 89/666/EEC).

Before becoming a Member State, Romaingnsposedsomeof the EU
Regulations. It is not extremely accurate to affliiRegulations were transposed”,
but since Romania was not a Member State, the way to apply the EU
legislation was to enforce by internal legislattbe correspondent and incident EU
legislation. This manner was also seen as a metiiqateparing the Romanian
legal framework for the European accession. \Wéthard to Company Law, we
mention Regulation no. 2137/85/EECon the European Economic Interest
Grouping (EEIG), which was assumed by Romania uridée V of Law no.
161/2003°, and Regulation no. 1346/2090which was transposeti by Law no.
637/2002°,

After the date of its accessioRpmania was confronted with the problem
of double enforced regulation on the same matter

%2 Council Regulation 2137/85/EEC of 25 July 1985the European Economic Interest Grouping
(EEIG) was published on Official Journal, L 199rfr@1.07.1985.

3 Law no. 161 from 19 April 2003 concerning some sugas ensuring transparency in the exercise
of public dignities, public functions and in thesimess environment, and for the prevention and
sanction of corruption was published in Romaniaficial Gazette no. 279 from 21 April 2003.

% Council Regulation (EC) No 1346/2000 of 29 May @@ insolvency proceedings was published
in Official Journal, L 160 from 30.06.2000.

3 Law no. 637 from 7 December 2002 concerning tigeilggion of the legally private international
relationships in the domain of insolvency was pli#id in Romanian Official Gazette no. 931 from
19.12.2002.
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It is well-known that the Regulation is an EU ashich does not require
transposition into a national legislation. It cam directly applied by all Member
States. From this point of view, it is absolutelvimus that there is no need for a
similar internal act on the same matter. Moreoveis fact could cause a non-
unitary administrative and judicial practice, whictay lead to the unfulfillment of
the obligations assumed by Romania as a Membes &tatording to article 10 of
Treaty on EU). As such, Romanian Government paaseBmergency Ordinance
in order to solve this problem. GEO no. 119/26Q6artially repealed Law no.
161/2003 (Title V) and Law no. 637/2002 as well.tMfi the same GEO were
amended the regulations concerning EEIG and legpliyate international
relationships regarding insolvency.

The Thirteen Directive 2004/25/EBCon takeover bids is also one of the
most important European Company Law Directivess Well-known that Member
States are free to decide upon the methods foewialg the goals established by
EU Directives. In this way, Thirteen Directive 20R4/EC was transposed into
Romanian legislation by the National Securities @ussion’s Regulatiomo.
31/20068 which explains some of the terms used by Law283/2004 (Romanian
Capital Market Law).

After January 1, 2007 (when Romania became a Mei®tae), Romania
has constantly harmonized its legislation with #oguis communautairen the
base of the Treaty Establishing the European Coritiear(Treaty on European
Union), which legally obliges the Member Statesremspose and/or to apply the
European legislation.

The acquis communautaire'sansposition into Romanian legislation was
structured on two basic components: (a) transpositf the amendments of
already adopted Company Law Directives; and (bhgpasition of the newly
adopted Directives concerning Company Law.

In 2007, Romanian Government passedeamergency OrdinancéGEO)
in order to amend the Law no. 31/1990 (Romanian @om Law). In fact, GEO
no. 82/200% was necessary because the late 2006 reform csmateslinadvertences
in the company's law legal framework, which neetbelde immediately reclaimed.
For instance: references to the repealed artick® wnade; no legal terms were

% Government Emergency Ordinance (GEO) no. 119 #&recember 2006 regarding some necessary
measures for the application of some EU Regulafians the date of Romania's accession to European
Union was published in Romanian Official Gazette1@86 from 28.12.2006.

3" Thirteen Directive 2004/25/EC of European Parlianamd Council of 21 April 2004 dakeover bids

% National Securities Commission (NSC) Regulation 8b from 2006, for completing the NSC
regulations for implementing some of the Europeiagctives provisions, approved by Order of the
NSC's President no. 106 from 14 December 2006, twhias published in Romanian Official
Gazette no. 5 from 04.01.2007.

39 Governmental Emergency Ordinance (GEO) no. 82 28miune 2007, for the amendment of Law
no. 31 - Company Law - and for the amendment of baw26 concerning the Trade Registry was
published in the Romanian Official Gazette no. #4én 29 June 2007.
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established for fulfilling the new requirementsuck as concluding management
contracts between the joint-stock companies and directors and more others.

Council Directive 2001/86/E€ supplementing the Statute for a European
company with regard to the involvement of employeess transposed by
Government Decisio(GD) no 187/200%.

In 2008, significant amendments of Law no. 31/1@R0manian Company
Law) were passed by the Romanian Government. Time $egislative procedural
way was chosen - &@overnmental Emergency Ordinanc&hus, GEO no.
52/2008* was enacted in order to transpose Tenth Direci®@5/56/EC® on
cross-border mergers of limited liability compani€kis modification of Company
Law by GEO was considered necessary because Romvasian delay: the dead-
line for transposing this Directive (December 18072) was already exceeded. The
Company Law was amended by inserting the new legadisions provided by this
Directive directly into the Law's te¥t

Considering that another intervention on Companmy khould be needed
in the future for transposing Directive 2007/63/EGhe dead-line of which is at
the end of 2008 (December 31, 2008), the Roman@mredment decided that was
better to complete the Company Law within a singheendment. By the same
GEO, was eliminated the requirement of an indepeinebepertise report in case of
merger or spin-off, for some of the joint-stock qanies, under the reserve that all
shareholders and all security holders decide gmgpecific manner.

The Parliament approved GEO no. 52/2008 and alsgensame small
amendments by Law no. 284/2008, which was meantranspose Directive
2006/68/CE®, as regards the formation of public limited lidlyilcompanies and

40 Council Directive 2001/86/EC of 8 October 2001 mementing the Statute for a European
company with regard to the involvement of employees

41 Government Decision (G.D.) no. 187/2007 was phblisin Romanian Official Gazette no. 161
from 07.03.2007.

42 Governmental Emergency Ordinance (GEO) no. 52 2anpril 2008, for the amendment of Law
no. 31 - Company Law - and for the amendment of baw26 concerning the Trade Registry was
published in the Romanian Official Gazette no. 8881 30 April 2008.

43 Tenth Directive 2005/56/EC of the European Partianand of the Council of 26 October 2085
cross-border mergers of limited liability companies

4 Articles 257 to 251° were added to Chapter Il (nam€doss Border Mergdron Title VI (named
Winding-up, Spin-off and Merger of the compahies

5 Directive 2007/63/EC of the European Parliamend af the Council of 13 November 2007
amending Council Directives 78/855/EEC and 82/88UEas regards the requirement of an
independent expert’'s report on the occasion of ereqg division of public limited liability
companies Official Journal, L 300, from 17.11.2007.

4 Directive 2006/68/EC of the European Parliament af the Council of 6 September 2006
amending Council Directive 77/91/EEC as regards fibvenation of public limited liability
companies and the maintenance and alteration ofdhapital was published in Official Journal, L
264/32, 25.09.2006.
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the maintenance and alteration of their capitalcédagain, Romania transposed
this Directive with a little delay, because thedleee was April 15, 2008.

The so-called Fourteenth Directive, if it ever cenmgo effect’, will make
possible for companies to transfer their regist@ffides — their legal headquarters
— to other location in the EU. Until now, such aiti@en was either not possible at
all or required for the company to be wound-uptsdountry of origin before it
could be re-founded with its registered office lie new count’f. The Romanian
business environment is expecting this Directivehwibw interest. Until this
moment, there have been no discussions relatdiisttopic in Romania.

After becoming a Member State, Romania has corngtheen concerned
with the application of thacquis communautaird-or such reason, as regards the
Regulations affecting Company Law, the Romaniaislation was receptive to the
newly adopted EU legislation.

We mention here Council Regulation (EC) no. 215@120n the Statute
for a European company (SBand Council Regulation (EC) no. 1435/2003 on the
Statute for a European Cooperative Society (S€MBy GEO no. 52/2008 were
enforced several national provisions that are cmmsd able to facilitate the
application of the Regulation regarding SE (neve fitll ‘of the above-mentioned
GEO) and Regulation concerning SCE.

As a conclusion, Romanian encountered a proceguoalem with regard
to the legal transplants concerning #muis communautairen Corporate Law.
Romania transposed EU Directives by the way of @uwental Emergency
Ordinance. This represents a fast procedure pdssé&tbmanian Government in
order to fulfill in due time its obligations prowdd by the EU Treaty for all member
states. After the new EU Law is formally incorpectnto Romanian legislation,
following the national legislative procedure, the&gency Ordinance is discussed
in Romanian Parliament and all the necessary ad@rds are operated. Only in
this phase, after the transposed norms are in fordehave already produced legal

47 Seealso European Parliament Resolution of 10 March92@ith recommendations to the
Commission on the cross-border transfer of thestergd office of a company.

“8 The Directive, if brought forward, would providdesyal framework for companies registered in the
EU to transfer their registered office from one Mem States to another. The Directive would
make it possible, for example, for a German GmbHRomanian SRL to transfer its registered
office to the UK and at the same time transformslitinto a UK Ltd. That means that after the
transfer of the registered office the company gaaized by UK company law and no longer by
German or Romanian company law.

49 Council Regulation (EC) No 2157/2001 of 8 Octop@®1 on theStatute for a European company
(SE)was published in the Official Journal, L 294, fra®11.2001.

%0 Council Regulation (EC) No 1435/2003 of 22 Julp2®n theStatute for a European Cooperative
Society (SCEas published in the Official Journal, L 207, fra8.08.2003.

%1 Governmental Emergency Ordinance (GEO) no. 52 2anApril 2008, for the amendment of Law
no. 31 - Company Law - and for the amendment of baw26 concerning the Trade Registry was
published in the Romanian Official Gazette no. 88&1 30 April 2008.
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effects, the European legal transplant is natwdliwith the Romanian business
environment and linked to the autochthon legal &amrk.

* * *

The aim of this paper is not to underline or everasure the dependence
of the Romanian legal culture and law on the Waestegal systems, including
American Law. The dependence is so complete, that abuld metaphorically
alleged the Romanian Corporate Law is a Lilliputéare, facing the competition
with the great exporting legal systems. This faofjenders a specific cultural
instability in the Romanian society and businessirenment, because the
authorities use the foreign law to force the chazge not to preserve the existent
social and economic environment.

On one hand, this adaptability and availability aogvthe legal transplant
proves the tolerance and openness of the Romaggah dulture. This endorses the
attractiveness of the Romanian Corporate Law ferfireign and multinational
enterprises, by giving them more chances to integtagally and culturally, within
the domestic business environment.

On the other hand, given the pressure imposed &ylbbalization, the
reception of foreign law transforms itself too often a "parachuting of norms"
from a system, which is not necessarily relatedhto Romanian one. This may
generate sometimes failure in the implementatich lank of effectiveness of the
imported law.

The lecturer may refer to the above given examples.
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THE FINANCIAL CRISIS OF 2007 — 2008
A REVIEW OF THE TIMELINE AND OF ITS CAUSES

CORNELIA POP*

ABSTRACT. The present paper tries to present the main eventhwnarked the
financial crisis of 2007-2008 in a timeline of ¢siglevelopment, without making
any additional comments on them. In the second tlatpaper reviews the most
recent papers on the causes of the crisis andttrigive an integrate explanation
for the root causes of the crisis, as presentetidyeviewed authors. The paper is
the first in a series of an extensive investigategarding the development and the
evolution of the current financial crisis.

Keywords: financial crisis, causes, subprime mortgages, tsirett finance products

Introduction

The term ‘financial crisis’ can describe a variefysituations associated —
in general — with a limited supply of money/ fin@lgesources, compared with the
demand for money/ financial resources, while ligyidbecomes a problem for all
the actors in the market.

Usually, a (financial) crisis is anticipated by thestence of a speculative
bubble in one sector or several connected sectthreotconomy, generated usually
by the herd behavior of investors. The beginningaaf (financial) crisis is
signaled by the ‘burst’ of the bubble — often doettie abrupt halt of the prices
rising trend(s). The climax of the crisis is pevesl when the negative effects of
the lack of liquidity generate the collapse of final institution and a general
mistrust in the financial system (until 2007-20@8wat national or regional level).
The financial crisis of 2007-2008 — due to its ext&nd the way it was transmitted,
revealing the complex and hidden connections beivilee financial institutions at
the world level — brought the mistrust in the fingh system at global level. Any
climax is followed by the transmission of the figél crisis toward various sectors
of the economy or to the economy as a whole, dépgnah the severity of the
crisis and the capacity of taking rapid actionsctorect the course of events.
Another phenomenon which follows the climax of sisris a massive and radical

1 PhD, Professor, Faculty of Business, Babes-Bolyaiivéisity, Cluj-Napoca, Romania,
cornelia.pop@tbs.ubbcluj.ro
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change in regulations, usually taking shape insibgce of several years. The end
of the financial crisis usually marks the beginngig@n economic crisis.

While current opinions and developments considat tihe financial crisis
is still in place during 2009, in the present paperattention is given to the events
of 2007 and 2008 (when the financial crisis readtedlimax). From the point of
view of this paper, in 2009 the transmission offinial crisis effects in several
economic sectors, like construction sector and manufacturing, are obvious,
marking the end of the financial crisis and theibeimg of the economic crisis —
which includes elements of financial crisis.

The timeline of the financial crisis of 2007-2008

Data

| Events

| Media news

2007

April 2, 2007

New Century Financial Corporati

mortgage lender, files for Chapter
bankruptcy protection.

(US Company), a leading subprime

DN

11

June 7, 2007

Bear Stearns informs investors th
is suspending redemptions from
High-Grade Structured Cred
Strategies Enhanced Leverage FU
(hedge funds with large holdings
subprime mortgages run into larg

assets). The trouble spreads to m

and Goldman Sachs which h
loaned the firms money.

losses and are forced to dump

Wall Street firms such as Merrill
Lynch, JPMorgan Chase, Citigroup

at it
ts

it
nd
of
e

jor

d

Aug 6, 2007

American Home
Investment Corporation (US Com
files for Chapter
protection.

Mortgage

11 bankruptgy

D)

Aug 9, 2007

halts redemptions on thre

investment funds.

BNP Paribas, France’s largest bank,

e

Aug 28, 2007

German Sachsen Landesbank fa
collapse after investing in the su
prime market. The bank is rescued
its competitor Baden-Wuerttembe)
Landesbank.

ces
b_
by
rg

Sept 3, 2007

German  corporate  lender

linked to the US sub-prime market

IKB
announces a $1bn loss on investments
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Sept 13, 2007

The BBC reveals Northern Rock h
asked for and been granted emerge

financial support from the Bank of

England, in the latter's role as lend

of last resort. Northern Rock relied
heavily on the markets, rather than

as
ncy

er

savers' deposits, to fund its mortgage

lending. The onset of the credlit

crunch has dried up its funding.

Sept 14, 2007|

Depositors  withdraw £1bn

run on a British bank for more than

from
Northern Rock in what is the bigggst

a

century. They continue to take qut

their money until the governme
steps in to guarantee their savings.
The Chancellor of the Exchequ
authorizes the Bank of England
provide liquidity support for Norther
Rock, the United Kingdom’s fifth
largest mortgage lender.

nt

er
to
h

Dec 19, 2007

Ratings agency Standard and Podr's

downgrades its investment rating of
number of so-called monoline insure
which specialize in insuring bonds.
They guarantee to repay the loans
the issuer goes bust.

There is concern that insurers will n
be able to pay out, forcing banks
announce another big round of losse

a
[S,

if

ot
to

D.

Jan 11, 2008

Bank of America announces that it

will purchase Countrywide Financial

in an all-stock transaction
worth approximately $4 billion.

Feb 17, 2008

Northern Rock is taken into state

ownership by the Treasury of th
United Kingdom.

e

Mar 16, 2008

Bear Stearns is bought by J.P. Mo

gan

Chase in a deal orchestrated by and
backed up by the U.S. government
following a sharp decline in shares and

a collapse in the confidence in t
company.

ne

Mar 24, 2008

The Federal Reserve Bank of N
York announces that it will provid
term financing to facilitate
JPMorgan Chase & Co.’s acquisiti

ew

(1]
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of The Bear Stearns Companies Inc
limited liability company (Maider
Lane) is formed to control $30 bhillio
of Bear Stearns assets that are pled
as security for $29 billion in temr
financing from the New York Fed at i
primary credit rate. JPMorgan Cha
will assume the first $1 billion of an
losses on the portfolio.

July 11, 2008

American Federal regulators seiz
IndyMac Bank after it succumbs
the pressure of tighter credi
tumbling home prices and risin
foreclosures. IndyMac is the large

thrift ever to fail in the United States.

reBarrel of oil hits a record price
tof $ 147.5.

L,
g
St

July 13, 2008

The Federal Reserve Bo
authorizes the Federal Reserve B@
of New York to lend to the Feder
National Mortgage Association (Fanri
Mae) and the Federal Home Lo
Mortgage Corporation (Freddie Mag
should such lending prove necessal

ard
ANk
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)
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July 14, 2008

Financial authorities step in to assi
America's two largest lenders, Fanr
Mae and Freddie Mac. As owners
guarantors of $5 trillion worth of hom
loans, they are crucial to the U
housing market and authorities agr
they could not be allowed to fail.

st
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or
e
S
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July 15, 2008

The Securities Exchange Commis
(SEC) issues an emergency or
temporarily prohibiting naked sho
selling in the securities of Fannie Mg
Freddie Mac, and primary dealers
commercial and investment banks.

5ion
er

It
e,
at

Sept 7, 2008

The Federal Housing Finance Agg
(FHFA) places Fannie Mae ar
Freddie Mac in governmer
conservatorship. The U.S. Treasu
Department announces three additio
measures to complement the FHFA
decision:
1) Preferred stock purchase agreemg
between the Treasury/FHFA ai
Fannie Mae and Freddie Mac to ens
the GSEs positive net worth;

2NCy
d
t
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nal
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BNts
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2) a new secured lending facili

Yy
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which will be available to Fanni
Mae, Freddie Mac, and the Fede
Home Loan Banks; and

3) a temporary program to purcha
GSE MBS.

(1]
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Sept 11, 2008

Lehman Brothers announces it
actively looking to be sold afte
reporting $ 4 billion in losses.
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Sept 15, 2008

Bank of America announces its in
to purchase Merrill Lynch & Co. fo
$50 billion.

Bank of America agrees to a $f
billion rescue package for Merril
Lynch. Lehman fires for bankruptd
and thousands of its employees ;:
told it's all over.

This is the largest bankruptcy filin
in the history of the United States,
639 billion.

Lehman Brothers Holding
Incorporated files for Chapter 1
bankruptcy protection.

US. officials agree to put together
$20 billion lifeline bid for insurance
giant AlG.

teBlhares in European stog
r exchanges plunge. FTSE 1
closes almost 4% lower
5,202.4, a 210 point drop.
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bhe Dow Jones Industrig
Average plunges 504 points
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Sept 16, 2008

The Federal Reserve Board authg
the Federal Reserve Bank of New Y(
to lend up to $85 bhillion to th
American International Group (AIG
under Section 13(3) of the Fede
Reserve Act.

The net asset value of shares in
Reserve Primary Money Fund fal
below $1, primarily due to losses ¢
Lehman Brothers commercial pap
and medium-term notes.

The U.S. government announces
will give AIG $ 85 billion to keep i
afloat, in return for an 80% equit
stake in the company.

rEd@sSE 100 falls 178.6 points t
rklose at 5,025.6. The Do
e Jones closes 141.5 points up
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)11,059 after zigzagging all day.
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Sept 17, 2008,

The SEC announces a tempd
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emergency ban on short selling in ththe panic escalates.

stocks of all in th

financial sector.

companies

eFTSE closes below 5,000 f
the first time since May, 2005,
down 113.2 points at 4,912.4.
The Dow Jones sheds 449

points to close at 10,609.

Sept 21, 2008

The Federal Reserve Board approves
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applications of investment bankin
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holding companies.
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Morgan Stanley and Goldman Sacdhs
nt
al
pt
d
ic
et.

give up their status as investme
banks and become tradition
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closes Washington Mutual Ban
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deal that sends shockwaves throd
Wall Street and Main Street alike.

WaMu thus becomes the largest th
failure with $ 307 billion in assets.
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Sept 29, 2008

Citigroup agrees to acquire Wachovia.
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Wells Fargo ends up acquiringln Paris, the leaders Europe

Wachovia.

largest economies (Franc
Germany, Italy and the Unite
Kingdom) meet to discuss the crisi
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riZde FTSE 100 closes down 23
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Oct 11, 2008

The G7 finance ministers and th
IMF meet in Washington and pu

includes spending billions (@

global banking system an
reopen the flow of credit

Oct 13, 2008

The 15 members of the Euro-zo
led by Germany and France, unv
large, coordinated plans alon
British lines to provide their bank
with capital funding. The prospect
governments at both sides of t
Atlantic injecting money into th
financial system increases invest
confidence resulting in stock rising.

ndhe Dow Jones rockets by 93
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heince 1993.
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Oct 15, 2008

American banks J.P. Morgan ar
Wells Fargo reported big falls i
profits, and retail sales in the U
suffered their biggest fall in thre
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In Switzerland, UBS received
capital injection from the
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$ 13 bilion to cover liabilities
arising from the credit crunch.

arhe Dow Jones Industridl
Average makes strong gains
ad01 points. Japan’s Nikke
suffers its worst fall since 198

to 3,861.

Oct 21, 2008

BayernLB bank of Germany becar
the first to seek help from the fede
government Tuesday under a mass
financial sector rescue plan, with
senior official saying it would seg
up to €5.4 billion in aid.
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Oct 24, 2008

Stock markets around the wor
plummeted. Investors fear th
governments, central banks al
finance ministers will not be able {
stop the deepening of a glob
recession.

abf almost 490 points (5 perce
ndirop).
ofutures dropped 550 points
atriggering a temporary trading
halt in stock futures contracts
an effort to slow the decline.

dropped 9.6 percent. Germany
DAX index plunged as much

slid 10 percent and Britain's

FTSE 100 shed 8.7 percent.
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Oct 28, 2008

Dutch insurance company Aegomow Jones Industrial Averag

gets 3 billion euros from the Dutg
government. In Belgium,

KBC bank receives a capital

injection of 3, 5 billion euros.

D

hindex surges by 11 percent.

Nov 10, 2008

The US Treasury announced
investment of 40 billion dollars in

preferred stock of AIG, adjusting th
terms of the existing credit line an
its amount. Total exposure, includir
equity and debt, is now 150 billig
dollars. Funds were drawn from the

Troubled Asset Relief Program which
was not available at the time of the

original bailout of AIG.

The Federal Reserve Board appro

the applications of American Expregss

and American Express Trav
Related Services to become bag
holding companies.

e
d
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n

Nov 18, 2008

Executives of Ford, General Motg
and Chrysler testify before Congres
requesting access to the TARP f{
federal loans.

5S,
or

Nov 20, 2008

Fannie Mae and Freddie Mac anno
that they will suspend mortgag
foreclosures until January 2009.

uridee Dow Jones Industrial Average
eplunged another 445 points in the
last minutes of the trading session,
closing at 7,552. This is its lowest
point in six years.

Nov 23, 2008

Citigroup is bailed out in an asse
relief package worth $306 billion an
a further $20 billion recapitalization
(on top of an earlier $25 billion).

t-
d

Nov 26, 2008

Bank of America will control roughl
11.9% of the nation’s deposi
following its acquisition of Merrill
Lynch the Federal Reserve sal
Wednesday in its regulatory ord
approving the deal

Dec 2, 2008

Around 10,000 savers are to be rescl|
by a UK compensation scheme af
London Scottish Bank became the f
British bank in the current econom
crisis to go into administration.

iddarkets around the worl

tetropped Tuesday, a day after the
r@ow Jones Industrial Average

iaddropped 7.70 per cent, the fourth-
largest point loss in history.
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Dec 3, 2008 The SEC approves measures to increase
transparency and accountability at credit

rating agencies and thereby ensure that

firms provide more meaningful ratings
and greater disclosure to investors.
Dec 13, 2008 | Belgium’s government will push to
proceed with the sale of Fortis assets
to BNP Paribas SA even after the
country’'s appeals court froze th
deal because it didn't hayv
shareholder approval.
Dec 19,2008| The U.S. Treasury Department
authorizes loans of up to $134
billion for General Motors and $4.0
billion for Chrysler from the TARP.
Dec 30, 2008 | The Federal Reserve Board announces
that it expects to begin to purchase

mortgage-backed securities backed | by

Fannie Mae, Freddie Mac and Ginnie

Mae under a previously announced

program in early January 2009 (dee

November 25, 2008).
The U.S. Securites and Exchange
Commission (SEC) releases a report that
recommends against the suspension of
fair value accounting standards. The
report was mandated by the Emergency
Economic Stabilization Act of 2008
(EESA).

(L)

Note:

For the constructions of this timelib@o sourceswere used:

The Federal Reserve Bank of St.Louis materfdle’ Financial Crisis: A
Timeline of Events and Policy Actiored the material of Mauro F. GuilléiThe
Global Economic & Financial Crisis: A Timelihgevents in italic writing).

The causes of the 2007-2008 financial crises

The event that triggered the financial crisis 0026- 2008 was the decline
in prices of residential properties (houses) in U8nchard, 2009) at the end of
2006 and the beginning of 2007. The prices’ dec{jpaerated first a subprime
mortgage crisis in USA where — mainly starting w03/ 2004 — an important
amount of mortgages were issued to subprime borsoatean adjustable rate. When
the decline in prices began, it became more and mdifficult to refinance those
mortgages. In the same time, the adjustable-rategamges were reset to higher
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rates. Those two factors combined generate a whxepayment problems for the
subprime borrowers followed by foreclosures. Asraol consequence, the value of
residential properties and mortgages issued fdingelceven further. In the months to
come, the decline in residential properties in U8swollowed by a similar
evolution of residential property prices all arouthd world through a transmission
mechanism described by Blanchard (2009) which begmted later on.

The subprime mortgages were pointed out as thiediirdous cause of the
financial crisis of 2007-2008.

While the first signs of distress affecting theafiicial system were present
since February 2007, when (FeB) 7 HSBC announced losses linked to US
subprime mortgage (Guillén, 2008) and (Fel)2®hen Freddie Mac (Federal
Home Loan Mortgage Corporation) announced thatlitne longer buy the most
risky subprime mortgages and mortgage relate sexu(FED St.Louis, 2009).

In May 17", 2007 the Federal Reserve Chairman, Ben Bernadeie;,
‘the growing number of mortgage default will notisasly harm the US economy’
(Guillén, 2008).

The momentum gather force and the securities (siredt finance products
or structured finance or structured-credit producthich were backed with
subprime mortgages declined sharply in value santtith July 2007 (Wall Street
Journal, July 2007) when investors starting to losafidence in the value of
mortgage backed securities (MBSs) and collatemlidebt obligations (CDOSs).
These financial products, along with credit defasWaps (CDSs) grew in
popularity also since 2004 Blundell-Wignall et &Q08, fig.1). While they were
created to refinance (risky) assets and to sprbadrisk among an important
number of investors, in times of distress they @dias a catalyst in ‘spreading the
fire’ in the entire financial system due to the wedf connections which were built
between the financial institutions all around therldd due to the globalization
process. It was the logical step to point out stmed finance products and credit
derivatives as the second obvious cause of thadiabcrisis of 2007-2008.

It became obvious during 2008, that the warningzessed in September
2006 by regulators ‘that some of the complex finan@struments conjured
around the lending and borrowing may sow the seédle next financial crisis’
(The Economist, Sept.#32006) and by International Monetary Fund (IMF)it&
September 2006 Global Financial Stability Repost thsuch structured credit
products were one of its main concerns, espediafigancial markets take a turn
for the worst and liquidity dries up’. Both warnmdpave as a central point the
same problem: that the knowledge level regardiegotthavior of structured-credit
products in unusual conditions was limited or rtextero, due to the fact that those
products were developed in a decade when inteags$ have been low, appetite
for risk was high and liquidity ample (The EconomBept.2%, 2006).

The following heat map created by IMF and preseiteids April 2009
Global Financial Stability Report confirms the ideaxpressed above: the two
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obvious causes of the financial crisis were theosoie mortgages and the subprime
residential mortgage backed securities declinealoe:

Heat Map: Developments in Systemic Asset
Classes
Emerging markets
Gorporate cradit
Prime RMBES
Commercial MBE
Money marksts
Financial irstilutions
Subprime RMBES

'ﬁ‘:" 'ES" ] Lt
*9:"‘55h 'ﬁﬂ & o *@ﬁ - ‘:ﬁf@ ~::?‘-fs§= a’bﬁ o

Source IMF staf estimates,

Note: The heat map measwres both the level and one-month vola ity of the spreads, pricss,
and todal rsbums of aach assel clhss rdative bo the awraos doring 20406 e, vider spreads,
lowar price= and todal retuns, and higher wiklilityd . That devialion is expresssd in lerms of
standard dedations. Dark green signifies a standard deviation undar 1, light graen signifies 1 10 4
slandard deviations, kght magents sianiliss 4 bo 7 stlandard devialions, and dark m signilies
greatar than 7 sandard deviations. KBS = morigage-backed sacunty; RVBS = msickential
mdpane-backad sscurily.

Figure 1.IMF Heat Map

Source: Global Financial Stability Report, AprilGZ

The 2 obvious causes for the crisis of 2007-20@8nait take shape from
thin air. As in any crisis, they have their rootsdther causes, more profound.
Three recent papers on the financial crisis of 22008, wrote by Blanchard
(2009), Brunnermeier (2009) and Blundell-Wignall &t (2008), point out the
deeper causes of the crisis, as follow:

1. the high leverage of the financial system as a wl{Blanchard 2009)
with banks increasingly financing their assets watiorter maturity instruments
(Brunnermeier, 2009)

2. the change in the business model of banks whiclcked from the
traditional lending model to equity culture (Blufie/ignall et al., 2008), a

65



CORNELIA POP

change that led banks to move their loans off-li@asheets through an ‘originate
and distribute’ model (Brunnermeier, 2009)

3. the opacity of the structured finance products tlesulted from the
process of risk transfer and an important undemesion of risks contained in
these new products (Blanchard, 2009)

4. the high level of connectedness/ interdependencetsvelen the
financial institutions (Blanchard, 2009)

All these causes (including the 2 direct causestiowed above) have their
roots in the benign economic environment that egisturing the 2000s (Blanchard,
2009) enhanced by global macro policies affectiggidiity (Blundell-Wignall et
al., 2008) and by a poor regulatory framework (Bleifr\Wignall et al., 2008).

Subprime mortgages explained

As Blanchard (2009) highlights, benign economiciemments often lead
to credit boom, to the creation of marginal assetd the issuance of marginal
loans. The issuance of subprime mortgages was eaged mainly starting with
2004 by the fact that Bush Administration ‘Ameridaream’ zero-equity mortgage
proposal became operative (Blundell-Wignall et 2D08), helping low-income
families and/ or individuals to obtain mortgageslerhaving a low credit rating.

This situation induced the explosion in residentmbrtgage backed
securities (RMBSs) after 2004, from around 500dnllUSD in Aug 2003 to over
1000 billion USD in June 2005 and reaching a peak @000 billion USD around
April 2007 (Blundell-Wignall et al., 2008).

While it should have been obvious for anyone thdipsime mortgages
bear an important amount of risk, the perceptioth@s risk was distorted by two
factors:

a) the interest rates were low — the federal fund veds 1% in 2003/
2004 following the bust of dot.com bubble and thealeening of US dollar in 2002
(Blundell-Wignall & Atkinson, 2008)

b) the housing prices had increased every year si@@g antil the second
half of 2006, and they continued to grow even durihe recession of 2001,
generating the phenomenon called by Calomiris (0@ plausible deniability’
or the fact that the (housing) prices would nevaedgwn.

Due to these two factors, the marginal lending espnted by subprime
mortgages seemed less risky while generating velgithigh rates of return.

The situation developed further through the use€CbfSs (credit default
swaps) — while used as an insurance instrumena feariety of risks, they were
also used in connection with the subprime loans.aFpremium (relatively low in
amount) any company and financial institution caulsure themselves against the
risk of default of the loan originator. CDSs issuaccepted the low premia — and
sold a growing number of this credit derivative tlas demand increase — because
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they assumed that the probability of having to pay the assumed obligations/
liabilities was nearly negligible (Blanchard 2008)e situation was connected with
the ‘plausible deniability’ briefly described above

High level of leverage explained

The high level of leverage for financial institui®owas generated by the
abundance of liquidity available for borrowing eglétive) low interest rate. As a
study made by Barclay Capital, and cited by ThenBaust of September 23
2006, since 2003 ‘the after-tax cost of raisingtdes been much lower than the
cost of issuing shares, even in the more expersgteyield (securities) market'.
If between 2000 and 2002 the after-tax cost ofirgigapital through high-yield
securities was almost equal with the similar opematising equity — 7% to 8%,
while investment grade debt after-tax cost was betw4% and 5%, since 2003
(until 2006) the after-tax cost for equity incredisat 8% to 9%, high-yield
securities dropped to 6% and then to 5%, while stment grade debt was
available at rates between 3% and 4% (The EconpBesit 25 2006). The same
source also mentions the fact stated by banketsthigacompetition to offer credit
is so fierce, however cheap it is’ (The Econonsgpt 23' 2006), which generated
a lowering in credit standards.

As was pointed out by several sources, the ressuimelending were
available not only from banks, but also from (Tre®&omist, Sept 232006):

- hedge funds which entered the loan market wheng ¢beld borrow
money relatively cheap from banks and invest thoemey through structured
finance product — mainly in tranches of debt wiitphter risk of default - in order
to increase their yields,

- private equity funds which borrow the (cheap) morfey private
deals — leverage buy-out operations, foreign takepand debt-funded buy-back
shares from stock markets — through which they hbymiblic companies and
remove them from the stock markets; through thesssd the number of public
listed companies decreased, generating a narroglect®n base for investors
interested in stock exchange listed companies

- pension funds also entered the credit market ierow@ buy long-term
assets needed to match their payout commitments;

- mutual funds chose to enter the credit market deioto diversify their
portfolio and to increase their returns

- insurance companies became players in the credieamnéor similar
reasons as the mutual funds.

Another category of major players which entereddteslit market, mainly
as borrowers, was represented by investment badihlessituation has its roots also
in 2004 when, as highlighted by Blundell-Wignall @t (2008), SEC agreed to
allow investment banks voluntarily to benefit fromgulation changes to manage
their risk using capital calculations under thensolidated supervised entities
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program’. Before 2004, the regulation for brokealées (including investment
banks) allowed them to have a debt to net equiiprreof 15:1. Under the new
regulation, investment banks could agree voluntanilSEC consolidated oversight
and which allow them to increase their leveragm ra$ high as 40:1 in some cases
(Blundell-Wignall et al., 2008).

The sources for the abundant liquidity were muitipThe economic
growth pace of 2002-2007 increased the level ofshbald savings, mainly in
emerging economies — among which China was thessarg\lso, the economic
growth increased foreign reserve accumulation awedreign wealth funds (SWFs)
growth — mainly in Asia and OPEC countries (Blumdfglgnall & Atkinson, 2008).
All those funds were entering mainly USA and UKalfiitial markets in search for
yield and diversification on the two leading maggetonsidered to be transparent
and relatively safe. As expected, the pressureciedily the abundance of liquidity
generated the creation of marginal assets with énigisk and high vyield, as
highlighted earlier by Blanchard (2009).

The change in banks’ business model

Blundell-Wignall et al. (2008) consider that bardteanged their business
model giving up the traditional one, based on tild-fashioned spread on loans’
and reflecting their assets in balance sheet, thithwdid not allow banks to
become ‘growth stocks’.

Under the pressure of shareholders’ demands armaréissure generated by
the competition of investment banks (mainly in UgraGlass-Steagall act was
removed in 1999), banks started to focus more astef share price growth and
earning expansions’ (Blundell-Wignall et al., 2008pnsequently, banks changed
their strategy toward trading income and fees g@ustization, which enable them to
achieve two goals: growth of their earnings comthinéth economy on the needed
and required capital under Basel Il agreement (@#liANignall et al., 2008).

While the pressure of the investment bank competitivas in place
starting with 2000, this did not generate an insegainvolvement of banks in
securitization and structured finance transactidite shift came in 2004, when
Basel Il accord was published; it was announcetiviilbbe effective starting with
January T 2007 in Europe and under implementation in US.eBdistried to
implement capital charges based on asset ratingsveter, banks saw the
opportunity, highlighted by Brunnermeier (2009)aBthard (2009) and Blundell-
Wignall et al. (2008), to reduce their capital desm by pooling loans (mainly
mortgages) in off-balance sheet vehicles — eitherugh securitization, in special
conduits/ trusts or in special purpose vehiclesentities (SPVs or SPES), or
through structured finance in so called structumegestment vehicles (SIVs).
Because of the reduction of idiosyncratic (nonsystiic) risk through
diversification, the assets issued by the abovetioread vehicles received better
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ratings that any individual security included ire thool or portfolio transferred to
them (Brunnermeier, 2009).

Through these operations, banks could increaseethen on their capital,
without increasing significantly the capital amaoun the other hand, banks
reduced their risks — mainly the risk of financimgrtgages — through the model
‘originate the loanand distribute the risk through securitization, structured
finance and credit derivatives’. Unfortunately, thedel ‘originate and distribute’
led to insufficient monitoring by the loan originas (Blanchard, 2009) and got out
the control of regulators (Blundell-Wignall et &£008).

The securitization, the structured finance and tlopacity of the process

While the securitization and structured financedpics were used mainly
by institution like Fannie Mae and Freddie Mac walved in mortgage lending/
refinancing - in order to (re)finance their actie®, both (securitization and
structured finance) changed pace and scale du@i@@<? mainly starting with 2004.
One of the reasons was presented above, in thedaet paragraph; it is the
change in banks business model.

Another reason, which add momentum, was also lggted by Blundell-
Wignall et al. (2008): in 2004 the institutions th@&gulated Fannie Mae and
Freddie Mac, the Office of Federal Housing EnteriOversight (OFHEO),
imposed a greater capital requirement and combihisdwith a tighten balance
sheet control on the two government sponsored @ges. In this situation, the
banks that were selling the mortgages toward Fahae and Freddie Mac in
order to refinance them faced both a revenue gdpaapotential interruption of
their earnings. As follow, the solution (highligdtby Blundell-Wignall et al., 2008)
toward their turn was to replicate the operatiorrefinancing through structured
finance, creating SIVs and launching — through SANGDOs and CD&.

Blanchard (2009) argued that through securitizatind structured finance
major improvements occurred in risk allocatignallowing the shocks to be
absorbed by a large set of investors instead afm#aed number of financial
institutions, two aspects were ignored (Blanchaaf9):

a) with the complexity came the opacity; for the magg backed
securities (MBSSs) it was easier to asses the mgetgaols that backed them; but it
become more difficult to assess the value of ddritranched securities (CDOSs)
and their second derivation, CBX As follow, the problems of the original

2 Timothy Geithner, president of the Federal Res@aak of New York, in a speech he gave in
September 142006 in Hong Kong, highlighted the fact that ‘iheovations in credit instruments
strengthened the efficiency and the resiliencyhefantire financial system’. However, Mr.Geither
also gave the following warning: ‘the same facttitat have reduced the probability of future
systemic events, however, may amplify the damageezhby, and complicated the management of,
very severe financial shocks’ (The Economist S&22D06).
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(mainly in the case of subprime) mortgages weransteded into a larger
uncertainty regarding the value of the derived gées.

b) the structured products were held by a large séhaicial institutions,
which implied that the uncertainty would influeneelarge number of balance
sheets involved in the chain of structured finance.

In order to have an idea about the complexity ofus@zation and
structured finance, below are presented two figures

| Rizk Transfer Instrumeants

| Traditional Products | Capital Market Products
1
Cradit : I
redit Insuranca .

| Structurad Finance Products | Other Instruments

Syndicated Loans
I
[ ]

Loan Sales
Bond Trading
Aszat Swaps

| Securitisation “Pure” Cradit Derivatives

[T

Cradit Default Swaps (CDS)
Total Retum Swaps
Cradit Spread Options

| Assat-Backed Securities (ABS)
— Mortgage-Backed Securities (MBS)

— Collateralisad Dabt Obligations (CDO)

Collateralisad Loan Obligations {CLO) Cash markats

Colateralisad Bond Chligations(CBCy | Lo ) o
- ™1 Cradit Derivatives

| Hybrid Products L d (iInwider sanse)
| I |
Regular Hybrids Indexed Hybrids “Pools of Pools”& Leveraged Hybrids
I
— Craditdinked Notes (CLN) |  TTr@01CDK®: corralation | «cpos of ¢DOs (of CDOS)
| synthatic CDOs geéléq:m and singla-tranche “CDOs of ABSE’
CDSs on spadific CDO tranches

Figure 2. An overview of risk transfer instruments

Source: Jobst (2007), pg.202
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Mortgage Market Flows and Risk Exposures
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Figure 3.IMF: Structured Finance Products and their flows

Source: Global Financial Stability Report, OctoBeo?7

To this complexity it must be added the fact tlinet tating agencies used
the same rating symbols for the tranches insidesthestured finance products as
for the ‘single-name’ securities, as highlighted @gval et al. (2008). While the
rating for the ‘single-name’ securities is well kng to expand the model in the
structured finance field would have require at telasw criteria for the same
symbols, or a new rating scale to avoid confusiomorgg investors. But this
situation did not happened because the issuerseo$ttuctured finance products
wanted to have those product rated on the same asabonds, so that investors
subject to rated-based constrains would be alpeitchase the structured products;
this way was created the illusion of comparabiltyth existing single-name
securities and provided access to a large pool aténpial buyers for what

71



CORNELIA POP

otherwise would have been perceived as very congeivative securities (Coval
et al., 2008).

Rating agencies did not react to these demandsiseddructured finance
activities grew to represent a large fraction ddithrevenues: in 2006, Moody'’s
Corporation reported that 44% of its revenues choma rating structured finance
products, compared with the 32% of its revenuesclwtemerged from rating
corporate bonds (Coval et al., 2008)

To the relative opacity of structured finance pradand credit derivatives,
another factor should be added: those instrumeats waded only on OTC (over
the counter) markets, where the absence of a ntpdmouse made impossible to
follow the exposure of market participants to thiestruments. The accumulation
of important positions in structured finance praduand credit derivatives, while
profitable for a short period of time, proved todeadly for an important number
of financial institutions.

The interdependences explained

The idea expressed by Blanchard (2009) — basedirent dacts derived
from the current crisis — reveals that: the sei@ation (and structured finance,
must be added) increased the connectedness aitrassidl institutions, while the
globalization increased the connectedness of fiahmtstitutions across countries.
These interdependences between the financial utistis were not visible for a
long period of time due to the fact that structufieénce products were handled
through conduits/ special purpose vehicles andcttred investment vehicles
(considered to form ‘the shadow banking system’ clwvhused the resources
gathered by hedge funds, private equity funds,dtmaent banks etc.).

The connections surfaced only when the value optireary assets (in the
case of the current crisis, the subprime mortgagesjed to decrease, generating
uncertainty up to the chain of structured produlctd were created based on their
value. The financial institutions that face the rdese in their asset value, and a
lower capital, need to improve their capital ratdher to satisfy regulatory
requirements or in order to decrease the risk @flirency (Blanchard, 2009). The
financial institutions which announce those kindspooblems unusually face
difficulties in raising capital, even if the levef liquidity is good in the market,
due to the fact that assets which are difficultvidue are rejected by outside
investors. As Blanchard (2009) points out: the ooftion available to these
financial institutions is to sell a part of thessats. However, under the pressure to
sell the assets, the phenomenon of ‘fire sale grigarices below the expected
value of the payments on the asset) occurs; thig & sale by one institution will
influence the value of similar assets held by otfieancial institutions and
reducing the value in their balance sheets accghdirthis can be seen as the
amplification mechanism that contributed to thebglodimension of the current
financial crisis (Blanchard, 2009).
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Conclusions

The financial crisis of 2007-2008 evolved in th@mamic crisis of 2008-
2009, when the credit squeeze (or credit crunarjest to transfer its effects in the
production and other services sectors. Its effestthe global economy are severe
and no one is able to estimate how long they wadt.I The financial crisis of 2007-
2008 and its effects are compared with the Gregir&ssion of 1929-1934 and a
series of similarities are obvious and reflected imast body of literature. Thus, a
lot of differences exists, among the most importanbuld be mentioned the
concentrated and concentrated efforts of centratdall over the world in order to
avoid the traditional runs to the banks and thaieriventions to inject liquidity in
the system when needed. However, the effort of laégns is only beginning,
similar to their colleague almost 90 years ago.yThad the difficult task to find
the balance between more comprehensive supenpsowgsses, while keeping the
innovating environment in place.
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ABSTRACT. During 2004-2006 anti-diabetic drug delivery wasmeahrough
centralized procedure, national auction just thhohgspital pharmacies. Starting
with October 1, 2006, their delivery has decentralized througlmmuinity
pharmacies. The present study was carried out ghrdl00 questionnaires in
pharmacies in 6 counties from the North-Westerrt parRomania. The study
shows that both urban and rural pharmacies deliketl oral anti-diabetic drugs
and insulin’s. Aspects such as: preferred distdtgjttime of delivery, the most
requested products, collaboration between physciaand pharmacists,
pharmacists’ grievances, communication with pasiett have been identified.

Keywords. antidiabetic brands, drug delivery, pharmacy cleann

Introduction

The questionnaire is a tool used for identifyingrimas problems,
determining the clients’ degree of satisfactiorwadl as for correlating the various
market data resulted from different studies. Culyenthe delivery of
hypoglycaemic drugs is done through urban or ropain-circuit pharmacies. This
system of delivery, which has been into practiceei01.10.2006 for OADs (oral
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antidiabetics) and respectively 01.05.2007 for linsy provides the patient with a
wider access to medication.

The starting point of this study was the idea tlgt questioning
pharmacists, essential information on the main-diatbetic drugs, their supply,
collaboration with physicians and pharmaceuticatest as well as the pharmacists’
main complaints on their delivery can be obtain€de target was the North-
Western part of the country which was to be covasedignificantly as possible.

Materialsand methods

This stage implied the designing of a questionnimregoharmacists acting
in the network of open-circuit pharmacies, a questaire structured in four parts:

A) General information on the city and the length service of the
questioned pharmacist (questions 1-2);

B) Drugs delivered at the work place (questiong;3-7

C) Collaboration with distributors and problems dmug acquisition
(question 8-11);

D) Identifying the extent to which the patients imfermed (question 12-13).

The questions were of open type (free answer)ed@sultiple choices) or
mixed (free answer and multiple choices).

Sampling

The sample chosen for questioning was representetiOb pharmacies
from 33 cities of 6 counties from the North-Westgart of the country: Bihor,
Bistrita Nasaud, Cluj, Maramurg Satu Maresi Salaj. According to the data
presented in Table 22, these counties representoxpmtely 13% of the
Romanian population (2.74 millions inhabitants) amproximately 13% of the
patients suffering form diabetes in Romania (51,Q@4ients). The average
prevalence of diabetes in the population of theseties is of 1.87% (similar to
the one on the national level): Bihor (2.51%), Biat Nasiud (1.01%), Clu;j
(2.19%), Maramurg(1.46%), Satu Mare (1.66%), andl& (1.63%).

These six counties were chosen on the basis that distributors have a
regional organization and the chosen area coulcesept the area of coverage of
one or more important distributors on this segmitareover, the 640 pharmacies
in contractual relationship with the Health InswanNational Board represent
approximately 15% of the pharmacies in Romania6][T-here is a symmetrical
spread of the population in the chosen area (Tbimties and 3 small counties).
There are also two university medical and pharmizaducentres (Cluj-Napoca
and Oradea). The number of questionnaires dis&ibum the territory was as
follows:

- Bihor: 27;

- Bistrita Nasiud: 10;

- Cluj: 27;
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-~ Maramursg: 16;

- Satu Mare: 13;

- Salaj: 7.

The questionnaires were handed between 15 JanndrgCaFebruary 2008
and were answered in a proportion of 65%. The sangphot representative for
Romania but because of the high rate of answeepgesentative for the area in
question. The present research was also qualitatislenot quantitative.

Question number 4 was a check point for the quastives’ validation.

The used method was investigation on questionnainesthe descriptive
statistical analysis of the results was carriedimMicrosoft Excel.

Results and discussions

According to the data from the sites of the Healild Social Insurance
County Boards (Bihor, Bista-Nasiud, Cluj, Maramurg Satu Maresi Silaj), the
number of pharmacies in contractual relationshithwhe questioned area at the
date of the study was of 640. [1-6]

173,27.0%

~ 176, 27.5%

100, 15.6%
OBH ®BN ©§C] BMM OSM BSI

Figure 1. The number of pharmacies in contractual relationgfitip the Health Insurance
County Boards (n= 640)

The number of questioned pharmacies was of 65, imgd0.2% of the
total number of pharmacies in the area.

A) General information on the city and the length service of the
questioned pharmacist (questions 1-2);

The answer to question 1 showed that out of thel tmimber of places,
33% are rural areas (11 out of 33) and the pergenté pharmacists in the rural
areas was of 20% of the total questioned (13 oG6pf
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DRural

Figure 2. The percentage Figure 3. Classification of pharmacists
of areas (n = 65) according toafa = 69

The answer to question 2our experiencein the pharmacy proved that:

a) The majority of the questioned pharmacists havength of service
higher than 5 years (81,5%);

b) 11 pharmacists (16,9%) have between 1-5 yearsierpelin pharmacies;

¢) 1 pharmacist (1,5%) has an experience < 1 year.

B) Drugs delivered at the work place (questiong;3-7

The first question of this questionnaire was metmtidentify the
percentage of pharmacies which do not delivery amy-diabetic drug as well as
the ones that do not delivery insulins and theparétion according to the area.

All the pharmacists deliver oral anti-diabetics amaly 78.5% deliver
insulins too. Out of the ones that do not delivesuiins 9 (64.3%) come from
urban areas and 5 (35.7%) from rural areas.

64.3%
35.7%

O urban
o rural

Figure 4. The origin of pharmacies that do not delivery inssifn = 14)

If in urban areas the percentage of pharmaciegithabt delivery insulins
is of over 82% (43 pharmacies), in rural areasithif only 61.5% (8 pharmacies),
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which can be seen as a hitch in the patients’ actesmedication. As all the
pharmacies delivery oral drugs, the absence oflimsfrom pharmacies can be
accounted for by the fact that patients get thallinsfrom other pharmacies,
especially the ones located in urban areas or tlestipned pharmacies do not
benefit from appropriate insulin storage conditions

Question 4How often are these types of products requested? was a check
point for verifying the accuracy of the answersotlgh the introduction of the
word never. If the pharmacies had answered to the previoustignewith none
and to this question their answer was differeninfibe above-mentioned one, the
guestionnaire was no longer valid and had to bumiedited. As there was no such
situation, all questionnaires were validated.

The answers were as follows:

- Daily: 31 — 47.7%;

- 2-3 days: 19 — 29.2%;

- Weekly: 8 —12.3%;

- Monthly: 6 —9.2%

- Veryrarely: 1 —1.5%

- Never 0 - 0%

The data shown above prove that only 10.7% of lia@rpacies occasionally
delivery these drugs. This is a proof for the fd#uat there is an important
decentralization of the diabetes sub-programmeaagdod coverage on the level
of pharmacies.

By analysing the data resulted from question 5ait be noted that just 9
International Nonproprietary Names (substance8)N; lvere mentioned (including a
fixed combination), and the most frequently deladerones aresulfonylureas
(39.8%),biguanideq38.8%),fixed combination§19.9%) and in a reduced percentage
(0.5%) a-glucosidase inhibitors, glucosidase, glinides dhizolidindionesFrom
the class obiguanides, the only mentioned representative wastformine which
indicates its high frequency in medical prescripsioln the class dulfonylureas
just 3 representatives have significant percentagieenclamide, glimepiricand
gliclazid).

By extending the analysed sample to a national,levith a probability of
95% it can be stated that between 15.02 and 64.6B%he pharmacies prefer
sulfonylureaspetween 14.02 and 63.588tguanidesand between 4.88 and 44.68%
fixed combinations.

The request for biguanides and fixed combinationkickv contain
biguanides in a percentage of 58.7% shows thetlfettthe majority of patients
suffering from diabetes and treated with OADs averaeight or obese, these
compounds being recommended to this type of patient
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308%

248%

05%

05% 39.M% BI%

ngibenclamid
Dgliclazid
Oglipizid
388% osu om o8 Bolimepirid
05% OA oC 81D ogliquidon

199%

1%

Figure5. OAD distribution Figure 6. SU Distribution (n = 78)
on classes (n = 196)

Besides the above-mentioned facts, the answebhsstgtestion give useful
information on the most prescribed brands. Thus, 5 brands were named, out
of which the first 5 are 89.8% of the total.

10.2% 12.2%
9.7%
11.7%
O Amaryl
O Siofor
36.2% mdibomet
O Maninil
19.9% B Diaprel MR

o Others

Figure 7. Brands percentage (n = 196)

The results obtained for this question are in at&oce with the data
provided by the Health Insurance National Board dp 50 on drugs quantitative
consume in 2007 and respectivelyrop 50 on INN in 2007 (according to the
value) for drugs from which the insurants from ambulatetienefited. According
to the two tops published on the Health Insuranatéddal Board sitenetformine
occupies the 35th position in the value top offire INNs delivered in 2007. In
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the quantitative top of the first 50 drugs, ther8ducts presented in Figure 7 were
the most frequently prescribed in 2007. (Tablerl) [

Table 1.
First 5 most widely prescribed OADsin Romania[7]
Product Questionnaireresults Position Units Value of
(no. of pharmacies) TOP 50 prescriptions
(RON)
Siofor 71 6 76,381,677 18,180,404.95
Glibomet 39 26 30,085,812 9,450,471.70
Maninil 23 28 28,581,630 2,613,392.44
Diapre 19 30 23,599,977 11,378,619.51
MR
Amaryl 24 37 19,932,941 10,358,062.23

The only difference between the results of thelyst@and the data presented
by the Health Insurance National Board is the revgositioning oDiaprel MR to
Amaryl, a difference which can be explained through thelaimalues of both the
number of questioned people as well as the nuntbdiTe prescribed according to
the Health Insurance National Board. It can beadhthat although the two products
are on the last positions from the quantitativenpoif view, they are on the 2nd
and respectively the 3rd position from the qudlitabne, afteSiofor.

Another conclusion that can be drawn from the abmesmtioned data is
that just three out of the various producers of GAID the Romanian market have
products with a significant percentage (Berlin ChemSanofi-Aventis and
Servier).Moreover, at least one of the three braoid8erlin Chemie(Siofor,
Maninil and Glibomet) is present in the answers of all the questioneglpeand
all the three are 67.9%o0f the total answers.

Besides the above-mentioned information, it camdied that the results
are in accordance with the global tendencies. Tihus study carried out in Canada
on 41,630 patients and published in 2001 it has lestablished thahetformine
(the only biguanidedelivered in Canada) is the most prescribed OB/ of
patients). [8]

The number of answers to questionMigke a top of the first 3 insulins
most frequently requested was 127. Relating this value to the number of plaaies
that release insulins it can be noted that the amwemumber of answers per
pharmacies was 2.49. This proves that there areraties that release a small
number of insulins.

The figure below shows the presence of insulinsré@scriptions according
to the producer. The most released insulins ar@fsAnentis (37.8%), followed
by the ones produced by Eli Lilly (26.8%)
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21.3%
354%

0 NovoNordisk 0 Analogues
oOHi Lilly o Himan
78.1% insulins
mAventis
26.8%
Figure 8. Insulins distribution according Figure9. Insulins distributioraccording
to theproducer (n=127) to the type (n = 127)

According to the type of insulin, the presence hiapnacies shows that the
analogues represent 21.3% of the total answers,attadogue of long effect
(Lantus) being the most frequently met (14.2%) This ressilini accordance with
Top 50 on INN in 2007 (according to the value) published by theHealth
Insurance National Board, which shows that humasulins are on the 17th
position in this top, with a value of 36,108,588 R8N, whileglargin (Lantus),
on the 40th position, registers a value of 17,400.14 RON. [7]

3906 31% 14.2%

22.0% 228%

3.1%

9.4%

21.3%

B Lantus O Insuman O Mixtard O Actrapid O Insulatard B Hurrulin O Hunelog O Others

Figure 10. Insulin distribution according to the brand (n )2
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The human insulins most requested in pharmacie$nastaman (22.8%),
Humulin (22%), Mixtard (21.3%) andActrapid (9,4%). The last products belong
to Novo Nordisk, which proves a repositioning af tompany on the first place in
the top of biosynthetic human insulins prescripgiolt must be mentioned that
Insuman and Humulin contain preparates of rapid, basal effect as wsll a
premixed preparates whilixtard is just for premixed preparates aAdtrapid
just for insulins of rapid effect.

QuestionDo you collaborate with physicians that prescribe ant-diabetic
drugs? was addressed in order to identify the extent toclv the pharmacies
collaborate with physicians that prescribe antidieds. The present study shows
that, unfortunately, over 50% of pharmacists haveery poor collaboration or
even no collaboration at all with physicians.

10.8%

24.6% 44.6%

o Very well

oWvel
20.0% 0O Satisfactory

@ No collaboration

Figure 11. Pharmacist-physician collaboration (n = 65)

C) Collaboration with distributors and problems dmug acquisition
(question 8-11);

The results to question 8o you collaborate well with the distributors
that have offers on anti-diabetic drugs? proved that there is a good collaboration
on the pharmaceutical store-pharmacgegment , just 7.7% of pharmacists
mentioning that they have a satisfactory collabonatvith distributors.

At question 9Which istheinsulin and oral anti-diabetic drug distributor
you collaborate the best with?, 8 pharmaceutical stores were mentioned. There
were also a few cases in which there was no anavigh meant that they had no
preference (4.6%).
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36.9%

55.4%

O Very well

0% 7-7% oWell
: 0O Satisfactory
0 Nb collaboration

Figure 12. Pharmaceutical store-pharmacy collaboration (n)= 65

Among the preferred ones were Polisano (44.6%), A&&dical (18.5%)
and Mediplus (16.9%). The important distributors the retail market are less
appreciated for anti-diabetic drugs acquisitionrnfiexim (3.1%), FarmaNord
(3.1%), Montero (1.5%).

38.2%

13% 105%

15.8%

6.6% 184%
° 26% 26% 3%

0O ARA Medical 0O Fara preferinte 0 FammaeNord - ® Fanmexim ® Fidas
0O Mediplus O Montero @ Pdlisano O Relad

Figure 13. The pharmacies’ preferred distributors (n = 76)

The main anti-diabetic drugs distributors in therigme in which the
contracts following the national auction in 2003revébeing executed, namely
Polisano, A&A Medical, Relad, Mediplus and Fildas preferred for collaboration by
community pharmacies too. The pharmaceutical stbeggprovided antidiabetics for
hospitals, such as Europharm, Farmexpert and Déta@ mentioned by any of the
questioned pharmacists. Moreover, in retail distidn, there are new pharmaceutical
stores (Farmexim, FarmaNord and Montero).

OAD distribution to pharmacies is carried out mgibl distributors that
have their own networks of pharmacies:
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- Mediplus: Sensiblu;

- Relad: CityPharma;

- Fildas: Catena,;

- A&A Medical: Farmaplanet;

- Farmexim: HelpNet;

- Polisano: Sibpharmamed;

- Montero: Remedio and Sanifarm.

The first 6 above-mentioned distributors have insubo in their portfolio.

It can be concluded that experience in the fieldaafidiabetics and
especially insulins distribution as well as havimgtworks of pharmacies are the
two main factors that influence the pharmaciesfgrance for distributors.

The correlation between areas and the distribujfmnaference shows that
just 5 out of the 8 distributors are preferred thagnacies in rural areas, the
percentage of preference on rural pharmacies veisiadé pharmacies being:
Montero — 100%, Relad — 37.5%, Polisano — 20.7%AA&edical — 14.3% and
Mediplus — 8.3%.

100%,
0%
80%{
70%|
60%
50%;
40%:
30%;
2%
10%|

0%

A8A  FarmalNord Farmexim  Fldas Medipus Montero  Rdlisano Relad
Medical

0 Uan ORua

Figure 14. Preferences for distributors according to the &mea76)

In order to identify whether supplying is done inedtime and whether
patients have quick access to medication questidnwas introduced in the
questionnaireThe time in which the anti-diabetic drugs are delivered is...

@ lday
0> 1week

15% 7.7% 0.0% 023 days
0O 1week

Figure 15. Drugs’ delivery time to pharmacies (n = 65)
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Over 90% of pharmacies get their antidiabeticsdh and 7.7% in about 3
days. Just 1 pharmacy answered that they getdhigjs delayed (1 week) (figure 15)

It can be noted that patients suffering from diabdtave quick access to
medication and that distributors are prompt in nngethe demands.

The degree of pharmacists’ satisfaction and thie prablems encountered
in releasing anti-diabetic drugs were both studiedugh question 11What
problems regarding OADs and insulins release do you encounter in pharmacy?.
For this question, fixed answers were givéingncial conditions, payment date,
delivery deadline, cashing money from the Health Insurance National Board) as
well as the possibility to answer lmgher. Unfortunately, 14 pharmacists did not
answer the question (21.5%) and the number of extsavers was just 4.

Financial conditions (the mark up that pharmacias practice and the
financial discount obtained from distributors) letmain problem raised by the
pharmacies that answered (66.7%). This is due dovéry low mark up (1.5%)
practiced on anti-diabetic drugs and the reduashiiial discount (around 5%). The
deadline for bills’ payment to distributors and tteshing of the money from the
Health Insurance National Board are other com@dbit% and respectively 19.6%).

There was only one pharmacist who complained atheuimpossibility of
storing insulins in the situation of an order plhd® a patient who refuses to get
his medication from that pharmacy. Regarding thease of cartridge insulins and
their unpacking by the pharmacy, there were 3 phaists who complained. They
consider that the receipt should be written ongleking (box X 5 cartridges) or
that delivery should be done in cartridges.

D) Identifying the extent to which the patients ifermed (question 12-13).
Question 12,0n releasing OADs or insulins, are you requested for
further information on the products by patients? has a closed answefes or No

34.8%

O Yes
O No

65.2%

Figure 16. Request for extra information by patients (h=65)

It can be noted that there is a very high percen{é§.2%) of patients who
do not request extra information from pharmacistss can be explained through
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the fact that diabetes mellitus is a chronic paihp) patients being used to the new
life style and the rules imposed by the iliness.

Even if the percentage of pharmacists who are stgdeextra information
is quite low, the variety of answers is big. Asnfolated, the answers to this last
question of the questionnaifEhe information requested by patientsregards..., focus
on: way of administration and dosing (61.3%); sidects and contraindications
(12.9%); the cost for acquiring insulin syringe2#8); insulins maintenance (6.5%);
diet (6.5%); glycemia checking (3.2%); insulin p€6$5%).

The last 3 categories of answers prove the fatthespatient considers the
pharmacist a source of complex services, abledwge useful recommendations not
only in the strict field of drugs but also regagliways of improving daily life
quality. This is why it is important that a professl pharmacist should have
various knowledge, besides the one connected tprbiession, obtained through
continuous training.

Conclusions

Both urban and rural pharmacies release OADs amdlifts and their
supply is done mainly by pharmacies with experiendais field.

Most of the pharmacies release drugs within 3 days.

The most requested OADs aretformine glibenclamide, glimepiricand
gliclazid as well as the fixed combination metfored00 mg+glibenclamide 2.5 mg.

The most requested insulins drsuman, Humulin, Mixtard and Actrapid,
and from analogudsantus.

If on the level of the channel of distribution thés a good collaboration
between pharmacies and pharmaceutical storesijttiaian is different as far as
the relationship pharmacist/physician is concerned.

The main pharmacists’ grievances are financial towms, payment
deadline and cashing money from the Health Ins@w&tational Board.

The communication between pharmacists and patiemist that good and
the main requests from patients regard way of adtnition, side effects and
drugs’ contraindications.

Although most of the questions asked by patiergscancerning the drug,
there are situations in which the pharmacist hagve information on diet, insulin
pens and glycemia check.

87



CLAUDIU MORGOVAN, SMARANDA COSMA, STELIANA GHIBU, MARIUS BOTA, CALIN BURTA, ET ALL

88

REFERENCES

Cluj Health Insurance County Boar®harmaceutical medical — Lists.
Available at http://lwww.cascluj.ro/. [Accesed 24bFRgary 2008]

Bihor Health Insurance County Boar@ihe situation of pharmacies that
release drugs with and without personal contribatiat 22.02.2008
Available at http://casbh.rdsor.ro/download/Siteppkafon.pdf. [Accessed
24 February 2008]

Satu Mare Health Insurance County BoaRharmacies: Situation at
15.02.2008Available at
http://www.danielcostea.info/cnas/res/TabeleFartndde [Accessed 24
February 2008]

Maramurg Health Insurance County BoarBharmacies in contractual
relationship with MaramurgHealth Insurance County Boardvailable at
http://www.casmm.ro/farmacii.asp. [Accessed 24 kabr 2008]

Salaj Health Insurance County Boardharmacies monitoring Available
at http://www.cassalaj.ro/. [Accessed 24 Febru&9&}

Bistrita Nasaud Health Insurance County Boai@harmacies that release
drugs at 25.01.2008. Available at http://www.casbn.ro/furnizori
_detalii.php?id=12. [Accessed 24 February 2008]

Health Insurance National Boardn analysis on consume of drugs
released in 2007Available at
http://lwww.cnas.ro/pdf/medicamente/Top50DCI_20a7.p[Accessed 29
February 2008]

Johnson, J.A., Pohar, S.L., Secnik, K., Yurgin, Mifji, Z., 20086.
Utilization of diabetes medication and cost of itegpt supplies in
Saskatchewan, 200BMC Health Services Researd@{159), pp.1-7.



STUDIA UNIVERSITATIS BABES-BOLYAI, NEGOTIA, LIV, 2,2009

ANALYSISOF TRAVEL AGENTS PERFORMANCES
DURING THE ECONOMIC CRISIS- CASE OF CLUJ
COUNTY, ROMANIA
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ABSTRACT. The economic crisis we confront at this moment a$féze peoples’
lives and enterprises’ activity. In this paper wealaate the impact of economic
crisis on the travel agents’ activity. The peoplstandard of living and the
enterprises’ activities has a significant influerare the travel agents’ economic
performances.

We will base our analysis on two assumptions. lyirsthen the society
standard of living is higher its leisure expendiiare higher and the travel agents
have more clients. In opposition, in recessionah®unt of leisure expenditures
decrease and the number of private clients ofrbnget agents is lower. Secondly,
in the economic growth times, the number of busirdignts of the travel agents is
rising, while in the recession times the busindients are decreasing.

In order to verify these two assumptions, we wdhduct a survey on
travel agents from Cluj County, Romania. Using agjionnaire, we will collect
the necessary data and by the statistical meangillygrocess and interpret these
data. In the questionnaire we will study the evohlutof the peoples’ leisure
expenditure and business clients’ expendituresoarigm services as reported to
12 months ago.

Keywords: travel agent, economic crisis, economic performance

Introduction

The current global financial crisis affects all romic sectors, bringing lot
of instability and uncertainty. Started from theubimg sector, passing to the
banking and financial sector, at this moment thenemic crisis affects all parts of
the real economy. This phenomenon affected alsaatesm sector, where the
private demand decreased and the number of taliméhished.

Romanian economy was also affected by the crisés @sequence of the
slowdown in the economic growth of the Europeanddnilhe impact on financial
and banking sector was limited so far due to a gmtuépproach of the National
Bank of Romania. But, in the real economy, the aisenemployment and employees
union demands accentuate.
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2 professor PhD, Faculty of Business, Babes-Bolgiidsity Cluj-Napoca, magdalena.vorzsak@tbs.uplalu
® AssistantLecturer PhD, Faculty of Business, Batmgai University Cluj-Napoca, carmen.gut@tbs.ubja
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According to the Tourism Minister, at this momeRDpmania uses only
30% out of its touristic potential, aspect thatedetine a 3.5% contribution of the
tourism sector to GDP. This is a low contributiart,ldue to the ongoing crisis, the
current evolution of tourism sector might be wor¥¥e sustain our opinion
presenting some data extracted from the Monthiytissitzal Bulletin of the
Romanian Institute of Statistics.

Table 1.
Indicatorsregarding the tourism sector evolution in Romania
Indicators October November  December

(values are reported to the same month of 2007) 2008 2008 2008
Arrivals in establishments of tourist receptic 3.3% -5.5% -8.6%
O_vermght_s in establl_shments of tourist reception 4.5% 1.3% -8.6%
with functions of tourist accommodation

Index of net use of accommodation b, 4o, 21% 350
places
Foreign visitors’ arrivals in Romania 5.8% -3.1% -5.204
Romanian visitors’ departures abroad 18.3% 15.0% 6.4%

Source: National Institute of Statistics, Monthhaisstical Bulletin (October - December)

Looking on these data we can observe the decreagedouristic demand
for the domestic tourism services, while the demahdRomanian tourist for
abroad tourism services continues to rise. As aempuence of the trends presented
above, from 1 October 2008 until 31 December 2@pHroximately 900 persons
lose their job in the sector tfansport and auxiliary activities, activities of travel
agents (NIS, 2008).

More than that, the premises for the period Felyradvlay 2009 are not so
optimistic. The short term indicators evaluatedty NIS in January 2009 present
a continuous decline in the Romanian touristicvitgtias we can see in Table 2).

Table2.
Short term indicator s regarding the tourism sector
Short Term indicators January 2009
Request (demand) of services estimation -7%
Number of employees estimation -9%
Price estimation for the next 3 months -19%
Request (demand) of services estimation for thé 3iexonths 10%

Source: National Institute of Statistics, Monthkat&tical Bulletin — December 2009
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As a result of these evolutions we decided to amalje effects of the
economic crisis on the economic performances oftthaeel agents from Cluj,
Romania.

M ethodology

In order to achieve our goal, we conducted a cptal# research, where
the travel agents were the subjects of our rese&@iehused different sources of
information: primary (the data gathered from theesjionnaire and from the
interviews) and secondary (articles and news froterhet and from NIS).

The questionnaire applied had 21 questions: 19dlapiestions and 2
open questions. Regarding the questionnaire stejcive had 6 questions related
to the general effects of crisis on travel agewcts/igy, 5 questions regarding the
vacation packages, 5 questions about the air toangpkets, 2 questions related to
bus transport tickets, 1 question regarding theroglervices (rent-a-car, insurance,
sights man), 1 question referred to the solutioplémented by travel agents in
order to ameliorate or to prevent the crisis effeahd 1 question about their
estimations on 2009 profit. The questions were tetkdn order to verify some
assumptions made by the economic specialists framaRia, assumptions that
will be verified during the next section.

According to Tourism Ministry, in Cluj county aregistered 160 travel
agents. From 90 travel agents that we invited $poad to our questionnaire, we
received 58 valid questionnaires. These questioemaiere statistically processed.

The majority of travel agents are microenterpriged small enterprises.
As we can see from figure 1, 83.3% out of the tragents are tour operators.

Touroperator
81%

Figure 1. Type of travel agents
Source: authors’ research
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Result and discussions

The ongoing economic crisis affected until this nemtn72% out of the
travel agents from Cluj. The effects were multipde, to find out which are the
crisis effects that affected the travel agentsvagtin Cluj, we selected 6 of them
and we asked the respondents to indicate themgumef 2 we have the frequency
of each crisis effect on travel agents respondents.

Increase of
operational costs

Decrease in

Inflation evolution
employees numbe

National currency

Decrease in sal (RON) devaluation

Decrease in turistic
demant

Figure 2. Crisis effects on travel agents activity
Source: authors’ research

We observe that the decrease in sales and theadedire touristic demand
represent the main two problems of the travel age®®% out of respondents
affirming that. The national currency devaluatiomshalso negative effects. We
mention that the RON (Romanian Leu) registered rasistent devaluation during
the time span we analyze (the average value fatirtieespan October — December
2007 was 1 euro = 3,4441 lei while in the same tgpan in 2008 the average
value was 1 euro = 3,8088 lei). As a consequemeabroad vacation packages
become more expensive.

Even if at the national level, the NIS reported teduction of employees
in this sector, we observe that in Cluj this pheanon was not so significant. The
inflation evolution (the inflation decreased fron39% in October 2008 to 6.3% in
December 2008 and the disinflationary trend comtiudid not have a significant
negative effect on travel agents.
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The first assumption that we want to verify is ttied crisis determined the
decrease of domestic vacation packages. Our assumist sustained by the
affirmation made by a travel agent representatiae:whole country [...], the
number of vacations sold is with 10 to 20% lowerthn 2007” (Ziarul Financiar,
2008). Our analysis showed that the number of domescation packages sold in
October — December 2008 as reported to the samedpetr 2007 decreased in
approximately 40% out of the Cluj travel agents(Bgure 3).

BOYp -~
40% -
30% -
20%

10% -

0% -

Increased Remained atthe Decreased
same level

B Abroad vacation package¥ Domestic vacation packages

Figure 3. Number of vacation packages sold
Source: authors’ research

The minimum decrease in the number of domestictimct@ackages sold
is 10%, while the maximum decrease is 75%. The nuidee received answers
show that the most frequent value for the decreaste number of domestic
packages sold was 10%. The median being 17,5%aweansider that affirmation
made by the previous travel agent representative weéfied in our case (54,5%
out of the travel agents who experienced decreaseales of domestic packahes
affirmed that these decreases are between 10 &ajl 20

The situation of abroad vacation packages is similadh the case of
domestic vacation packages. As the NIS reportesl vilue of Romanian tourist
going abroad increased slowly than in the previpegods (see Table 1). This
situation is verified in the case of Cluj: we hadrmtravel agents that declared the
number of abroad vacations decreased than in #eafalomestic vacations.

The minimum decrease in the abroad vacation paskiage0%, while the
maximum value is 50%. The most frequent decreakee(#he mode) was 20%,
while the median is also 20%. We consider thatabsumption is verified in this
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case too, 75% out of the travel agents registesirdpcrease sustained that this
decrease was between 10 and 20%.

400- 800
euro; 60%

Figure 4. The average budget spent on vacations
Source: authors’ research

The average budget spent by the people of Clujamation packages fall
between 200 and 1350 euro, with the mean valugbfediro. We observe that the
majority of people spent a medium value on the tiaegackages.

The president of the National Association of Trag&gkncies in Romania
(NATA) declared that in the segment of luxury vamas the crisis will not have
effects, while in the segment of medium vacationkpges the travel agents will
lose clients due to the fact that these will prefebuy cheaper packages (NATA,
2009). This opinion represents the second assumpitioverified.

Looking on the figure 5, we observe that in Clugthssumption was not
entirely verified. The segment of low vacations digjister a significant increase
due to the clients that changed their preferencdbe low vacation segments. In
Cluj the greatest decrease recorded the luxurytieacgackages: 62.1% travel
agencies sold fewer luxury vacations. During theriiews, we found that the sell
of luxury vacations was more difficult at the erfd2608 than in previous years: it
was harder to convince the clients, some of theoosing, in the end, a medium
vacation packages. Other agencies representatied-Street, 2009) sustained
this opinion, adding that luxury packages were lab# even in December 2008.
More than that, they consider that the tourists whld afford in 2007 and 2008 a
luxury vacation will have enough money to choose2009 the same type of
vacation, but for fewer nights.
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Increased Remained at the same Decreased
level

¥ Low vacation packages « Medium vacation packages
8 L uxury vacation packages

Figure5. Changes in the type of vacations packages
Source: authors’ research

We believe that the persons from the middle classv@ost stable clients.
As we can see from figure 4 they are the majothis(is a normal situation due to
the fact that Cluj-Napoca is one of the most ecdnally developed town from our
country), while from figure 5 we can see that tlemdnd for medium vacation
packages is the most stable.

The third assumption that we verified derive frolNATA communicate
(NATA, 2009), which sustains that the first signtbe sales decline in tourism
appeared on the plane tickets segment — in Nover@gb@B as reported to
November 2007, the sales of plane tickets dimirdshigh 12%. We will evaluate
this aspect from the perspective of business amdtprclients.

Looking on the figure 6, we observe that in theecafsstandard flights the
assumption is verified, the travel agents that megboreductions in the sales of
plane tickets being higher that the travel agehtt tounted increases in that
segment. On the other hand, the sales of low dasefickets recorded consistent
increases for more then a half of the travel agiata Cluj. During the interviews,
the agencies explained this situation as a reftlt@factors:

« firstly, some of the clients that used to chosadaad flights changed
their option to low cost flights;

« secondly, some of the bus transportation clientsdeeto use low cost
flights. The motivation is simple. If they will he plane ticket with 2 months (or
more) before the flight the price is approximatilg same with the bus ticket. For
example, if we take the example of Cluj-Napoca @R route, a bus ticket for a
round trip is approximately 140 euro, while thecprof a low cost plane ticket fall
between 50 euro (with two months before) to 130oewith 2 weeks before).
More than that, the plane trip takes 2-3 hoursewtiike bus trip 1 day at least.
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e

Increased Remained atthe Decreased
same level

& Standard flights & Low cost flights

Figure 6. Sales of plane tickets to private clients
Source: authors’ research

The most frequent reduction at standard flightshenprivate segment clients
was 10%. We had situations of travel agents thedbrded low reductions (the
minimum value was 3%), but in the same time we $@de travel agents that was
seriously affected (the maximum value was 70%). Mast frequent increase in the
segments of the low cost plane tickets was 20%ewéximum increase was 70%.

From the figure 7 and from the interviews we dedutteat the business
clients continue to prefer the standard flightsreifethe crisis is affecting our
economy. Moreover, in their case, the number of tmst flights is reduced as
compared to the standard flights. The main destingtthat recorded decreases in
plane tickets sales were the countries were th@aiz crisis has showed its
effects: Spain, Italy, USA and France.

T5Yh
1.9%

0% |

459 ---=-mnsmmneonnaee

il

30% -

15% | B -

0% -

Increased Remained at the Decreased
same level
E Standard fligths kI Low cost flights

Figure7. Sales of plane tickets to business clients
Source: authors’ research
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The bus transportation services registered sulistaetiuctions. Even if
the majority of travel agents that sell these s®wi(6.9% out of the interviewed
travel agents do not sell bus tickets) did not ¢edrihe decline of demand on this
segment, some agencies had great loses: the negsiefrt value of reduction in
demand was 50%, while the mean value was 32.4%n k& case of plane flights,
the main destination that recorded decreases irithets sales were Spain, Italy,
Hungary, France and Germany.

Remained at
thesame level
53.4%

Figure8. Sales of bus tickets
Source: authors’ research

Regarding the evolution of the number of travelrdgieclients, the NATA
sustained that a part of the Romanians renounctt d&lew Year holidays, aspect
that determined a reduction in sales about 10-1&84 crisis result, the decrease
of the clients’ number started from November 208\ TA, 2009). This is the
fourth assumption that we proposed to verify i {aper.

The figure 9 shows that there are some travel ag#mit recorded
decreases in their number of clients, while we hawme other agencies that
registered increases in clients’ number. All maat bf the travel agents declared
that they loosed private clients, the amount bdiatyveen 5 and 85%. The most
frequent value was 10%.
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Figure 9. Number of clients evolution
Source: authors’ research

In the case of business clients the demand fluoctmtwere not so high.
We have travel agents where the number of clieatsedised, the most frequent
decrease value being 10%, while the total valuegeaaetween 5% and 90%.
However, we observe that the business clients anee ratable than the private
clients for touristic services, aspect confirmed the travel agents during the
interviews. In conclusion, we believe that the NA&gsumption is verified.

The fifth assumption we proposed to verify in thisper refers to sales
evolution. We supposed that in the conditions @& @mgoing crisis, the travel
agents sales will decrease. As we can see fromefitj, the sales of more then a
half of the travel agents decreased during the sips;n October — December 2008
as reported to the same period of 2007. The rezhgin sales ranged between 5%
and 90% (which means that we have travel agents s@tious problems due to
crisis), while the most frequent decrease value 1085.

Remained at
thesame
level; 13.8%

Figure 10. Travel agents’ sales evolution
Source: authors’ research
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On the other part, we have a segment of travel tagtrat obtained
remarkable result in this period. The sales groimtitheir case ranged between
10% and 150%, the most frequent value being 20%irSour view, in Cluj we
have to segments of travel agents: firstly we hheeagencies that did not face yet
serious problems due to economic crisis and segdhdltravel agents which were
seriously affected by the economic difficulties.

A more strictly
cost control

Restructuring or
reducing agency's
activity

Purchasing other
agencies or
activity
development

Changing the
strategy of agency

Figure 11. Solutions to pass through the crisis
Source: authors’ research

Confronted or not with serious problems or, attlebsing worried about
their future, the majority of the interviewed trhegents declared that they think
about some solutions to pass the crisis. We idedtifive possible solutions and
we required to tell us which measure they intends® in the future. The figure 11
presents the results obtained.

17.2% out of the interviewed travel agents decldhed they do not plan
any special measure. Analyzing their situation wenfl out that their sales
increased, remained at the same level as in 2008g@tered low reductions.

A more strictly cost control will be realized by .9% out of the travel
agents. This is the easiest solution to implemest th the fact that the firm can
control its operational costs. During the intervsetlue agencies affirmed that they
plan to cut utilities costs, to reduce dead peri@ige possibility is to change the
daily schedule), and even to reduce the numbempi@yees. In spite of the fact
that some travel agents declared that they tale dohsideration to reduce the
employees’ number, during the time span Octobereeeinber 2008, in only
12.1% out of the travel agents the number of emg#sydecreased (as we can see
in the figure 12).
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Remained at
thesame
level; 82.8%

Figure 12. Evolution of travel agents employees’ number
Source: authors’ research

35.4% out the travel agents declare that will ariffs. According to
NATA president, the travel agents will cut tarifip to 30%, while the ongoing
crisis will became more acute (Gazeta de Sud, 20D8)ing the interviews we
deduced two sources for price reductions:

« the decrease of accommodation prices. The hotelsageas will
reduce their prices in order to use more efficietiteir resources;

« the travel agents commissions. Some agencies #negwd renounce
to a part of their commission in order to keepdhents.

44.8% out of the interviewed travel agents optadcfanging the strategy
of agency development. Discussing with the travgerés we deduces the
following measures:

e in the structure of abroad packages, the agenci#tsoffer more
vacations near to Romania. In this case, the trategpn cost will be lower and
the price of vacation may be lower;

« the reduction of nights' humber. The travel agertssider that the
people from Cluj are glad to leave the town evarbfe 7 days and not only for 10
or 14 days. In the current conditions the reductdrthe nights’ number may
contribute seriously to the reduction of price \tamma

Besides these measures presented above, the NA&@ident propose
another measure. He suggest to travel agents tdenmamt for vacations a
reservations system similar with the system of tmst plane tickets. That means
the possibility of client to reserve its vacatianaalower price with two or three
months before. We are skeptical regarding the sscokthis system due to the fact
that in this period the clients are very reluctdue to the incertitude determined
by the economic crisis, most of the clients prosgle travel agents supply,
because they would like to go in vacation. In spitehat, they can not take a
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decision yet, because they do not know how wiketfthe crisis their situation in
the following months.

Knowing the problems that the travel agents facthiatmoment and the
solutions they intend to implement in order to ps®ugh crisis, in the end of
questionnaire, we requested to travel agents imats the evolution of their profit
in 2009. The results obtained are presented ifighes 13.

BOYD
40% -
30% -
20% -

10% -

0% -

higher than in approximately a little lower fall
2008 at the same thanin 2008 dramatically
level as in 2008 than in 2008

Figure 13. Estimation of travel agents’ profit in 2009
Source: authors’ research

Conclusions

Analyzing the effects of ongoing crisis on the i of Cluj travel agents,
we deduced that not all the travel agents are ailyibffected. We observed that
are some agencies where the crisis effects ardlejisivhile other agencies
continue to be prosperous.

The decrease of sales and the decline of touriimand represent the
main problems the travel agents are confronted. Witttional currency devaluation
represent from July 2007 (and more accentuated aaygd a threat for travel
agents contributing to price growth.

Over 40% out of the agencies declared the salegacdtion packages
decreased with 10-20% as reported to the last thiehs of the 2007. More than
that, the decrease in the sales of domestic vasat®ohigher than in the case of
abroad vacations.

Regarding the type of vacation packages, we firad the clients tend to
reduce their spending on vacation packages, sutiistjtthe more costly packages
with less costly one. This is why we consider tbatne of the clients of luxury
vacation packages (over 60% out of the agencielmm@ecthat the sales for this
type of vacation decreased) opted for medium vaeat{or luxury packages for
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fewer nights), while some of the clients of medivatations chose a low vacation
package.

In the context of economic crisis, the private gechose to renounce to
standard flights and to fly with the low cost fligh(more than a half of the
interviewed travel agents declared the number of twst plane tickets sold
augmented). On the other hand, the business cligdtaot change considerably
their option for standard flights.

The analysis of sales evolution divided the traeglents into two
categories: “the prosperous” and “the losers”, $keond category being higher.
The majority of travel agents, but especially teeand category, search solutions
to ameliorate the crisis effects. A more strictlyst control, price reduction or
changes in agency strategy are the main directi@misagencies are following.

In spite of the solution implemented, the perspectf profitability in
2009 is not so good: more than a half of the traggints are expecting to obtain
lower profits than in 2008.
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SWOT ANALYSISOF THE ROMANIAN PUBLIC
ACCOUNTING SYSTEM

CRISTINA SILVIA NISTOR?

ABSTRACT. As in many other fields, the Romanian public actimgnsystem
before and after the adherence to the European Usi@haracterized by vast
change. Under these circumstances, it is mandadocpnduct an organizational
assessment through SWOT analysis in order to urashetsthich are the strengths,
weaknesses, opportunities and threats of the aaghuating system as a starting
point in the public system’s, and subsequentlyat®ounting system'’s, process of
transition to accrual accounting, adapted of cotmsbe specific of our country. |
consider the findings to be useful to all the ussithin the public accounting
system which are thus capable to envision mordyetha advantages, difficulties,
benefits and shortcomings of the old accountingtesys against the new
accounting system.

Keywords: public accounting system, cash accounting, acacedunting, SWOT
analysis

1. INTRODUCTION

Any type of change triggers difficulties and uneeérty. This is also the
case for the Romanian public accounting system hwhéfore the adherence to the
European Union was subject to a change processy iimes accompanied by
incoherence, instability and uncertainty. After irecess and the adherence to the
European Union were completed the situation becstaigle and consequent. We
wish to test this by conducting a SWOT analysithefpublic accounting system in
the two periods i.e. the period between 2002 an@d52@hich represents the
beginning of the transition from a cash basis sygt® an accrual basis system and
the period from 2006 to present day which recognizecrual accounting as the
accounting organization system (Nistor C.S. e2608).

Any system which allocates resources to stratefionng will want at
some point to assess its strengths and weakn&gkes. these are combined with a
stocktaking analysis of the “opportunities and #tse of the system’s external
environment, one may say that a “SWOT analysig€bisducted: the assessment of

1 PhD Lecturer, Department of Accounting, Faculty Exfonomics and Business Administration,
“Babes-Bolyai” University, Cluj-Napoca, Romania, cristingstor@econ.ubbcluj.ro
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the current position in accordance with the stresgtthe weaknesses, the
opportunities and the threats. Its main objectigetd facilitate structuring of

information to ensure the best alignment betweendkternal environment and
internal situation (Mintzberg, 1994)

In fact, through this method the following questiare answered: “Where
are we?”, “Where are we going?” and furthermore iHmn we get there?”. The
public accounting system’s strengths are its irgteforces i.e. the values or factors
that support its competitive advantage and offabibty, safety and coherence.
The weaknesses are those factors or those trenid$ wieate obstacles for the
development of the accounting system. They can dangéferent types such as:
social, financial, regulatory, operational or othdihese can be divided into
Weaknesses that can be addressed on the shothatween 3 and 5 years, and
Weaknesses which imply a longer time period andnasee difficult to address.
The Strengths and Weaknesses are considered inberaadogenous factors. The
Opportunities and Threats are considered externaéxmgenous factors. The
Opportunities are the external factors which erngldiise development of the
competitive advantage (Strength). The Threats aee tendencies adverse to
external development which lead to the declindhefdcompetitive advantage.

LITERATURE REVIEW

Stanford University's Albert Humphrey led a resbgsmject in the 1960s-
1970s based upon the United States' Fortune 500pHiey led a research project
which ultimately developed his Team Action ModeAM) which is a management
concept that enables groups of executives to maclagege. SWOT was to have
originated from his Stakeholders Concept and SW®alysis. It is common for
such a prolifically cited piece of research nothave an original definitive
publication as its centerpiece. The TAM approacbnis of a number that are used
by trainers around the World, although for us thediting to Humphrey as the
creator of SWOT cannot be supported. It is a mytppsrted by open access
encyclopedias, and we need to be more objectiv Friesner, 2008)

King (2004) also recognized that it was tricky tack down the origins of
the acronym SWOT. He cites Haberberg (2000) asngtdahat SWOT was a
concept used by Harvard academics in the 1960s,Tanger (2002) attributing
SWOT to Igor Ansoff (1987. Koch (2000) considerdtke tcontributions of
Weihrich (1982), Dealtry (1992) and Wheelan and ¢&m(1998). Again whilst
these are the commonly accepted views of thinkeithe topic of SWOT, even the
common observer would recognize that Weihrich (1982s not the originator of
the concept but rather an innovator of it. As K¢2604) comments he recognized
that a series of SWOT/TOWS analyses had the adyesitaf a single arbitrary
matrix. Wheelan and Hunger (1998) used SWOT to lfwkgaps and matches
between competences and resources and the busmgssnment. Dealtry (1992)
considered SWOT in terms or groups and vectors wimmon themes and
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interactions. Shinno et al (2006) combined SWOTyaigwith an Analytic Hierarchy
Process (AHP) which ranked and prioritized eacimel& using software. Shinno
et al (2006) do not really deal with the obviousitations of SWOT.

A refocusing of SWOT was offered by Panagiotou @0861e introduces a
telescopic observations strategic framework whioh effect maps strengths,
weaknesses, opportunities and threats againstulgigested acronym - telescopic
observations. So, for example T=technological adearents, E=economic
considerations, L=legal and regulatory requiremegtts The most useful aspect of
Panagiotou's article is that not only does he neizegthe difficulty in finding the
origins of SWOT, but he also manages to unearthesmeresting alternatives. In
contrast to crediting the tool to Stanford Univar'si Albert Humphrey, SWOT is
credited to two Harvard Business School Policy Umifessors - George Albert
Smith Jr. and C Roland Christiensen during theyed®50s. Later in the 1950s
another HBS Policy Unit professor Kenneth Andrevevedoped its usage and
application. All professors were specialists inamgational strategy as opposed to
marketing. SWOT went on to be developed by the HBS8ng the 1960s until
SWOT became the tool that we use today.

2. MATERIAL AND METHODS

A Strengths-Weaknesses-Opportunities-Threats (SWa@nalysis was
conducted, combining both quantitative and qualiéataspects of the public
accounting sector's internal and external envirarime

SWOT analysis is the basis for establishing stsgtéte objectives of its
policy and the implied activities when the analysighe current situation and the
relevance of the strategy for the identified needlassessed. The major component
of ex-ante assessments is the valuation of econoasies, coherence and accordance
to strategy. In this respect the adequacy of tlpgsed strategy is assessed along
with its justification, coherence and potentiaksisas well as the arguments for
establishing priorities, budget structuring, justtion of the adopted theme, spatial
and financial priorities, complementary of and sgyebetween priorities and
proposed actions. Internal coherence is assess&dtlasn order to ensure the
availability of financial resources within nationat regional policy instruments.
The assessment of estimated results and impactyzasathe adequacy of
indicators for the proposed objectives, if they areasurable, and their utility in
future observations and assessments. The assessrti@niproposed implementation
system focuses on the quality of the implementatiminthe surveillance and
valuation commitment and their contribution to diiceent implementation of the
new accounting system. SWOT analysis itself is attmsis of the Romanian
public accounting system’s current situation’s asseent, as it approaches all the
key subjects distinguishing between thematic aagasissue prioritization.
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SWOT variables include measurable scopes whichesltg basis for
establishing the strategy and planning of meas@egerally, the adopted strategy,
the strategic objectives do not raise questionsrokgg the relevance of the
identified issues, or the potential and defineddsewithin the analysis of the
current situation.

In order to conduct an efficient SWOT analysis thdowing elements
must be taken into account:

« SO type strategies which resort to all the advagayf the system in
order to make complete use of the external envieortte opportunities;

% WO type strategies which surpass the system’s ahoihgs
(disadvantages) in order to make complete use efekiernal environments’
opportunities;

s ST type strategies which resort to all the advasgagf the system in
order to avoid/mitigate the threats (dangers) efdkternal environments;

% WT type strategies which surpass the system’'s achimihgs
(disadvantages) and avoid/mitigate the threatgytahof the external environments.

Comparative analyses have led to the decisiontabkshing a SO type of
development strategy for the public accounting eaystvhich will comply at the
highest possible level to the performance, synemwplementary, efficiency,
feasible and impact criteria. The established efnataddresses the question “How
do we get there?”.

The research method is quantitative with qualiatetements and it is
based on the analysis of the allotment and usedhanéms specific to SWOT
analysis for public system, followed by the actoahduct of such an analysis and
the identification of the strengths, weaknesseqodpnities and threats while
comparing the two periods of the public accounsggtem’s evolution i.e. 2002-
2005 and 2006-present.

The remainder of the paper is structured as follokisst, we review
similar defining elements of SWOT analysis, fronedhetical point of view.
Second, we introduce a comparative analysis of pathlic accounting systems,
the subject of analysis. Third, we make the segatiemt of public accounting
system in defining stages of ante and post acaegmoiod. Fourth, we achieve
effective SWOT analysis in each of two dissertatedstly, we discuss these
results, outline our conclusions and posit somgssigons for future research.

3. RESULTS AND DISCUSSIONS

3.1 Brief history of the public accounting systenmesolution

December 1989 represents for Romania the end ofdhemunist period
and the beginning of capitalism. The political, momic and social implications of
this transition have been enormous. The fall of dbmmunist regime has meant
the opening of new directions in the Romanian agting system, which started
having access and knowing the tendencies at aldils.
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In 2002, because of the Romania EU integrationpeets/e, the public
accounting reform and its harmonization with therdpean and international
requirements becomes absolutely necessary. ThuRuiblec Finance Ministry had
to reorganize the budgetary accounting by addingash flow accounting the
accruals basis of accounting. This project is erpantally implemented in the
first semester of 2003, simultaneously with thestxg rules, by a number of 13
main chief accountants.

At the issuing of new regulations we start from fvénciple of accrual
basis of accounting and the application of the i@l Regulation provisions
afferent to the general budget of the European tumo. 1605/2002 and of the
European system of accounts (SEC ‘95) regardingntieenent of accounting
registration of the economic-financial operationsa the basis of established rights,
respectively at the moment of creation, transforomaaind disappearing/annulment
of an economic value, of a receivable or of a bond”

From an accounting point of view this has to geteethe long wanted
harmonization between public institution accountiagd economic entities
accounting. The advantages are important for bawhatcounting specialists which
end up using a common language facilitating béttewledge of the system, the
possibility of taking over, transformation, anaf/sind assessment of some similar
operations, events or phenomena which take plateinvpatrimonial units, no
matter their nature, as well as for the externaraisvhich can assimilate more
easily the accounting information and even mor@, campare it with the one
afferent to other similar institutions or not, aatiag to the analysis carried out.

We can state that the year 2002 was essentiahéoevolution of public
accounting. Major changes start now which will fipaletermine the shift from
cash based accounting to accrual based accounting.

The year 2006 marks at a national level the imptaaten of the accrual
based accounting system in all Romanian publigtin&ins. It is an extraordinary
progress for the public sector that follows the Wdendency. We can state that
even if the course of the Romanian system of pubdicounting was tough and
long, through all these changes, the aim is a ipesibfluence on the Romanian
public accounting evolution compared to the Europead international one,
causing a more multifaceted meaning to the rolea@founting as a source of
information needed by both internal and externatsis

This need for a common language through a uniqueofsaccounting
standards was born at least because of the folgpr@ason: the whole international
financial community recognizes this need; it is ishashared by all who prepare,
examine or use financial statements; it contribtieethe assurance of a common
basis for accounting and reporting in all the cdest which generates a better and
more efficient financial analysis of entities; dndributes to costs reduction because
accountants, auditors, financial analysts, investord regulatory organisms do not have
to convert and reconcile the financial statements bne set of standards to another.
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In conclusion, the new public accounting systernaised on the European
Directives, European accounts system (ESA 95).é'laecounting and disclosure
requirements according to International Public &ecfAccounting Standards
(IPSAS) are also taken into account.

3.2 Cash accounting versus accrual accounting

The change reform of Romanian public accountingtesgsmarks the
capitalist period. The transition is realized frém cash basis accounting system to
the accrual basis accounting system.

The introduction of accrual accounting internatipnes defined by some
authors as a reform of financial management anduatability (Scott, McKinnon
and Harrison, 2003). Another name was ,new pubharfcial management” and
was aimed at significant changes concerning thpgagr, scale and style of public
sector administration and activity (Guthrie et d1999 quote by Windels and
Christiaens, 2007). The scope was for financidestants of the government or of a
public organization to become more easily undedstamod more extensive through
accounting — an important management tool. (SpattdsAnaniadis, 2004).

In Europe, the new financial regulations createxdew legal framework
regarding the financial management of the Europgm@ion’s budget. The European
Commission, in order end the transition to accaggiounting, asked for two types
of accounts: budgetary accounts, designed for ldiqpauthority and based on the
concept of cash and general accounts, based onah@acounting (Spathis and
Ananiadis, 2004). Many studies analyzed the adomticmew forms and techniques of
accounting and critically evaluated these changesuntries from Western Europe.
(Pallot, 2001; Ellwood, 2003 quote by Windels ardi§tiaens, 2007).

In Romania, at the beginning of the capitalist @er{1989-2001), public
institutions are the image of cash basis accounsygfem, and the economic
entities are the image of accrual basis accounsiygem. Comparatively, the
situation is presented in Table 3 “Differences lesw the cash accounting system
(public institutions) and the accrual accountingteyn (economic entities)”.

Table 1.

Differences between the Cash Accounting System (Public I nstitutions) and the
Accrual Accounting System (Economic Entities)

NOTION CASH BASIS ACCRUAL BASIS
PUBLIC INSTITUTIONS ECONOMIC ENTITIES
ACCOUNTING Recognizes the transaction&kecognizes the transactions
SYSTEM and other events at theand other events at the
moment of collection or moment of their occurrence
payment. and these are registered in the

financial statements of the
period to which they refer.
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NOTION CASH BASIS ACCRUAL BASIS

PUBLIC INSTITUTIONS ECONOMIC ENTITIES

RESULT OF THE It's a budgetary (financial) It's a patrimonial result,

EXERCISE result shown based on theontaining the unmet
difference between the cashobligations and unpaid debts.
received and the cash paid.

ACCOUNTING All economic entities and All economic entities and

NORMALIZATION the accounting professionthe accounting profession
comply with regulations comply with regulations
elaborated by a state organismelaborated by a state organism.

ACCOUNTNG The state acts as the maiMManagers in the decision
INFORMATION user of accounting making process; Present and
USERS information, this  being potential investors; (Financial)
structured in such a way thatStaff/Creditors;  Suppliers

exclusively suits the state  (commercial creditors);

Customers (commercial

debtors); The Government and
public institutions; the public

INTERNATIONAL They are not assumed The  implementation  of
ACCOUNTING international accounting
STANDARDS standards is being generalized
for all large enterprises
ACCOUNTING Balance sheet, BudgetaryBalance sheet, Income
STATEMENTS Implementation  Account, Statement, Accounting
Budgetary Round-up policies and Explanatory
Analysis Report Notes
MANAGEMENT AND In double party (exceptingIn double party
ACCOUNTING village halls which run their
MANAGEMENT accounts/books in single)
THE GENERAL CHART Drawn up in 1984 with Updated in 1994 through the
OF ACCOUNTS different symbols than theadoption of the French
ones used by economicaccounting system, with
entities different symbols than the
ones used by public
institutions.

3.3 SWOT analysis of the public accounting systestieen 2002 and 2005

Globally, the reform on accounting in the publicteeis a component of the
economic reform worldwide, based on neo-liberangples like: anti-inflation
monetary policy, fiscal discipline at the macroemoit level that will lead to balanced
public budgets and microeconomic reforms for fraddé and extension of the business
sector (McKinnon, 2003 quoted by Elwood and Newhe&©07). All these are used in
order to reduce the government’s extent and powelevdeveloping the business
environment. Moreover, because after a long post paiod of governments’
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expansion that peaked between 1970 and 1980, lti®vely large dimension of the
public sector in the OECD member countries was seemne of the causes for
economic growth reduction in those countries (Evand Newberry, 2007).

According to the reports published by the Orgamrafor Economic Co-
operation and Development (OCDE), the European tJ@iouncil’s decision from
Helsinki in 1999 to start the negotiation process Romania’s integration in the
EU in 2007, was the starting point of the changamied on in the public
institutions’ management system. Thus the effootsatcelerate the economic,
social and political convergence to the EU striegurecame indispensable through
the transfer of the ,acquis communitaire” into theernal legislation, and also by
implementing these legal measures.

This interval is characterized by a cash basis wtiing system with
incipient elements specific to accrual accountifigese elements were imposed as
a result of the Ministry of Public Finance’s obliiga to restructure the budgetary
accounting by supplementing the cash flow accogntiith accrual accounting
(e.g. the reevaluation and amortization of the jeulbkstitution’s assets, setting up
impairments and other elements that define ace@iunting).

SWOT analysis ultimately highlights the advantagesadvantages,
opportunities and threats of the public accounsiggsfem between 2002 and 2005,
according to Figure 1 “Strengths and WeaknessdheofTwo Public Accounting
Systems 2002-2005" and Figure 2 “Opportunities &hdeats of the Two Public
Accounting Systems 2002-2005", herein.

3.4. SWOT analysis of the public accounting systestween 2006 and
present day

In the context of ample transformations, a serfasternational publications
like General Trade and Accounting or Bulletin ofcAantants analyzed the post
communist evolution of Romanian accounting, showirggsignificant moments of
its transformation within the international andioaél context of their yielding.
Calu D. (2005) defines this matter as the stapioigt of the Romanian accounting
system’s openness towards the international realitye completion of these
transformations sighted the reach of the Europeanumting system’s level, based
especially on accrual accounting having as a stipperinternational Public Sectors
Accounting Standards (IPSAS). Implementing the sandards implied simplifying the
processes, increasing the productivity level antedsing the operational costs.

This period highlights the accrual accounting systdgth its features specific
to public institutions (e.g. maintaining the budgetdering account whose content
keeps elements specific to cash accoungimgwing paid expenses and cashed incomes).

SWOT analysis ultimately highlights the advantageéssadvantages,
opportunities and threats of the public accounsipgtem from 2006 until present,
according to Figure 3 “Strengths and WeaknessdheofTwo Public Accounting
Systems 2006-Preset” and Figure 4 “Opportunities Bmreats of the Two Public
Accounting Systems 2006-Present”, herein.
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4. CONCLUSIONS

Basically, the SWOT is an acronym for the strengthweaknesses,
opportunities and threats for a public institufEse strengths, weaknesses are the
resource advantage and the inadequacy or paudpectvely in one or more
resources relative to competitors. The opportuniied threats are respectively
complimentary and adverse or impeding circumstanmtdle institute’s external
environment. The SWOT analysis is considered druatared approach that helps
strategists to systematically analyze the issuas ey affect the fulfillment of
their vision, mission, goals and objectives. Ineottvords, the SWOT analysis is a
convenient and concise way to assess past, presehfuture data to identify
internal strengths, and weaknesses and exterrgtthand opportunities. (Pearce Il
and Robinson Jr. (2000), Rabin et al (2000), Mdamiand Tampore (2000)).

The comparative analysis of the two periods showet the analyzed
elements focused on identifying the two accountBygtems specific to the
analyzed time periods (cash basis versus accrusb)paegulatory accounting
aspects along with the influence of the InternaioRublic Sector Accounting
Standards (IPSAS) which started to the known anplémented in 2002 once
Romania’s pre-adherence agreement with the Eurdgeam was signed.

We wish to make use of this SWOT analysis in futwsearch as we are
looking forward to study the possibility of implentang the Balanced Score Card
concept in the Romanian Universities. This is a m@mcept for the Romanian
public university system and we consider that it tuing a significant qualitative
increase.

Romanian state universities are being transformedenand more into
entrepreneurial companies, in which the curreniriass range is mainly linked to
the teaching and research areas. In this contexbeleve that the usage of a BSC
system is an important step made in the assistahti®e Bologna reforms. The
BSC instrument should be implemented using all ghoé its dimensions: a
performance measuring system, a strategic managemsgatem and a
communication tool that involves all academic shaltders in a new culture of
raising awareness to strategy and quality. By “ag@d stakeholders” we mean
students (clients of the higher education instig), academic and management
staff, institutional leaders and the public comntyni

In this sense, the 9 steps for success methodaldgpe used. The first
step in developing a performance system BSC wilih aat: leading an
organizational assessment (usually through a SW@alysis), defining the
strategic themes, choosing the perspectives andbliessting the objectives,
developing a strategic map of the University, definthe performance indicators,
developing the initiatives. The second step ofBB€ implementation will aim at:
gathering and communicating information related performance, using the
scorecard information in order to assess and imgp&arformance.
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THE NATIONAL AND THE EUROPEAN UNION BUSINESS
ENVIRONMENT IN THE CONTEXT OF THE KNOWLEDGE-
BASED ECONOMY

ALINA HAGIU', EMILIA CLIPICI?

ABSTRACT. The paper supposes a systematic research anddgmatic guidelines
in addressing the competitive environment (naticad European) in which are
operating Romanian companies, because their gcis/iheavily influenced by the
business environment and determined by the faofdtsThe business environment is
characterized by a special dynamic, due to chatigegsoccur within it, especially
under the impact of scientific and technical retioluthat has brought to the fore the
knowledge as essential element of achieving adoghpetitiveness. We tried to argue
the need for a strategic analysis of business @mwient in the context of the
knowledge-based economy, we made an analysis mntwstatus of the Romanian
business environment compared to the other Eurdgeizm member states following
several criteria established at the beginning ef dhalysis, and finally. We have
outlined several measures that should be implemi¢nteontribute to the stability and
to improving the Romanian business environmenténaictual conditions. At the end
of the paper we also realized a short analisyhe@Romaniana economy position in
the international rankings.

Keywords: competition, competitiveness, business environrkantvledge economy.

Introduction

The European and global context requires Romanga rtbcessity to
improve the competitiveness of the economy. Itédl known that the competitive
advantage of an economy no longer relies on predurcservices, on the presence
of natural resources or geographical or historipakuliarities. Competitive
advantage is created today through innovation, figkilled labor force and
extensive use of knowledge, in other words throadgtnowledge-Based Economy
(Knowledge Economy).

Romanian economy is still largely in the industreta, promoter of
products and services that today are hard to campeinternational markets and,
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2 Ph.D. Lecturer, University of Pitesti, Faculty BEonomic Sciences, Department of Economic
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increasingly, on the internal market. It is vitallie understood by all stakeholders
the need to act urgently to boost the developméknhowledge-based industries,
and to eliminate disparities between European cmsthrough the effort of
innovation, using new information and communicatiechnologies and increasing
public education on new economy.

Stimulation of the emerging of the knowledge-basswdnomy in our
country is the primary means to ensure an adjustofdmow the national economy
will compete on global markets, where world pricésndustrial and agricultural
classic products will continue to decline. This liep the need for a dynamic
equilibrium between international competition basmad costs (lower wages,
economic incentives, products and services to laluesadded, based on existing
natural resources) and the knowledge-based oné-ghkifjed labor, research and
innovation design, products and services with lsidtied value).

The increasing of complexity and the increasing tbé business
environment variability in general and of the imt&tional business environment in
particular, were key issues of awareness of sicafggblematic of the international
competitiveness of firms and of intensifying effotb resolve the many and various
aspects of it.

Materials and methods

In this paper we will try to analyze the situatioihthe Romanian business
environment, based on information provided by therM/Bank’s Doing Business
Report, The National Commission of Prognosis, Netionstitute of Statistics,
National Bank of Romania, European Commission, WdEconomic Forum,
Heritage Foundation Report EBRD - Transition Re0R8, etc.

The analysis will take into account several critecbnsidered essential,
without claiming that we caught all aspects affagtihe business environment.
This analysis is only a starting point for futuesearch.

We want to clear from the starts that in the strehlized at the level of the
EU member states were not included Malta and Cyjortise absence of sufficient
information.

We will also realize at the end of the paper atshoalysis of Romania’s
competitive position in international rankings k@sen information from:
International Institute for Management in Switzada World Bank, the World
Economic Forum, etc.

The current state of Romanian competitive environment compared to
the European Union member statesone

Starting a business

When an entrepreneur draws up a business plan emésvto establish a
company, the first obstacles that faces are theepiares to register a new firm.
Each country has its own procedures to be follofardthe establishment of a
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society. In some countries the process is simptk atessible, but in others the
procedures are so difficult that entrepreneurs haveibe officials to speed up the
process or may decide to run their business inftlyma

Romanian business environment ranks 47 in the w@ddnpared with last
year, has not advanced any position, but has roedsed, is shown in the Doing
Business report in 2009, developed by the WorldkBahis is not surprising if we
consider that the reforms were a little off aftér &ccession.

World Bank analysts have identified that there w288 reforms worldwide
last year, which enabled business to be carrie@asier and other 26 - who put the
smoke bete entrepreneurs.

Romania can brag with a single reform that hasguaitive influences on
business: was simplified the procedure for impletingn judicial decisions,
eliminating the need to issue an order to exedwtedecision. This shortened the
waiting period with one month, from 120 days tod2(ys.

On top ranking, at the global level, during thetghasee years, Singapore,
thanks to the "friendly" environmental for businassl labor law. There fees are small,
may be paid quickly, and generally, the technolegapplied in any field. A new
company can be launched in a few days due to irepremts made to the electronic
service business in Singapore. The smallest coumt§outheast Asia continues to
have the best laws in the world to encourage ime&st and to protect borrowers.

At EU level, in the first place is Denmark, whosm®omy is the only in
the world which allow total free start of a busiseslowever, contractors must
demonstrate they have sufficient capital in thekb&egistration lasts six days and
requires only four procedures.

With relatively strong laws for creditors and fbose who take loans, with
legislation that facilitates hiring and firing wans, Denmark is the second
consecutive year among the most suitable courfoiasitiating a business.

Danish reforms of 2007 and 2008 included a redoatiocorporation tax,
which dropped from 28% to 25%. However, to registgroperty last rather long,
on average 42 days. The six procedures requiragdtd be processed.

The EU countries that rank the leading places ia thassification are:
Denmark (5), Britain (6), Ireland (7), Finland (148weden (17), Belgium (19),
Estonia (22) Germany (25), Netherlands (26), Aast?7), Lithuania (28), Latvia
(29), France (31), Slovakia (36), Hungary (41), dawla (45), Romania (47)
Portugal (48), Spain (49), Luxembourg (50). Theingatfollows indicators
regarding time and cost to meet government contitifor the establishment,
operation, trade, taxation and closure of comparitess not like pointing the
macroeconomic policy, quality of infrastructure,tional currency instability,
investor perceptions or crime rates.
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General ranking on deing business in the European Union
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Figureno.l. General ranking on doing business in the Europe@arl

Source: realized by the author based on the dates the Doing Business Report, 2009.

From thenumber of procedures necessary for setting up gpemypoint
of view, Romania is ranked 5, with a number of 6gedures, along with Italy,
Luxembourg, Netherlands, Great Britain, Portugal &ovakia. Worldwide, are
best classified New Zealand and the EU - Belgium.

As regards, theninimum capital for starting a busineseported to the
situation in the European Union, Romania is rarfieéxdly well prior to being only:
UK, Ireland and France.
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Figureno.2. Ranking on starting a business in the Europeanrunio
Source: realized by the author based on the dates the Doing Business Report, 2009

Registering property

Titles of ownership, promote the transfer of prdiesy encourage
investment and allow entrepreneurs to access lmmis! In developing countries,
many properties are not recorded officially. Margvgrnments have recognized
this and began intensive processes for the possedsit bringing assets into the
formal sector is only a part of the story. The mdiféicult and more costly is the
process of actually transferring ownership from fimancial point of view, the
greater are the chance that formal titles to becarfmal again. Eliminating
unnecessary obstacles to registering and transfemproperty is an important
element for economic development.

"The number of procedures necessary for registratioa property criteria,
is placing Romania on 8 place, alongside with Buggaluxembourg and Italy.
Around the world, the best is ranked Norway anc&tipean Union - Sweden.
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As regardsthe time required to record propertiRomania is not ranked
very well (83 days), in its wake the only: Frandé&3 days), Czech Republic (123
days), Belgium (132 days), Poland ( 191 days) dode®ia (391 days).

On top ranking, the world is New Zealand with o@ydays and in the
European Union - Sweden, with the 2 days neededrtduct this process.
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Figureno.3. Registering a property at the European Union level

Source: realized by the author based on the dates the Doing Business Report, 2009

Regarding thecost of property registratioms a percentage of value, we
see that our country is about halfway ranking weitity 2.4%. Arabia Saudi is the
best in the world (0%), while in Europe on the fmsitions are placed: Slovakia
(0.1%), Estonia (0.4%), Poland (0.5%), Lithuania5¢0), etc. At the end of
classification is: Ireland (9.6%), Luxembourg (1%)3 Hungary (11%) and
Belgium (12.7%).

At the chapter,the intensity of legal rightsRomania is ranked quite well,
being quoted with 8 grade, the maximum being 1&GoAthe 8 grade received
Bulgaria, Poland and Ireland.

124



THE NATIONAL AND THE EUROPEAN UNION BUSINESS ENVIR@MENT IN THE CONTEXT OF ...

At the European Union level, no country has reakitlee 10 grade. In

contrast with 9, were noted: Slovenia, Latvia, G&dtain and Denmark.

Protecting investments

Companies mobilize capital either by recourse bark loan or by attracting

investors. Selling shares allows companies to ekpathout the need to repay bank
loans and provide collateral. Investors are thipkabout the safety of their funds and
seek laws to protect them. Studies show that imesdt decision is based 73% on the
presence of a stable legal framework, to proteetsiors, and only 27% on the company
characteristics. Effective protection of minoribaseholders is associated with larger and

more active markets. Thus both governments and aoie® are interested in
consolidating reforms regarding "investor protettio
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Figureno.4. Protecting investors at the European Union level

Source: realized by the author based on the dates the Doing Business Report, 2009
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Romania received foipyotecting investors'note 6, but the ranking is better
than many EU member countries. Romania has obtaamethdex of investors
protection of 6 from 10, which was higher than tblatained from France, Greece,
Germany, Hungary, Netherlands, Spain, Sweden, 8ratzd or Italy, as the World
Bank report shows. On top ranking is, at the wialebl- New Zealand (9.7), and at
the European Union level - Ireland (8.3). On theagite side, is ranked: Slovakia
(4.7), Netherlands (4.7), Hungary (4.7), Luxembddt8), Austria (4) and Greece (3).

In 2008, the volume of foreign direct investmentRomania reached 9.024
million, registering a 24.4% increase from the jmes year (7,250 million). Considering
the period 1990-2008, the volume of FDI attractgdRkbmania last year is close to the
peak reached in 2006, with only 36 million lesatiize value recorded then, 9.060
million. In addition, in 2006, in addition to BCRriypatization, foreign direct
investment reached 6.900 million, therefore itiified that 2008 can be considered an
exceptional year in attracting foreign direct steeent in the Romanian economy.

The structure of FDI in 2008 was as follows:

» Shares in the capital - 2767 (30.7%)

* Reinvested profit: 1756 (19.4%)

« Intra-group credits: 4501 (49.9%).

In 2008 foreign direct investments have financepraximately 53.5% of
the current account deficit, compared to 43.5%\aat.

In addition, in December 2008, Romania registemnednarease of 20.5%
of the monthly flow of FDI (593 million), comparewuith the previous month (EUR
492 million), despite the economic crisis and thxpegience of previous years
which forecast a monthly FDI flow to the lower enfithe year.

Payment of fees

Taxes have a major role. Without them there wouddno money to
provide public services to the community, essensiatvices for the proper
functioning of the economy. But, especially for S§/hey can choose to operate
in the informal sector. One way to improve the lefytaxes is to simplify the
process of paying taxes for such businesses.

Efficient tax systems tend to have less complexdgines. Duties payers in
such economies, often get more from taxes. Simplafi procedures, fast moderate
fees, cheap administration, makes the taxes paylesntostly for businesses and the
collection of more tax revenue and in better cémulit by the public administrations.
Burdensome tax regimes incentive schemes to cirentypaying taxes.

The worst aspect of the local business environneetihe tax payments
Here, Romania ranks 146 place in the world, froth df8savings taken into account.

The situation is caused by bureaucracy and the langnber of charges. A
Romanian company loses 202 hours per year to coenfadiams related to payment
of taxes, compared to 183 hours as the average Q&€& Bber countries.

The trend globally is to introduce electronic fortosfacilitate payment of
taxes. In this way, companies can send throughctde-financial information,
without having to interact with civil servants.
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Another disadvantage of our tax system is that @onigs are forced to
make an average of 113 payments during a yearafgng taxes, holding the world
record, according to the World Bank.

Among the best performing countries in this regarihcluded Sweden,
where companies make only 2 payments per yearabar Also in Norway is
necessary only 4 payments, and in Latvia - 7. IlCOEcountries, the average
number of payments is 13 per year, ten times hess in our country.

As regards thé&me required for paymermtf these feefRomania is situated
approximately at the halfway of the classificatig®®2 hours/year), followed by
Greece (224 hoursl/year), Spain (234 hours/yeax)e8la (260 hours/year), etc.

At the top of the ranking is Luxembourg with onl§ Bours/year, and at its
end - Bulgaria (616 hours/year) and the Czech Rep(#80 hours/year).

All around the middle ranking is Romania as regdfus tax rateas a
percentage of profits (40%). The lowest rate igsteged in Luxembourg (21%),
and the largest in Italy (73.3%).
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Figureno.5. Paying taxes at the European Union Level
Source: realized by the author based on the detes the Doing Business Report, 2009
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In Romania, despite the economic growth in themegears, the share of
budgetary revenues in GDP stalled around 32% whéeshare of public spending
has increased significantly.

Figureno.6. Incomes and expensesreported to GDP
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Source: realized by the author based on the dates National Bank of Romania
and the National Institute of Statistics

Economy taxation is weak and there are still aiigigiwhich take place
outside the market, in households or on the blaakket. High economic growth
during 2005-2008 was accompanied by an increadieeimctivities of unobserved
economy and the expansion of tax evasion. The shfatenoticed economy in
GDP increased from 14.5% in 2004 to over 21% in&@Bross value added in
nominal terms in unobserved economy has triplethé period 2005-2008. The
labor on the black market is the most important pathe unnoticed economy. In
the first 9 months of 2008 working on the black kearepresented 50.8% of the
unobserved economy. Tax evasion from payment of WAZ008 reached almost
24 billion from 7.4 billion in 2004.
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Tableno.1.
Revenuesin the economy - 2008
Indicators Value % in total %
(' mil. lei) From
GDP

GDP 513.175
Total incomes, from whiclh 58.116 100,0% 11,3
din:
Black labor 29.556 50,9% 5,8
Tax evasion at VAD 23.815 41,0% 4.6
Informal sector 4.745 8,1% 0,9

Source: Calculations based on data CNP INS

The progress of taxation can be record only img loerspective:

- Potential budgetary revenue from taxation of uiwed economy is about
11% of GDP (income tax, social security contribo§@nd VAT).

- The potential revenue according to the unnotemhomy for 2008 would is
approximately 58 billion, of which 29 billion frotaxation of undeclared work.

But tax evasion in VAT in 2008 represented aboutd%DP.

Closing a business

The economic crisis from 90 years 'in emerging toes, has generated
concerns about the design of bankruptcy systemstlagid ability to reorganize
viable companies and close the non-viable. In amstwhere bankruptcy is
inefficient, unviable businesses "live" for yearstaining assets and human capital
reallocation to more productive purposes. Consitlerdicators identify weaknesses
in the bankruptcy law, as the main procedural ahdiaistrative bottlenecks in the
bankruptcy process.

In many developing countries, bankruptcy is sofioieint that the parties
almost don’t use it. In such countries, reform wvdollave to be focused on
improving contract enforcement outside bankrupttpankruptcy law is not well
established, this may be a strong deterrent tosinvent. If on the contrary it is
very well regulated, this may encourage investbreedom to fail and to do so
through an efficient process makes the people apitat to be used in the most
efficient way possible. The result is a more prdidecbusiness and more jobs.

In Romania, specific legal rules of bankruptcy aare are found in Law
no. 85/2006 on insolvency proceedings, publishe®fiicial Gazette no. 359 in
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21.04. 2006, and Romania's Government Emergencin&rcke no. 86/2006 on the
organization of insolvency practitioners in the topublished in the Official
Gazette no. 944 of 22.11.2007.

The procedure involves the liquidation of a meetifigreditors, which is
chaired and convened, whenever necessary, by diggry, or, as appropriate, by
the liquidator, if the law or syndic judge providatherwise.

Getting a loan

Companies are constantly declaring that accesgdditcis one of the
biggest obstacles to their development and effedtimctioning.

To achieve ranking in this regard have been takdn account the
following indicators:

- legal right to obtain a credit or legal right exd- reflects the degree to
which the bankruptcy laws or collateral protects tights of debtors and creditors,
and facilitates the loan;

- index of "information depth on credit” - reflectise extent to which an
information system facilitate lending of credit,sed on the purpose of the
information distributed, the ease of access torimédion and quality information;

- public registry coverage - reports the numbeinalividuals and firms
covered by a public credit registry as a percentddlee adult population;

- coverage of public office - reports the numberiradividuals and firms
covered by a private credit bureau as a percemtftpe adult population;

The easiest loans are granted in Malaysia, Chind &outh Africa.
Bulgaria ranks 6 in the world, and the United S$tatposition 10.

Countries are ranked according to the legal right®rrowers and banks, the
accessibility and quality of information provideg bredit. The study shows that
improving these aspects lead to increased lendarks and taking more risks.

In addition, the existence of a credit bureau mabkad rate to decline.
Banks customers become more concerned to avoidrari@s they will be reflected
in credit history, what the future will make accéssiew loans.

Romanian economy position in international rankings

Competitiveness can be quantified though thereoigrecise theory of
rules for determining the economic performance atioms. Are growth rates of
production, exports or employment appropriate tisteyg resources? In what
measure local firms are innovative? Workers arécsently skilled? Is industrial
infrastructure consistent with the needs of the reanomy? In which measure the
economy takes part to the know-how flows? Thesestipres can be answered
through a comparative analysis, in which the tefroconparison is the best result
achieved (best practice).
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Figureno.7. Getting a credit T the European Union level

Source: realized by the author based on the dates the Doing Business Report, 2009

There are a variety of indicators used by authdrimstitutions which have
dedicated assessment of competitiveness, sucheamtirnational Institute for
Management in Switzerland, World Bank, the Worldimmic Forum, etc. But
these indicators differ from one institution to #rer, whereas many factors taken
into account are subjective. However, if we aredmpete in the global market, we
must take account of these indicators and to tpkeopriate decisions.

Following we will present only a part of them.

The World Economic Forum in its report on globalngetitiveness
(Global Competitiveness Report), using the indexlleda the Global
Competitiveness Index.

Global competitiveness index is a composite ofdtZiadicators. Some of
them are obtained through survey among managen& ace produced by processing
of statistical data.

Through this indicator, on international level, tmeost competitive
economies in the world are USA, Switzerland and rb@ik. The recent financial
crisis in the U.S. and the Denmark entrance int@gsion raises major problems
even for the most competitive economies in the avorl

As regards Romania:
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- According to the index of global competitiveneBemania was ranked
68 of 131 countries in a slow growth from the siteupied by a 74 year ago. After
the score obtained on a scale from 1 (worst) ttéest), Romania recorded 4.1
points, 4.0 points from last year. But Romania resm#éhe EU country penultimate
in terms of competitiveness, only outrunning Buigdwhich was ranked 76).

- For the first time since Romania is in this régémom 2001), the biggest
problem for business in Romania is policy inst&pilA year ago the instability of
public of public policies was mentioned only 7 rar&mong the obstacles to the
business environment. In 2008, the barriers areldtiel of taxation (12.8%), the
complexity of tax regulations (11.2%), governmenirdaucracy (10.8%), and
inadequate infrastructure (9.7%).

- Romania ranks 76 to macroeconomic stability ingseight places
outrunning Portugal. However, a number of indicatbave deteriorated, such as
savings rate - the 104 place, down three placesbtiiget deficit - the 98 place,
down 16 places, the rate of inflation - instea®®f falling 26 places.

- Romania ranks 105 to infrastructure - down fiesipons, being the last
place among countries in the EU. To the chapteguaflity of roads, Romania is
ranked 126 of 131 countries. How is nevertheleBidit to argue that Romania is
ranked after countries as Zimbabwe (88 place) amtifa Faso (place 104), more
relevant comparison is the comparison with othelopean countries. Germany and
France are on the first two places, Hungary oB&ifjaria on 95, and Poland on 96.

- Romania is ranked 124 in the transparency of ipymblicies, 113 in
favoritism in government decisions, and 111 to wast public money - which
confirms that the way in which policies are madeéljguis the biggest competitive
disadvantage of Romania today.

- Romania has made progress in technological itmlisaparticularly as
the number of internet users (instead of 23, rig8glaces) and mobile (place 50),
and some progress in private spending on reseiustiedd of 74, up 15 places) and
the intensity of local competition (instead of 8p,4 places).

- Romania has made significant regression in therlanarket indicators,
especially with regard to wage flexibility policinétead of 81, down 44 places),
redundancy costs (instead of 14, falling 9 seats)) the link between wages and
productivity (instead 72, down 13 places).

The level of economic development explains sigaificand positive the
effectiveness of competition systems, but losttagélevance as countries have
experienced greater competition law. In other woithe institutional learning
curve supreme long before the GDP per capita. fiitag explain the ranking of
Romanian competition effectiveness after many bsgeloped countries, except
Indonesia (first law of competition is in 1999) rdan (2000), Morocco (2000) or
Barbados (2003). Intuitively, it seems reasonaféedonclusion that the perceived
level of corruption is higher; the effectivenesscompetition law implementation
is lower. But some tests show otherwise. Interpigteof the two results becomes
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interesting. On the one hand, interest groups laoset which can support the
introduction of competition legislation. On the eth hand, effective
implementation can be impietate by other interestigs. A possible explanation
is, therefore, the idea that competition law is@dmate to the specific interests of
some groups, politicians or firms, and operates asechanism to promote real
competition in a market. The fact is that the cotitipe is not a remedy against
corruption, as sometimes suggested literaturetheuegal reform and, in our case,
the proper functioning of the National Integrity é&wry. The main risk remains that
the greatest competition law to be captured byageihterest groups, as opposed
to the fundamental principle of defending competitand not competitors.

0 235 50 75 100

Market domination level

(=]
LAy

.

[ ]| World average of
market etficency
subindics

oy

Restrictions on the foreign imvestors

B
[}
&

Romaina's place

in the world, 2007

Comnpetitional dostorsions induced
by taxes and subsidys

4;
m—
=
o th =
ENEIE

Antitrust policy eficiency

._.
b
el
A
A
o
-
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Source: realized using statistical dates of Worldofamic Forum: Global
Competitiveness Report, 2007.

Heritage Foundation publishes annual report on @oin freedom index
(essentially, a comparative assessment of the degrgeralization in all national
economies) since 1995.

2009 edition of the publication Economic Freedordeta and evaluate
savings from aggregate regional level, throughloatfive geographical areas.

At European level, the regional index of economéeflom is 66.3% and
Romania ranks 29 (31 in 2007) in all the 41 coestassessed.
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Tableno.2.
Economic Freedom Index for Romania and Europe, 2005 - 2008 - % -
Area Romania Europe
2005 2006 2007 2008 2008
Total medium index 50,8 58,9 61,3 63,2 66,3
Business environment 30,0 74,5 70,9 74,9 76,2
Trade regime 65,4 63,4 74,0 85,8 83,4
Tax policy 80,1 91,7 91,7 87,0 70,2
Budgetary expenses 74,8 74,2 74,9 70,0 47,1
Monetary policy 62,6 66,6 69,7 75,0 77,9
Investments 30,0 50,0 50,0 60,0 64,7
Financial-banking system 50,0 50,0 60,0 50,0 65,1
Property right 30,0 30,0 30,0 35,0 61,3
Corruption 28,0 29,0 30,0 37,0 56,6
Labor force 57,0 59,8 61,4 57,1 60,9

Source: Economic Freedom Index, 2009.

Thus, the overall freedom to lead a business @testness environment) is
estimated at 74.9 points (above the world averdge goints) and is well protected
by regulations in Romania. Also, Romania's tradiécigs are similar to other EU
Member States so that free trade of our countssisnated at 85.8 points (as the
world average is 73.2 points) and the financialtaysis in accordance with
international standards and has been reinforced abyecent reform and
privatizations (assessment for fiscal freedom i fints, and financial freedom
is 50 points, slightly above the world average ®fl4points).
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Figureno. 9. The evolution of Economic Freedom Index accordingéoitage Foundation
forecasting, 1995 - 2007

Source; realized using Heritage Foundations repdridex of Economic Freedom, 1995 - 2007.
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Heritage Foundation economic freedom distributedbaglly on a scale
from 1 to 100, the following assessment groups:

- 0-49, 9: economic repression;

- 50-59, 9: economic environment largely restricted

- 60 - 69.9: moderate economic freedom;

- 70 - 79.9: economic environment largely free;

- 80 - 100: free economic environment.

Comparability in the long term is so vitiated by fincrease in the number
of countries included in the sample and the inclussince 2007 of the 10th sub
indice work of freedom. During 1995 - 2006 were gteed only 9 sub indices of
economic freedom.
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Figureno. 10. The evolution of competition policy index, accordilgeBRD forecasting
1989 — 2006

Source: realized using EBRD, Transition Reports, 1:92807.

In terms of freedom of investment, Romania has @esof 60 points,
above the world average of 48.8 points.

Romania stands but not too good with budgetary msge (47.1 points)
and especially to the three chapters on freedowark (where Romania has a
score of 57.1 points below the average of 61.3tgpithe enforcement of property and
corruption (it is mentioned in particular corrujtim justice and administration).

Moreover, in conjunction with analysis of all thdast chapters, Heritage
Foundation experts stress that the judiciary in & remains vulnerable to
corruption and inefficiency.

Romanian business environment ranks 47 in the w@ddnpared with last
year, has not advanced any position, but has noedsed, shown in the Doing
Business report in 2009, developed by the WorldkBahis is not surprising if we
consider that the reforms were a little off aftér &ccession.
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Anticrisismeasuresfor the Romanian business environment

In the specialists’ opinion, the crisis, which w#ds beginning of a
financial nature, then became one of "liquidity azahfidence." Because of the
lack of liquidity has increased more system cauéind led to a drastic reduction of
credit. Hence, a strong reduction of the work aritimately, a major reduction in
consumption, with all consequences on the entiem@nic system, and reducing
demand, production, closure of economic activitgl aacial instability associated

We grouped these measures into two categories:oggonand social
measures.

The economic measures include:

- use of state aid to the maximum possible in ataoce with the measures
taken by the EU to be implemented urgently anddmRnia;

- establish road routes for infrastructure workséocarried out in 2009
and which have secured financing and expropriatiithin 30 days of land for
these works;

- cancellation of tax on gains and reinvested dinitk;

- immediate pay of the debt that the state hakddtisiness;

- free issue free for a year, of all notices reegiiproductive investments;

- support the two state banks - Eximbank and CE@kBato play an
important role in boosting economic activity;

- also, in conjunction with this measure: estahish counter-guarantee loans
to SMEs fund, and the ERC, the funding, not ondydbunter-guarantee for SMEs.

- WATT payment to be made on receipt of invoices iaot the date of issue;

- ensure a reasonable interest rate for mortgage &pplication and a
system whereby, in the event of payment incapattity beneficiary to pay rent for
that space, following that the credit payment ésume when the financial position
will allow;

- purchase of consumer goods for the state onty Rmmanian producers;

The social measures include:

- non-taxation of allowances paid by the employat sent employees on
technically unemployed for a cumulative periodloke months;

- maintain the 2% social security contributions odetory funds
transferred to the privately managed pension;

- 75% of fees and taxes paid by employers for nalve jto be created to
remain one or two years to the local administratidispositions, in a fund designated
exclusively for carrying out works of public intsterequired by the business;

- providing once an amount of 1.000-1.500 eurostte acceptance of a
job in an area lacking;

- providing a cash compensation of persons whopa¢ob at a distance
of 300 miles of place of residence and are comthitbe minimum one yeatr,

- financial support of Euro 1000 after a year dhdty;

136



THE NATIONAL AND THE EUROPEAN UNION BUSINESS ENVIR@MENT IN THE CONTEXT OF ...

- exemption from social contributions and income tar a period of 4
months, employers employing unemployed;

- providing free transport for people in rural aeeorking in cities located
at a distance greater than 20 kilometers from theepof residence;

- organizing training courses in trades in pooarareas, financed by the
state;

- reorganization of vocational education - the atsl trades, for the
qualification of workers, the craftsmen and tectlaris;

- stimulate the involvement of the business envirent in the training of
pupils and students and their preparation for eympént during school studies,
university and postgraduate, in order to increagegration in the labor market on
completion of studies.

Conclusions

At the current level of development of the Romaréaonomy, the urgent
need for urgent structural reforms tend to needshtadow subtle, but equally
important to innovation. While the EU is concerradzbut social cohesion, for job
creation and prioritization of research and develept, these measures seem less
applicable to Romania, where restructuring (inaligdeliminating jobs), limiting
salary expenditure, controlling inflation and impireg primary business
environment (including the aggregate of paymens)apriority. While integration
in the single market without a functioning markebeomy is not possible, failure
to focus sufficient preparation capacity to managepetitive pressures may harm
the country's position. On long-term, decisive ruees in research-development-
innovation (RDI) may be the key to reconciling thw sets of objectives.

Competitiveness is in a large measure a mattettinige, of mentality.
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THE IMPACT OF THE GLOBAL FINANCIAL CRISIS ON
CHINA'S TOURISM

MELINDA PLE SCAN', MARIUS GAVRILETEA *?

ABSTRACT. Statistics from the China National Tourism Admirasion show
that China's inbound tourism declined overall inukay this year due to the global
financial crisis. It is understood that affectedthg global economic depression,
China's inbound, outbound and domestic travel markee all in a weak state this
year. China’s tourism industry experienced a hark tin 2008 due to natural
disasters and the global financial crisis. Lookihgad, the structural adjustment
will probably show up in market demand of this yeabound tourism might
shrink, while travel agencies focusing on inboumarism, hotels and scenic spots
that mainly depend on inbound tourists will haverdposition the market and to
develop new products.

Keywords: financial crisis, China, Travel and Tourism Indystr

1. INTRODUCTION

The year 2008 has been a difficult one for the &rav Tourism (T&T)
sector. High oil prices through the summer of 20di&inished tourism demand
due to the international economic crisis, and core@bout terrorism have raised
many challenges for the industry. Yet, despite éhéifficulties, the T&T sector
remains a critical one for the world economy, stificounting for a significant
share of global gross domestic product and emplaymand providing an
important opportunity for developing countries tova up the value chain toward
the production of higher value-added services.

For the past four years, the World Economic Forums kBngaged key
industry and thought leaders through its Aviatidmavel & Tourism Industry
Partnership Program to carry out an in-depth aimtysthe T&T competitiveness
of economies around the world. The aim of the Tr&&€ourism Competitiveness
Index (TTCI), which covers 133 economies in 2082pi provide a comprehensive
strategic tool for measuring “the factors and pe#icthat make it attractive to
develop the T&T sector in different countri€’s.”

! Melinda Plgcan — Teaching Assist. at BagbBolyai University, Faculty of Business Cluj Nappca
melinda.plescan@tbs.ubbcluj.ro
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2. MATERIAL AND METHODS

The TTCI aims to measutbe factors and policies that make it attractive
to develop the T&T sector in different countries. It is based on three broad
categories of variables that facilitate or drive TT8&competitiveness. These
categories are summarized into the three subindexée Index:

- the T&T regulatory framework subindex;

- the T&T business environment and infrastructurtgrsdex;

- the T&T human, cultural, and natural resourcdsreiex.

The data comprise the responses to the World Ecendforum’s
Executive Opinion Survey conducted in early 200d 2008 and range from 1 to 7.
The hard data indicators used in the TTCI are ntizedto a 1-to-7 scale.

3. RESULTS AND DISCUSSIONS
When discussing the case of Asia Pacific, Chiaaked 10th regionally,
has seen the largest rank improvement of all casmin 2007-2008, moving up by

a remarkable 15 places to 47th overall.

Travel & Tourism Competitiveness Index: Asia Pacific
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Figure 1. Travel & Tourism Competitiveness Index 2009: Asiaiffa

Source: United Nations World Tourism Organization
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China has been building on a number of clear sthengf is ranked 7th for
its natural resources, with many World Heritageursdt sites and fauna that is
among the richest in the world. It is ranked 15th ifs cultural resources, with
many World Heritage cultural sites, many intern@dilofairs and exhibitions held in
the country, and creative industries that are passed.

Moreover, the country is ranked 20th in price cofitipeness and 28th for
the overall prioritization of the sector. In additj China has a relatively good air
transport infrastructure (ranked 34th).

Internaticnal tourist arrivals (thousands), 2007................ 54,720
Internaticnal tourism receipts (USE millions), 2007 ... 37,233
0,000
50,000 | == International tourist arrivals
| [thouzands)
40,000
' | == International taurizm receipts
30,000 | [UEE millians)
20,000 |

196 19R6 1997 1998 1880 2000 001 2007 2003 A4 2005 06 07

Figure 2. International tourist arrivals in China, 2007

Source: United Nations World Tourism Organization

However, there are some weaknesses pulling thetgtaimanking down.
China has a policy environment that is not condecior T&T development
(ranked 87th), with strong foreign ownership resions and visa requirements for
most visitors. Furthermore, policies related toiemmental sustainability get low
marks (105th).

There are also some safety and security concefiiigh(llas well as issues
related to health and hygiene (91st). These aree duith access to improved
sanitation and drinking water that is low by in@ional standards. Ground
transport infrastructure gets middling marks (55d1d its tourism infrastructure
remains underdeveloped (ranked 80th), with few lhatems available and few
ATMs, although on a positive note tourism infrasttme has seen a marked
improvement since last year.

141



MELINDA PLESCAN, MARIUS GAVRILETEA

Travel & Tourism Competitiveness Index : Asia Pacific
3 Years Evolution
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Figure 3. Travel & Tourism Competitiveness Index: Asia Pacii8 years evolution

Source: United Nations World Tourism Organization

Since the beginning of 2008, more than 25 airlihese stopped or
suspended operations. In late 2008, China SouthAetimes and China Eastern
Airlines began to ground aircraft and cut flightechuse of concerns that the
slumping domestic air travel market would not resrogquickly’

At the end of November 2008 representatives froenhtbspitality industry
and Cornell faculty members met to discuss thedsesf the lodging industry in
2009 and agreed of the following:

 Hotel prices will decline by over 25 percent lretshort term as a result
of the increased cost of debt capital and sloweustry growth.

« Owners and operators will likely increase theiogeration in order to get
through what everyone knows will be a very diffiqoriod

4 Air Transport World Online, http://www.atwonlinem
® Cornell partners with National Restaurant AssamigtFlorida Restaurant & Lodging Association
on Dean's Leadership Series, http://www.hospitadityorg/index.html
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Industry growth {percent)

Figure 4. Monthly airline industry growth, 2006-2008

Source: Gonzalez, 2008

4. CONSLUSIONS

Statistics from the China National Tourism Admirasion show that
China's inbound tourism declined overall in Janutmig year due to the global
financial crisis.

According to CNTA's data, in January 2009, Chinaeneed 10.3319
million inbound tourists, which was a decrease .dP% compared with the same
period of 2008. Of these 3.9244 million were tagrisvho stayed overnight in
China, down 10.82% over the same period of last. yeaaddition, the countries
inbound tourism income declined by 18.99% and dedpp USD 2,769 billion.

It is understood that affected by the global ecacodepression, China's
inbound, outbound and domestic travel markets lhie a weak state this year.

The China National Tourism Administration (CNTA)shannounced a
number of measures to revive the confidence ofdtiraestic tourism market and
develop the tourism economy.

Data published by the CNTA indicates that in 2088 number of inbound
tourists in China decreased markedly. From Janta§eptember, the number of
inbound tourists in China decreased by 3.53% yeayears.

As a result of the increasing influence of the glofinancial crisis and
taking advantage of its ability to extend its netivthrough its membership of Star
Alliance Air China, one of the largest airline coames in China, plans to reduce
its investment on international routes.

In the second half of 2008, Jiangsu (a provincatkxat along the East coast
of the country) has seen 15 hotel projects, wighaaned investment of more than
CNY4 billion, either cancelled or postponed.
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CNTA will promote a series of major tourism constian projects and
will offer more support to Tibet and Qinghai (a yiree located in the center of
the country) for construction of their tourism @dtructure. Some areas including
Guangdong (a province on the Southern coast ofaJland Zhejiang (an Eastern
coastal province) are to promote national tourismd Beisure plans to encourage
the development of the domestic tourism sector.

The administration will further implement the glébaurism promotion of
the 2010 Shanghai World Expo, and will enhance pt@n in major overseas
source markets — taking the short-haul markets gsiaity and focusing on
keeping the traditional markets in Europe and Aozeri

In 2009, travel agencies should make certain adgris to their products,
which mean they should focus more on domestic swwurand short distance tour
products. The rapid development of independengltrai bring more business volume
and more market space. CNTA is to refund CNYLI®hilin travel quality deposits to
travel agencies around China to help them incithafiecurrent operating capital.

China’s tourism industry experienced a hard time®®8 due to natural
disasters and the global financial crisis. Lookatgead, the structural adjustment
will probably show up in market demand of this yeabound tourism might
shrink, while travel agencies focusing on inboundrism, hotels and scenic spots
that mainly depend on inbound tourists will havergposition the market and to
develop new products.

The China Tourism Academy concluded that 2007 Wwagleveloping year
for China’s tourism market, after the decline oD20and an adjustment in 2009,
the industry will make great progress in 2010.Ueficing factors of 2009 will be
less than 2008. The current downturn is an oppidytuior China’s tourism
industry to make the necessary adjustments to &akentage of the upturn.
Currently the industry is still in its traditiondevelopment model; if new models
don’t come out this year, it will be a poor progpiec 2009.
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