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ARTICLES

EU Foreign Energy Policy — The Vulnerable Part of Energy Union Strategy

MARIANA PAPATULICA
Senior researcher Centre of European Studies
Institute for World Economy
Bucharest
ROMANIA
m.papatulici@yahoo.com

Abstract: Despite the liberalization and harmonization of energy laws started by the European Commission in
the midst of 1990s, EU energy policy has remained traditionally a national problem rather than a common one.
European energy sector remains fragmented, not only because of the technical complexity of energy markets
and geography of Europe, but also due to lack of political initiative at national level to remove obstacles in the
way of integration of national markets into a single market. Despite the technical difficulties associated with
the creation and management of large energy markets, industry experts believe that one can find further
integration solutions for regional convergence and overall price. Lack of premises in this area made that major
decisions of some countries facing the same challenge in this field lead to a further fragmentation of the
market, which lead to the national supremacy over the Community level, at least for this stage. One of the most
vulnerable part of Energy union strategy is the absence of a common external energy policy; being directetly
related to the concept of security of supply, in order to reach its main objectives of diversification of energy
sources and security of transport routes it requires a better system response to the crisis determined by the
unstable international market for fossil energy and a collective energy security approach at EU level.

Key words: European energy union, energy security, external energy policy, source diversification, integrated
energy market.

JEL classification: Q40, Q42, Q43, Q48,04,Q01

1. Introduction

The Energy Union strategy has been conceived as an opportunity and a tool to accelerate the transition
to a low carbon energy system in Europe. The project of the Energy Union is based on an original idea of
Jacques Delors! and Jerzy Buzek? from 2010, and later has been developed upon a political proposal of Jacques
Delors Institute, “Notre Europe”.

According to Aleksandra Gawlikowska-Fyk, head of the energy division at the Polish Institute of
International Affairs (PISM), the idea of the Energy Union was the result of a brainstorming session between
Donald Tusk, former Polish prime-minister and his then-European Affairs Minister, Piotr Serafin, after the
European Council meeting in March 2014. She says that the Tusk proposal was “the voice of Central and
Eastern Europe on security of supply”. It was not meant “to substitute EU policy, but to supplement it with the
long-underestimated energy security issue”. (Beckman, 2015)

So, EU Energy union project emerged as a consequence of an objective reality: a long period of time,
the concept of energy security could not acquire a real strategic and sustainable dimension because of the
different interests of Member States, both internally and in their relations with third-party suppliers. The
European Union cannot fully integrate its economy unless energy was part of that integration. Both the 2007

1 Jacques Delors, three times president of the European Commission
2 Jerzy Buzek, President of the European Parliament (2009-2012).
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Lisbon Treaty and the Energy Union strategy emphasize that solidarity among EU member states is essential
for the European Union to build a common, integrated, and internal energy market.

Energy Union has been designed as a strategy to guide EU energy and climate policy, not as a specific
policy itself. In March 2015, the EU Council endorsed the European Commission’s “Energy Union” strategy
for a comprehensive climate and energy policy as the third of ten overall Commission priorities.(COM
(2015)80)

After the Greek bailout strained the concept of a monetary union, the ongoing migration crisis
weakened the concept of open internal borders, and the Brexit vote now shows that EU membership itself is
fungible, the need for EU solidarity in the energy sector become more important than ever.

The idea is to tear down the physical and regulatory barriers to the free flow of electricity, oil and gas
across the EU countries. Something that in the U.S., but not in the EU, has already been achieved. “Energy is
the missing piece not only of the EU’s internal market but also of the whole European integration,” said Jerzy
Buzek, former Polish prime minister, now an MEP who chairs the European Parliament’s industry and energy
committee.

Getting these objectives isn’t going to be easy. As the broad and relatively uncontroversial idea of an
energy union become more concrete, rising frictions between countries and interest groups have developed.

2. The key dimensions of Energy Union

The EU Energy Union project is based on five pillars (COM (2015)80):

a. Ensuring the security of supply sources for every EU country, because European Union imports
53% of its energy (all sectors combined), leaving it with a high bill despite current low oil prices. ,,Until the
Ukraine crisis, the EU treated superficially the common European energy security issue — with the purpose to
protect and take on challenges - even if formally multiple binding documents were developed in this regard.
The failure of the common foreign policy, especially in the neighborhood of EU Eastern border, which has
radicalized the conflict with Russia until it resorted to annexations, is not likely to support a common energy
policy at least in the medium term, simply because of the energy dependence of many EU countries on third-
party suppliers outside the EU —an issue involving important security concerns”.(Papatulica,2015)

b. Achieving a fully integrated internal market, by improving the flow of electricity and natural gas
throughout Europe and promoting healthy competition among energy suppliers and empowering consumers to
choose their provider freely;

c.Assuring an improved energy efficiency: a lower energy consumption will not only reduce pollution,
but also the EU demand for energy imports.

d. Decarbonising the economy by meeting the target of emissions reduction by 40% until 2030,
compared to levels from 1990. To reach this level, the EU aims to reform the system of emissions trading, the
main tool to combat global climate. The aim is to raise the price of carbon permits that societies should hold to
pollute.

e. Putting a growing accent on research and technological innovation to support advances in low-
carbon technologies and renewing energy infrastructure.

3. Contradictions between Community and National interests

As | have already mentioned, the contradictions between Community interests and the national ones are
feeded by the emergence of inevitable disagreements betrween Member States, as regards the objectives of a
common energy policy. A lot of questions and reasons arise in this view:

-Many are asking why it is necessary to invest in new LNG terminals given that the world market is
now flooded with a surplus of gas and Russian gas is cheaper than liquefied gas supplied to EU from more
remote countries? (Gurzu,2015)

-What sense does for EU to seek to conclude contracts for gas import from Turkmenistan, Azerbaijan,
etc., in a period when it should act to reduce the share of fossil fuels in primary energy mix?

- Spain is well equipped with terminals that can receive large quantities of LNG, but does not have
sufficient interconnections with France to deliver gas (after being re-gasified) to other countries. Therefore
French and Spanish companies have to be involved in the construction of a gas pipeline in order to allow LNG
to cross the rest of Europe.

- Would European Commission be allowed to check out long term gas import contracts of each member
country before concluding them? Central Europe countries, mainly Poland, sustain such a measure while


http://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:12007L/TXT&from=EN
http://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:52015DC0080&from=EN
http://ec.europa.eu/priorities/index_en

Germany does not want that trade secrets of its companies with Russian partner, Gazprom, to be disclosed. In
fact, Germany intends to preserve a preferential relationship with Russia;

- Eastern Europeans do not agree with the EU's desire to boost renewable energies. Green energy does
not create many local jobs as they are found primarily in countries such as Germany or Denmark, who are
owning also the most important companies in this field and the most advanced technologies; (Gurzu, 2015)

- Market integration seems to be politically agreed by some governments, particularly in those
countries with relatively cheap energy sources. But in a market where prices are determined by marginal
technology, integration of local energy markets could lead to a price rise in countries with the lowest marginal
costs of technology;

-Even if the result of the Energy Union is more and better energy supply, the unequal distribution of
gains may deter governments to consider further integration process. This could be the case in France, where
full integration with neighboring countries could lead to an increase in electricity prices, because all
technologies for electricity production have incremental costs higher than those based on nuclear power, which
is prevalent in France.

- Some of the current measures to combat climate change, such as implementation of policies to
support renewable energies have a national character and could contribute to a deeper fragmentation of energy
markets. For example, subsidies for more renewable energy in a given country could increase electricity costs
and could lead to different prices from one country to another, with negative implications for competitiveness
and competition.

- Investment decisions are distorted by the existence of different mechanisms to support renewable
energies and different systems for emission permits allocation within the European permits trading.

All considerations described before are causing numerous doubts as to whether the Energy Union could
eliminate differences between the approach at Community level and national options. This question is also
emphasized by David Buchan, a researcher at the Institute of Energy Studies at Oxford who says "everything
depends on the governance and implementation of energy policy objectives in the Member States" (an issue on
which the Commission document does not provide any detail).(Buchan, 2015)

To assign more space for national policy areas, a mechanism for evaluating and monitoring national
policy developments at EU level will be necessary. This could be further strengthened when assessments "inter
pares" among Member States should be part of the process. In this view it is useful to take "lessons" from other
EU policy areas, e.g. Economic and Monetary Union "European Semester" (Papatulica, Pop, 2015).

4. Key challenges and barriers to the development of an EU common energy
policy

The fulfillment of Energy Union project is hampered by a series of barries/obstacles of legal, techical,
economic and political nature ( Dutton, 2015).

4.1 Legal barrier

The struggle for a “real European energy policy” has been going on for years, without real success.
One of the major obstacles has been of legal nature: it is about the famous energy paragraph (article 194) in
the European Treaty.(Lisbon Treaty, 2007) This stipulates that Union policy on energy “shall aim, in a spirit
of solidarity between Member States, to ensure the functioning of the energy market, the security of energy
supply in the Union, to promote energy efficiency and renewable energy, and the interconnection of energy
networks”, but at the same time preserve the right of each Member State “to determine the conditions for
exploiting and choose the mix of its energy resources and supply”. This last point has made it impossible so far
to come to a truly European energy policy.

“This obstacle, beyond the importance of the objective of a common energy policy reveals, among
other things, a limited conceptualization of the theme because of the inadequate approach at the current level of
knowledge, especially with regard to technical aspects that must make functional an energy union . The pros
and cons in this field contribute either to hide the difficulties of the road map for economic reasons, or are
aiming at giving stronger motivations in the final decision over the community - national report in the energy
policy. If we add the essential connotation of energy in the global economic model and its security dimension,
then we should expect either to a very long journey, or to a paradigm shift. The second variant remained
without purpose until now, and energy security is still a constant national concern and attribution” (Papatulica,
Pop, 2015).


http://europa.eu/eu-law/decision-making/treaties/pdf/consolidated_versions_of_the_treaty_on_european_union_2012/consolidated_versions_of_the_treaty_on_european_union_2012_en.pdf

4.2 Political barriers

1.The energy mix -very different across the member countries- is determined by political decisions that
give the energy security policy guidance of each country. Political decisions are based primarily on geographic
factors, the availability of energy resources in their territory (for instance, coal in Germany and Poland, hydro
energy in Nordic countries and Austria, biomass in Sweden and Finland, nuclear energy in France), access to
third parties deliveries, often "forced" by geographical and technological constraints, and determined by
geopolitical and geostrategic issues (Papatulica, Pop, 2015).

2. Market integration is not politically agreed by all governments, especially in countries that have
relatively cheap energy sources.

3. The external energy policy is the most vulnerable point of EU energy policy. European Commission
has practically delayed an initial proposal to establish a common system for gas import, as some countries in
EU regards it as anticompetitive.

4. Another factor is the position of political parties and environmental ecologist associations who are
concerned about the emphasis put on fossil fuels, despite the rhetoric on "decarburizing” the economy and
promoting clean energy at EU and global level.(Papatulica, 2015)

4.3 Economic and technical barriers

1. Political barriers imply also economic connotations under the impact of lobbying actors from
national markets, often transnational companies with greater financial potential. Protection of indigenous cheap
energy, promotion of national “champions” (i.e. national companies), bilateral inter-governmental agreements
to ensure the security of domestic supply and national particularities of the implementation of some of the
policies on climate change are only some factors that will keep the fragmentation of the European energy
market (Andoura,Vinois, 2015).

2. The lack of convergence of energy prices across the member countries is another important barrier to
a common market for energy. Only a common price for energy would indicate the existence of a common
energy market. Moreover there are no significant signs of convergence of prices, showing limited arbitrage
opportunities between different markets due to lack of interconnections.

3. The technical complexity of the operation and management of energy networks had limited market
development. This explains some trends inherent in the energy markets - mainly in the markets for electricity
and gas - towards a regional fragmentation that has become increasingly inflexible under the influence of
technology, different culture of transmission system operators, reliability of technical and economic
interconnections, infrastructure development on large distances etc. Technically, there is not a single European
grid and there are few interconnectors to bring power or gas from where it is generated to where it is needed.

4. The structure of energy supply (energy mix), national or the EU average, comes to reinforce the
rigidity of approach towards a common energy policy, considerations of technical options and especially
economics of conversion needs and interconnection being also serious obstacles in this transitional stage,
presumably successful towards an Energy Union. At EU level, energy supply consists of 60% oil and gas, 20%
coal, 14% nuclear and 6% hydro, and other renewable energies. Energy mix, however, varies substantially
between EU countries. For example, 40% of France's energy is provided by nuclear power, while the gas is
holding only 15% of primary energy consumption (Andoura, Vinois, 2015).

5. External energy policy- the vulnerable part of the Energy Union

We arrived now at the most vulnerable part of the Energy Union project, extremely important and also
very controversial - the common external energy policy. The problem of “external energy policy" includes
diversification of energy sources and security of transport routes and requires a better system response to the
crisis determined by the unstable international market for fossil energy.

Energy policy is a central point of EU foreign policy. Energy is a supranational archetypal challenge
for Europe, characterized by the power of international market forces, divergent interests and priorities between
Member States, with sometimes contradictory and conflicting objectives of energy policy and physical
infrastructure constraints. Energy is at the same time the source of many disputes that have hampered the EU
attempts to build up strategic relations with its neighbors and strategic energy suppliers - notably Russia.
Moreover, concern over Russia's actions in Ukraine was the catalyst of Energy Union project, which started
with the aim to reduce dependence on Russia and undermine its pressures on Europe. Not only Russian
revisionism was a direct threat to many countries in Eastern and Central Europe, but also the effects of social
and political instability in Syria, Irag or Libya, which continues to be felt throughout Europe, through



successive waves of refugees and immigrants, associated also with terrorist activities and political and social
uncertainty. (Andoura, Vinois, 2015),

The Community energy security policy is still the source of frictions between Member States because
some of them are unwilling to transfer the management of energy security to EU level and often prefer to
engage themselves in independent energy agreements. Faced with these restrictions, the European Commission
tried to promote the idea of a coherent position in relation to non-EU countries exporting energy to Europe.
According to the Commission's view, such an approach would enhance the collective ability of Member States
to address the risks of disruption of energy supplies from key suppliers. However, many times the energy
diplomacy at EU level was fragmented and did not give satisfaction to all Member States.

The most controversial issue is linked to the very "key" this new project that of ensuring a common
mechanism by which the Commission can establish control over gas import contracts from Gazprom,
Russia.“Europe should confront Russia’s monopolistic position with a single European body charged with
buying its gas”(Sefcovic, 2015).

But EU Member Countries have not yet reached a consensus on the establishment of a unified import
system for natural gas, because of important differences between the Western and the Eastern European
countries, the last ones being disadvantaged in concluding fair gas import contracts with Russia. Eastern
Europe countries still depends largely on Russian gas: some pay more, others less, but overall their negotiating
position in relation to Russia is quite poor. In Western Europe, free market principles are much better
represented, these countries enjoying greater flexibility in terms of gas purchases. The aim of the EU is to
merge the interests of all Member States in a unique bargaining, which could provide more favorable contracts
with Russia, set mainly by indexation to the spot prices in the international trading centers, not by indexation to
the crude oil prices.

Such a solution carries some drawbacks, the states of Western Europe being concerned that a unified
acquisition "policy" constitutes an infringement of European competition law. On the other hand, hubs in
Eastern Europe don’t have sufficient liquidity for new investments in reception and storage infrastructure.

The issues of Energy Union and energy security were recently addressed in the strategic review -carried
out by the European External Action Service- of the "Global Strategy of the EU Common Foreign and
Security” that the High Representative, Federica Mogherini presented at the European Council of June
2016.(Mogherini, 2016). In this document, the Energy Union is considered a key framework "to address
energy fragmented markets by coordinating energy policies and new investment in critical infrastructure.”" The
Action Plan proposes extended cooperation in the field of energy, particularly in the gas field, with Central
Asia, Ukraine and other European countries from EU neighborhood, as well as with countries exporting
liquefied natural gas (LNG) to EU.

It also takes into consideration new ways to ensure coherence between EU energy policy and the
objectives of climate and trade policy, namely promoting business opportunities for energy-efficient low-
carbon technologies. In addition, the Action Plan sets a target to improve global energy architecture and
multilateral initiatives, including the G7, G20 and the International Energy Agency (IEA) objectives of
sustainable development. The Foreign Affairs Council of the EU called for specific proposals for EU common
messages on energy diplomacy. This would involve enhanced coordination with the European Investment Bank
(EIB) and European Bank for Reconstruction and Development (EBRD) on financing energy infrastructure in
the Member States and European countries from the neighborhood, as well as through other funds at EU level.

Maro$ Seféovi¢, Commission Vice-President, responsible for Energy Union admitted that a system of
collective acquisition of gas should be voluntary. (Sefcovic, 2015) Instead, a lot of governments in the EU
encourage the development of new gas routes (including North routes, such as North Stream 2 and Southern
routes through the Mediterranean Sea). They are intended to facilitate the flows of Russian gas bypassing
transit countries such as Ukraine and finally to establish new connections between producing countries of
Central Asia and Europe. Although new pipeline routes could reduce exposure to risks from EU transit
countries, they would not immediately change European dependence on Russia. On the contrary they will
increase it. (Gotev, 2016)

They could eventually connect Europe to new supply countries like Iran or Algeria (Italy plans a new
pipeline to bring natural gas from Algeria to Sardinia), but this will take time.

There is also a risk that diversification strategies will create additional challenges in energy security,
given the risk of significant political instability in the new supplier countries. For example, in 2015 there were
more attacks on gas pipelines in Turkey. In Algeria, the decrease in reserves, increasing domestic consumption
of gas and demonstrations against hydraulic fracturing could discourage future investment. Tunisia has some
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investment in clean energy from the EU. However, with increasing terrorist activity in the country, the EU is
now focusing on instability in Tunisia rather than on the country's potential as an energy supplier.

Changes in the global oil market could mean that Saudi Arabia no longer plays the role of swing
producer for balancing the supply-demand ratio as in previous years. This pushes the oil to a more conventional
cycle, similar to that of an usual merchandise, implying greater volatility. The crude oil price fall in more than 2
years was very important, prompting oil companies to reduce investment plans and seek opportunities for
consolidation (e.g. the merger between Royal Dutch Shell and BG Group).

An issue that also affects the oil market outlook is that oil shale production in the United States can be
adjusted relatively quickly in response to changes in demand due to investment-production cycle much shorter
than that for conventional crude oil.

On medium and long term, new technologies such as electric vehicles could lead to a structural change
in energy demand by reducing hydrocarbons share. This could have major implications for oil producers.

There is also a risk that the focus on increasing the security of gas supply would marginalize other
options for managing energy security. It should be noted that within the EU there are limits of politically and
physically available capital and current policy that emphasizes on "gas as a fuel of first choice” - especially in
terms of support from funding sources at EU level - make legitimate concern that this could undermine
alternative opportunities. It is therefore important that the debate on the future of Energy Union considers all
energy options. Policymakers will need to prioritize each option based on its contribution to the objectives of
security, competitiveness and climate. (Simon, 2016).

Increasing US energy independence could reshape its foreign policy in the Middle East. The new US
president will have to confront a region where US interests are changing. This could lead to changes in
relationships with its key allies such as Saudi Arabia, a perspective that would be complicated even further by
Iran’s return on the world oil market.

So far, EU has largely been willing to let to the US to assume the responsibility for the security of
crude oil supply in the Middle East and beyond, a reason why it didn’t developed its own distinct strategy. But
given the fact that US foreign policy may change, it will become increasingly a priority for the EU to consider
developing its own strategy for oil security.

6. Conditions for achieving the main goals of Energy Union

Union Energy will provide a viable European project, with two conditions (Sefcovic, 2016):

a) To be tangible (speeches and statements not followed by any further action will not be sufficient to
address the concerns of citizens and achieving a common political project in energy);

b) To be inclusive and interactive (the energy transition will only be successful if it is based on all
stakeholders working together. In addition to the players already well established in the European system,
citizens and consumers, cities and rural areas, networks, regions, innovators, multipliers, new coalitions and
civil society as a whole must be involved in the future European governance of the Energy Union in a modern
and intelligent manner).

In order to achieve the Energy Union, the European energy policy and legislation must be
reviewed and completed within a relatively short time. Formulating a common EU energy policy is a
pressing challenge in terms of perceiving it as a threat to national sovereignty. Indeed, the formulation is
considered by EU Member States as a loss of national competence in favor of supranational level. Therefore,
and for the time being the energy integration seems to remain rather an intergovernmental matter in the absence
of a collective EU position on a common external energy policy that would transcend national interests.

European energy policy review is a unique opportunity to build a new European energy regulatory
space, stronger and more coherent, governed by common institutions capable of providing effective solutions
based on democratic legitimacy. The next European institutional cycle should enable the adoption and
implementation of binding instruments to reflect new realities and needs of EU energy policy. In this respect,
one man will be decisive in how the Energy Union will be developed in the coming months. That’s not Maros
Seféovié, but Frans Timmermans, the First Vice-President of the new Commission, in charge of “better
regulation”. “His attitude will decide whether the Energy Union will have any substance to it or not.”

Sefcovic, despite the challenges his Energy Union plans face, is confident about the progress being
made: " A the end of this year we will have all the legislative pieces of the puzzle on the table." According to
Sefcovic, the key themes of the package "will include an increased stimulus for energy efficiency, review of
legislation to achieve a fully integrated energy market, revision of renewable energy directive to increase the
share of renewable energy consumed to at least 27 per cent by 2030, review of governance structures,
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facilitating the harmonisation and a comprehensive strategy for research, innovation and
competitiveness."(Sefcovic, 2016).

In January 2014, the Commission first proposed the need for a new energy governance framework, as
part of a compromise between Member States on the binding nature of the 2030 renewable energy target.
Despite nearly two years of discussion some the key questions remain unanswered related to the structure of
governance and who is involved in it: a) Member States and European institutions to operate on a terrain
defined by hierarchy, in variable dynamics akin to flexible integration, or as stakeholders, upon a level-playing
field?;b) who are the key actors (key DGs, Council and Parliamentary Committees, Member States, private
sector players, and regulatory actors); ¢) what is the precise methodology of energy governance?

7. What’s new in the Energy Union after almost two years of existence?

The positive issue is that there seems to be a stronger “political will” behind the project.

“The energy union has great potential — it could be a grand Marshall Plan for the EU,” declared
Sandrine Dixson-Decléve, director of the Prince of Wales’s Corporate Leaders Group, which brings together
businesses urging action on climate change. “It could unlock investment across Europe, and could bring lower
emissions and greater efficiency.”(Andoura,Vinois 2015)

Practically, Energy Union prospects are promising potential beneficies (Beckman, 2015), such as:

- Creating an efficient EU in terms of energy. The link between economic growth and increasing
energy consumption must be stopped,

- Ensuring the free movement of energy. Creating a more integrated single market, interconnected and
competitive, which can be achieved through the full implementation of existing and reviewed EU legislation
and developing a plan to allow energy to flow freely from one country to another;

- Increasing security and affordability of energy supply to households and business sector. Many users
are unaware of the opportunities that can be provided by a liberalized energy market, based on the benefits
brought by competition;

- Strengthening Europe's leadership in energy technology and innovation. Without a major
technological shift, the EU will fail to fulfill the great ambitions set for 2050, to renounce to the use of fossil
fuels for electricity and transport. Strategic Energy Technology Plan and the six European Industrial Initiatives
(wind, solar, bio-energy, smart grids, nuclear fission and carbon dioxide capture and storage) are aiming at
boosting the necessary innovation.

-Ensuring stronger international partnerships. Many of the challenges facing the EU - climate change,
access to oil and gas, technology development, energy efficiency - are common to other countries. Working
together with a strong EU contribution will make easier finding the correct answers.

In fact, it was considered that the political instability surrounding the EU - given that most of the EU's
energy imports come from this area- is the determining factor which led to the Energy Union project. This
involves a risk of excessive securitization of the project and the objectives of environment and climate could be
marginalized in favor of prioritizing the exploitation of fossil fuels. Limited funds and lack of ambition of the
EU targets on renewable energy and energy efficiency also raises other obstacles. Moreover, the lack of
coordination between national energy mix and energy policies could hinder the integration of national energy
markets.

8. Conclusions

1. There will be no single answer to the challenges and objectives of competitiveness, sustainability,
security of supply and energy efficiency in the EU. In this context, the future engines of Energy Union for the
energy transition towards a “cleaner” economy should be: sustainable economic development; solidarity and
inclusion; a strategic, global and adaptive capacity.

2. In the current year the Commission will come forward with most of its legislative proposals, which
then will be submitted to the European Parliament and national countries. It will take about two years for
legislators and government officials to decide on the final shape of the laws. It will be a review of the laws
overseeing the security of electricity and gas supplies, the strategy for liquefied natural gas, legislative
proposals for a new electricity market design, a revised renewable energy directive for 2030, a review of the
energy efficiency directive and a new energy governance.



3.The different degrees of import dependency and the diversity of imports origin, not without political
overtones, far from being harmonized, make difficult identifying common interests among EU countries for
their external energy policies that could be brought into “one common basket “.

4. To overcome the accumulated energy security dilemma of choosing between the consumer interests
and supplier interests, Member States must adopt a unified philosophy, a collective approach of the external
energy policy -that is to treat suspending or interrupting the energy supply of a State as a matter of collective
solidarity. It requires therefore a collective energy security agreement. A new European security strategy of
energy supply will be most effective if it is based on a solid relationship not only between Member States but
also between EU and third countries involved, with the best geostrategic positions.

5. EU and its Member States have decided to support measures for a more coherent energy foreign
policy, taking into account geopolitical developments. In July 2015, the EU Council adopted conclusions on
energy diplomacy and an action plan in the field. They indicate the need to strengthen bilateral and multilateral
dialogues and to increase the use of external policy instruments to diversify and promote energy markets based
on transparent and sustainable rules.

6. The Commission took act of the plans of companies to build new pipelines connecting Russia and
Germany via the Baltic Sea. If these plans will be implemented, pipelines North Stream 3 and 4 would not
provide access to a new source of supply, on the contrary will enhance the dependency on Russia These pipes
will fully comply with EU legislation and EU Energy Security Strategy (COM (2014)330;

7. In his paper "European Strategy in the context of geopolitical interdependences”, Luis Simén
(Simdén,2016), Director of the Brussels’ Office of Institute Royal Elcano believes that EU should be careful to
avoid giving priority to neighboring states at the expense of others, offering two underlying reasons for this.
The first is geographical contiguity with the rest of Europe and the great Eurasian bloc. The second relates to
the fact that economic globalization and advances in military technology have led to greater geopolitical and
strategic interconnectivity worldwide. This suggests that Asian powers may have a significant impact on the
geostrategic balance in the Persian Gulf and, by extension, to areas in the immediate European neighborhood,
such as the Levant and even Eastern Mediterranean Sea area;

8. Geopolitical challenges will not disappear after 2016 and will require implementation of an effective
EU “energy diplomacy” and a better communication with third countries. It will be particularly important to
strengthen regional cooperation between Member States to prevent and mitigate the shocks of supply and to
ensure solidarity in case of emergencies. Reactivation, in 2015, of "East-West conflict" became evident.
(Tomlinson, Raines, 2016). The project "South Stream" was canceled due to EU pressure on states that have
signed bilateral agreements with Russia in violation of European law. The project of an hypothetical corridor
called "Eastern Ring", international blackmail on loans to Greece and reactivation of other EU-US projects of
the ‘90s (TAP/TANAP) seem to dissuade Gazprom and the Russian government to start new major projects.

9. For European Commission, increasing transparency and ensuring that intergovernmental energy
agreements are in accordance to relevant EU legislation and policies represent essential objectives in drawing a
new proposal for revising the existing Decisions on intergovernmental agreements.

References

[1] Andoura,S, Vinois, J.A, (2015), Foreign Policy An external energy Strategy for the EU , Series New
Decision makers-New Challenges, Notre Europe Institute Jacques Delors, January 2015

[2] Beckman, K, (2015), The Energy Union it’s now or never for a European energy policy, Energypost.eu,
February 2015;

[3] Dickel, R., E. Hassanzadeh, J. Henderson, A. Honoré, L. El-Katiri, S. Pirani, H. Rogers, J. Stern, and
K. Yafimava.(2014) Reducing European Dependence on Russian Gas: Distinguishing Natural Gas
Security from Geopolitics, OIES Paper 92. Oxford: Oxford Institute for Energy Studies;

[4] Dutton, Joseph,2015, There are still serious obstacles to overcome before the benefits of an EU Energy
Union can be realised, London School of Economics and Political Science, 11 aprilie 2015

[5] Gotev, G, (2016). Sefcovic:Nord Stream is not in conformity with EU’s goals, 11 febr.2016, EurActiv;

[6] Gurzu, A (2015), Europe’s energy (dis)union , 12 dec.2015, Politico;

[7] Harvey, F, 2015, EU's energy union must overcome serious obstacles, The Guardian, 25 febr.2015;

[8] Mogherini, F, (2016), Strategia globalad a UE privind politica externa si de securitate”, Consiliul
European, iunie 2016.


http://blogs.lse.ac.uk/politicsandpolicy/there-are-still-serious-obstacles-to-overcome-before-the-benefits-of-an-eu-energy-union-can-be-realised/
http://blogs.lse.ac.uk/politicsandpolicy/there-are-still-serious-obstacles-to-overcome-before-the-benefits-of-an-eu-energy-union-can-be-realised/

[9] Papatulica, M, (2015), Consideratii privind proiectul de uniune energetica a Uniunii Europene si
modalitatile de implementare a acestuia, Colectia Sinteze IEM, mai 2015;

[10]Papatulica,M, Pop,N, (2015),Uniune energetica pentru securitate energetica europeand, Economistul,
nr.31-32, partea a 11-a, 14-20 septembrie 2015;

[11]Simon, L, (2016), European Strategy in times of geopolitical interdependence,Real Instituto Elcano, 20
September 2016, Strategic and International Studies, initial aparut in ,,Europe Defence Matters,
nr.11/2016;

[12]Seféovie, M, (2014), Seféovic tells MEPs he has a vision for EU’s Energy Union, 20 oct.2014
Euractiv.com, actualizat 26 febr.2015;

[13]Sefcovic, M,(2016) Vice-President &Scaron;Sefcovi¢: Energy Union’s 2016 Year of delivery Speech
by Vice-President Seféovi¢ in charge of Energy Union, at the Plenary session of the Conference of
Parliamentary Committees for Union Affairs of Parliaments of the EU (COSAC), in Bratislava, 15
november 2016

[14]Tomlinson, S, Raines, T, (2016), Europe’s Energy Union Foreign Policy Implications for Energy
Security, Climate and Competitiveness, Europe Programme/Energy, Environment and Resources ,
Research Paper, March 2016

[15]The Energy Union Communication (2016),"A Framework Strategy for a Resilient Energy Union
adopted Council Conclusions on EU Energy Diplomacy, which included an EU Energy Diplomacy
Action Plan, 03/05/2016



The Top Priorities of the EU Employment Policies®

ALINA LIGIA DUMITRESCU
Center for European Studies
Institute for World Economy, Romanian Academy
Calea 13 Septembrie N0.13, Bucharest
ROMANIA
alinaligial@yahoo.com

Abstract: The article examines the development prospects of the labour market taking into consideration the
top three priorities of the EU employment policies. The study is based on a multidisciplinary methodology
which involves the empirical analysis of economic phenomena together with the study of public policy. After
being analyzed the main priorities, one by one, the conclusions were formulated. The main finding of our
research relates to the fact that, in order to cope with the impact of the crisis on employment and to improve
prospects for the labour community in the long term, it is essential that all Member States develop monitoring,
evaluation and anticipation of qualifications and compatibility between supply and demand on the labour
market.
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1. Introduction
The integrated guidelines for the economic and employment policies of the member states reflect the
current economic policy priorities of the Junker Plan*, which are based on investment, structural reform and
fiscal responsibility while focusing on four key areas:
++ The stimulation of the labour demand especially by creating new jobs, by providing incentives for
labour taxation and subsidy for wages payment ;
+» The growth of the labour supply and skills diversification by eliminating structural weaknesses in
education and training, and combating youth unemployment and long-term unemployment;
«»+ A better functioning labour market, with a particular emphasis on reducing the segmentation of the
labour market through flexicurity policies by both flexibility and security.
+» Combating poverty by facilitating access to the labour market and promoting equality among
disadvantaged groups.

The employment rate in the EU is now above the 2008 level (in 2015 the employment rate in the EU
reached 70.1%), however, the employment rate is still below the 2020 target (75% of the 20-64 year-olds to be
employed) and there are major differences between the Member States.

Currently the European Union is facing a number of economic and social problems, which are caused
primarily by imbalances in the labour market, namely: increasing long-term unemployment, high
unemployment among young people and not the least the mismatches between skills and available jobs.
Therefore, solving these complex issues by promoting and implementing active employment policy is a current
EU priority.

% The article is based on author research for the IWE’s programe with the theme: “A proposal for a strategic vision of the
European Union” coordinated by PhD. Napoleon Pop, and PhD.Petre Prisecaru; developed under the strategic areas and
directions included in the "Strategy of scientific research of the Romanian Academy, between 2014-2020".

4 COM(2016) 581 final. Strengthening European Investments for jobs and growth: Towards a second phase of the
European Fund for Strategic Investments and a new European External Investment Plan, http://eur-lex.europa.eu/legal-
content/RO/TXT/HTML/?uri=CELEX:52016DC0581&from=EN
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Figure 1: The new integrated employment guidelines
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Source: Author based on EU data.

2. The active employment policies for reducing the long-term unemployment

The European Commission (2016) showed that long-term unemployment is a major concern of the
governments of the Member States, because of the its negative influences on the financial and social aspects of
private life, on the social cohesion and, ultimately, on the economic growth.

In the EU, the average long-term unemployment was approximately 4.0% from 2002 to 2016, reaching
a peak of 5.3% in the first quarter of 2014, compared with a record low of 2.4% in the third quarter of 2008.
According to the latest data provided by Eurostat, in the EU area, the long-term unemployment fell to 4.2% in
the first quarter of 2016, from 4.3% in the fourth quarter of 2015.

The prevalence of this alarming phenomenon is the best evidenced by the high percentage of long-term
unemployed to total unemployed people. According to the latest Eurostat data, the long-term unemployment as
a percentage of total unemployment was 46.4% across the EU-28 and 49.4% in the Eurozone-18, in the first
quarter of 2016. The highest level of long-term unemployment as a percentage of total unemployment was
recorded namely in Greece, 72.2%, while the opposite was Sweden, with 18% in the same period.

Duell, Thuram, and Vetter (2016) propose a series of active measures to reduce long-term
unemployment, which is adapted to the specific characteristics of the labour market in each Member State.
Among these are the following four main categories:

1. The development of active, coherent and comprehensive employment policies

¢ It is necessary to develop strategies for active employment for those who are not looking for
any job, but want to work in conditions ensuring adequate jobs according to their level of
training. In this respect, it is required to organize efficient employment services through early
identification of the barriers to employment, which are faced by the people looking for a job.
The profiling and the classification of long-term unemployed people are the first steps in
establishing the services and programs required to find suitable jobs.

2. The integration of the active employment policies in a mix of economic and social policies

¢ In order to combat the long-term unemployment and its negative effects on society must be
involved different policies, namely: the social policies of inclusion and combating
discrimination, the structural policies, the regional policies and, not the least, the education
policies.

¢+ The countries from Southern and Eastern Europe should focus on promoting industries with
high added value, in order to create more employment opportunities and better-paid jobs.

3. Investing in continuing education programs
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< Atall levels (local, national and EU) should be a joint commitment to reduce inequalities in the
labour market and to stimulate investment in training programs.

¢ By re-qualification programs, the job applicants must be supported to adapt their professional
skills to the labour market demand, namely to the employers requirements. These policies can
play an important role in adapting the skills supply to the demand, particularly in countries,
which are in the process of sectoral restructuring. Although the continuing education programs
are expensive, these measures may lead to social cost savings on the long-term. Strengthening
the links between measures of training and experience may increase the effectiveness of active
employment policies.

4. Providing a wide range of measures and services targeted to vulnerable groups

% In the context of high unemployment, the financial incentives (tax breaks or wage subsidies)
can promote the employment of those who have been unemployed for 12 months or those
from disadvantaged groups, especially youth, and may have a positive impact on employment
growth and unemployment diminuation. However, once the unemployment rate fell enough,
the use of these facilities should be targeted and limited to the most disadvantaged and
vulnerable groups.

Stiglitz (2013), which has quoted the former IMF Managing Director Dominique Strauss-Kann, has
stressed that "ultimately employment and equity are the building blocks of economic stability and properity, of
political stability and peace." According to Stiglitz (2013), "the most important influencing welfare policy,
with important consequences for the distribution is to maintain full level of employment".

3. The social policies for the youth employment growth

The strategy "Europe 2020" is based on a smart growth by improving the performance of the education
system, promoting innovation and use of digital technology, but also on an inclusive growth by generating more
better paid jobs and by integrating the excluded people. By dint of increasing employment among young
people, the Member States can ensure the smart and the inclusive growth in the same time.

The EU-28 unemployment rate for persons with ages between 15 to 24 years old felt significantly in the
2005-2007 period, reaching a low of 15.2% in the first quarter of 2008. Since the second quarter of 2008, this
indicator showed an upward trend, reaching a maximum of 23.8% in the first quarter of 2013, and then went
down to 21.2% at end 2014 and to 19.8% in December 2015.

In August 2016, a total of 4.199 million young persons (under 25) were unemployed in the EU-28, of
which 2.927 milioane people were in the Eurozone. In the same month, the youth unemployment rate was
18.6% in the EU-28 and 20.7% in the Eurozone, compared with 20.1% and respectively 22.3% in August 2015.
In terms of unemployment between people aged under 25, there were recorded significant differences between
the Member States: the lowest rate was observed in Germany (6.9%) and the highest in Greece (47.7% in June
2016 ), Spain (43.2%) and Italy (38.8%)(Eurostat, 2016).

However, the EU statistics not fully express the social dimension of unemployment among this group
called NEET literature - "not in employment, education or training"”, who are not employees or involved in
education or continuing training programs. In this respect, the NEET group presents a higher risk of social
exclusion, which manifests itself in many of the Member States by their lower levels of trust, political interest
and not least, social involvement in society (Eurofound, 2012).

The European Commission stressed that the solutions to youth employment must be established in the
long term on a sustainable basis and that are not enough solutions in the short term, given that they need jobs
offer of good quality and stable. The European Union experts recommend Member States to supporte the
young people in finding a job and to ensure qualifications necessary for a successful integration of the labour
market.

The EU Member States have endorsed the principle of the Youth Guarantee in April 2013 on a
recommendation from the European Council. In order to develop and deliver a Youth Guarantee, the system
requires close collboration between all actors on the labour market: public authorities, employment services,
consultants on career guidance, educational and professional training, employers, trade unions etc.

The EU experts recommended that each EU country develop its own plan for implementing the
guarantee for young people. For exemple, through a pilot project that runs in 4 Member States (Latvia, Finland,
Portugal, and Romania) is supported the promotion of this initiative. The concept, the products and the effects
of this pilot project were made available to all national, regional and local authorities wishing to use this

12



motion. In addition, the Mutual Learning Programme of the European Strategy for Employment facilitates the
exchange of best practices between governments.

Although it is estimated that guarantee benefits for young people are much higher than the costs, the
exact numbers for each EU member state are difficult to be determined. According to the International Labour
Organisation, the total estimated cost of the guarantee schemes for young people is 21 billion per year,
representing 0.22% of the GDP of the Euroarea (European Commission, 2016). The costs of the young people
employment, either by offering jobs or by enrolling in some form of education or training, are estimated to a
total of 153 billion annually (1.21% of the EU GDP), taking into account unrealized gains and tax exemptions,
according to Eurofound Report on Youth Unemployment (European Commission, 2016). But not all
employment measures for young people are as costly, given that efficient activity in many cases does not
require the use of high budgets, but only the strengthening of cooperation between the parties involved.

Also, the European Commission specifically draws attention to the fact that the Member States should
prioritize the employment measures for young in national budgets to avoid higher future costs of social
exclusion. According to the Community experts, employment is the most effective way to give people
independence, financial security and a sense of belonging to society.

4. Increasing employment through the qualifications diversification

The European Commission is aware that the fourth industrial revolution will transform the EU labour
market and is considering a range of tools to stimulate employment and young workforce adaptation to the
technological progress. The young people are the most affected by lack of qualifications that are adapted to the
new technological developments, as the new created jobs require a highly skilled workforce. But, a lack of
adequate training makes youth unemployment to be higher, even double than the general unemployment in the
EU.

According to Nouriel Roubini (2015), the recent technological progress has three characteristics: they
tend to be capital intensive (benefiting the holders of financial resources), suppose an intensive qualification
(favoring those with high levels of experience) and stimulate a lower demand for labour ( "labour-saving™ -
assuming reducing the number of unskilled jobs in the economy and low-skilled). He points out that the
benefits of technology must be directed to a wider segment of the population, through an education system
capable of providing the necessary training for an economy based on knowledge, specific to the digital era.

Andrea Nahles (2016), member of the German Bundestag and minister of Labour and Social Affairs,
believes that the digital economy can create new employment opportunities through technology and new
working arrangements, and it offers greater opportunities to increase participation in labour market of
disadvantaged groups such as the disabled or those seeking a balance between work and family life. In her
opinion, the introduction of the auxiliary robots could reduce the work in routine activities, in unhealthy
environments and in extremely demanding areas. Also, the digital economy can bring a competitive advantage
for developed countries by lowering labour costs. On the other hand, she draws attention to the fact that the
digital economy requires a highly qualified workforce and an education system that keeps pace with
technological developments. But to meet these new requirements, it needs more counseling opportunities and
easier access to training programs, especially for low-skilled and older workers over 55 years (Nahles, 2016).

At the Annual Meeting in Davos World Economic Forum (WEF) on "Management of the fourth
industrial revolution" that took place in late January 2016, it was released a report entitled "Future jobs.
Strategy on employment, skills and employment in the context of the fourth industrial revolution "- referred as
the WEF report - which presents information and data collected by the organization on many issues related to
the future employment workforce. In the WEF report, were presented a number of recommendations for
measures, both short and long term:

¢+ To use new tools and incentives for various forms of continuing education. The governments
and companies will have to work together to ensure that everyone has the time, the motivation
and the means to seek opportunities for improvement.

s To ensure access to specific “jobs of the future”, it is necessary to enhance the collabouration
and multi-sector industrial partnerships or public-private ones.

« To reform the actual education systems. The most actual education systems at medium and
higher levels offer a curriculum that is unrelated to the realities and labour market
developments and continue a number of practices of the twentieth century, hindering the
development of qualifications in accordance with the requirements the fourth industrial
revolution and create problems for the integration of graduates into the labour market.
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At the 2016 World Economic Forum has emphasized the idea that the change of the business models
will have a profound impact on employment in the coming years. The vast majority of the fundamentals of
upgrading industries will have a significant impact on jobs, by creating new ones, by increasing labour
productivity and by diversification of skills. In many industries and countries, the most popular majors did not
exist a few years ago, and the pace of changes is projected to accelerate. According to the WEF report, about
65% of children now starting primary school, after graduation will have completely new jobs based on
specialization still there today. Given that the labour market is evolving rapidly, it is difficult to predict its
future structure and prepare the workforce for the future skill needs, that it is why will represent a big
challenge to businesses, governments, and individuals. Therefore, it is necessary to seize the opportunities for
creation of new jobs through technological advancement and mitigating long-term unemployment, due to the
lack of adaptation of these changes. The previous waves of technological progress and demographic changes
have led to increased prosperity, productivity and creating new jobs, and a good management of the results of
its Fourth-Industrial Revolution can induce the same positive effects.

5. Conclusions

The long-term unemployment is a major problem for the European Union as a whole, and especially
for some of its Member States (Greece, Italy, Slovakia, Bulgaria), being strongly influenced by the recent
economic downturn. According to the experts in human resources, the long-term unemployment is one of the
most destructive economic and social phenomena, with negative consequences for individuals, families,
communities, and not least on society, while the long-term unemployed are part of the social group that are the
most exposed to poverty and social exclusion.

It is important to keep in mind that, when the active employment policies have produced positive results
in the Member States, the development and implementation have been accompanied by a sustained series of
measures related to legislative, institutional and human resource management.

The European Commission has stressed the need for increasing the early intervention and the
introduction of reforms aimed to improve the education and training systems. The Member States are regarding
the implementation of the “guarantee for young people” as an investment in the future and as a means of
achieving the employment objectives of "Europe 2020".

As the labour markets become more specialized and require higher levels of skills, the governments
and the companies are investing increasingly more in the future of education, both through training programs
funded by the public sector and through apprenticeships subsidized by private firms. The multi-sectoral
partnerships and collabouration between the public and private sectors are essential components of the viable
solutions to safeguard jobs and to promote “the skills of the future”, in terms of the Fourth Industrial
Revolution.

The structure of the education system and the sectoral distribution of employment vary considerably
from one Member State to another and from one region to another. The new member states have relatively high
levels of training of human capital, but an bigger effort is needed decisively on their part to overcome the
industrial base legacy and to launch new industries and services based on higher technology, generating higher
value added and growth potential. In order to cope with the negative impact of the future crisis on employment
and growth and to improve the employment prospects in the long term, it is essential that all Member States
perfect the monitoring, the evaluation, and the anticipation of qualifications and the compatibility between
supply and demand on the labour market (See Figure 2).
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Figure 2: The proposed scheme for the employment policy flow
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The success of future active employment policies in Romania as in other Central and Eastern European
countries depend on decentralization and finding solutions locally and regionally, through their integration
into regional development strategies. The main actors in the labour market: the state, the private sector,
employees, those seeking of work and the unions will have to work together to find the best solutions profitable
for both employees and employers, by ensuring flexicurity in the labour market (flexibility and security).The
flexicurity requires a climate of trust and social dialogue between public authorities and social partners, in
which all stakeholders take responsibility for changes to ensure efficient and equitable social policies, at the
same time. Supplementary, the flexicurity implies a balance between rights and obligations of the main players
on the labour market, requires the adaptation to the specific characteristics of the labour market and to
technological progress in each Member State and does not involve a single labour market model.
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Abstract: After the financial crisis and the sovereign debt crisis and following some important reforms in
fiscal policy accompanying also the start of banking union there is the need to complete EMU through
convergence and social cohesion, more integration in financial sector, better fiscal governance and supervision
and more cooperation between institutions. The 5 presidents Report mentions the principal steps necessary to
complete the Economic Union and to support the Monetary Union. Single currency and Monetary Union are
facing severe challenges now and in the next future due to serious financial difficulties in Southern Europe and
troubles in the Italian and German banking sectors. The capital flight from Southern Europe into Northern
Europe has imposed massive interventions of ECB. Italian Banks, especially Banca Monte dei Paschi, cannot
be supported by state through bail out due to Single Resolution Mechanism of banking union. A great
economist like Joseph Stiglitz suggested some important and useful measures for a proper functioning of single
currency and Monetary Union.

Key Words: economic union, monetary union, single currency, financial union, banking union, fiscal union,
convergence, crisis, debt, deficit, governance

JEL Classification: E 52, E 58, F 36, G01, H 30, H 62, H 63

1. Introduction

The global financial crisis which started in USA in 2007/2008 was followed by the euro area sovereign
debt crisis which had a deep impact on EU’s economic growth and macro-financial stability, the most affected
country being Greece. Despite some important reforms in fiscal field, EMU seemed the most hit part of EU,
due to the fragmentation of financial markets combined with the vicious circle between banks and sovereigns
and different fiscal policies associated with macroeconomic imbalances and great policy mistakes and market
failures. After the crisis, some important challenges confronted the EMU, like low potential growth, large
macroeconomic imbalances in some MS, weak adjustment capacity, insufficient fiscal consolidation in good
times and a supervisory capacity not keeping pace with financial integration (Robert Kuenzel and Eric Ruscher,
2013). To have a better coordination of policies and to deepen the economic integration by completing EMU, a
banking union as a part of a larger financial union and a fiscal union are taken into consideration together with
more political integration. Brexit shock and uncertainties in both banking sector and political spectrum may
raise some questions regarding the future of monetary union and even of the EU. It is evident that financial
stability must prevail in the face of price stability (targeting the inflation), vicious circle between banks and
states should be broken, macroeconomic imbalances such as external imbalances, house price or credit
developments have to be prevented and counteracted, a strong enforcement of SGP rules must be provided.

2. Report of the 5 presidents: Completing Europe's Economic and

Monetary Union

It was a direct result of Euro Summit of October 2014 asking for a closer coordination of economic
policies within EMU by developing mechanisms for this coordination, convergence and solidarity, and also for
better economic governance. The report prepared by 5 presidents (EC, Euro Summit, Eurogroup, ECB, EP)
reflects their opinions, exchange of ideas, intense discussions with MS and civil society, content of previous
similar reports. A deeper EMU involves transparency, preserving the integrity of the Single Market and
completing the four fundamental freedoms, strengthening the elements needed to boost economic union.
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A. The Nature of a Deep, Genuine and Fair Economic and Monetary Union

There is no doubt that the financial and economic crisis led to the explosion of fiscal deficits and public
debts in the euro area also affecting the project of the monetary union. Further steps are needed to complete
EMU in order to achieve a balanced economic growth and price stability and also a competitive social market
economy. Currently, Euro adoption is a political and economic project but for its full success is necessary for
the MS to: a) to better prevent crises by means of a high quality governance at European and national level,
sustainable fiscal and economic policies, and fair and efficient public administrations; b) to respond effectively
to any economic shock by means of fiscal buffers and risk-sharing achieved through integrated financial and
capital markets. Significant divergence across the euro area in fiscal policy creates fragility for the whole Union
and progress is needed towards a genuine Economic Union, based on common structural features, towards a
Financial Union, based on a Banking Union and a Capital Markets Union, insuring the integrity of euro and
risk-sharing with the private sector, towards a Fiscal Union, meant to provide fiscal sustainability and fiscal
stabilization, towards a Political Union, based on democratic accountability, legitimacy and institutional
strengthening.

In order to build the four interrelated unions were designed short and long term measures organised in
two consecutive stages: Stage 1 between 1 July 2015 and 30 June 2017 (deepening by doing), the aim is to
boost competitiveness and structural convergence, to complete the Financial Union, to achieve and maintain
responsible fiscal policies at national and euro area level, and to enhance democratic accountability; Stage 2
between 30 June 2017 and December 2025 (completing EMU), aiming at increasing the convergence process
by using a set of commonly agreed benchmarks for convergence as an essential condition to participate in a
shock absorption mechanism, Stage 3 (Final) at the latest by 2025, when a deep and genuine EMU wiill
provide economic stability and social prosperity and will offer a positive example for non-euro states to join
EMU.

B. Towards Economic Union - Convergence, Prosperity and Social Cohesion

Convergence between MS and convergence within European societies seem to be essential for a true
Economic Union but they are difficult to attain with different economic policies although there is a common
monetary policy. Presently, in the EU there is a monetary union but not a fiscal one as no large scale fiscal
transfers between MS are made and the labour mobility is limited. Convergence may be achieved with high
levels of growth and employment but also requires a deepening of the Single Market. It should be noted that
sustainable convergence involves structural reforms meant to modernize the economies, to enhance the
efficiency of labour and product markets while creating stronger public institutions. On short term (Stage 1) it
is foreseen a convergence towards the best performance and practices in EU targeting a better governance and
achieving resilient economic structures within Eurozone. On medium term (Stage 2) the convergence will be
based on commonly agreed legal standards and after that a shock absorption mechanism will be set up.

Different pacts, as Euro Plus Pact, and EU law in the field may support the progress towards a union of
convergence, growth and jobs, that should be implemented in Stage 1 and is based on four pillars: the creation
of a system of Competitiveness Authorities (CA) in euro area, a strengthened implementation of the
Macroeconomic Imbalance Procedure, a greater focus on employment and social performance and on stronger
coordination of economic policies within a revamped European Semester. A national body in charge of tracking
performance and policies in the field of competitiveness was recommended for each MS of euro area. These
bodies or entities will assess the dynamics of wages compared to labour productivity, progress made with
economic reforms for enhancing the competitiveness, role played by the institutions and policies in supporting
productive firms. Within this euro area system of CA, European Commission would coordinate the actions of
national authorities on an annual basis and should then take into account the outcome of this coordination when
it decides on steps under the European Semester, in particular for its Annual Growth Survey and for decisions
to be taken under the Macroeconomic Imbalance Procedure (MIP), including the activation of the Excessive
Imbalance Procedure. The Macroeconomic Imbalance Procedure (MIP), a part of the European Semester,
represents the annual cycle of reporting and surveillance of EU and national economic policies and is a tool or a
device to prevent and correct imbalances, for instance to prevent real estate bubbles, or to detect a current
account deficit (an external one), or the loss of competitiveness, rising levels of private and public debt, and a
lack of investment.

Labour markets and welfare systems need to function well, while the first ones should promote a high
level of employment and be able to absorb shocks without generating excessive unemployment. Adequate
education, an effective social protection system, reform of pension and health systems are also needed. A
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deeper integration of national labour markets is required by facilitating geographic and professional mobility,
including through better recognition of qualifications.

Steps have been taken to simplify and strengthen the European Semester: a greater focus was put on
priority reforms, on accountability of MS for achieving their commitments, on better integrating the euro area
and the national dimensions, on establishing a clear long-term vision.

On medium term (Stage 2) the convergence process involves adopting common standards focused
primarily on labour markets, competitiveness, business environment and public administrations, as well as
certain aspects of tax policy (e.g. corporate tax base). Country-Specific Recommendations and MIP may be
used for monitoring the progress towards these standards. A deep scientific analysis is needed for adopting
specific standards and indicators, as flexicurity - combining security and flexibility of working force on labour
market.

C. Towards Financial Union - Integrated Finance for an Integrated Economy

An Economic Union must be fully sustained by a complete Financial Union they both are
complementary and mutually reinforcing. A monetary union involves a common monetary policy but also an
anti-crisis support on behalf of a banking union with a single bank supervision mechanism, a single bank
resolution mechanism and a single deposit insurance system. The first two were implemented, the second only
partially, but for completing the Financial Union one needs to launch a common deposit insurance scheme for
Banking Union and the Capital Markets Union. But setting up the Single Resolution Fund and also a European
Deposit Insurance Scheme (EDIS) implies some time and some financial efforts. Attention must be paid to
potential new risks developing in the banking sector, including risks related to the shadow banking sector, and
they have to be detected by existing structures like macro-prudential institutions, the European Systemic Risk
Board (ESRB) and ECB, also it should be reviewed the treatment of bank exposures to sovereign debt, for
example by setting large exposure limits. A Capital Markets Union will ensure more diversified sources of
finance and will strengthen cross-border risk-sharing through deepening integration of bond and equity
markets.

D. Towards Fiscal Union - an Integrated Framework for Sound and Integrated Fiscal Policies

Unsustainable fiscal policies may affect price stability in the Economic Union but may also harm
financial stability by creating contagion between MS and financial fragmentation. National fiscal policies are
important for having a sustainable public debt and effective fiscal automatic stabilisers for counteracting
economic shocks. What happens at national level may affect the whole euro area. In order to resist to very
severe crises it is necessary to create a euro area-wide fiscal stabilisation function in the longer term built on
previous steps related to a significant degree of economic convergence, financial integration and further
coordination and pooling of decision making on national budgets. The common EU fiscal governance
framework should be reinforced after the improvements made following the crisis with the aim to prevent
budgetary imbalances, to focus on debt developments and on better enforcement mechanisms. We now have an
ample ex ante coordination of annual budgets of euro area MS and an enhancement of the surveillance for those
experiencing financial difficulties, but MS must comply with stricter rules brought by the ‘Six-Pack’, the ‘Two-
Pack’ and the Treaty on Stability, Coordination and Governance.

An advisory European Fiscal Board was suggested for coordinating and complementing the national
fiscal councils that have been set up in the context of the EU Directive on budgetary frameworks. Establishing
an automatic stabilisation mechanism at the euro area level would improve the cushioning of large
macroeconomic shocks and make EMU overall more resilient to external shocks. The European Fund for
Strategic Investments may support the stabilisation function and contribute to the development of specific
projects. Stabilisation function must avoid permanent transfers between countries or transfers in one direction,
it should not undermine the incentives for sound fiscal policy-making at the national level and the incentives to
address national structural weaknesses; it should be consistent with the existing EU fiscal framework and with
procedures for the coordination of economic policies; it should not be an instrument for crisis management
replacing the European Stability Mechanism (ESM) but it must target the improvement of the overall economic
resilience of EMU and individual euro area countries by preventing crises and future interventions by the
European Stability Mechanism.

E. Democratic Accountability, Legitimacy and Institutional Strengthening

More dialogue, greater mutual trust and a stronger capacity to act collectively are needed at the level of
European institutions. Linked to European Semester there are ‘Economic dialogues’ between the European
Parliament and other European institutions. A new form of inter-parliamentary cooperation was established
within the European Parliamentary Week, organised by the European Parliament in cooperation with national
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Parliaments. European Commission has to cooperate with EP and national Parliaments having an effective
interaction in the case of Country-Specific Recommendations and annual budgetary procedures. EU and the
euro area must be better represented in the international financial institutions. Several intergovernmental
arrangements created during the crisis need to be integrated into the legal framework of the European Union
and this refers to the Treaty on Stability, Coordination and Governance, the Euro Plus Pact, the agreement on
the Single Resolution Fund and the European Stability Mechanism. The presidency of Eurogroup should be
reinforced for a greater role of this institution. The Stability and Growth Pact is seen as the main instrument for
providing strong fiscal rules and stability. A genuine EMU will require more collectively decisions and a future
euro area treasury.

As the main conclusions that could be drawn from the Report of the 5 presidents one may mention the
principal steps necessary to complete EMU at the latest by 2025 and an ambitious and pragmatic roadmap. The
report offered a clear sense of direction for Europe’s EMU which is essential for citizens and economic actors,
and also for their confidence in the single currency. The implementation of the first steps was not so easy and
the prospects for the later steps are not very encouraging and we can see that translating the proposals made
into actions will require a strong political will and commitment of the Member States and EU institutions.

3. Requirements regarding the future of Monetary Union and of the single

currency

For Nouriel Roubini after Brexit there are many signs of huge concerns especially for the
Eurozone. Firstly, if the divorce between Great Britain and EU will become prolonged and difficult, economic
growth and markets will suffer, and if Scotland and Northern Ireland would leave the UK then Catalonia may
exert high pressures for its independence from Spain. And without Britain, for Denmark and Sweden, who have
not intended to join the Eurozone, there is great concern that they will become second hand members of the
EU, which may cause them to take the “Exit scenario” into account. Upcoming elections (from France,
Germany and Netherlands) and referenda in some Member States will take place on a minefield created by
Brexit. Currently, Italy seems the weak link in the euro area, as economic growth is anaemic, banks have 350
billion euros in debt and desperately need capital and fiscal targets agreed with the EU are difficult to achieve
without triggering another recession. In addition Matteo Renzi is in total disagreement with Angela Merkel on
bail in, which could attract a huge run of capital. If Renzi fails to resolve these difficulties then Movimento 5
Stelle (5 Stars Movement), an anti-European party, who stated recently in local elections, could come to power
starting next year. Italy has a public debt of 2,000 billion euro or 135% of GDP, making Greece one less danger
for the stability of the euro area. But budget deficits haunt many Eurozone countries, which have exceeded the
3% of GDP threshold, which Romania must observe it strictly. Therefore Brussels has given up to penalties
(fines), even they were set at symbolic levels. Deliberate violations of Stability and Growth Pact represent, in
addition to defiance of Brussels, an exacerbation of the economic problems, with effects that may go to the
disappearance of the euro currency.

Lider Gerken (2015), head of the Centre for European Policy in Freiburg believes that the Stability
and Growth Pact would be exposed to arbitrary political decisions. It requires a common European treasury, in
addition to an economic and fiscal policy. A thorny issue is that fiscal policies are totally different in concept in
Member States and even the establishment of a EU treasury would not change anything. The European Union
had always been a transfer union in that it sought to strike a balance between winners and losers of common
market.

Until the completion of the national elections, the EU is unlikely to take steps to complete the monetary
union by introducing risk sharing and accelerating structural reforms to speed up the process of economic
convergence. Given the slow pace of reforms (and aging of population), growth potential remains a low one,
while current real growth is a quite moderate recovery of cyclical type but anyway threatened by post-Brexit
risks and uncertainties. At the same time, great deficits and debts, and the rules of the euro area, constrain the
use of fiscal policy to stimulate economic growth, while the European Central Bank may reach the limits of
effectiveness of its unconventional monetary policy (quantitative easing) to support economic
recovery. According to Lucian Croitoru (2016), in addition to raising the inflation target over 2% per year,
giving up the overregulation generated in the last 6-7 years and the illusion of positive effects of quantitative
easing, the use of fiscal policy should be extended and accepted larger budget deficits until the exit phase of
stagnation/insufficient growth and negative interest rates. Whereas the constraints of Stability and Growth Pact
are high in respect of budget deficit and public debt one might consider the views of Joseph Stiglitz (2015) on a
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fairer redistribution of income between capital and labour that would stimulate private consumer demand and
help out of the liquidity trap and deflation.

Roubini does not seem so pessimistic as he was before and thinks that it is unlikely that the euro and
EU to suddenly disintegrate, many of the risks they face now are in a not very dangerous phase, and the
disintegration process may be of course avoided by a political vision that balances the need for greater
integration with the desire to have a certain degree of national autonomy and sovereignty over a range of
issues. But finding ways of integration that are democratic and politically acceptable is a pressing need and
turmoil of economic policy led to an unstable equilibrium, that can inevitable produce the collapse of the
EU and euro area and given the many risks and challenges confronting EU it is an urgent need of a new vision
on its future.

Joseph Stiglitz (2016) believes that Europe is moving towards a "cataclysmic event" that could lead
to a collapse of the euro and the end of the European project as we know it, because the single European
currency could inevitably cease at a time in the future unless drastic measures are taken. There would be a
growing hostility against the euro, to which one may unfortunately add a widespread hostility to the whole
European project and to liberal values. Well defined consensus, that Europe is not working, will probably
be explained by the dysfunctions of euro zone and the need to abandon the euro zone and single currency
with the continuation or not of the European project.

Stiglitz believes that referendum to be organized by Renzi in Italy in November is quite risky
based on the results of the referendum from Great Britain. Italy has a low productivity, a history of
missing growth targets and has registered counter-performances as against the rest of Europe in the recent
years. Because the Italian banking sector has a lot of bad loans the government forced bank managers,
insurers and investors to place 5 billion euro into a bailout fund, Atalante, for the weakest
banks from the country. Stiglitz believes that bail in cannot be a viable solution in Italy, i.e. shareholders
and big depositors of commercial banks can not save them from bankruptcy. In October 2016 Joseph
Stiglitz believed that Italy and other countries will exit the euro zone in the coming years and that the culprits
for Europe’s economic problems are the austerity policies promoted by Germany.

According to Stiglitz, after the 2008 financial crisis euro member countries behaved more modest
than MS outside the euro area and more modest than the US, which was the crisis epicentre. Countries like
Greece are in a deep recession, and Member States that have performed better, were more efficient
economically, as Germany did, have done so on the backs of others, especially those from Southern Europe.
Now Germany blames the victims, showing the waste made by Greece and other countries' debts and
deficits. Spain and Ireland had still budget surpluses and a small debt to GDP before the euro crisis. So the
crisis has appreciably increased deficits and debts, not vice versa. Deficit fetish is only one possible
explanation, other would be that welfare state and excessive protectionist measures on the labour market caused
the crisis. But some of the most advanced countries in Europe, like Sweden and Norway, have the strongest
welfare state and best protected labour markets. Many of the countries that currently have significant
difficulties performed very well - above the European average - before the introduction of the euro, and their
decline is not the result of a sudden change in labour legislation or in real work of population, but only in
monetary arrangements.

It could be also blamed the macroeconomic management provided by European leaders, who could
conceive and implement better policies. Ineffective policies like austerity, but also so-called (erroneously)
structural reforms that increase inequality and thus weaken overall demand and growth potential have worsened
economic and social situation. But the euro was based on a political agreement, the German had a dominant
voice. Another reason for the poor performance of the Eurozone is the critique stance of the political right on
Eurocrats that imposed rules preventing innovation, but this criticism is flawed because Eurocrats, as well
labour legislation or the welfare state, have not suddenly changed in 1999, with giving up exchange rates, or in
2008 when the crisis began. For Stiglitz what matters most is the standard of living, quality of life and any
comparison between Western Europe and China is enlightening. Another explanation remains: one may blame
the single currency, not policies and structures in certain states because the euro was defective at its birth and
neither the best politicians nor the best economists in the world could make it work properly.

The single currency has deprived the MS of the monetary union of the most important adjustment
mechanism - the exchange rate. The response to asymmetric shocks and differences in productivity level would
have to materialize in adjustments of the real exchange rate, which means that prices at the periphery of the
eurozone would have to fall relative to those in Germany and Northern Europe. But given Germany's obsession
with price stability and keeping inflation at a very low level, the adjustment could take place through deflation
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elsewhere, which meant high unemployment and weakening of trade unions; the poorest countries in the euro
zone, particularly workers in these countries, have borne the greatest burden of readjustment. In this way the
policy of encouraging convergence between the euro area countries failed miserably, with increasing disparities
between countries and within them. This system can not function properly in the long term, and the single
currency will be viable only if it will change the rules of the euro zone and the institutions. In Stiglitz's view it
is still necessary:

1) to abandon the convergence criterion, which requires budget deficits below 3% of GDP;

2) to replace austerity with a growth strategy, supported by solidarity funds for stabilisation;

3) to give up a system prone to crisis, in which countries must borrow in a currency that is not under
their control, and to introduce bonds issued by euro area or a similar mechanism;

4) to amend the mandate of the European Central Bank, which focuses only on inflation, unlike the
US Federal Reserve, which has in view the unemployment, growth and economic stability;

5) to create the insurance pools to stop bleeding of euros in poor countries and to create the
components of a "banking union” (largely completed);

6) to encourage rather than to prohibit industrial policies that provide Eurozone laggards a chance to
catch the leaders (a reindustrialization policy was initiated).

Stiglitz believes these changes are minor ones, but they can not be taken due to lack of political will of
decision-makers, who do not understand that the current situation is not sustainable in the medium and long
term. The monetary union was meant to ensure prosperity and accelerate the integration but it had the opposite
effect. Stiglitz said: If European leaders can not or do not want to take the hard decisions, European voters will
do for them - the leaders could not even be happy when they see the results.

In his latest book launched in France in September 2016 and entitled "The Euro: How a Common
Currency Threatens the Future of Europe”, Stiglitz argues that there were errors since the origin of the euro,
since Europeans "put the cart before the horse” by launching single currency, without having the necessary
institutions to manage it, and the single currency deprives states of two of the most important tools for
adjustment: the exchange rate and interest rate. A solution envisaged by Joseph Stiglitz (2016) is the exit of
Germany from the euro zone, which would make other countries more competitive, thanks to devaluation of the
euro, but if this is not adopted Stiglitz recommends an amicably divorce and creating "two or three
currency areas" pending the establishment of the necessary institutions. For Stiglitz is obvious that Greece,
Portugal, Italy, Spain should not have to adopt the euro and now they should leave the euro zone.

At the informal meeting from 9 to 10 September 2016 in Bratislava, ECOFIN discussed issues related
to evaluation of the first year of the European Fund for Strategic Investments (EFSI), the fight against tax
evasion and consolidation of EU investment. They discussed issues related to creating a function of
macroeconomic stabilisation for Eurozone in Stage 2 (post 2017) by establishing the elements of a fiscal union,
Slovak presidency presenting the following possibilities: an European Scheme for Unemployment Insurance, a
Stabilisation Fund for Ailing States, a Joint Investment Fund. Not resisting well to shocks EMU needs
structural reforms and tax compliance for promoting convergence and confidence between Member States, but
also avoiding moral hazard and permanent transfers. However there are very significant differences, especially
between countries in the euro area and those outside it, and between euro zone members on how to absorb
symmetrical and asymmetrical shocks, while a larger Community budget or a fiscal union is a long term
project, difficult to achieve and requiring the participation and non-members of the euro zone (Prisecaru, 2016).

4. Recent negative developments in the European banking sector and in the

Eurozone

Troubles and systemic imbalances in the banking sector have aggravated in the last 2 years when banks
like Deutsche Bank, Commerzbank, Monte dei Paschi and other German, Italian and Spanish banks have
experienced major difficulties in terms of losses and debts. The main problem is represented by the situation of
TARGET-2 and its imbalances at the National Central Banks of the Eurosystem that reflect the capital flight
from Southern Europe into Northern Europe, mainly in Germany, not related to the trade balance deficit, as
Spain and Italy have managed to reduce their trade balance deficits. TARGET-2 is a clearing system which
allows commercial banks in Europe to conduct payment transactions in the euro. After the crisis in the euro
area, commercial banks have stopped lending each other money and the compensation has to be provided by
the European Central Bank. But a lot of capital was going from Spain and Italy to Germany, Luxembourg, the
Netherlands and Finland, imposing massive interventions of ECB. These huge imbalances highlight the great
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tensions existing in the Economic and Monetary Union (EMU), the need for macroeconomic balances to be
restored, to re-establish the trust in banking systems, and to strengthen the institutional foundations of EMU.

Big differences between different economies of euro zone make extremely difficult any monetary
policy of ECB, interest rates may be too high or too low depending on the specificity of respective economy.
Different options for supporting banks, as bail out or bail in, are forbidden because there is a unified monetary
policy and a banking union, and also a need for inseparable fiscal and monetary policies. In the euro area ECB
had to provide liquidity in a traditional way through longer-term refinancing operations that did not work and
ECB was forced to launch an unconventional monetary policy: quantitative easing.

For GEFIRA Foundation it is the design of the Eurozone that makes the European Central Bank’s
actions ineffective. If there is a lack of trust in the banking sector, then the banks do not lend money to each
other any more, it is the National Central Bank that has to provide temporarily some cheap money and offer the
government (fiscal authorities) time to solve the underlying solvency problems, but the euro area does not have
this important mechanism. Governments may rescue a bank by financing a bail-out operation or nationalizing
some banks or may impose new rules adapted to local circumstances. National governments may use some
measures for supporting the banking system like mandatory conversion of foreign currency mortgages into
local currency mortgages, temporary moratorium on foreclosures and repossessions if people fall behind on
their payments, outsourcing national electronic payment system to commercial banks etc. In the euro area there
are no fiscal authorities and no single fiscal policy, so the problems of banking system may be solved only by
monetary authorities and the liquidity provided by ECB plays an essential role in this respect.

In the summer of 2016 it was obvious the critical situation of Italian banking sector, mirrored by the
amount of nonperforming loans (NPLs) at around 200 billion euros, or around 8% of total loans but another
€160 billion worth of loans could soon be pushed into NPL status. The third-largest bank by assets in Italy,
Banca Monte dei Paschi, founded in 1472, was asked by ECB to cut its gross nonperforming loan exposure
from €46.9 billion in 2015 to €14.6 billion by 2018. The great problems of Italian banks, especially of BMP,
are related mainly to their solvency and there are concerns about a potential conflict between Italian
government and European Commission over new restrictions on government bailouts of the financial sector.
Due to the Single Resolution Mechanism within the banking union the national governments from euro zone
cannot use the bail out procedure (public money, state aid) for rescuing bankrupt banks which may use only
bail in procedure (money of shareholders and depositors). After the financial crisis Italy failed to restructure its
banks and the financial sector’s difficulties have been exacerbated by a sluggish economic growth, and one
could see low yields of Italian government bonds and banks bonds, and also falling interest rates, which badly
affected the situation of banks. The solution selected by Italian government has involved the money from
private sector and state-backed institutions, including a privately backed bailout fund called Atlante (€5
billion). Decision makers from Italy must agree on a plan to recapitalize Italian banks and protect small
investors in bank bonds. If an agreement on bail out fails then Italian voters may bring to power the 5 Star
Movement which has called for a referendum on euro zone membership.

5. Conclusion

More financial and fiscal integration under the form of banking union, capital markets union and a
fiscal macroeconomic stabilization mechanism are considered the best solution for a further progress of EMU.
National governments should look not only at the deficits and debts but on their expenditures and
incomes regarding the removal of public waste and combating firmly the tax evasion. A new European
financial institution and a large EU budget (a treasury) may be two possible solutions for the deepening of
integration within EMU. To exit from liquidity trap and deflation trap it is needed a better distribution of
income between capital and labour which may support the recovery in consumer demand and economic growth
in Europe. Austerity policy must be replaced by other policies targeting the reindustrialization of EU, regional
development, green energies, research and innovation. A better and closer institutional cooperation between
European institutions and between them and national institutions for strengthening EU governance and for
providing more democratic accountability, legitimacy and institutional performance is imperiously required.
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Abstract: The dynamics of primary energy consumption in EU can be related to the dynamics of GDP,
if during economic boom was evident an increase of consumption with the burst of crisis and
afterwards one may see a lowering consumption that stood out. But there were other factors that have
influenced the dynamics of consumption, as the trend in oil prices and public policies for energy
conservation.

Dependence on energy imports of the EU has increased in the analyzed period, especially for
countries in Central and Eastern Europe, and especially for crude oil and natural gas, while the main
suppliers were Russia and Norway. But any serious analysis must be differentiated taken into account
the specificity of energy mix/ sector in each MS and broad differences between energy policies across
the EU.

Key Words: primary energy, consumption, energy intensity, energy mix, energy supply, economic crisis,
renewable energy, oil prices
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1. Introduction

Evolution of EU primary energy consumption since 1989 only partially confirms the theory of
decoupling energy consumption from economic growth, because of slow growth during the economic boom
and even a decrease in the period of stagnation (low growth). Other factors like the trend of oil prices,
deindustrialization and fast development of green energies, environment protection policies and energy
conservation measures had a stronger impact upon consumption growth and its structure. But we can not deny
the significant impact of the financial and economic crisis, which led to a rebound of consumption not only in
2009 but later on which one needs to be associated with the impact of policies implemented for reducing energy
intensity both at Community and national level. EU seems fully preoccupied by a massive reduction of
greenhouse gas emissions while firm commitments and optimistic forecasts for long term periods like 2030 and
2050 are very encouraging and involve major structural changes in consumption besides permanent
conservation measures. To enhance energy security is necessary not only the diversification of external supply
sources and but also developing and diversifying the domestic energy mix with an accent on renewable
resources with great potential as hydropower, biomass, wind.

2. Evolution of primary energy consumption in the EU

The evolution of primary energy consumption in EU countries during the period 1990-2014 is
presented in the Table no.1, being worthy of mentioning that there were four waves of
enlargement/geographical expansion of the European Community during this period, which increased the
number of members from 12 to 28. Consumption of the EU-28 increased from 1569.4 millions toe (tonnes of
oil equivalent) in 1990 to 1617.9 mil. toe in 2000 and to 1712.8 mil. toe in 2005, followed by a decline mainly
due to the financial/economic crisis and secondary to measures for increasing the efficiency (or reducing
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energy intensity). Thus the total consumption declined t01693.6 mil. toe starting with 2007, to 1656.4 mil. toe
in 2010 and to 1507.1 mil. toe in 2014. The main primary energy consuming countries in the EU were
Germany, with a share of 21.2% in total in 1990 and 19.4% in 2014 (decline of consumption), followed by
France with 13.7% in 1990 and 15.6% in 2014 (increase of consumption), the UK with 12.7% in 1990 and
12.1% in 2014 (decline of consumption) and Italy with 9.1% in 1990 and 9.5% in 2014 (increase of
consumption but it declined noticeably in the recent years). Medium consumers in Western Europe increased
their consumption and their share in total consumption in the same period, as Spain had a share of 5.4% in 1990
and 7.5% in 2014, Netherlands 3.6% in 1990 and 4.2% in 2014, Belgium 2.9% in 1990 and 3.0% in 2014,
Sweden 2.9% in 1990 and 3.1% in 2014, Austria 1.5% in 1990 and 2.0% in 2014.

Table no.1: Primary energy consumption in EU in 1990-2014 (mil.toe)

Countrylyear 1990 1995 2000 2005 2010 2014

mil. toe % Mtoe % Mtoe % Mtoe % Mtoe % Mtoe % Mtoe %
EU (28 countries) | 15694 | 100 | 15675 | 100 | 1617.9 | 100 | 1712.8 | 100 | 16564 | 100 | 1507.1 | 100
Eg&;’fﬁg:) (19 1039.8 | 66 | 10557 | 67.3 | 11250 | 69.5 | 12020 | 70.2 | 1161.9 | 70.1 | 1057.8 | 70.2
Belgium 455 | 29 | 480 | 31 | 524 | 32 | 514 | 30 | 539 | 32 | 450 | 30
Bulgaria 262 | 17 | 215 | 14 | 175 | 11 | 180 | 11 | 174 | 10 | 172 | 11
Czech Rep. 482 | 31 | 394 | 25 | 390 | 24 | 422 | 25 | 419 | 25 | 386 | 26
Denmark 176 | 11 | 199 | 13 | 194 | 12 | 193 | 1.1 | 198 | 12 | 167 | 11
Germany 3333 | 212 | 3180 | 203 | 3173 | 106 | 317.2 | 185 | 3104 | 18.7 | 2918 | 19.4
Estonia 97 | 06 | 53 | 03 | 48 | 03 | 54 | 03 | 61 | 04 | 66 | 04
Ireland 96 | 06 | 105 | 07 | 138 | 08 | 147 | 09 | 148 | 09 | 134 | 0.9
Greece 216 | 14 | 234 | 15 | 276 | 17 | 306 | 18 | 277 | 17 | 237 | 16
Spain 842 | 54 | 942 | 60 | 1142 | 7.0 | 1359 | 7.9 | 1232 | 7.4 | 1126 | 75
France 2144 | 137 | 2259 | 144 | 2414 | 149 | 2509 | 152 | 2528 | 153 | 2345 | 156
Croatia 88 | 06 | 70 | 04 | 78 | 05 | 91 | 05 | 88 | 05| 77 | 05
ltaly 1432 | 94 | 1520 | 9.7 | 1658 | 102 | 1815 | 106 | 1684 | 102 | 1438 | 95
Cyprus 16 |0l ] 190 |01 | 23 |0l | 25 |01 | 27 |02 ] 22 | o1
Latvia 79 | 05 | 46 | 03 | 38 | 02 | 45 | 02 | 46 | 03 | 44 | 03
Lithuania 151 | 10 | 81 | 05| 64 | 04 | 79 | 04 | 61 | 04 | 56 | 04
Luxembourg 35 | 02 | 33 | 02 | 36 | 02 | 48 | 02 | 46 | 03 | 42 | 03
Hungary 271 | 17 | 245 | 156 | 237 | 15 | 254 | 15 | 233 | 1.4 | 207 | 14
Malta 06 | 004] 08 |005]| 08 |005] 10 |005| 09 |005]| 09 | 005
Holland 569 | 36 | 645 | 41 | 662 | 41 | 693 | 40 | 708 | 43 | 627 | 42
Austria 234 | 15 | 257 | 16 | 273 | L7 | 325 | 1.9 | 325 | 20 | 306 | 20
Poland 991 | 63 | 951 | 61 | 843 | 52 | 877 | 51 | 957 | 58 | 891 | 59
Portugal 161 | 10 | 186 | 12 | 229 | 14 | 249 | 1.4 | 226 | 14 | 207 | 14
Romania 573 | 36 | 451 | 29 | 348 | 21 | 367 | 21 | 343 | 21 | 308 | 20
Slovenia 57 | 04 | 60 | 04 | 62 | 04 | 70 | 04 | 71 | 04 | 65 | 05
Slovakia 202 | 13 | 168 | 1.1 | 169 | 10 | 178 | 1.0 | 168 | 10 | 153 | 10
Finland 274 | 17 | 282 | 18 | 314 | 19 | 334 | 19 | 359 | 22 | 334 | 22
Sweden 455 | 29 | 495 | 32 | 472 | 29 | 487 | 28 | 487 | 29 | 462 | 3.1
United Kingdom | 199.8 | 12.7 | 209.8 | 134 | 219.2 | 135 | 2228 | 130 | 2047 | 124 | 1824 | 12.1

Source: Eurostat. 13.10.2016

Countries of Central and Eastern Europe -CEE 6, outside Eurozone, (see Table no.2) have slightly
reduced their consumption in the same period mainly due to deindustrialization process of the 90s, so Poland
had a share of 6.3% in 1990 and 5.9% in 2014, Czech Republic of 3.1% in 1990 and 2.6% in 2014, Hungary of
1.7% in 1990 and 1.4% in 2014, Bulgaria 1.7% in 1990 and 1.1% in 2014, Croatia of 0.6% in 1990 and 0.5% in
2014. With the exception of Poland the shares of CEE countries (non euro) in total primary energy
consumption of the EU 28 were quite low, reflecting the level of economic development and industry setback,
but consumption decline was comparable to that of the EU 28. Romania has supported the most significant
decline of consumption in the period 1990-2014 due to its massive deindustrialization, the drop being of
46.25%, from 57.3 mil. toe (3.6%) to 30.8 mil. toe (2.0%). The process may seem positive if it could be
achieved by increasing energy efficiency, but energy intensity is on average 2.6 times higher than in the
developed countries of the EU.
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Table no.2: Share of CEE 6 (non-euro) in EU primary energy consumption in 1990-2014 period

Country /Year 1990 1995 2000 2005 2010 2014

mil. toe % Mtoe % | Mtoe % Mtoe % Mtoe % | Mtoe % Mtoe %
EU (28 countries) | 1569.4 100 1567.5 100 1617.9 100 1712.8 100 1656.4 100 1507.1 100
Bulgaria 26.2 1.7 21.5 1.4 17.5 1.1 18.9 1.1 17.4 1.0 17.2 1.1
Czech Rep. 48.2 3.1 39.4 2.5 39.0 2.4 42.2 2.5 419 2.5 38.6 2.6
Croatia 8.8 0.6 7.0 0.4 7.8 0.5 9.1 0.5 8.8 0.5 7.7 0.5
Hungary 27.1 1.7 245 1.56 23.7 15 25.4 1.5 23.3 1.4 20.7 1.4
Poland 99.1 6.3 95.1 6.1 84.3 5.2 87.7 5.1 95.7 5.8 89.1 59
Romania 57.3 3.6 45.1 2.9 34.8 2.1 36.7 2.1 34.3 2.1 30.8 2.0

Source: Eurostat. 13.10.2016

To differentiate the analysis on shorter intervals it should be mentioned that after it has remained
relatively unchanged during the period 2003— 2008, the primary energy consumption fell by 5.5% in 2009,
a part of this change may be attributed to the lower level of economic activity due to the financial and economic
crisis rather than to a structural change inthe pattern of energy consumption. In 2010, it was recorded an
increase of 3.6% of primary energy consumption of the EU-28 and this was followed by a setback of the same
proportion (-3.8%) in 2011. After three years of relatively important changes, in 2012 and 2013 consumption
has marked modest rates of change, respectively decreases of 0.6% and 1%. In 2014, the gross domestic
consumption of energy has intensified its decline (- 4%) to the absolute lowest level since the beginning of the
data series available for the reporting period (1990-2014).

Domestic consumption of primary energy in each EU Member State depends to a large extent on the
structure of its energy system, the availability of natural resources forthe production of primary
energy as well as on the structure and level of development of each economy, this being true not only for
conventional fuels and nuclear energy, but also for the renewables. The dynamics of primary energy
consumption should be reported to GDP dynamics to see to what extent it has been reduced the energo-
intensity of economy in line with the target set at European level to increase energy efficiency by 20% during
the period 1990-2020, but also with the objective of raising the productivity of production factors and hence the
competitiveness of the European economy. But if the productivity of factors increases faster than the consumer
demand due to an unequal distribution of income between capital and labour then one may occur big problems
with the level of employment and implicitly of unemployment, and with the emergence of an oversupply of
products and services, with particularly very negative effects on prices (deflation), interest rates, savings level,
growth rate. We don’t have an impressive economic growth in the EU in the period under discussion, for
example the average growth in Germany, the engine of EU economy, was just 0.32% per year. On the domestic
supply, the energy mix is also quite different in MS, in France predominates nuclear power, in the United
Kingdom hydrocarbons, in Italy the same, while in Germany the mix is more balanced, hydrocarbons and
nuclear energy have a higher contribution, but coal and green energies have a certain participation. Continental
Europe is in general quite poor in hydrocarbon deposits, those in the North Sea being largely exhausted, less
natural gas.

Energy intensity is a measure of the energy efficiency of an economy. In 2014 economies with the
lowest energy intensity in the EU were Denmark, Ireland, UK and Luxembourg, that consumed the smallest
amount of energy per unit value of gross domestic product (GDP). The EU Member States with the higher
energy consumption per unit of GDP, in other words the least energy efficient, were Bulgaria and Estonia. The
economic structure of an economy plays an important role in determining the energy intensity as economies
based on services will record the lowest energy intensity , while economies with large share of heavy industry
(such as steel production) in their economic activity, will have a higher energy intensity.

Between 2004 and 2014 substantial savings of energy were made by Latvia and Poland, as well as by
Romania, Bulgaria, Hungary, Greece and Czech Republic, and the amount of energy required to produce an
economic unit (measured by GDP) has been reduced by at least a quarter (25.0%). None of the Member States
of the European Union has reported an increase of energy intensity between 2004 and 2014, the
smallest percentage  decrease was recorded in Cyprus and  Sweden. The importance of  energy-intensive
industries in determining international competitiveness of EU economy is slightly exaggerated because these
industries represent only 1.3% of the value added as a percentage in total GDP in the EU.
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3. Dependence of EU gross domestic consumption on imports of primary

energy resources.

Dependence on imports of primary resources of EU Member States (see the Table no. 3) has increased
from 1990 to 2014, when it rose from 44.2% to 53.5%. In fact import dependence has increased significantly
until 2005 after which it remained at high levels, but the situation differs from country to country depending on
the resource endowment of each country and on the dynamics and structure of consumption of
primary energy. Germany has increased import dependency from 46.5% in 1990 to 61.6% in 2014, France has
decreased its dependence from 52.4% in 1990 to 46.1% in 2014, the UK has increased it from 2.4%
in1990 (when it massively exploited hydrocarbons in the North Sea) to 45.5% in 2014 and Italy has reduced its
dependency from 84.7% in 1990 to 75.9% in 2014. Spain has increased its dependence from 63.1% in 1990 to
72.9% in 1990, Netherlands (which has significant gas deposits) from 22.1% in 1990 to 33.8% in 2014,
Belgium from 75.1% in 1990 to 80.1% in 2014, Sweden has reduced its dependence from 38.2% in 1990 to
32.1% in 2014, Austria from 68.5% in 1990 to 65.9% in 2014.

Table no.3: Dependence of MS on import of primary energy resources in 1990-2014 period (%)

Country/ Year 1990 1995 2000 2005 2010 2014
EU (28 countries) 44.2 43.1 46.7 52.2 52.6 53.5
Eurozone (19 countries) 57.4 59.7 64.1 65.0 62.0 60.3
Belgium 75.1 80.8 78.1 80.1 77.9 80.1
Bulgaria 62.8 55.9 46.0 46.7 39.6 34.5
Czech Rep. 154 20.6 22.9 28.0 25.6 30.4
Denmark 45.8 334 -35.0 -49.8 -15.7 12.8
Germany 46.5 56.8 59.4 60.4 60.1 61.6
Estonia 44.2 32.3 32.2 26.1 13.6 8.9
Ireland 68.6 69.5 84.8 89.6 86.6 85.3
Greece 62.0 66.7 69.5 68.6 69.2 66.2
Spain 63.1 71.7 76.6 81.4 76.7 72.9
France 52.4 48 51.5 51.6 49.1 46.1
Croatia 39.8 36.1 48.4 52.5 46.6 43.8
Italy 84.7 81.9 86.5 83.4 82.6 75.9
Cyprus 98.3 100.5 98.6 100.7 100.8 93.4
Latvia 88.9 70.4 61.0 63.9 45.5 40.6
Lithuania 717 63.1 59.4 56.8 81.8 77.9
Luxembourg 99.5 97.7 99.6 97.4 97.1 96.6
Hungary 49.0 47.9 55.2 63.1 58.2 61.7
Malta 100.0 104.8 100.3 100.0 99.0 97.7
Holland 22.1 20.0 38.1 38.0 30.3 33.8
Austria 68.5 66.4 65.4 71.6 62.8 65.9
Poland 0.8 -1.2 9.9 17.2 313 28.6
Portugal 84.1 85.3 85.1 88.6 75.1 71.6
Romania 34.3 30.3 21.8 27.6 21.9 17.0
Slovenia 45.7 50.9 52.8 52.5 48.6 44.6
Slovakia 775 68.5 65.5 65.3 63.1 60.9
Finland 61.2 53.6 55.1 54.2 47.8 48.8
Sweden 38.2 38.9 40.7 36.8 36.6 32.1
United Kingdom 2.4 -16.4 -16.9 134 284 455

Source: Eurostat. 13.10.2016

Countries from Central and Eastern Europe -CEE 6 (see the Table no.4) have increased their
dependence on imports, Poland from 0.8% in 1990 to 28.6% in 2014, Czech Republic from 15.4% in 1990 to
30.4% in 2014, Hungary from 49.0% in 1990 to 61.7% in 2014, Croatia from 39.8% in 1990 to 43.8% in 2014,
while Bulgaria has reduced its dependence from 62.8% in 1990 to 34.5% in 2014. Romania has decreased its
dependence on imports from 34.3% in 1990 to 17.0% in 2014 mainly due to the high decrease of consumption
in all industry. With the exception of Romania and Bulgaria the import dependence of other CEE countries
(non euro) has more increased than the average of the whole EU 28.
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Table no.4: Comparison between EU 28 and CEE 6 (non-euro) concerning the import share of primary
energy resources in total consumption in 1990-2014 (in %)

Country/ Year 1990 1995 2000 2005 2010 2014
EU (28 countries) 44.2 43.1 46.7 52.2 52.6 53.5
Bulgaria 62.8 55.9 46.0 46.7 39.6 34.5
Czech Rep. 154 20.6 22.9 28.0 25.6 30.4
Croatia 39.8 36.1 48.4 52.5 46.6 43.8
Hungary 49.0 47.9 55.2 63.1 58.2 61.7
Poland 0.8 -1.2 9.9 17.2 31.3 28.6
Romania 34.3 30.3 21.8 27.6 21.9 17.0

Source: Eurostat. 13.10.2016

The decrease of domestic production of coal, lignite, crude oil, natural gasand more
recently nuclear energy has led to a situation where the EU had increasingly more to rely on imports of primary
energy in order to meet domestic demand, although this situation has stabilized after the financial and
economic crisis.

Imports of primary energy in the EU-28 exceeded the exports by about 881 mil.toe in 2014. The largest
net importers of primary energy were generally the most populated MS of the EU, with the exception of the
Poland (which has huge domestic reserves of coal). In 2004, Denmark was the only net exporter of primary
energy among the EU Member States, but in 2013, Danish energy imports exceeded its exports so that there
were no net exporting states of energy in EU. Relative to population size the biggest net energy importers in EU
were Luxembourg, Malta and Belgium in 2014.

External energy supply sources of EU have recorded some changes in the recent vyears,
although Russia has maintained its positions as the leading supplier of crude oil and natural gas (although its
share has decreased in the last years). In 2014, 29.0% of crude oil imports of the EU-28 came from
Russia. Also, since 2006 Russia is a leader in providing solid fuels (coal) to the EU, exceeding South Africa,
after it exceeded Australia in 2004 and Columbia in 2002.The share of Russian imports of solid fuels to EU-28
increased from 18.0% in 2004 to 30.0% in 2009, falling to 25.7% in 2012 and increasing to 29.0% in 2014.
Instead, Russia's share in EU gas imports decreased from 43.6% to 32.1% between 2004 and 2010, but this has
subsequently alternated with increases that led to a share of 37.5% in 2014. In the past 10 years, Norway has
remained the second largest supplier of EU of crude oil and the natural gas.

The security of EU primary energy supplyis threatened where high parts of imports are
concentrated among a reduced number of external suppliers. More than two thirds (69.1%) of EU-28 imports of
natural gas came from Russia and Norway in 2014, as such there is a greater concentration of imports than
in 2010, when the same two countries ensured only 59.6% of EU natural gas imports.

A similar analysis shows that 43.5% of the EU oil imports came from Russia and Norway in 2014
(with Nigeria, Saudi Arabia and Kazakhstan having an appreciable share), while 70.7% of imports of solid
fuels of EU-28 had their origin in Russia, Columbia and USA. Between 2004 and 2014 new developing
countries have emerged as partners: for oil imports Nigeria, Kazakhstan, Azerbaijan and Iraq and for natural
gas imports Qatar and Libya.

The dependence on energy imports of EU-28 increased from lessthan 40% of primary energy
consumption in 1980 to the level of 53.5% by 2014 after reaching a maximum rate of 54.5% in 2008. The
highest rates of dependency on energy imports were recorded in 2014 for crude oil (88.2%) and natural
gas (67.4%). In the last decade (between 2004 and 2014), EU dependence on the third countries in supplying
natural gas has increased by 13.8 percentage points, faster than the increased dependence on oil imports (7.5
percentage points) and solid fuels (7.4 percentage points). Since 2004, net imports of energy in the EU-28 were
higher than its primary energy production;in other words, more than half of gross domestic energy
consumption of EU-28 was provided by net imports.

The lowest rates of dependence on imported energy in 2014 were recorded in Estonia, Denmark,
Romania and Poland. Malta, Luxembourg and Cyprus were (almost) entirely dependent on imports of primary
energy, with dependency rates which exceeded 90%.

CEE 6 (non euro) are almost totally dependent on imported crude oil (from Russia and the Middle
East), except Romania that produces some of the necessary (around 40%) and also are totally dependent on
imports of natural gas (from Russia), except Romania which provides almost all consumption from domestic
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production. They are less dependent on imported coal because coal production is quite developed in these
countries.

More than half the energy of EU-28 comes from third countries, outside the EU, and this share has
generally increased in the recent decades (although there is some evidence that the rate of dependence has
stabilized in the recent years). A large part of the EU imported energy comes from Russia, whose disputes
with transit countries have threatened to disrupt winter supplies in the recent years. Concerns about security of
Russia supply were further enhanced by the conflict in the Eastern Ukraine. In response to the Russian-
Ukrainian gas crisis in January 2009, the legislative framework concerning the security of supply has been
revised, and in September 2009, the EU Council adopted Directive 2009/119/EC, which requires MS the
obligation to hold a minimum level of stocks of oil and/or petroleum products. These measures targeting oil and
gas markets have been designed to ensure that all parts adopt effective measures for the prevention and
mitigation of potential disruptions of supply, at the same time creating mechanisms for Member States to work
together to effectively cope with any major disturbances in the oil or natural gas supply; it was established a
coordination mechanism so that MS may respond uniformly and immediately in emergency cases.

4. Conclusions

In November 2010 the European Commission adopted an initiative entitled "Energy 2020- A strategy
for competitive, sustainable and secure energy” (COM (2010) 639 final).This strategy has defined energy
priorities for a period of 10 years, and measures to be taken in order to address a variety of challenges,
including achieving markets with competitive prices and secure supplies, boosting technological innovation and
effective negotiation with international partners. One of the priorities was to promote good relations with
external suppliers and external energy transit countries. This activity was further developed through Energy
Strategy 2030, which provides a political framework for environmental policy and energy policy for 2030 and a
Roadmap for energy until 2050, which fixed a long-term goal of reducing greenhouse gas emissions in EU by
80-95% until 2050.

Through Energy Community?®, established in  October 2005, the EU is also working to
integrate neighboring countries in its internal energy market. A broad mix of energy sources and a diversity of
suppliers, of transport routes will play an important role in enhancing energy supply. Building reliable
partnerships with supplier, transit and consumer countries is seen as a way to reduce the risks associated
with EU big dependence on energy imports. In September 2011 the European Commission adopted a
Communication entitled " The EU Energy Policy: Engaging with Partners beyond Our Borders" (COM (2011)
539 final).

In response to the constant concerns about EU dependence on energy imports, in May 2014 the
European Commission to launched European Energy Security Strategy (COM (2014) 330 final), which aims
at ensuring a stable and abundant supply of energy. Energy Efficiency Directive from 2012, which focuses on
energy efficiency in buildings, better management of consumption, energy audits, will be replaced by a new
directive this year. New measures in the energy field are going to be announced later this year with the aim to
increase EU GDP by 1% until 2030, i.e. a surplus of €190 billion for EU economy and creation of 900,000 new
jobs. The new package will cover renewable resources, energy efficiency - particularly in the building sector,
design of a new electricity market and governance of EU Energy Union.
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Abstract: The question of price convergence is highly topical especially before entry of a member
state of EU into the Eurozone. Price convergence, respectively price stability is one of the Maastricht
convergence criteria, whose fulfillment is exposed to a number of factors and wide issues of fiscal and
monetary character. Reporting of price convergence and price stability is influenced by the
composition of the consumer basket and the level of consumption. Some of the commodities in the
Czech Republic have a higher price level than in the EU and vice versa. The rate and pace of price
convergence are then directly influenced by the pace of economic growth and development of the
exchange rate of the national currency against the euro. This paper deals with the main aspects of
price convergence in the Czech Republic and analyzes the major influences acting on it and its future
development.
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1. Introduction

The constant and constantly increasing debate on the issue of price-level targeting was enlivened at the
beginning of 1990s. The topic was pursued by, among others, McCallum (1990), Lebow et al. (1992), Fillion
and Tetlow (1994), Goodhart (1994), Duguay (1994), Fischer (1994) and Haldane and Salmon (1995). Most
working papers dating from this time period regard lower uncertainty about the future price level as the main
benefit of price-level targeting. On the other hand, increased output variability (and — according to some
authors — increased inflation variability) is considered the primary disadvantage of the regime (Bohm et al.,
2012).

Although a high degree of market integration is already achieved, price dispersion in the EU has
considerably increased with the enlargement in 2004. Because of their lower income levels, price levels in the
New Member States are as a rule substantially lower than in the Old Member States In addition, inflation rates
in the New Member States exceed the average of the EU-15. The rapidity of the transition process can be seen,
among others, by the development of inflation. At the beginning of the transition all countries faced high
inflation rates. Liberalization by the removal of controls and quantity allocations, which repressed demand
formerly, led to rapid adjustments to free market prices. In addition, fiscal and financial crises resulted in
periods of rapid monetary expansion since governments relied on seignorage to support public budgets as well
as state owned enterprises.
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Despite advances in the integration of markets, however, there is strong evidence that the pace of price
convergence has slowed down in recent years, see several reports conducted by the EU Commission (2004a,
2005) and Eurostat (2003). Hence, other forces might be important to explain the development. Nevertheless,
price level dispersion is higher for non tradables than for tradables, where the latter are clearly more affected by
the process of integration. The dispersion of overall price levels has decreased after the inception of the Internal
Market in the EU12, but stayed rather unchanged after the introduction of the EMU. Nevertheless, the
dispersion of prices for tradables has been on a stable declining trend over the entire period. In this study, the
EU12 benchmark is preferred over EU15 as it allows eliminating the effect of exchange rate fluctuations in the
euro area countries. But, even with EU12 as a benchmark these fluctuations are inherent in the remaining EU
member states (Dreger, 2007).

2. The price stability and inflation

The link between the long-run GDP and price convergence processes has been discussed for a long
time by researchers and policy makers in the accession countries. The price convergence process may create
challenges for monetary policy, as it means an appreciating real exchange rate trend (Balassa, 1964). This is
particularly important for the accession countries, which will have to fulfil simultaneously the Maastricht
inflation and exchange rate stability criteria in the future before joining the Eurozone (Holub, 2003). The
fulfillment of Maastricht criteria with forecast in the Czech Republic is on the Figure 1.

Figure 1: The fulfillment of Maastricht criteria in the Czech Republic between 2001 — 2018 (forecast)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Reference value 3,1 2,6 2,7 2,2 2,5 2,9 2,8 4,1 15 2,4
Czech Republic 45 1,4 -0,1 2,6 1,6 2,1 3,0 6,3 0,6 1,2
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Reference value 3,1 3,1 1,8 1,3 1,0 2,47 2,71 2,91
Czech Republic 2,1 3,5 1,4 0,4 0,41 1,0f 1,9 1,9f

Source: (Dedek, 2015)

A converging economy that achieves a growth differential compared to the EU of 2 percentage points a
year, which might be realistic for the more advanced accession countries, can be expected to show a yearly real
exchange rate appreciation of about 1.8 percentage points on average. This "benchmark convergence scenario™
is close to the real exchange rate appreciation that some recent studies predict for Central European economies
due to the Balassa—Samuelson effect (Halpern and Wyplosz, 2001; Begg et al., 2002; Deutsche Bundesbank,
2001).

Such a rate of real appreciation can be real, but may still be hard to achieve. On the one hand, the
countries with currency boards may theoretically face problems with fulfilling the monetary Maastricht
inflation criterion and criterion for national exchange rate. Inflation must be no more than 1.5 percentage points
above the average rate of the three EU member states with the lowest inflation over the previous year and the
national currency is required to enter the ERM 2 exchange rate mechanism two years prior to entry. Their
currency is confined within a set rate against the euro of plus or minus 15 percent.

This circumstances should be interpreted with a degree of caution, though, as it neglects other factors
besides GDP growth which may influence the speed of price convergence. The other factors that effect price
levels are in the wide are of cross-country differences in employment rates, non-trade productivity, the size of
the non-tradable sector, government policies and the structure of foreign trade, for example (Holub, 2003).

It should also be remembered that the international price differences do not concern average price
levels only, but also — and perhaps even more importantly — relative prices. There are many prices in the Czech
Republic which are less than 20 percent of the average EU level, such as rents, schooling, health care and
transport services. On the other hand, communications, cars and alcoholic beverages have virtually the same
price as in the EU. This means that relative prices (such as the price of cars in terms of rents) are significantly
different in the Czech Republic — and other accession countries — compared with the EU. Moreover, we show
that these differences in relative price structures are still much bigger than in the least developed EU countries.
(Holub 2003).

In Czech Republic, the most important category in the CPI is Housing and Utilities (26.6 percent of
total weight). Food and Non-Alcoholic Beverages accounts for 17.1 percent; Transport for 10.1 percent;
Alcoholic beverages and Tobacco for 9.5 percent; Recreation and Culture for 8.8 percent and Miscellaneous
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Goods and Services for 6.8 percent. Furniture, Household Goods and Maintenance; Restaurants and Hotels;
Clothing and Footwear; Communication; Health and Education account for the remaining 21.1 percent of total
weight (Tradingeconomics, 2016).

In Euro Area, the inflation rate is calculated using the weighted average of the Harmonised Index of
Consumer Price (HICP) aggregates. The main components of the HICP are: food, alcohol and tobacco (19
percent of the total weight), energy (11 percent), non-energy industrial goods (29 percent) and services (41
percent). The HICP aggregates are computed as the weighted average of each country’s HICP components. The
weight of a country is its share of household final monetary consumption expenditure in the total of the
country’s group. The local HICPs are supplied to the Eurostat by the National Statistical Institutes
(Tradingeconomics, 2016).

Czech consumer prices increased by 0.6 percent year-on-year in August of 2016, following a 0.5
percent growth in the previous month and in line with market expectations. It was the biggest rise since April
this year, mainly due to higher prices for alcoholic beverages and tobacco (+0.5 percent from +0.4 percent in
July). Additional upward pressure came from: Housing and utilities, clothing and footwear and restaurants and
hotels (each rose 0.1 percent, the same as in July). In contrast, cost of transportation fell 0.3 percent (from -0.2
percent in the previous month). On a monthly basis, consumer prices fell 0.2 percent. Inflation Rate in Czech
Republic averaged 4.52 percent from 1993 until 2016, reaching an all time high of 21.90 percent in February of
1993 and a record low of -0.40 percent in January of 2003. The inflation rate in the Czech Republic within last
two years is on the Figure 2.

Figure 2: The inflation rate in the Czech Republic in 2015 and 2016
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Consumer prices in the Euro Area are expected to increase 0.4 percent year-on-year in September of
2016, following 0.2 percent growth in the previous month and in line with market expectations. It was the
highest inflation rate since October 2014, as prices rose for services, food and energy cost fell at a slower pace.
Inflation Rate in the Euro Area averaged 2.01 percent from 1991 until 2016, reaching an all time high of 5
percent in July of 1991 and a record low of -0.70 percent in July of 2009. The inflation rate in the EU within
last two years is on the Figure 3.
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Figure 3: The inflation rate in the EU in 2015 and 2016
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3. The price level adjustment

In such a situation, a smooth price adjustment to the EU level would require companies and labour
unions to adjust their behaviour to the circumstances of low inflation, nominal exchange rate appreciation and
falling prices of tradable goods. Policy makers can contribute in this respect by communicating more actively
to the private sector the implications of the announced inflation targets and the process of real economic
convergence. This could help overcome the behavioural aspect of the downward rigidity of prices and its real
macroeconomic costs which may stem from the companies’ and labour unions’ lack of experience with the
low-inflation environment, the appreciating nominal exchange rate and the falling prices of tradable goods.
(Holub, 2003).

The speed of adjustment of price level toward the longer term trend in EU was influenced by two
institutional factors: the absolute size (depth) of the market and the degree of liberalization of the foreign
exchange market and financial account of the balance of payments. Moreover, both factors tended to reinforce
each other. Our findings have some attractive policy implications. Early liberalization of prices may pay off in
terms of market liquidity and, hence, faster adjustment of the exchange rate to the longer-term trend. However,
early liberalization is a necessary condition for liquidity, not a sufficient one, as shown by some currencies.

We conclude that it may take about 15 years for the Czech aggregate price level to reach 60 percent of
the EU price level, and it would take about the same time to reach the same degree of relative price differences
as observed in the least developed EU countries. This corresponds to an average rate of real exchange rate
appreciation of 2.5-3.5 percent a year, which is above the "benchmark" estimate based on the aggregate cross-
country regressions, but still somewhat below the trend observed in the Czech Republic over the past decade.

This process is within last 3 years hugely affected by depreciation of the Czech koruna. Prices for
many items in the consumer basket had been decreasing for a long time and there was a danger that Czech
consumers and companies would take falling prices for granted, and that these prices would be reflected in
price and wage expectations and negotiations. At the same time, this would spark a tendency to put off
purchasing certain consumer and investment goods, which would happen despite record- low nominal interest
rates. The consequence would be the additional reinforcement of anti-inflationary pressures in the economy.
Without a further easing of monetary policy by the CNB, the hi it to relatively stable exchange rate
development could be interrupted and the koruna could start to significantly appreciate. There was a much
higher risk that the Czech economy would slide into a long-term price level fall. (Holub, 2014).

During 2012, the Czech economy saw domestic inflation fall gradually, for both external and domestic
macroeconomic reasons, from above the target level of 2% annually to below it. Towards the end of the year,
the CNB’s forecasts for the next several quarters started to signal that, in order to keep inflation from falling
below 1%, that is, from leaving the 1 percentage point target band around the target level, the monetary policy
stance should be eased enough to bring market interest rates just a few tenths of a percentage point above zero.
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On top of that, however, official CNB communication flagged — for the first time in a decade — the possibility
of implementing the rest of the needed monetary policy easing “by influencing the exchange rate of the koruna.
Then in 2013, new forecasts indicated that inflation would most likely fall even lower than had been expected,
reaching zero or even a slightly negative level for a short time at the beginning of 2014. The probability of
several quarters of negative inflation ceased to be negligible, implying the threat of a subsequent deflation
spiral not unlike the one observed some 10 years earlier in Japan (Hampl and Skorepa, 2014).

Throughout 2013, the Bank Board kept emphasising the possibility of forex interventions, but the
impact of these verbal initiatives seemed to wane gradually. Under those circumstances, on 7 November 2013,
the Bank Board decided to initiate actual forex interventions immediately, with the publicly announced
objective of weakening the exchange rate so that it would not fall below €1 = CZK27. Given the doubts that
quite a few market participants initially had about the CNB’s resolve to achieve the stated aim, it took several
hours before the exchange rate actually reached the €1 = CZK27 level. Within about three days, the volume of
the Czech currency that the CNB had to sell in the market to keep the exchange rate from falling below €1 =
CZK27 dropped to almost zero. The resulting rise in the CNB’s holdings of forex reserves between end-
September and December 2013 was about 20% (almost €7 billion). The CZK/EUR exchange rate before and
recently after the interventions is on the Figure 4.

Figure 4: The CZK/EUR rate in the period of the beginning of interventions
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Analyses and simulations conducted by the CNB clearly showed that a depreciation of the exchange
rate would have a positive effect in terms of achieving price stability and promoting economic recovery. In the
initial phase, depreciation leads to an increase in the price of imported goods and thus to headline inflation,
which prevents a fall in inflation expectations far below the central bank’s target or into the deflationary zone.
Households and businesses accordingly conclude that it is not worth waiting for a further price drop, and some
of them start to consume more and invest. At the same time, the weaker exchange rate leads to the increased
price competitiveness of Czech producers in international markets, which is then reflected, with a slight time
delay, in an increase of exports. The weaker exchange rate simultaneously encourages demand for domestic
goods also in the Czech market. Czech companies sell more and generate higher revenues, workers will have
longer working time and there will be renewed growth in wages.

A weakening of the exchange rate of the koruna leads to an increase in import prices and thus also in
the domestic price level. To a lesser extent, it also boosts domestic economic activity. The rise in import prices
can be expected to reduce households’ purchasing power, but households’ demand may be redirected towards
domestic goods and services to a greater extent and additionally supported by lower real interest rates as a
result of higher inflation expectations. At the same time, the weaker exchange rate supports Czech exports and
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the profitability of corporations and their willingness to invest. The recovery in production then contributes to a
rise in employment and wages, which increases the purchasing power of households.

4. Conclusions

Two principal forces are crucial to explain the process of price convergence in the Internal Market. On
the one hand, the catching up process of low income countries leads to a rise in the price levels and higher
inflation over a transition period. The increase in overall price level affects consumption and production
patterns. This tendency is based on market reforms, the composition of value added and an increase in the
variety and quality of goods. On the other hand, the rise in competition exerts a downward pressure on prices
because of lower mark ups.

The negative relation between the initial price level and subsequent price increases is evident.

Countries with lower initial price levels tend to have higher inflation rates thereafter. Convergence of price
levels will gradually occur. Catching up and competition seems to be important drivers to explain the path of
price convergence. Catching up appears to be the most important regressor, especially for the New Member
States.
Competition exerts a downward pressure on prices, most notably in the New Member States. For the Old
Member States competition may have increased especially during the 1990s. Finally, the removal of price
controls will lead to a decrease in relative prices in the Old, but to an increase in the New Member States. The
opposite effects can be explained by the different degrees of price regulation in the Old and New Member
States.

To sum up, there is some evidence that price convergence takes place in the Internal Market. Due to the
enlargement, the speed of convergence has increased. Both catching up and competition factors are relevant to
explain the process of price convergence, especially for the New Member States. However, it should be noted
that the time series dimension of the regressions is too short for definitive conclusions. This is particularly true
in the case of basic headings, and might explain some inconclusive results of the analysis.
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understand how the new EU Member States managed the implementation of the Cohesion Policy 2007-2013
(how the EU funding was distributed nationally, what the money was spent on and what were the main results
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1. Introduction

European Union Structural Funds 2007-2013

The main objective of the European Union (EU) Cohesion Policy (and the accompanying Structural
Funds) is to reduce the gap in the different EU regions’ levels of development, in order to strengthen economic
and social cohesion (Structural Funds Regulations 2007-2013, 2007).

Prior to the financial framework and programming period 2007-2013, the European Union was facing
challenges as main effects of globalisation: acceleration of economic restructuring, the opening up of trade, the
effects of the technological revolution, the development of a knowledge-based economy, but also derived from
an ageing population and the growth of immigration (European Union - Regional Policy, 2007). The
programming of the Structural Funds for the period 2007-2013 within the framework of the EU Cohesion
Policy aimed at tackling these major challenges trough new legislative provisions, new objectives, simplified
funding instruments, new norms for implementation, financially managing, controlling and evaluating the
projects.

The EU legislation regulating the Structural Funds for the period 2007-2013 consisted of seven
regulations adopted by the Council of the European Union and the European Parliament in 2006: General
Regulation (Council Regulation (EC) No 1083/2006 of 11 July 2006) (European Union Law - EUR-Lex - a,
2006); Implementing Regulation (Commission Regulation (EC) No 1828/2006 of 8 December 2006) (European
Union Law - EUR-Lex - b, 2006); ERDF Regulation (Regulation (EC) No 1080/2006 of 5 July 2006)
(European Union Law - EUR-Lex - ¢, 2006) ; ESF Regulation (Regulation (EC) No 1081/2006 of 5 July 2006)
(European Union Law - EUR-Lex - d, 2006); EGTC Regulation (European Grouping of territorial cooperation)
(Regulation (EC) No 1082/2006 of 5 July 2006) (European Union Law - EUR-Lex - e, 2006); Cohesion Fund
Regulation (Council Regulation (EC) No 1084/2006 of 11 July 2006) (European Union Law - EUR-Lex - f,
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2006); IPA Regulation (Instrument for Pre-Accession) (Council Regulation (EC) No 1085/2006 of 17 July
2006) (European Union Law - EUR-Lex - g, 2006).

The Cohesion Policy (and the Structural Funds as implementing tools) for 2007-2013 targeted the
following policy areas: research and technological development; innovation and enterprise; a knowledge-based
society; transport; energy; the protection of the environment; investment in human capital; employment market
policy; improving worker and business adaptability.

The Structural Funds 2007-2013 were implemented in the EU Member States following a simple
process: the European Union developed strategic guidelines and the Member States adopted them into national
strategic reference frameworks, maintaining their national specificities and priorities. In general, the Member
States had a lot of flexibility in implementing operational programmes, with the responsibility of monitoring
and control of implementation at national level.

The Cohesion Policy 2007-2013 has been organised around three strategic objectives: Convergence;
Regional competitiveness and employment; and European territorial cooperation. The Convergence objective
aimed to stimulate growth and employment in the least developed regions in the EU. It focused on innovation
and the knowledge-based society, adaptability to economic and social changes and the quality of the
environment and administrative efficiency. The Convergence objective was used in the EU regions whose GDP
(Gross Domestic Product) per inhabitant was less than 75% of the Community average. The Regional
competitiveness and employment objective aimed to reinforce the regions’ competitiveness and attractiveness
as well as employment, by anticipating economic and social changes. The European territorial cooperation
objective aimed to reinforce cooperation at cross-border, transnational and interregional level, to promote
common solutions for the authorities of different countries in the domain of urban, rural and coastal
development, the development of economic relations and the setting up of small and medium-sized enterprises
(SMEs) (European Union Law - EUR-Lex - a, 2006).

In order to implement these three strategic objectives, the Cohesion Policy 2007-2013 set up three
financial instruments (the Structural Funds): the European Regional Development Fund (ERDF); the
European Social Fund (ESF); the Cohesion Fund (CF). These financial instruments were intended to contribute
to the achievement of the Cohesion strategic objectives as follows (Table 1):

Table 1. The Cohesion policy 2007-2013

Objective Financial instruments
ERDF
Convergence ESF
CF
Regional competitiveness and employment EESEI):F
European territorial cooperation ERDF

Source: (European Union Law - EUR-Lex - &, 2006)

At the beginning of the programming period the EU funding available for the Structural Funds 2007-
2013 were 308,041 billion Euro (at 2004 prices), i.e. 346,5 billion Euro (at today’s prices, 2016) (European
Union Law - EUR-Lex - a, 2006), which had to be complemented by Member States with national co-financing
from public and private sources.

At the end of the programming period (calculated in March 2016) the total funding for the Structural
Funds 2007-2013 was 477.1 billion Euro, of which 346.5 billion Euro from the EU budget, 105,3 billion Euro
public co-financing and 25,3 billion Euro private co-financing from the Member States (European Commission,
2016)

2. Data and methods

2.1 Research question and limitations

The aim of the Cohesion Policy and its implementing financial instruments, the Structural Funds, was
to reduce the development gap between different EU regions and strengthen the economic and social cohesion
(Structural Funds Regulations 2007-2013, 2007). With the accession to the EU of new Member States (10
countries in 2004; 2 countries in 2007 and 1 country in 2013), the objective of the Cohesion Policy is even
more actual and necessary, especially because these new Member States were all from the Central and Eastern
Europe, having had a different political and economic regime and status.
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The aim of the present study was to understand how the new EU Member States managed the
implementation of the Cohesion Policy 2007-2013 (how the EU funding was distributed nationally, what the
money was spent on and what were the main results and lessons learnt), particularly because of their lack of
experience of administering programmes.

For the purpose of the present paper, the group of EU Member States in the Central and Eastern Europe
(the “new” Member States) was selected (Figure 1). The paper also refers in only to the Structural Funds ERDF
(European Regional Development Fund) and CF (Cohesion Fund), thus not addressing the EU policy areas
related to human capital and employment market, covered by the ESF (European Social Fund).

Figure 1. The EU Member States in the Central and Eastern Europe (CEE)

EU Member State in the CEE
and date of accession

Bulgaria (2007)
Croatia (2013)
Czech Republic (2004)
Estonia (2004)
Hungary (2004)
Latvia (2004)
Lithuania (2004)
Poland (2004)
Romania (2007)
Slovakia (2004)
Slovenia (2004
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Source: (European Union, 2016)

2.2 Overall methodology

In order to find answer(s) to the research question stated above, the study used a qualitative research
approach, involving exploratory research methods which provided opportunities to understand how the EU
Member States in the CEE (the “new” Member States) used the Structural Funds 2007-2013, to understand the
decisions taken at national levels to distribute these funds and to see how they have been used and what were
the main results and lessons learnt. Among the research methods used in the study, there can be mentioned
interpretation of data and qualitative review of statistics.

2.3 Data and data collection

The study used as data information provided by the European Commission (EC), Directorate General
for Regional Policy — InfoRegio and results gathered by the European Commission based on the national inputs
and published by the open databases of the European Commission, using as sources European Commission
databases (Inforegio database), EU synthesis reports and country reports, EU working staff documents, EU
archives legislation (EUR-Lex). The methods used in the study to collect this data were mainly data sets
analysis; study of EU archival documents for 2007-2013 and 2016; collection of the most recent published
reports and data of the EC (2016); analysis of public and official documents and materials (2007-2013, 2016).
The EU evaluation of the programming period 2007-2013 for the Structural Funds ERDF and CF was finalized
in March 2016, in terms of financials and figures; a EU synthesis report was published in August 2016, while
country specific reports were published in September 2016 (European Commission - Regional Policy, 2016)

41



3. Structural Funds ERDF and CF 2007-2013 in the EU Member States in

the CEE. Results and Discussion.

The total EU allocations for Structural Funds 2007-2013 was 346,5 billion Euro (in current prices,
2016), of which ERDF amounted to 200.0 billion Euro; CF represented 69.9 billion Euro; and the ESF was 76.6
billion Euro (European Commission, 2016).

3.1 The distribution of the ERDF and CF 2007-2013 on Cohesion Policy strategic
objectives and policy areas

The Structural Funds ERDF and CF for the period 2007-2013 were allocated by the European
Commission mostly on the Convergence objective, i.e. 88% of the total ERDF & CF Funds 2007-2013 (Figure
2). The Convergence objective referred to regions whose GDP (Gross Domestic Product) per inhabitant was
less than 75% of the Community average. All the “new” EU Member States in the Central and Eastern Europe,
as well as some of the “old” Member States, were eligible for receiving funding under the Convergence
objective.

Figure 2. Distribution of ERDF and CF 2007-2013 per strategic objective of the Cohesion Policy, in
billion Euro and percentage of total ERDF+CF

Competitiveness;
30,9;11%

Convergence; 231;
86%

Source: DG Regional and Urban Policy, Infoview database, (European Commission, 2016)

The analysis and evaluation of the ERDF and CF Structural Funds 2007-2013 has been done along 7
policy areas, concerning innovation & RTD; enterprises (large; small and medium-sized — SMESs); transport;
energy; environment; culture & tourism; urban development and social infrastructures. Within these policy
areas, the European Commission identified 8 thematic areas which were evaluated, and for which this study
collected data, namely Support to SMEs and business innovation; Financial instruments for enterprise support;
Support to large enterprises; Transport; Environment: waste, water and waste water infrastructure; Energy
efficiency in public and residential buildings; Culture and tourism; Urban development and social
infrastructures (European Commission, 2016). The distribution of ERDF and CF on these thematic areas is
presented in Figure 3.
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Figure 3. Distribution of ERDF and CF 2007-2013 on Cohesion Policy thematic areas
(in % of total 269.9 billion Euro)
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3.2 The distribution of the ERDF and CF 2007-2013 in the EU Member States

With 67.2 billion Euro, Poland received the largest ERDF+CF contribution among all EU Member
States, “new” and “old”, whilst the lowest amount went to Luxembourg (50.5 million Euro) (Figure 4). The EU
Member States in the CEE that received Structural Funds ERDF&CF over 10 billion Euro for 2007-2013 were
Poland, Czech Republic, Hungary, Romania, Slovakia (Figure 5).
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Figure 4. ERDF and CF distribution of funding 2007-2013 (March 2016), in billion Euro
(Note: Croatia — HR, joined the EU only in 2013, at the end of the programming period 2007-2013)
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Figure 5. ERDF and CF distribution of funding 2007-2013 in the EU Member States in the CEE
(March 2016), in billion Euro
(Note: Croatia — HR, joined the EU only in 2013, at the end of the programming period 2007-2013)
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3.3. The implementation of the ERDF and CF 2007-2013 in the EU Member States in the
Central and Eastern Europe (CEE)

According to the Commission strategic priorities, the largest of the ERDF & CF Structural Funds were
assigned to Transport (82.2% of total ERDF+CF funding), Environment (41.9%), SMEs and business
infrastructure (32.3%) (see Figure 2). The Commission distribution of funding among priority areas did not,
however, influence the national setting of priorities, all Member States being asked to develop their own
national strategic frameworks. It can be understandable why all EU Member States in the CEE allocated high
percentages of the ERDF&CF Structural Funds to Transport, for example, and low percentages to Energy
(Figure 6e and Figure 6d). It is rather more difficult to explain why Bulgaria, Romania and Hungary allocated
under 8% to Innovation and RTD, whilst all other Member States in the CEE considered over 15% and, in case
of Estonia and Slovenia), over 20%. Looking at the data presented in Table 2 and Figure 6c¢, it can also be noted
the differences between the Member States in the CEE with regard to Environment. Bulgaria, Croatia, Estonia,
Latvia, Romania and Slovenia assigned over 20% of the ERDF&CF Structural Funds to the protection of the
environment and waste recycling.

Table 2. The distribution of the ERDF and CF 2007-2013 among thematic areas in the EU Member
States in the Central and Eastern Europe, in % of total ERDF and CF per country
(at the end of March 2016)

Thematic area BG HR cZ EE HU LV LI PL RO SK Sl

Innovation & RTD 4.5 16.4 15.3 20.1 7 155 15.2 154 5.5 11.6 25.7

Entrepreneurship & 8.9 19 3.6 33 11.4 1.6 4.1 5.0 9.2 1.2 4.0

Enterprise

ICT (citizens & 08 | 11 | 38 | 25 | 32 | 48 | 42 | 62 | 29 | 99 | 33
business, broadband)

Environment 25.4 38.7 17.7 25.5 19.7 20.1 16.9 11.8 28.8 18.3 24.5
Energy 54 5.9 1.0 4.9 3.5 8.8 4.1 3.9 1.9 51
Transport 38.8 325 36.0 229 | 31.8 29.2 273 | 449 | 357 | 333 27.4

Culture & social

) 6.1 1.3 8.2 19.5 13.9 15.2 16.8 6.6 8.9 15.4 55
infrastructure

Territorial

. . 35 2.9 6.7 3.2 4.1 7.7 5.5 3.3 1.4 4.7 2.7
dimension

Technical assistance, | oo | 55 | 28 | 20 | 40 | 24 | 12 | 27 | 37 | 37 | 18
capacity building

Source: Compiled data from DG from Regional and Urban Policy, Country Reports ERDF & CF published September
2016, (European Commission - Regional Policy, 2016)
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Figure 6. The distribution of the ERDF and CF 2007-2013 among main thematic areas in the EU
Member States in the Central and Eastern Europe (CEE)
Source: DG for Regional and Urban Policy, Country Reports ERDF & CF published September 2016, (European
Commission - Regional Policy, 2016)
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Figure 6e. ERDF and CF 2007-2013 for Transport in
the EU Member States in the CEE

3.4 Core indicators measured as a result of implementing the ERDF and CF 2007-2013 in
the EU Member States in the CEE

Following the global crisis in 2008, and subsequent economic and financial crisis, all EU Member
States manifested a drop in the GDP. Among the Member States in the CEE, the most affected were Latvia,
Lithuania, Croatia, Bulgaria, Romania (the biggest GDP drop) (Figure 7). The Structural Funds ERDF & CF
have had a positive impact on the GDP growth on all EU Member States in the CEE, with an estimated increase
in the GDP in 2015 by average + 4% above the level it would have been in the absence of EU funding (Table
3).

Figure 7. GDP growth 2000-2015 in the EU Member States in the Central and Eastern Europe
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Source: Compiled data from DG Regional and Urban Policy, Country Reports Sept. 2016 (European Commission -
Regional Policy, 2016)

Measured at the end of March 2016, the absorption of Structural Funds for the period 2007-2013 was
maximum for Estonia, Latvia, Lithuania and Poland. The lowest absorption rate was identified in case of
Romania (75%) (Note: Croatia, even if it joined the EU in 2013, still managed to absorb 64% of the Structural
Funds) (Figure 8).
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Figure 8. Absorption rate for Structural Funds 2007-2013 (ERDF, CF, ESF) (April 2016)
(Note: Croatia joined the EU in 2013, at the end of the programming period)
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Source: Compiled data from DG Regional and Urban Policy, Country Reports Sept. 2016 (European Commission -

Regional Policy, 2016)

According to the core indicators measured by the European Commission (based on national results),
such as jobs created; number of RTD projects; research jobs created number of start-ups supported; km of
road/rail new/reconstructed, etc, created as a result of the implementation of the Structural Funds ERDF&CF,
the most successful among the EU Member States in the CEE were Hungary and Poland (Table 3). However,
the core indicators were not compulsory in 2007-2013. For some indicators (e.g. the jobs figure) reporting was
systematic, but for the other indicators there were cases where achievements on the ground went unreported,
leading to undercounting (European Commission, 2016).

Table 3. Core indicators measured as a result of implementing the ERDF and CF 2007-2013 in the EU
Member States in the Central and Eastern Europe

Core indicator BG | HR cz EE HU LV LI PL RO SK Sl
Jobs created 6018 22485 | 10908 | 108908 | 3333 | 7841 | 84636 | 35172 | 5068 5860
Number of RTD 71 1423 2000 3916 153 1526 | 1382 569 504 655
projects
Number of
cooperation
project. 37 636 640 36 31 1057 41 279 3101
enterprlses-
research
institutions
Research jobs 244 3908 3623 336 674 | 5000 | 1160 40
created
Number of direct
investment aid 8047 40644 163 1509 | 14955 | 2898 2104
projects to SME
Number of start- 36 1991 1184 1993 | 101 201 25
ups supported
Jobs created in
SME (gross, full 241 41453 38624 | 13228 | 3111
time equivalent)
km of new roads 175 312 70 502 1886 368 80 52
km of new TEN 173 111 135 1056 314 4
roads
km of
reconstructed 1040 2018 205 2521 1473 | 7216 1893 1626 11
roads
Km of TEN 234 294 20 482 22 64 89
railroads
km of 234 369 216 637 122 64 89
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Core indicator BG HR (V4 EE HU LV LI PL RO SK S

reconstructed
railroads

Additional
capacity of
renewable energy
production (MW)

226 19 140 337 915 532 191 172

Additional
population served
by water projects

(no)

371321 | 13695 | 478117 | 672161 262221 33019 291626

Additional
population served
by waste water
projects (no)

490266 | 15804 90121 | 78478 | 537311 44195 194160

Area rehabilitated

(km2) 147 581 144 1

Number of jobs 1792 814 3948 733 887
created in tourism

Impact on GDP +4% +4% +4% +5% 5% | A3 4430 | +4% | +35% | +25%
growth %

Source: Compiled data from DG Regional and Urban Policy, Country Reports Sept. 2016 (European Commission -
Regional Policy, 2016)

4. Conclusions

The EU Structural Funds ERDF and CF 2007-2013 assisted the EU Member States and regions in a
period with many difficulties, the most important ones being on one hand the economic and financial crisis of
2008 and, on the other hand, the accession to the EU of a large number of countries with different stages of
economic and social development.

For all the “new” Member States (all of which being located in the Central and Eastern Europe, CEE),
the 2007-2013 was the first programming and implementation period, and they faced many challenges in terms
of infrastructure and administrative capacity.

The difficulties in implementation of the Structural Funds 2007-2013, coupled with the effects of the
global crisis, resulted in a slow take-up of the funding until 2012. Since that time, however, some of the EU
Member States in the CEE increased their rate of absorption and in March 2016, Estonia, Latvia, Lithuania and
Poland succeeded in 100% reimbursement rate. Romania and Croatia lag behind, with 75% absorption rate in
case of Romania, and 64% absorption rate for Croatia, although it has to be noted that Croatia joined the EU
only in 2013, at the end of the programming period 2007-2013.

The distribution of the Structural Funds ERDF and CF 2007-2013 on policy areas and priorities has
been made by the European Commission. However, Member States had the possibility to decide, within their
national strategic frameworks, how and how much to allocate on their own national priorities. The study noted
that the EU Member States in the CEE approached two different strategies for the implementation of the
structural funding: a focused approach on some target areas (for example, Slovenia) and a dispersed approach,
with funding assigned to all areas (for example, Hungary, Poland, etc).

Based on the results presented in the paper, it can also be observed how the interests of the EU Member
States in the CEE vary along policy areas. For example, Bulgaria, Romania and Hungary allocated under 7 %
of the ERDF and CF Funds to Innovation and RTD, whilst Slovenia and Estonia assigned over 20% to the same
priority. The same discrepancies among Member States are observed in case on Environment and Culture and
Social Infrastructures.

Cohesion Policy 2007-2013, through its financial instruments ERDF and CF, had a positive impact on
many indicators in the EU Member States in the CEE. The positive effect is clear in terms of the GDP growth,
in the number of new jobs created or in terms of transport (road, rail, trans-European).
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Abstract: Bonds — as a representative type of securities for fixed income financial investments with a long-term
maturity — have a price which reflects the disadvantages of interest rate modifications. This price illustrates a
well-known characteristic of financial markets, respectively: the high volatility of long-term bonds rate in
comparison with short-term securities rate. The variations of interest rates reflect the risks of investments made
in long-term bonds. Investors and financial investment managers are permanently concerned with protecting
against interest rate risk.

Keywords: default risk, anticipation theory, the theory of the segmented markets, liquidity premium theory,
preferred areas theory.

1. Introduction

Long-term fixed income financial investments pose an interest rate risk that is higher in comparison
with short-term securities rate. The duration of owning securities which have an equal maturity is different;
thus, because the final value of securities is fixed, this value cannot be affected by interest rate variations. The
return for owning such securities is equal with the actuarial rate calculated at its acquisition price.

Buying high rate bonds is the only important choice for a good placement. Actually, everything
depends on the interest rate calculated during the period of owning the bonds. The correct measurement of the
income for owning bonds during a certain period represents their return, i.e. the return rate. Return is the sum of
payments made during the owning period and it is a capital income that finally is gained (including by
reimbursement) and it is calculated in relation to the initial price.

Return results from owning bonds and it can be different from their interest rate. Return results after a
placement is made and it is calculated in relation to the evolution of the interest actuarial rate, which may
amount at the initial level of an owned asset until this asset reaches its maturity.

2. Literature review

The rate structure expressed as an interest rate risk. This rate structure is explained in relation to three
factors:

(a) Non-payment risk (default risk)

Non-payment risk (or default risk) is one of the characteristics that are specific to bonds which are
influenced by the interest rate; in other words, the bond issuer is unable to pay interests or to reimburse the
main bond owner.

In general it is considered that Treasury bonds do not have a nonpayment risk in comparison with the
ones issued by enterprises because governments can increase charges for debt payment or they can issue
currency for paying debts. These bonds are known as riskless bonds. Similarly, in reach countries State debts
are considered risky.

The difference between the interest rate of risky bonds and riskless bonds is known as premium risk. It
represents the additional rate that the owner of a bond gets and it poses a nonpayment risk for accepting the
owning of more riskless bonds.
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The analysis of supply and demand existing on bonds market allows us to explain why a bond that
poses a nonpayment risk still pays a positive risk premium and why this premium increases alongside with
nonpayment risk.

For evaluating the effect of non-payment risk on the interest rate, we have elaborated the charts of
supply and demand for riskless bonds issued by Treasury and for the private bonds issued by an enterprise — see
picture 1. We presume that private bonds have the same risk as the ones issued by the Treasury. Their price and
their interest rate are initially equal (F° = B and if = i) naturally if the risk premium of private bonds

(if — iy is null.

Figure 1. The effects of an increase in nonpayment risk for bonds within an enterprise

Pret obligatiuni, P Rata dobdanzii, i Pret obligatiuni, P Rata dobénzii, i
(P crestere ) (i — crestere $) (P crestered) (i — cresteret)

ST
Pe, \ [ P’y \ \/ i

Prima de
risc
Py iT
/\ \ A \

[

S

P,

Cantitatea de obligatiuni Cantitatea de obligatiuni
private de Trezorerie
a)Piata obligatiunilor b) Piata obligatiunilor

private fara risc (a Trezoreriei)

An increase of the nonpayment risk for private bonds modifies the demand curve for these bonds,
named “D:®” and “D,®”. Simultaneously, it modifies the demand curve for Treasury bonds, named “D:"” and
“D2"™. The balance prize (on the left axis) for private bonds named “P:®” and “P.°” and the interest rate for

[T =1 [T

these bonds, named “i1*” and “i,"” (on the vertical axis). On the Treasury bonds market one can find the balance
price “P1™ and “P,"” and the interest rate “i,"” and “i,"”. The difference between “i," and “i,°” identifies the
risk premium that is specific to private bonds.

If nonpayment is more likely to appear, for example because the enterprise suffers losses, then the
nonpayment risk is increased and this reduces the anticipated return of the bonds. Moreover, return is uncertain.
Active demand theory stipulates that if the anticipated return of an asset increases in relation to other assets (in
this case we refer to the riskless bonds issued by the Treasury) or if relative risk increases, its demand is
reduced.

The demand curve for private bonds moves to the left in part (a) - Figure 1.

(b) Liquidity

The second characteristic of bonds, which affects the interest rate, is its liquidity. A liquid active is an
asset which can be converted into money quickly and at a low price. Furthermore, an asset is liquid when its
owning is desirable and any choice from the existing assets seem to be similar. In several countries, the
Treasury assets are long-term bonds and are more liquid because modifications are quite large, while these
assets are facile and can be sold quickly. Private bonds are, in general, less liquid because no enterprise issues
bonds as the State does. They can be issued for sale in emergency and it might be difficult to find buyers
immediately.

The supply and demand analysis of bonds reveals that liquidity is affected by the interest rate. If we
suppose from the beginning that private bonds and the Treasury bonds have the same liquidity and are identical
from all the other points of view, their price and the balance interest rate are similar. If private bonds become
less liquid, their demand drops, as well as the price, while the interest rate goes up. Similarly, the Treasury
bonds supply increases because their liquidity increases in relation to private bonds, their price goes up and the
interest rate decreases.

At the same time, “the premium risk” of private bonds and Treasury bonds does not represent the only
nonpayment risk difference; the same is true for the liquidity difference between the two. This premium should
be named “risk and liquidity premium”, even though the name of this premium remains unchanged out of habit
and because it is more facile to call it this way.
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(c) Fiscality

The behavior of municipal bonds is mysterious, especially in the USA. Bonds issued by local bodies
are less liquid than the ones issued by the American Treasury although for more than 60 years the interest rate
has been lower than the one for Treasury bonds. This happens in the countries in which the bonds of local
bodies are exempted from the federal taxes on income and this increases their return. After 25 years the USA
has reconsidered federal taxes.

3. The rate structure through maturity of the interest rate

Another essential characteristic of bonds, which affects their interest rate, apart from the identification
of their structure through the interest rate risk, is represented by the maturity of the interest rate: two bonds
whose risk, liquidity and fiscality are identical may have different interest rates because their maturity is
different. The representation of interest rates for bonds in relation to their maturity is known as the yield curve.

The yield curve is the structure identified through the interest rate for a category of bonds, for example
for the Treasury bonds.

The yield curve can be descending, flat or ascending (we refer to the inverted yield curve). It is
ascending when the long-term interest rate is higher than short-term interest rates; it is flat when these rates are
identical and it is descending when short-term interest rates are higher. Rate curves may be found in more
complicated shapes, which could be successively ascending and descending or vices versa.

A good theory of the structure through the interest rate maturity is not the only one which can explain
the varied shapes that rate curves can take; however, similarly, the following facts have been proved valid by
many empirical studies:

a) The interest rate for different bonds which have various maturities varies, in general, in time.

b) When the short-term interest rate is low, rate curves are more likely to be ascending because they are
high.

c) Rate curves are normally ascending.

There are three theories that explain the structure through the maturity of the interest rate:

A. Anticipation theory

B. Segmented markets theory

C. Liquidity premium theory.

Anticipation theory explains the first two statistical facts except for the third one. The theory of
segmented markets explains the last statistical fact but it fails to explain the first two ones. The theory of the
liquidity premium is a synthesis of the first two ones, which explicitly combines all the three facts.

3.1. Anticipation theory

According to the anticipation theory — in connection with the structure explained through the interest
rate maturity — the interest rate of a long-term bond is equal with the average of the short-term interest rate for
the economic agents selected to notice the evolution of bonds in time. For example, if we anticipate that the
short-term interest rate maturity corresponds with the 10% average for a period of 5 successive years, the
anticipation theory foresees that the interest rate for the 5-year bonds will be equal with 10%. If we anticipate
that the short-term interest rate increases after 5 years and that the average for 20 successive years amounts at
11%, the interest rate for a 20-year bond will be 11%, i.e higher than the interest rate for 5-year bonds.

According to this theory the interest rate of bonds with different maturities differs from the short-term
interest rate with anticipated maturity for different periods in the near future.

The final hypothesis of this theory is that the buyer does not prefer to buy bonds which have a higher
maturity than the other ones; thus, the buyer is not going to own bonds whose return, for a given period of time,
will be lower in comparison with other bonds that are perfect substitutes. In fact, if bonds are perfect
substitutes, their interest rate is going to be rigorously equal.

To understand why these hypotheses - referring to perfect substitutes between bonds that have different
maturities - lead to the anticipation theory, we suggest considering two investment strategies, i.e.:

1) Buying a 1-year bond, and buying a newly issued one, for a 1-year term; in other words, these bonds
have a 1-year maturity.

2) Buying a 2-year bond and owning it till it reaches maturity.

Because there are two bonds that are owned, they will have the same anticipated return and the interest
rate for 2-year bonds will be equal with the average of the two 1-year bonds. If, for example, the interest rate
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for 1 year is 9% and if we foresee that the 1-year interest rate will be 11%, the first strategy leads to an
anticipated 2-year return (9%+11%)/2 of 10% per year.

A buyer is not indifferent to the two strategies because the interest rate for 2-year bonds is 10%. The
substitute nature of the two strategies reveals that the interest rate for 2 years is the average of two interest rates
that are owned for 1 year successively.

Generally speaking, for a 1 Euro placement, one chooses, for two periods, either to own a bond whose
maturity is a two-period term or successively two bonds which have the maturity for each period.

The variables are the following ones:
—i,.= the interest rate today (time t) for a bond whose maturity is established for one period.

—iz;, = the anticipated interest rate today for a close maturity (time t+1) for a bond whose maturity is

established for one period.
—i3.= today's interest rate of a bond with a two-period maturity.

The anticipated return for the two periods of a 1-Euro placement for bonds that are owned during two
periods of time, and preserved during the 2-period term, is equal with:

(L + i )1 +i5.) =1 =14 i + (i3.)% — 1 = 20y, + (i5,.)°

Consequently, the value of the 1-Euro placement for a 2-period term is equal with:

(1+ 2001 +i2.)

The return is equal with the diminished volume of the 1-Euro placement in relation to the initial
placement, which is of 1 Euro.

Since "iz." itis, in general, very low in relation to 2i,., it can simplify and consider that the anticipated

return for two periods is of 2iz,.

If we adopt another investment strategy, successively buying two bonds with a maturity for a certain
period, the anticipated return for a 1-Euro investment that have a two-period term will be:

(1+i)1+if ) -1=1+i, +i +i G ) — 1=+, +i. (i)

Thus, after a certain period, the 1-Euro investment becomes "1 + i." Euro, which, reinvested in a new
bond becomes™if, ;" what we give (1 + i){1+ iZ,,). Deducing the Euro of the initial placement and dividing

through the volume (still 1 Euro) of the initial placement, we obtain the anticipated return of this strategy. Since
for a moderate interest rate, the outcome “i." through "iZ, ;" is low (if i, = i7,,; = 10%, therefore 0,01), one

can simplify and consider that the anticipated return for two period amounts at:

Iy =31

If we could resort to an arbitrage, there would not be holders for all bonds considering that the return
for these two placement strategies were similar; in other words:

23, =1 +ipg

Hence:

Thus, the rate for bonds whose two-period maturity is equal with the average for the two rates for one
period.

The same return could be obtained for bonds whose maturity is more important and for an important
number of periods, as wished. Thus, we find that the interest rate marked with “i”” of a bond with a maturity for

[{3% 2]

n” periods that may be equal are written as follows:
. . . -
Lptlpgq Flpgo Hotipin—q)

1 =
ni n

In other words, the interest rate of a bond with “n” periods will be equal with the average of the interest
rate of a period, as well as with the interest rate of a bond for an anticipated period, respectively for “n”
successive periods. The anticipation theory for the rate curve is precisely expressed in this manner.

An example could facilitate understanding. Let us suppose that the interest rates for an anticipated year
for every 5 successive years are subsequently: 5%, 6%, 7%, 8% and 9%, through equation 2; the interest rate
for a 2-year bond could be:

5% ﬂ+6:}f: = 5,504

The interest rate for a 5-year bond could be:

r
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5%+6%+?:ﬁ+8%+'}% = 704

The anticipation theory is an elegant theory that explains why the rate curve can have various shapes. It
suggests that if the interest rate curve is ascending, this is due to the fact that it anticipates an increase of the
short-term interest rate for the future. Vice versa, when the interest rate curve is descending, the anticipation
theory suggests that the short-term interest rate will be descending in the future.

It does not foresee stability for the interest rate if the rate curve is flat.

The anticipation theory explains for the first time the facts that we previously presented and it refers to
the interest rate of bonds that have different maturities which interchange in time in parallel. Historically, the
interest rate has the following characteristics: if it is ascending today, it tends to ascend in the future;
consequently, if it is descending today;, it tends to ascend the anticipated interest rate in the future.

The long-term interest rate is the future average of short-term rates; an increase of the short-term
interest rate influences the long-term interest rate, which leads to parallel variations.

The anticipation theory explains the second fact for it is known that the rate curves tend to be ascending
when the interest rate is low and descending when the interest rates are high.

Consequently, when rates are low, one generally anticipates that they will be higher in the future, and
that they will later have an average or “normal” level; similarly, the anticipated interest rates for the future are
higher to the short-term interest rates which are currently very high; one can anticipate that the interest rate will
be lower and will be again “normal” in the future. This makes today's long-term rate to be even lower in
comparison with the short-term interest rate, which is illustrated as an inverted yield curve.

The anticipation theory must also simply explain a large number of characteristics of the structure
through the maturity of interest rates. Unfortunately, it does not explain the third fact presented before: the
interest rate follows a normally ascending trend.

Consequently, according to the anticipation theory, for a normal anticipation it is recommended to use a
high level of the short-term interest rate.

The anticipation theory supposes that there are systematical errors of anticipations, which is quite
unacceptable. In order to be keep up with the historical evolution of the interest rate, the rate curves become,
according to this theory, flat averages, i.e. curves which do not ascend.

3.2. Segmented markets theory

According to the theory of segmented markets, the markets of bonds that have varied maturities are
segmented or evolve separately. The price for each of these markets and the interest rate for bonds that have
their own maturity is determined in relation to supply and demand, without having an effect on the anticipated
returns of bonds that have different maturities.

The key hypothesis of this theory is that bonds with differential maturity cannot be substituted, which
leads to the fact that the anticipated return of a bond with a certain maturity does not have any effect on the
demand for a bond with a different maturity. This hypothesis is quite different from the anticipation theory,
according to which bonds with varied maturities can be perfectly interchanged.

The argument that does not support the substitution of bonds which have different maturities is that
investors have important arguments when they choose a certain maturity or another one. This happens because
they think of a precise placement duration and they wish that their placement maturity is identical for
eliminating risk (when the maturity is equal with the placement duration, the return is well-known and it is
equal with the actuarial interest rate; thus, the interest rate risk is reduced to zero).

The theory of segmented markets explains the differentials of rate curve shapes through the different
supply and demand trends between the different maturities bonds markets. It is likely for investors to have in
general a preference for shorter placement duration; we refer to loan duration; thus, the balance interest rate on
the bonds market for short-term bonds is lower than the one for long-term bonds.

Similarly, the theory of the segmented markets explains the third statistical fact that we referred to
above, for it considers as it is well-known that short-term interest rates are in general lower in comparison with
long-term interest rates; in other words, the rate curve is in general ascending.

The theory of segmented markets explains the ascending rate curves but it does not explain the first two
facts. In consequence, if markets for bonds with different maturities are previously separated, this is not
sensible because interest rates for bonds with different maturities vary in general. The relation between different
maturities and the rate level does explain why the interest rate curve tends to be ascending when rates are low
and descending (or vice versa) when rates are high.
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Since each of the two theories referring to the structure through the maturity of interest rates partially
explains facts, it is logical for them to be combined with the liquidity premium theory so that together they
could offer a general explanation.

3.3. The liquidity premium theory and preferred areas theory

3.3.1. The liquidity premium theory

According to the liquidity premium theory, the interest rate for a long-term bond is equal with the
average of anticipated short-term interest rates calculated for the whole duration of a bond, whereas the
increase of a liquidity premium depends on the supply and offer that exist on the market for these bonds.

The key hypothesis for the liquidity premium theory is that bonds with different maturities can be
substituted, a fact which proves that the anticipated return of a certain type of bonds influences the price of
another type of bonds; however, this substitution is irreversible because investors can prefer bonds with a
certain maturity to bonds that have a different maturity. Similarly, investors prefer short-term bonds because
they pose a lower risk for the interest rate.

Actually, long-term bonds are not owned by investors because their return has a positive liquidity
premium, which compensates their shortcomings in relation to short-term bonds. Similarly, the anticipation
theory is modified with the help of a liquidity premium in the equation and in relation to long-term interest
rates and the anticipated short-term interest rates; the equation if written as follows:

I g+ ifey T ifsgt-Hiin-g) |

L
nt né
T

where:

I,..= the liquidity premium of a bond with a maturity for “n” periods and for the moment “t .

This theory, i.e. the liquidity premium theory, corrects a lack in the previous theory, i.e. the fact of
knowing the indifference attributed to investors in relation to the maturity of the bonds that they own.
According to the theory created by J. Hicks in 1939, the long-term rate takes into account the future short-term
interest rates anticipations and also contain a liquidity premium:

or, = V(1 +or)(1+E(1ry) + 1L,)(1+ E(2r)) + 2L,) .. +(1 + E(I, + T — 1L,)) — 1

where:
ory= the noticeable actual interest rate

1L, 2L4= the liquidity premium which investors have for accepting the risk posed by the prolongation of

maturity for the bonds that they hold for each supplemented year.

This is so because the volatility of the bonds price increases with its maturity in a descending rhythm
with 1L1<t1Li<t2lo, ...

The different values for “L” remain positive, however.

Liquidity premiums make the structure of the rate have the same framework if the future short-term
rates are stable; the ascending trend of this structure is stronger if there is a decrease of the rate and the
decreasing curve of the structure is stronger if there is a decrease of the rate, whereas the ascending curve of the
structure is diminished and it will even follow an ascending trend.

3.3.2. Preferred areas theory

This theory is quite close to the liquidity premium theory. It also modifies the anticipation theory. It
supposes that investors prefer bonds with a certain maturity, which respond to a preferred localization. The
reason why they prefer bonds with a certain maturity is represented by the fact that they do not accept to hold
bonds with different maturities whose return is higher.

Since, in general, investors prefer short-term maturities to the long-term ones, they do not accept to
own long-term bonds whose anticipated returns are higher and lead to the same equation as it happens with the
liquidity, i.e. normally ascending together with the maturity.

The relation between the anticipation theory and the liquidity premium theory (or the preferred areas
theory) is presented in picture 2. Since the liquidity premium is positive, it (normally) increases with maturity,
whereas the rate curve foreseen by the liquidity premium is however low in comparison with the one foreseen
by the anticipation theory and it is, in general, ascending on the curve that evolves faster.
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Figure 2. The relation between liquidity and the theory of anticipation
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Liquidity premium theory (or the theory of preferred areas) facilitates the explanation of the three

formerly presented facts. Thus, it explains that the interest rates of bonds that have different maturity terms vary
in parallel in the course of time because an increase of the short-term interest rate illustrates that this rate is
going to be higher on the average in the future, a fact which implies an increase of the long-term interest rate,
as well.
It also explains that the interest rate curve tends to be faster when the rate is very low and vice versa when the
rate is very high. This fact generally makes investors anticipate that the short-term rate will increase when the
average of the future short-term interest rates is abnormally low, thus becoming higher to the present ones. With
the increase of a liquidity premium, the long-term interest rates are going to be significantly low. Vice versa, if
short-term interest rates are very high, the anticipation of their reduction can be thus through the liquidity
premium, so that long-term rates are lower than short-term rates, generating an inverted yield curve.

Premium liquidity theory facilitates market anticipations for the future short-term interest rates, which
are partially noticeable with the yield curve. An ascending curve indicates that the short-term interest rate is
going to go up in the future. A moderately ascending curve indicates that the rate is going to be relatively
stable; a flat curve points out that short-term interest rates are going to moderately go down. Finally, an inverted
yield curve indicates that the interest rate is going to be forced to go down.

4. Conclusions

The structure through the interest rate risk, in other words the relationship between the interest rate for
bonds which have the same maturity is explained by three factors: nonpayment risk, liquidity and fiscality.
When the nonpayment risk of a bond is increased, the risk premium (the difference between the interest rate
and the riskless payment Treasury bonds) increases, too. The higher liquidity of Treasury bonds is also justified
by the fact that their interest rate is lower than the one of securities with lower liquidity. Finally, a favorable
fiscal treatment, as the one of American municipal bonds, lead to a lower interest rate.
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Abstract: Currency rate differences arise when there are certain debt rights or obligations in foreign currency
of an economic entity which are collected i.e. paid for at a different course from the one displayed by the
Romanian National Bank on the date of their establishment. Such differences, according to the situation,
generate expenditure or revenue which affects a company's financial result and, consequently, the accountant
result as well. The results registered by an economic entity presented in the Profit and Loss Account provide
information about its financial performance. This performance can be influenced by the favorable or
unfavorable exchange rate differences existing when an economic entity carries out transactions or has
incurred foreign currency loans having a significant share in the total amount of transactions or in capitals.
The present paper shows the accounting treatment of the exchange rate differences and its impact on the
financial performance.

Key words: exchange rate differences, financial result, accounting result, financial performance.

1. Introduction

The relationships that economic units have with customers, suppliers and lenders generate debt rights
and payment obligations or commitments. Depending on the field of activity, some or all transactions with
customers and/or suppliers may be in foreign currency. Some economic units resort to foreign currency loans to
finance their working activity. The accounting law stipulates that all transactions in foreign currencies be
expressed in Romanian currency (lei), at the exchange rate displayed by the National Bank of Romania, an
exchange rate that may undergo alterations from the date of lodging the claim/debt in foreign currency and the
time of settlement. Therefore, exchange rate differences may appear.

The study undertaken aims at presenting the concept of exchange rate differences, the possible
situations that arise, their recognition in accounting in accordance with the national rules in force, as well as
their influence on the financial performance of an economic unit.

The importance of this study lies in highlighting the impact of exchange rate differences on the results
obtained by an economic unit and presented through the profit and loss account indicators.

In order to highlight the impact of exchange rate differences on the accountant results and,
consequently, on the performance of an economic unit, we have analyzed the situation of a company having
foreign currency long-term loans, receivables and payables to suppliers.

Regardless of the business field, an economic unit must be competitive in order to remunerate its
production factors and ensure its development.

The term “performance”, as supplied by general language dictionaries, is referred to as an
accomplishment in a specific field of activity. At the level of an economic unit, performance include the ability
to gain access to resources, to allocate and optimally use them with a view to make sufficient payments to cover
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the risk undertaken and to justify the interest, on the trajectory of future sustainable development. [1] Therefore,
the economic performance of a unit lies in the efficiency and effectiveness with which resources are used and
results are generated. Efficiency involves maximizing the results of an activity in relation to the resources used,
while the effectiveness shows the degree of achievement for the scheduled objectives, as well as the
relationship between the provisioned effect and the outcome of the activity carried out.

The assessment of the financial performance can be equally achieved by means of profitability
indicators. The first step in the evaluation of profitability is to determine the results as the difference between
the income and the consumption of resources pertaining to it. The main result indicators from the profit and loss
account of an economic unit are the operation result, the financial result and the gross result of the exercise.

The operating result represents the difference between the operating revenue and the expenditure of the
resources allotted to the operation, while the financial result is determined by deducting the financial
expenditure from the financial revenue. The two results, the operation and the financial ones summed up, form
the gross result of the exercise or the accounting result.

The accounting profit provides information relating to the company's ability to control costs and to
achieve revenue that is higher than the expenditure. [2]

The exchange rate differences may be financial income or expenses, as appropriate. Therefore, their
existence and amount influence the financial result and, consequently, the gross profit of the exercise.

2. Currency Rate Differences — Accounting Treatment

In order to carry out activity, some economic units make foreign currency transactions. Foreign
currency represents any currency, but the national one.

In Romania accounting is held in the national currency, therefore foreign currency transactions must be
initially recorded at the exchange rate communicated by the National Bank of Romania on the date of the
transaction.

A foreign currency transaction is a transaction that is expressed in or requires settlement in a currency
other than the national currency (lei), including transactions arising when an entity:

= buys or sells goods or services whose price is expressed in currency;

= borrows or loans funds, and the amounts to be paid or cashed are expressed in currency; or

= purchases or gives in assets in any other manner, contracts or pay debts denominated in foreign
currency.[3]

The differences arising from the conversion of a certain number of units of a currency into another
currency at different exchange rates represent exchange rate differences. The currency exchange rate refers to
the exchange ratio between the two currencies. [4]

According to the accounting regulations in force, exchange differences arise:

= upon settlement of foreign currency receivables and payables to rates that were different from those at
which they were initially recorded;

= upon evaluation at the end of each month of the claims, debts in foreign currency, foreign currency
availability and other treasury values, such as state currency titles, letters of credit and deposits in
foreign currency at the exchange rate of the currency market, communicated by the National Bank of

Romania in the last banking day of the month.

When the claims or liabilities in foreign currencies are settled in the same month in which they
occurred, the resulting difference is recognized in that month. In the case when these claims or liabilities in
foreign currencies are settled within a subsequent month, the difference is recognized in each month, which
intervenes by the month of settlement and is to be determined taking into account the modification of exchange
rates in the course of each month.

Exchange rate differences can be favorable and are recorded in accounting as income from the
exchange rate differences or they can be unfavorable and are recognized as expenses from he exchange rate
differences.

The change of the exchange rate may generate expenses from the exchange rate differences or income
from the exchange rate differences depending on the type of the transaction as follows:
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Tabel 1

Transaction in foreign
currency

Exchange rate trend

Ascending

Descending

Incurred loans

Exchange rate differences

Exchange rate differences revenue

expenses
Offered loans Exchange rate differences Exchange rate differences
revenue expenses
Goods delivery/services Exchange rate differences Exchange rate differences
revenue expenses
Purchase of goods Exchange rate differences Exchange rate differences revenue
expenses

Bank deposits, deposits in the | Exchange rate differences
current account, cash

revenue

Exchange rate differences
expenses

Source: Authors based on the studied literature.

From the normal course of the activity of an economic unit there may result receivables and payables
denominated in lei, whose settlement is to be made depending on currency rates. At the time of the settlement
of such claims and debts there may arise differences in value due to an exchange rate different from that at
which they were originally recorded, differences which are to be recorded in the accounts as other financial
expenses/revenue.

3. The Influence of the Exchange Rate Differences on the Financial

Performance of an Economic Unit

At the time of the settlement of foreign currency receivables and payables or on a monthly basis, both
in their assessment and in the assessment of the foreign currency reserves at the exchange rate communicated
by the National Bank of Romania, in accounting there can be registered expenses or income resulted from the
exchange rate differences. These expenses, financial income affects the result respectively obtained an
economic entity.

In order to analyze the influence of the exchange rate differences over the financial performance we
have studied the case of economic unit with euro-denominated payables, debt claims in euros and dollars to
suppliers, long-term loans contracted in euros and dollars, reserves in the form of bank accounts in euros and
dollars.

The evolution of assets, payables and foreign currency deposits as well as the debt-items, i.e. debts to
suppliers and long-term debts is presented as follows:

Figure 1
The evolution of elements that are generating exchange rate
differences
._ 300.000
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Debt claims in euros to suppliers
Reserves in the form of bank accounts in euros
Reserves in the form of bank accounts in dollars
Euro-denominated payables

= Dollars-denominated payables
Long-term loans contracted in euros

Source: Authors based on the studied literature.
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The euro and dollar currency exchange rate at the end of the 2013, 2014 and 2015 financial exercises
varied as follows:

Table 2
Currency Financial exercise
2013 2014 2015
Dollar 3.26 3.69 4,15
Euro 4.48 4.48 4.52

As it can be noticed from the above table, the exchange rate had an ascending trend over the analyzed
period for both currencies in which the economic unit made transactions.

The devaluation of the Romanian currency in comparison to the US dollar and the euro led to the
recording of exchange rate differences expenses larger than the exchange rate differences income at the end of
each year, as euro and dollars loans have the largest share in the total foreign currency transactions.

We present below the evolution of the expenditure and income from exchange rate differences:

Figure 2

The evolution of revenue and expenses arising from exchange
rate differences

50.000
40.000
30.000
20.000
10.000

thousands lei

2013 2014 2015

m Exchange rate differences expenses m Exchange rate revenue
Source: Authors based on the studied literature.

In addition to the expenses from the exchange rate differences, the determination of the financial
outturn includes the interest expenses and the other financial expenses, but the former have the largest share in
the total financial expenditure (Fig. 3), consequently having a huge impact on the financial result.

Figure 3

The share of financial expenditure categories in the total
financial expenses
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50,00%

0,00%
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m Exchange rate differences expenses M Interest expenses

m Other financial expenses

Source: Authors based on the studied literature.
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The structure of financial income is as follows:

Figure 4

The share of financial revenue categories in the total financial
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Source: Authors based on the studied literature.

The information presented above implies that both expenditure and income from the exchange rate
differences hold the largest share among the items that participate in establishing the financial result, so that its
evolution depends largely on the expenses and income from the exchange rate differences. Exchange rate
fluctuations that are reflected in accounting as revenue and expenditure according to which the economic unit’s

results are determined, have a significant impact on its financial performance.

The elements of expenditure and revenue from the exchange rate differences negatively influence the
evolution of the financial result because of the larger amount of the expenditure as compared to the revenue,

due to unfavorable currency exchange rate evolution.

The operational activity of the economic unit, throughout the period under review, ended with profit,
while the financial activity ended in loss. The loss from the financial activity was larger than the profit
generated by the operational activity, therefore, the gross profit of the financial exercise, the accounting

outcome, amounts to loss nevertheless.

Table 3

- thousand lei-

Indicator Financial exercise
2013 2014 2015
Operational activity result 17,248.84 35,795.33 6,949.34
Financial result -25,5633.25 -36,735.07 -31,931.46
The gross result of the exercise -8,284.41 -939.74 -24,982.12
Figure 5
Results’ modification for the period under review
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0
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B Operation process result
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Source: Authors based on the studied literature.
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A business is competitive when it covers both its operating costs and the cost of capital. The economic
unit studied through the positive operating result shows that it has the ability to cover its operating expenses,
but the negative financial result indicates an inability to cover the cost of borrowed capital.

The long-term financing of a company can be made from its own resources or from borrowed
resources. The respective company holds loans in foreign currency, so that the rate of foreign currency debt in
permanent capital has a significant impact on its financial performance.

The capital of the company is represented by both its own capital subscribed and paid up by
shareholders, legal reserves, reevaluation reserve and other reserves, as well as by the loan represented by long-
term credits in lei and in foreign currency.

The structure of the permanent capital (the company’s own capital and long-term debts) of the
company is given in the tables below:

Table 4
- thousand lei -
Indicator Financial exercise
2013 2014 2015
Long-term debts in euro 194,390 131,191 160,062
Long-term debts in dollars 100,879 74,549 39,196
Company own capital 622,701 634,869 609,126
Permanent capital 917,971 840,610 808,384
Table 5
Indicator Financial exercise
2013 2014 2015
Long-term debts in euro 21% 16% 20%
Long-term debts in dollars 11% 9% 5%
Company own capital 68% 76% 75%
Permanent capital 100% 100% 100%

Long-term credits in foreign currency generate costs, namely interest costs, but also expenditure caused
by exchange rate fluctuations. These expenses are to be covered from the financial revenue and the operating
profits. The extent to which the operating profit and the financial income have covered financial expenses:

Table 6
Financial exercise
2013 2014 2015
The proportion of covering the
expenditure from the operatlpn 88.79% 98.16% 50.23%
process result and the financial
income

Throughout the period under review the company hasn't covered its financial expenditure on account of
the profit from operations and the financial income, thus obtaining gross accounting loss at the end of each

financial exercise.

We present below the value of the result from operations, financial income and the financial expense

categories:
Table 7
- thousand lei -
Financial exercise

Indicator 2013 2014 2015
Operational activity result 17,249 35,795 6,949
Financial revenues total 48,387 14,463 18,266
Exchange rate differences

expenses 46,036 28,675 32,050
Interest costs 24,461 19,098 14,727
Other financial expenses 3,423 3,425 3,421
Financial expenses total 73,920 51,198 50,198
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As shown in the table above, for each financial exercise, the operation profit and the financial income
entirely covered the interest expenses and the other financial expenses and only partially the exchange rate
differences expenses. Therefore, the revenues recorded by the company from both its operation activity as well
as from the financial activity, cover the operation costs, the interest charges on loans' expenses, other financial
expenses, but it does not entirely cover the unfavorable rate differences generated by the monthly assessment of
loans, receivables, payables to suppliers and the amounts available in foreign currency.

In the case of the studied company the significant share of foreign currency loans in the total amount of
patrimonial elements which give rise to differences in exchange rates linked with the evolution of the exchange
rate has led to a high level of financial expenditure so as to generate a financial loss that is not covered in the
exploitation result. In this way, differences in exchange rates have a significant impact on the financial
performance of the economic unit.

4. Conclusions
The economic units engaged in foreign currency transactions must record these in the national currency
at the exchange rate communicated by the National Bank of Romania at the date of the transaction. Fluctuations
in currency exchange rates between the transaction date and the settlement date give rise to exchange rate
differences that are either favorable or unfavorable to the economic unit. These differences are recognized in
accounting as follows: the favorable ones in the financial income accounts, and the unfavorable ones in the
financial expenses accounts.
The debts and/or claims in foreign currencies can be settled in the month of their establishment or in a
subsequent month. National accounting regulations stipulate that at the end of each month claims, debts, and
liquidity reserves in foreign currency owned by the economic units are to be evaluated at the exchange rate
communicated by the National Bank of Romania. As a result of this, exchange rate differences appear both on
the settlement of claims/debts, as well as at the end of each month.
The competition for any market segment has become increasingly fierce, therefore the market position
depends on the performance of economic units, including their financial performance.
The performance measurement indicators include the gross profit of the financial exercise or the
accounting result. This result is determined by subtracting the total expenses from the total revenues recorded
by a company over a period of time, a year, in most cases.
The accounting result is influenced by the operation result calculated as the difference between the
revenues and expenses related to the operating activity and the financial result obtained by deducting the
financial expenses from the financial revenues.
The exchange rate differences are recorded in the accounts as financial expenses when:
the settlement of debts towards suppliers is carried out at an exchange rate higher than the one
existing at the time of their incurrence;
the monthly evaluation of debts to suppliers and/or foreign currency credits is to be made at an
exchange rate higher than the one communicated by the National Bank of Romania upon their
incurrence/establishment;
the collection of receivables in foreign currency are to be carried out at an exchange rate lower
than the one existing at the date of their establishment;
the monthly assessment of claims and/or reserves in the bank accounts in foreign currency are
to be carried out at an exchange rate lower than the one released by the National Bank of
Romania at the time of their establishment/of their previous assessment.

The exchange rate differences are registered in accounting as financial revenues when:
the settlement of debts to suppliers is carried out at an exchange rate lower than the one
existing at the date of their establishment;
the monthly assessment of debt to suppliers and/or loans denominated in foreign currency must
be carried out at an exchange rate lower than the one released by the National Bank of
Romania on the date of their establishment/their commitment;
the collection of receivables in foreign currency is to be carried out at an exchange rate higher
than the one existing at the time of their formation;;
the monthly assessment of claims and/or reserves of bank accounts in foreign currency is to be
carried out at an exchange rate higher than the one released by the National Bank of Romania
at the time of their establishment/ their previous assessment.

The larger the amount of the debt to the suppliers and foreign currency loans the higher the exchange
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rate differences expenses where the exchange rate has an ascending trend. The exchange rate differences
expenses together with the other financial expenses such as interest expenses must be covered on account of the
financial revenue, otherwise they will generate a loss from the financial activity. This loss must be compensated
with a positive result from the operation activity in order to get the accounting profit.

Differences in exchange rates have a significant impact on the financial performance only in the case of
companies that carry out transactions in foreign currency or hold foreign currency reserves, and they have a
large share in the total transactions/availability.

In addition to exchange rate differences, the financial performance of an economic unit may also be
influenced by other elements that have no direct link with the operation activity such as expenses/income from
the re-evaluation of fixed assets. We consider it to be worth studying in further research.
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Abstract: In the current geopolitical environment the “cold” relations between the European Union
(EU) and the Russian Federation are not only the consequence of the mutual imposed sanctions after
the Ukrainian crisis, but also a result of EU’s increased influence in former Soviet space (especially
through Baltic States integration and Eastern Partnership extension). Both Eastern Partnership and
the Neighborhood Policy initiatives have bean considered as an imminent threat to the Russian
hegemonic position in the former USSR member states. In our opinion the EU was not prepared to
manage the relationship with Russian Federation in a pragmatic approach, hence in the post-Soviet
Union era the Ukraine crisis has led to extreme tension between these two powers which reflected
negatively on trade and diplomatic relations. Taking into consideration those realities, this paper
presents a scenario analysis regarding the perspectives of the EU-Russian Federation relationship in
the light of the impact of political and economical sanctions imposed after the Ukrainian crisis. Our
research is based on a quantitative analysis of the two countries trade and FDI flows (before and post
the Ukrainian crisis), but also on a qualitative approach based on the most relevant theories about
international sanctions.

Key-Words: economic sanctions, Ukrainian crisis, EU-Russian Federation trade, FDI flows

JEL Classification: F, F10, F16, N, N10 Z, Z18

1. Introduction

After the disappearance of the USSR, the EU-Russian Federation relationship was an oscillatory one
with positive and negative phases in terms of assimilation of a democratic regime and a market economy in the
Russian society. In the Russian Federation, the transition from Communism (a totalitarian political and
economic system) to an authoritarian oligarchy (the current regime) occurred simultaneously with country’s
declining military and political influence (during the former president Yeltsin regime) in the international
arena. This decline was followed by a relative economic recovery and by Vladimir Putin regime's efforts to
restore the country's superpower status in the international relations. It should be noted that Russian efforts to
"reborn™ as a major global player occurred amid great transformations® in the international political system (the
EU enlargement being the most important factor). While the Russian Federation has started to consolidate its
economic recovery (briefly interrupted by the international and economic crisis impact in the 2009), a new
focus on democracy and human rights as an outcome of foreign policy has boosted in all the former soviet
countries, while the Eastern Partnership was launched as a pillar of the EU’s cooperation with former USSR

¢ A new wave of democracy was born worldwide as the old Communist regimes collapsed in the Eastern Europe and
as the US abandoned its support for authoritarian right-wing regimes in Latin America, especially, as the country no
longer felt the need to stop the USSR possible influence in those countries.
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member states. This continuous expansion of the EU’s influence toward the East has reached its limits on the
Vilnius summit’ that was the starting point for the Ukrainian crisis.

2. From the Eastern Partnership to the Ukraine Crisis

As some authors have underlined (Penkova, 2014) the Vilnius Summit was “a critical turning point for
the EU to assess its Eastern Partnership’s effectiveness, potential and regional challenges”. The same analysis
highlights the fact that the dramatic events in Ukraine should not be analysed as a single case but rather as a
symptom of the Eastern Partnership’s shortcomings and as an indication of EU ambitions and approach to the
common neighbourhood with Russia”. There are some analysts (Demsey, 2014) that have pointed out the fact
that Ukraine crisis means that the EU “can no longer continue doing business as usual”, but must reconsider its
options concerning both the Neighbourhood Policy and the Eastern Partnership. In order to further analyse
these assumptions we should briefly expose the main milestones of the Eastern Partnership (See Figure 1) and
how the EU’s actions in the field have slowly, but surely affected the relationship with the Russian Federation.

Figure 1: The Eastern Partnership (EaP): Consequences for the EU — Russian Federation Relationship

EaP: Joint initiative between EU
and
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Georgia, Moldova and Ukraine
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Vilnius Summitt that was
followed by Russian

intervention and annexation of
Crimea

Source: Authors representation based on the studied literature.

7 At the Vilnius Summit, held in 2013, Georgia and Moldova initiated trade and association agreements with the EU, while
other Eastern Partnership countries -Armenia, Azerbaijan, and Ukraine- rejected the offers. The crisis in Ukraine erupted
after its former President Viktor Yanukovich cancelled plans to sign trade and political pacts with the EU at the Vilnius
Summit and instead sought closer ties with Russian Federation, triggering protests that drove him from power. Russian
Federation annexed Crimea in March 2014 following a referendum staged after Russian forces established control over the
Black Sea peninsula, thus starting the biggest East-West crisis since the Cold War.
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As we may see in the Figure 1, the increased cooperation with the six member states was followed by
the Russian Federation reaction after the Vilnius summit. After the Ukrainian crisis EU reacted both by
imposing sanctions and by financially sustaining Ukraine. From the above we may say that although the
Eastern Partnership was not created as an act "against™ Russian Federation, after the accession to power of
Vladimir Putin and the revival of the nationalist spirit, this type of initiative was perceived as some sort of
“geopolitical game” in which the EU has made the first aggressive move. This perception led to the gradual
emergence of tensions between the two parties and culminated with the Ukrainian crisis. In the following
sections of our paper we will asses both the effectiveness of the mutual sanctions imposed after the Ukrainian
crisis (in terms of changing Russian Federation behaviour toward Ukraine), but also the damages inflicted on
the bilateral economic cooperation between the two states.

3. The sanctions impact: consequences for the Russian economy and for the

economic cooperation with EU

Economic sanctions are an instrument of coercion frequently used in the context of international
disputes (Bonnetti, 1998). Given the fact that some studies (Caruso, 2003) are underling that such measures in
the economic field are not always successful in changing the foreign policy of the targeted state, our analysis
proposes to critically assess the effectiveness of the sanctions imposed on Russian Federation after its
involvement in the Ukrainian crisis. Our research has two objectives: on the one hand we assess the impact on
the Russian economy (analyzing the effect on trade, FDI flows, exchange rate of the ruble and the capital
markets) and on the other hand we highlight if the imposed sanctions had achieved their goal: changing the
behaviour of the Russian Federation toward Ukraine. The annexation of Crimea by the Russian Federation led
to a "cooling effect" in the economic and diplomatic relations with the European Union (Poladian, Dragoi,
2014), followed by a series of mutual economic sanctions® that have reflected badly on the Russian economy.
Thus, in 2016, two years after the imposition of sanctions, the Russian Federation is in recession (see Chart 1)
while the banking sector is seriously affected by the Russian banks participation ban on the European capital
markets®.

Chart 1: Russian Federation — Real GDP growth and contributions (%0)
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One year after the Ukrainian crisis, the FDI collapsed (see Chart 2) amid capital exodus generated by
the distrust in the Russian economy stability correlated with the downgrading of the country rating into the

8 The EU imposed economic sanctions on Russia’s banking, oil and defence sectors. In response the Russian Federation
banned the imports of agricultural and food products from the Member States. Russian embargo significantly affected the
European agricultural market [European Commission (b)], the most disadvantaged sectors being those of fruits and
vegetables, followed by dairy and meat. The Russian ban was prolonged until 2017, in retaliation for the EU decision to
maintain the sanctions during 2016-2017.

® The European Union banned five Russian banks (Sberbank , VTB Bank, Gazprombank, Vnesheconombank (VEB) and
Russian Agriculture Bank — Rosselkhozbank) from raising capital on the European Union’s capital markets as part of a
wider package of sanctions imposed to the Russian Federation after the Ukraine conflict. The ban targets Russian banks
with state ownership of more than 50% and excludes EU subsidiaries of the Russian banks.
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“junk category” (by Moody's and Standar & Poor's). The ruble has also suffered a sharp drop compared to
major international currencies (dollar and euro) (see Chart 3).

Chart 2: Inward FDI (USD billions) Chart 3: The exchange rate of the ruble
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The economic impact of the sanctions was immediate, but failed to change the foreign policy of the
Russian Federation. As some recent estimations (European Commission, 2016) are showing ‘“Russian
Federation’s economy is set to continue to contracting in 2016, and growth could turn positive from 2017
onwards, although the recovery is expected to be only gradual as structural impediments to growth persist,
aggravated further by tightening fiscal policy and only limited space for monetary easing”. The sanctions
impact on bilateral trade was also a powerful one (see Chart 4).

Chart 4: Bilateral trade between Russian Federation and EU (billions euro)
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However, it should be noticed, that, in spite of the sanctions, the EU remain, in 2016, the most important
trade partner for the Russian Federation, due to the Russian energy exports in the Member States (See Chart 5
and Chart 6).
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Chart 5: EU main sources for oil imports in 2016 Chart 6: EU main sources for natural gas
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4. Possible scenarios for the future of bilateral relations

Most studies (Hufbauer et al. 2007; Kaempfer, 2007; Jentleson, 2000; Larn, 1990) show that while the
economic efficiency of international sanctions is immediate, such measures are seldom producing a change of
the international behaviour that attracted them. Moreover, Jura (2015) highlights that although the economic
sanctions are considered a successful pressure tool in the economic field they remain controversial as
concerning the foreign policy.

In this regard, it seems important to remember the case of Iran that unquestionably proved that while
sanctions could affect the national economy to the point of collapse, the foreign policy of the targeted state may
remain inflexible.

Given this reality, some studies (Kholodilin 2014) emphasized that all the sanctions imposed to the
Russian Federation (consisting mainly of travel and visa bans and assets freeze for companies and corporations)
are unlikely to determine a change of this country behaviour toward Ukraine in the foreseeable future. Galbert
(2015) has underlined that after the sanctions enforcement, despite their impact on the Russian economy, they
have not altered Russian Federation’s strategy to use military force to destabilise Ukraine and retain influence
over its future.

At the contrary, as the same author shows after almost two years of significant economic sanctions, the
situation in eastern Ukraine is far from stable, balancing precariously between the possibility of new-scale
hostilities and the prospect of long-term frozen conflict — sustained by Russian Federation through its support to
separatists and rebel groups. Other studies (Caruso, 2003; Connolly, 2015) have pointed out that contrary to the
common vision the sanctions adopted in 2014 have not been designed to isolate Russian Federation from the
West in the same way as in the case of Iran, North Korea and Cuba.

Rather than to isolate the country, the sanctions were targeted to have strong impact on the Russian
economy. But was it the only affected economy?

Considering the higher degree of integration of the Russian economy into the global markets and even
more importantly the strong economic relations between EU and Russian Federation, the sanctions also had a
real impact on the member states economies. In the first year after the imposition some projections (Norman,
2014) have shown that their impact for the European economy was important, most affected sectors being those
of dual-use goods and technologies, the defence sector and energy — related technologies.

In these circumstances the question naturally arises: is it appropriate to continue such sanctions that are
politically ineffective? Taking into account the current tensions and centrifugal forces from insight the EU
(Brexit , the crisis of migration, the sovereign debt crisis, the problems of the banking sector, especially the
Deutsche Bank case that could become Europe’s next "Lehman Brothers') we believe that the sanctions might
be too expensive for the EU, not only for the Russian Federation.
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From all the aspects outlined previously in our analysis, we have identified four possible scenarios
regarding the evolution of the EU - Russian Federation relationship, each presenting a series of consequences
as concerning the preservation of a balanced international climate (see Figure 2).

Figure 2: Scenario analysis for the EU — Russian Federation relationship
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1. The scenario that we've named "pragmatic cooperation” would mean that the relations between the
EU and the Russian Federation will continue on the basis of common interests, but they will be strictly
economic limited, the two parties not sharing common political values. In this scenario between the two
countries will be possible a new gradual approach that could reduce the tensions in the bilateral relationship
culminating with the renunciation of mutual economic sanctions.

2. The “common house scenario” would involve not only a new boost of the economic relations, but the
embracement of common values, perceiving the need for a unit of interest in the face of new global challenges
such as the resurgence of terrorism that pose a global threat. Of course for such scenario to take place, the
Russian Federation should renounce to try to put pressure on Ukraine, but EU should also reconsider its
position concerning the future of EaP.

3. The scenario entitled "broken cooperation™ would mean the returning to a new situation of "Cold
War" type where there is no economic cooperation while the divergent ideological values make the political
cooperation impossible. Such scenario will be negative for both parties while they are intrinsic linked in terms
of economic cooperation: the EU is still Russian Federation’s most important trade partner, while the Russian
energy exports are vital for the member states.

4. The "cold peace" scenario will involve the preservation of the existing status quo, with no common
political interests, but with economic exchanges, while the sanctions are maintained and both parties are
enduring the consequences.

5. Conclusions

As we may see there are optimistic and pessimistic possible scenarios for the EU — Russian Federation
relationship. However, in the current global geo-political context, shaped by many challenges, resuming
economic cooperation without sanctions is, in our opinion, the most desirable outcome. It should be noted
however that such scenario should not be accomplished with the price of renunciation from the EU part of
political and human rights values in exchange for economic profit. Still, the rebirth of cooperation could occur
amid new negotiations in the EaP with the participation of Russian Federation in order to truly build a “shared
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European house” and a strong economic partnership. Antagonizing Russian Federation is the wrong approach
while the Iran case has shown that international isolation may not produce the desired results, but will
negatively affect the international climate.

Moreover, some analyzes (Pop, 2016) are highlighting that "in the context of multiple messages that
argues the need for a new international order, which obviously will require a new dynamic in the international
economic relations and in the global market field, the Russian Federation has the ability to become an
influential force in the United Europe ".

It should not be neglected the fact that, according to prestigious international analysts (Brezinski, 2016)
the future relationship between the EU and the Russian Federation must be thought in the context of the new
global realities [the new realities are concerning the priorities of countries aiming to reposition their status in
the global arena (USA, EU, China and the Russian Federation), the "Arab spring” and its consequences
extended from North Africa to Middle East, the sovereign debt crisis, the migration crisis] which may lead to a
new architecture of power within the current international order.

Some authors (Pop, 2016) are showing that these realities may boost a new global realignment of
international powers and the creation of a "global equilibrium in the current multipolar world with shared
responsibilities".

Undoubtedly, in this context, a pragmatic and cooperative EU - Russian Federation relationship
appears, in our opinion, as crucial for achieving this new global equilibrium. In this respect, an approach that is
circumscribed to the gradual renunciation of mutual sanctions would undoubtedly be a signal that the Russian
Federation and the EU are prepared to restart a dialogue for pragmatic cooperation, finally escaping the trap of
the current “cold peace”.
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Abstract: The present paper has three main objectives. The first one is to emphasize the rationale for creating
the 16+1 platform. The second goal is to underline the evolution of the common targets of the participants,
through the lens of the five summits that took place during 2012-2016. The third objective is to highlight the
heterogeneity of the CEE-16 and China’s need to set specific targets, according to the characteristics and
opportunities offered by each country.
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1. Introduction

China’s present foreign policy is an assertive one and it contrasts with its previous tao guang ying hui
philosophy, synonymous with “hide brightness, nourish obscurity”. China’s self-confidence is reflected by its
recent enterprises such as One Belt, One Road, the establishment of the Asian Infrastructure Investment Bank
(AIIB), its leadership role in the BRICS alliance,'! its stance in Asia-Pacific, the enlarging list of strategic
partnerships and the enhanced presence in other regions of the planet, including through new cooperation tools.
In this investigation we refer to the 16+12 cooperation mechanism.

China’s initiative to strengthen cooperation with CEE was materialized through the first economic
forum held in Budapest in 2011. That was followed by the first heads of government meeting in Warsaw in
2012, which marked the official launch of the 16+1 platform. The subsequent yearly summits and business
forums (Bucharest, Belgrade, Suzhou and Riga) brought the participants closer. In official declarations and
literature it is also called the 16+1 process, as it has been evolving continuously,'® both institutionally and
pragmatically.

The present paper has three main objectives. The first objective is to emphasize the rationale for
creating this platform. The second goal is to underline the evolution of the common targets of the participants
through the lens of the five summits that took place during 2012-2016. The third objective is to highlight the
heterogeneity of the CEE-16 and China’s need to set specific targets, according to the characteristics and
opportunities offered by each country

2. Motivations for cooperation in the 16+1 formula. Potential risks

The 16+1 platform has become a relevant cooperation mechanism between China and 16 countries of
the Central and Eastern Europe (CEE-16) and a distinct component of the Chinese foreign policy since 2011.
The delay of China-CEE approaching is due to their different priorities during the last two decades.
Immediately after the fall of the Iron Curtain, the European countries of the former communist block have
turned westwards, while China has become once again a global player.

10 This paper includes results of the author’s research paper China, “16+1” and the BRICS in a Century of Deep
Transformations, presented at the Shandong University of Finance and Economics, Jinan, China, September 22, 2015.

11 Made up of Brazil, Russia, India, China and South Africa.

12 The acronym refers to Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Macedonia, Montenegro, Poland, Romania, Serbia, Slovakia, Slovenia, plus China.

13 Please consult the http://www.mfa.gov.lv/en/policy/multilateral-relations/cooperation-between-central-and-eastern-
european-countries-and-china.
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The global financial and economic crisis of 2008-2009 underscored that the European integration
generates not only benefits but also losses, as most of the CEE countries became strongly dependent on the EU
markets and capital. That resonated with the acceleration of the Chinese “going-out strategy”” accompanying its
“peaceful rise”.*

Moreover, China’s historical ties with the CEE are deep, as most of the countries in this region
established diplomatic relations with China in the early days of the founding of the People’s Republic, which
was considered by the Chinese authorities an “invaluable support”.’® Nowadays, these countries’ attractiveness
in terms of resources, market size, efficiency (including the agglomeration economies),*® labour market and
geostrategic position, as well as investment needs represent only several motivations for a strong bilateral
relationship (Oehler-Sincai, 2016).

Recent analyses (EBRD, 2016) point to the growing economic links between China and CEE-16,
including through projects in transport and energy sectors. Lending, trade and direct investment are the main
channels of strengthening these ties. The political will plays a major role in this matrix and the best results can
be obtained in those countries that are open both to the Western and Eastern partners.

So far China has concluded more than 70 strategic and cooperation partnerships with countries and
groups of countries around the world (Yan, 2015). Its European strategic partners are France, Germany, Italy,
the United Kingdom, Spain, Portugal, Greece, Denmark, Serbia, Ukraine, Poland, Ireland, Belarus and more
recently Czech Republic. Among the CEE countries in the 16+1 cooperation framework, three enjoy the status
of strategic partners for China: Serbia (since 2009), Poland (since 2011) and Czech Republic (March 2016).
Moreover, the strategic partnerships with Serbia and Poland were upgraded to the comprehensive level in June
2016 (Oehler-Sincai, 2016).

According to the literature, China’s relations with the whole group of the 16 CEE countries are not
included in the strategic partnership category and scholars are still debating whether the 16+1 cooperation
represents a “window of opportunity” or a “strategic opportunity” (Liu, 2013). From China’s standpoint, there
are many motivations for this cooperation platform, as China considers it: (1) a “bridgehead” to the EU (via
investments and production of goods “made in the EU”) (Liu, 2013, Simurina, 2014), (2) a channel to facilitate
business contacts, build social networks and diminish the costs of doing business in the CEE (Kong, 2015), (3)
a way to obtain support in the relevant EU institutions and forums (Kaczmarski and Jakébowski, 2015), (4) a
“tool for building a positive image of China” in the region (Kaczmarski and Jakébowski, 2015) and also (5) a
means of coordinating China’s policy towards the CEE (Kong, 2015, Kaczmarski and Jakdbowski, 2015).

It is important to underline that China is the supporter of the long term perspective, while its
Eastern European counterparts expect rapid results, in terms of green-field investments, increasing exports,
diminishing trade deficits in relation with China and also attracting more Chinese tourists (Turcsanyi, 2015),
especially after China became in 2012 the first tourism source market. Some authors underline that it is
necessary to bring expectations and achievements closer (Turcsanyi, 2015), as the realistic approach is
beneficial for both sides.

Recent papers (Kaczmarski and Jakobowski, 2015) underline also major barriers obstructing the 16+1
progress. Among the most significant there are: regulations which restrict access to the public procurement
market, special provisions in tender procedures, restrictions concerning technical standards, equipment and
employment rules, differences existing at the level of legislative systems in the eleven CEE countries which are
EU member states and the five that are outside the EU, the lack of knowledge of the “rules of the game” in
CEE. For instance, according to the EU rules, the governments of EU member countries cannot provide state
guarantees to specific investment projects. However, the state guarantee is necessary in order to apply for
financial aid from the US$ 10 billion special credit line provided by China in the China-CEE cooperation
framework. This offers an advantage to the CEE-5 countries, which have a large space of manoeuvre. Another
hindrance is the competition between the CEE-16 countries to attract Chinese capital. At the same time, the

14 The term was coined in 2003 by Zheng Bijian, an advisor to the Chinese leadership. The doctrine of promoting a
peaceful stance became the official policy in China during the presidency of Hu Jintao and governance of Wen Jiabao
(2003-2013).

15 Please consult the remarks by H.E. Li Kegiang Premier of the State Council of the People's Republic of China at Third
China-Central and Eastern European Countries Economic and Trade Forum, Bucharest, 2013/11/26, available at:
http://www.fmprc.gov.cn/mfa_eng/wjdt_665385/zyjh_665391/t1109671.shtml.

16 j.e. geographic clustering and networking of firms and industries, due to infrastructure advantages, labour market
pooling, input sharing, knowledge spillovers — Cohen and Morrison Paul, 2009 — but also customer proximity.
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“Western EU factor” is present in this equation, as old member states and EU institutions consider this platform
as a “threat” to the EU unity (Turcsanyi, 2014, Kaczmarski and Jakdbowski, 2015).

3. Participants’ goals in the 16+1 process. Noteworthy results

The 16+1 cooperation framework is tri-dimensional*’ and all its components (economic, political,
social) are subsumed into the Chinese public diplomacy. China’s explicit goals were presented for the first time
in the “Twelve Measures for Promoting Friendly Cooperation with Central and Eastern European Countries”
(April 2012). These are synthesized as follows: (1) Setting up an organisational structure, starting with a
Secretariat under the aegis of the Chinese Ministry of Foreign Affairs, with specific objectives; (2) Establishing
a US$10 billion special credit line, with a focus on cooperation projects in such areas as infrastructure, high
and new technologies, and green economy; (3) Setting up an investment cooperation fund with the goal of
raising US$500 million in the first stage; (4) Increasing total bilateral trade to US$100 billion by 2015; (5)
Encouraging the establishment of economic and technological zones in CEE; (6) Exploring the financial
cooperation (via currency swaps, local currency settlements for cross-border trade, and establishment of bank
branches in each other's countries; (7) Establishing an expert advisory committee on the construction of
transportation network; (8) Supporting cultural cooperation; (9) Encouraging cultural, educational and
academic exchanges; (10) Exploring ways of cooperation in the field of tourism; (11) Establishing a research
fund on China’s relations with CEE-16 (RMB2 million every year to support academic exchanges); (12)
Organizing yearly the young political leaders forum of China and CEE from 2013 onwards (Ministry of
Foreign Affairs of the People’s Republic of China, 2012).

At the summit of November 26, 2013 (Bucharest), were adopted the Bucharest Guidelines for
Cooperation between China and CEE countries. They included eight major objectives and sub-objectives
(subscribed by all the participants), reiterating some of the goals of April 2012 and urging to: (1) Hold a China-
CEE meeting of heads of government every year to review cooperation achievements and set the direction for
future cooperation; (2) Consider formulating a medium-term agenda for cooperation when appropriate in light
of how China-CEE cooperation evolves; (3) Promote investment, economic and trade cooperation; (4) Expand
financial cooperation; (5) Enhance cooperation in connectivity; (6) Expand cooperation in science, technology,
innovation, environmental protection and energy; (7) Promote dynamic people-to-people and cultural
exchanges and cooperation; (8) Encourage cooperation at the sub-national level (as one of the important
pillars of China-CEE cooperation)!® (Romanian Government, 2013).

On December 17, 2014, during the 16+1 summit in Serbia on the theme “New Driving Force, New
Platform and New Engine”, it was evaluated the degree of implementation of the previous Guidelines and were
adopted the Belgrade Guidelines for Cooperation between China and the CEE countries. The participants
resumed the majority of the goals of 2013 but in a more detailed manner and added another one: the
convocation of the 1st China-CEE health ministers’ meeting in the Czech Republic in 2015 (Ministry of
Foreign Affairs of the People’s Republic of China, 2014).

During the meeting of Suzhou (November 24, 2015) on the theme of “New Beginning, New Domains,
New Vision”, were adopted the Suzhou Guidelines for Cooperation and the Medium-Term Agenda for
Cooperation between China and Central and Eastern European Countries (Ministry of Foreign Affairs of the
People’s Republic of China, 2015a and 2015b). The second document underlined the nine pillars of the 16+1
sectoral cooperation (Figure 1).

17 Please consult Jaroch (2016).

18 1t was foreseen the establishment of a China-CEE countries association of provincial governors, joined by Chinese and
CEE-16 provinces, states and municipalities on a voluntary basis. The China-CEE Local Leaders’ Meeting is held once
every two years. The 3" meeting was held in Tangshan, Hebei Province on June 17, 2016.
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Figure 1: Main fields of cooperation between China and the CEE-16
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Source: Own representation based on Ministry of Foreign Affairs of the People’s Republic of China (2015b).

On November 5, 2016, the fifth China-CEE Summit was held in Riga. The Riga Declaration focused on
the Adriatic-Baltic-Black Sea Cooperation, in order to develop transportation hubs involving ports and
industrial parks in the coastal areas of the three seas (The State Council of the People’s Republic of China,
2016).

During the 6™ Economic and Trade Forum in Riga, the Chinese prime-minister Li Kegiang synthesized
proposals in order to: extend bilateral trade scale, accelerate the connectivity process, support the production
capacity cooperation, stimulate the financial cooperation and explore the potential of tourism cooperation
(including through the easing of visa policies, simplifying border entry procedures and launching more direct
flights, which might lead to the doubling of the number of tourists between China and CEE in five years)
(Ministry of Foreign Affairs of the People’s Republic of China, 2016).

Obviously the “Twelve Measures for Promoting Friendly Cooperation with Central and Eastern
European Countries” of April 2012 and the subsequent Guidelines for Cooperation (Bucharest, Belgrade and
Suzhou) and the Riga Declaration have given a new impetus to the bilateral relationship.

Besides, at the Suzhou summit (November 2015), the Chinese President Xi Jinping proposed the goal
of fully integrating the “16+1 Cooperation” into the “Belt and Road” initiative. Both are guided by the “Silk
Road Spirit” of “peace and cooperation, openness and inclusiveness, mutual learning and mutual benefit” (Sun,
2016). The One Belt, One Road has five complementary ways of implementation (wu tong): policy
coordination, facilities connectivity, trade facilitation, financial integration and people-to-people exchanges
(Jiang, 2015, p. 7), which are the same as in the case of the 16+1 process.®®

We consider that it is enough room for manoeuvre for all the participants, according to their own
priorities, as demonstrated by the structures opened/announced to be opened in the CEE countries. These
include: the Secretariat of China-CEE Mechanism for Investment Promotion Agencies in Poland, Joint
Chamber of Commerce in Poland (and China), Association of Tourism Promotion Institutions and Travel
Agencies in Hungary, Association for the Promotion of Agricultural Cooperation in Bulgaria, the Secretariat
on logistics cooperation in Latvia. Romania will set up a Center for Dialogue in energy-related projects.
Slovenia announced the intention to establish a China-CEE coordination mechanism for forestry cooperation.
In its turn, Serbia intends to host the China-CEE Federation of Transport and Infrastructure Cooperation, while
the Czech Republic hosts the Federation of Heads of Local Governments (Kong, 2015). Besides, the 16+1
Think Tank Network was officially launched in Beijing on the 16th of December 2015.

19 Please consult the Ministry of Foreign Affairs of the People’s Republic of China (2016a).
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4. The CEE-16, a group characterized by diversity

The CEE group is heterogeneous (Turcsanyi, 2014, Szczudlik-Tatar, 2013 and 2014) from many
standpoints. Four countries are EU candidates (Albania, Macedonia, Montenegro and Serbia), one is a potential
candidate to the EU (Bosnia and Herzegovina) (CEE-5)?°, while 11 are EU member states (CEE-11), out of
which five belong to the Euro zone. The 11 EU member countries have different voting powers in the EU.
Several of them are euro sceptics. Beyond their different goals, ambitions and strengths, the 16 CEE countries
consider China as a relevant market and a valuable source of investment, at least at the declarative level.

It is worth underlining that in CEE there are other “established” stakeholders (for instance Western
European and American investors), which consider China as a “threat” to their positions (Turcsanyi, 2014).
There are also other determinants, such as internal weaknesses and the interdependencies with the Western
Europe, which might influence the behaviour of the CEE-16 towards China.

In a study on EU member states attitudes towards China, Fox and Godement (2009, p. 6) divide the EU
countries in four groups. One is made of Accommodating Mercantilists.?! Five CEE-11, namely Bulgaria,
Hungary, Romania, Slovakia and Slovenia, are included in this group. The main common characteristic of these
countries is related to the assumption that good political relations with China will lead to commercial benefit
and economic considerations must dominate the relationship with China. This group is opposed to the
Assertive Industrialists (Czech Republic, Germany and Poland), “ready to pressure China with sector-specific
demands” and impose a particular conduct on both political and economic issues. It is also different from the
Ideological Free-Traders (Denmark, Netherlands, Sweden and United Kingdom) and European Followers
(Austria, the three Baltic States, Belgium, Ireland and Luxembourg) that do not consider the relationship with
China as central to their foreign policy. As regards the CEE-5 group, as the EU enlargement process has been
suspended until 2020, the prospects of their cooperation with China are bright.

4.1. A comparative analysis of the economic situation of the CEE

Economically, the 16 CEE countries’ cumulative share in the gross world product remains below 2%.
Poland is the largest country among them if we take into account population, area and also nominal GDP.
Romania ranks second in terms of both population and land area, third in terms of nominal GDP but only the
tenth if we take into account the GDP per capita (Charts 1 and 2).

Chart 1: CEE-16 in the world hierarchy in terms of GDP
in current prices in 2015 (billion USD)
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Source: Own representation based on IMF (2016)

20 We will use the acronym CEE-5 for this group of five countries.
21 Bulgaria, Cyprus, Finland, Greece, Hungary, Italy, Malta, Portugal, Romania, Slovakia, Slovenia and Spain.
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Chart 2: CEE-16 in the world hierarchy in terms of GDP per capita

in current prices in 2015 (USD)
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Among the CEE-16, one can notice large differences in terms of main macroeconomic indicators.
During 2008-2015, four CEE-5 and three CEE-11 countries (Czech Republic, Hungary and Slovenia) recorded
a double-dip recession (Charts 3 and 4). Albania and Poland were the only two economies have not witnessed
any recession episode. The Baltic States, Romania, Bulgaria and Slovakia registered one medium term
recession and their GDP decrease was quite abrupt. Similar with the PIIGS countries (Portugal, Ireland, Italy,
Greece and Spain) and Cyprus, the newest EU member state, Croatia appears as another “problem” member
state, with long term recession, large public debt and fiscal deficit as well as negative current account balance

until 2012.

Chart 3: CEE-5 real GDP growth rates during 2001-2015 (%)
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Chart 4: CEE-11 real GDP growth rates during 2001-2015 (%)
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As regards unemployment, most CEE-16 recorded in 2015 double-digit rates: Macedonia (28%),
Bosnia and Herzegovina (27%), Serbia (20%), Croatia (17%), Montenegro (15%), Albania (17%), Slovak
Republic (11%), Bulgaria, Latvia and Lithuania (each circa 10%), Slovenia (9%). The other five CEE,

including Romania, have moderate unemployment rates (IMF, 2016).

With the exception of Estonia, all the other CEE-16 countries registered in 2015 fiscal deficits and ten
of them recorded current account deficits (Charts 5 and 6). Current account surpluses marked by Slovenia and

Hungary have been increasing since 2011-2012.

Chart 5: CEE-16 general government net lending/borrowing in 2015 (% of GDP)
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Chart 6: CEE-16 current account balance in 2015 (% of GDP)
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Six CEE-16 countries recorded a gross debt larger than 60% in 2015: Croatia, Slovenia, Serbia,
Hungary, Albania and Montenegro (Chart 7). Generally, the CEE-5 and the newest EU member state, Croatia,
reveal economic weaknesses.

Chart 7: CEE-16 general government gross debt in 2015 (% of GDP)
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4.2. Comparisons on investment environment in terms of ease of doing business,

quality of public institutions, infrastructure and innovation.

Romania’s main macroeconomic indicators, its geographical position, the presence of three Pan-
European corridors crossing it (IV, VII and IX), its harbours at the Black Sea, the Danube-Black Sea Channel
and also natural resources and the remaining skilled labour force in spite of the “drain brain” process
underscore its strengths.

However, according to the experts of the European Commission “policy measures on the supply side of
the economy, such as investment in innovation and infrastructure or improvements to the business environment
and public administration, remain limited” (European Commission, 2016). Table 1 and Chart 8 underscore
that Romania lags behind Macedonia, the Baltic States and the countries of the Visegrad Group, in terms of
ease of doing business, quality of public institutions, infrastructure and innovation.
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Table 1: The CEE-16 ranked on their ease of doing business

Country Ranking
Macedonia, FYR 12
Estonia 16
Lithuania 20
Latvia 22
Poland 25
Slovak Republic 29
Slovenia 29
Czech Republic 36
Romania 37
Bulgaria 38
Croatia 40
Hungary 42
Montenegro 46
Serbia 59
Bosnia and Herzegovina 79
Albania 97

Notes: Economies are ranked on their ease of doing business,

from 1-189.
Source: The World Bank Group (2015).

Chart 8: Hierarchy of the CEE-16 according to quality of public institutions, infrastructure and
innovation — three of the 12 components of the Global competitiveness index*
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The literature offers a vast evidence of factors such as agglomeration effects induced by proximity to
large Western European markets and technology sources, which are more important for China than tax regimes
or ease of doing business (Szunomar, Biedermann, 2014). Countries such as Poland, Czech Republic, Slovak
Republic, Slovenia, Latvia, Lithuania, Estonia are closer to the Western European markets than Romania, have
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an adequate infrastructure and besides are better ranked in terms of ease of doing business, which insures a
strong base of economic cooperation.

Moreover, the Czech Republic intends to become a centre of the New Silk Road Initiative. Hungary
became in June 2015 the first European country to sign the Silk Road memorandum of understanding with the
Chinese authorities. Poland plans to become the “railway transportation gate for Chinese exports to Europe”
and develops the logistics centre in Malaszewicze, situated at the boarder of Poland and Belarus, which “will
reduce the transportation time between China to Germany from 35-40 days by sea to 11-14 days by railway”
(The Diplomat, 2015). Besides, Poland is the only country of the CEE-16 group with the status of prospecting
founding member of the Asian Infrastructure Investment Bank.

In Romania there is a declared political will for cooperation with China but with the exception of
cultural field, we remark the absence of significant tangible results. After the legislative elections of December
2016, we consider suitable to make a reassessment of the relationship with China, based on the priorities of the
new political leaders.

5. Conclusions and areas for further research

The debate among scholars regarding whether the China-CEE-16 cooperation represents only a
“window of opportunity” or a “strategic opportunity” is in progress even after six Economic and Trade Forums
and five high-level summits. However, in a world where fragmentation has become the norm and cohesion
remains an ideal, China’s initiatives appear as a driving force of integration (Oehler-Sincai, 2015).

The goals of cooperation included in the “Twelve Measures for Promoting Friendly Cooperation with
Central and Eastern European Countries” of April 2012 and the subsequent Guidelines for Cooperation
(Bucharest, Belgrade and Suzhou) and the Riga Declaration are realistic, however uncertainties remain. Even if
the actual 16+1 platform is “in line” with the EU-China 2020 Strategic Agenda for Cooperation??, EU-China
Connectivity Platform and China’s New Silk Road Project, nevertheless, the following weaknesses deserve
attention:

» This group of countries represents a “heterogenic region, with different frameworks and
expectations” (Szczudlik-Tatar, 2013 and 2014).

» Some political leaders of the CEE countries consider the EU integration as a main priority, to
the detriment of the CEE-China relationship, even if the cooperation with the EU does not
exclude other partnerships.

» In the CEE there are other stakeholders (Western Europe, US), which consider China as a
threat to their “established” positions. Such a rivalry could be detrimental both to China and the
CEE.

The Bucharest and Belgrade Guidelines for Cooperation indicate that among the ways to reach the
16+1 common goals there are: facilitation of customs clearance; simplification of visa application procedures;
participation at fairs and exhibitions; organization of forums, seminars, conferences on topics of common
interest; support of the existing direct flights between China and CEE countries, the opening of new routes at
an early date, and the exchanges and cooperation in fields related to civil aviation, support the People’s Bank
of China and CEE central banks in signing currency swap agreements and facilitate local currency settlement
as one of the effective means to increase trade and investment; encourage Chinese and CEE businesses to use
RMB as settlement currency in cross-border trade and investment; encourage and support Chinese and CEE
financial institutions to establish branches, develop market and expand business in each other’s countries;
support Chinese and CEE institutions in investing in each other’s inter-bank bond market.

We mention in this context China’s preferential loans granted to EU candidate countries (Albania,
Macedonia, Montenegro and Serbia) and potential candidate Bosnia and Herzegovina and the special relation
created between them, having in mind that the EU enlargement process is suspended until 2020.

In relation with the CEE-11, the number of investment projects substantially increased. At the
institutional level, new cooperation mechanisms were launched in CEE-16 countries. A China-CEE Investment
Cooperation Fund has been launched and a US$10 billion special credit line has been established in order to
spur the Chinese investments in the CEE.

22 See The Belgrade Guidelines for Cooperation between China and Central and Eastern European Countries.
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Regarding Romania, although from a geographical standpoint it is well positioned to be China’s
“gateway” to Europe, other CEE countries such as Hungary, Czech Republic, Poland, Bulgaria and even
Croatia and the Baltic States proved to be more active than Romania.

With respect to areas for further research, we consider necessary to put more emphasis on: potential
risks associated to the 16+1; comparative analyses of the China-CEE trade and investment flows with focus on
best practices; evaluation of the 16+1 platform efficiency, by comparing the results with the objectives;
possibility of enlargement, including countries such as Ukraine, Belarus or Moldova; potential of the Adriatic-
Baltic-Black Sea Cooperation and also the reassessment of the Sino-Romanian relationship, based on the
geopolitical realities and also those related to the new political cycle after the legislative elections of December
2016.
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Abstract: Europe remains one of the attractive world's regions for investment due to workforce highly skilled,
rule of law and the existence of an integrated single market. Europe is the region that attracts most foreign
direct investment. The level of investment in the EU has dropped significantly, but can see variations from
country to country, both in terms of private investment and public investment. Investments in Romania had a
downward trend. Obstacles to foreign investment include difficult access to finance often associated with poor
insolvency frameworks, the challenges of an administrative nature (regulatory burden or lack of predictability
of regulation) and low capacity of response of the labor market.
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product (GDP)

1. Introduction

The domestic economy has felt the effects of the international financial crisis, although their intensity
managed to be somewhat tempered by a series of measures taken by the Romanian authorities in terms of
macroeconomic and financial stability: 1) conclusion of multilateral financing agreement with the European
Union, International Monetary Fund and World Bank, 2) materialization of commitments under the European
Bank Coordination initiatives, financial deleveraging commitments prevented disorderly or excessively rapid or
strengthened cooperation between supervisors; 3) issue directives to the central bank's prudential plan, which
focused banking system intensified efforts provisioning, capital adequacy and stricter regulation lending in
foreign currency, in accordance with the recommendations of the European Systemic Risk Board.

The observed evolution in the real economy and financial crisis with international submissions are
well founded so conventional theory and by historical precedent. Accelerated increases in asset prices,
anchored by optimistic expectations regarding future capital gains that have coexisted with alert credit
expansion were followed by severe financial crisis and economic recession deeper and longer. The main
obstacles to investment are often related to unpredictability, complexity and the heavy burden of the regulatory
framework, the lack of transparency of public administration, the judiciary and tax system and often the
difficulties of getting access funding.

Potential obstacles to investment are classified into five categories:

- government / business;

- employment / education;

- the financial / taxation;

- research, development and innovation;

- regulation sector (business services / regulated professions, retail, construction, digital economy /
telecommunications, energy and transport).

A negative aspect is that funding opportunities from sources both national and international are
underutilized. Investments financed exclusively from national resources represent 9 percent of total public
expenditure or 2.6 percent of GDP.
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2. Investment implications on business environment

Funding sources for investment are funds from the state budget, structural funds and loans from
international financial institutions such as the European Investment Bank and European Bank for
Reconstruction and Development. Domestic banking sector is the main financier of the authorities,
approximately 70 percent of the bonds they hold Romanian financial system is in the banks' portfolio.

Public investments are still supported largely by funds from the EU. Romania has the second lowest level of
public investment between countries with similar characteristics and is the only country where public
investment has declined every year since 2008.

Managing public investment is affected by the lack of defining priorities and lack of coordination.
Overall, government capacity affects the business climate, public investment and delay causes a decreased
absorption of public funds.

Public investment in Romania fell, although there are various sources of funding. In 2013,
investment accounted for almost 24% of GDP, compared to 19% of GDP in the EU and public investment
accounted for approximately 20% of total investments (or 5% of GDP).

In 2014, public investment in Romania accounted for 4.3 percent of GDP. The percentage of public
investment is still above the pre-accession period, but below the record level of 6.7 percent of GDP in 2008.

Investments in national economy shows a historic low recorded in 2014 of 65.5 billion lei, down
compared to 2013. For comparison, investments in the national economy in 2008 amounted to 90 billion lei, up
by 17.1 % compared to 2007.

In 2015 Romania has allocated an amount of nearly 17 billion lei for public investment, which meant
the equivalent of 2.3% of GDP. Most of the funds allocated by the principal public investment was focused on
the financing and completion of the investment objectives and we continue with multiplier effect and direct
contribution to gross fixed capital formation (50.2% of spending over investment total sources, namely over
57.3% of investment costs allocated from the state budget)

In 2016 investment spending was totaling 37.7 billion lei, representing approximately 5,1 percent of
GDP and their share in total budget expenditure of 14.9 (script no. 10). For 2017 they are estimated at 37.7
billion lei in 2018 valuation stands at 44.7 billion lei and a share of GDP and 5.3 percent of GDP in 2019 was
estimated 47.2 billion lei, respectively 5,2 percent of GDP, an upward trend in nominal horizon from 2016 to
2019, increasing in 2019 to 9.5 billion lei in 2016, according to MPF.

Graphic no. 1

Public investments as 2% from GDP I

forecasts

Source: BNR, Financial Stability Report, 2016

Investments help the increasing of business profitability. Attracting and efficient allocation of capital
flows (especially in the form of high quality investments) constitutes the main driver of growth in the medium
and long term GDP. In this way, it facilitates the private sector access to finance investments, encourage
technology transfer and innovation, promotion of technology parks and business incubators, stimulating
innovation and entrepreneurship, supporting women entrepreneurship, growth private companies and labor
productivity, and practices management based on the principle of investing in people.
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Effective mobilization of investment resources contributes to increased industrial production,
improving complex national economy, tackling the problems of refurbishing the enterprises, but also to the
sustainable development of regions.

Graphic no. 2 the amount of significant investments in 2015

Significant investments in 2015, percent from total public investments
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Source: Ministry of public finances, Report on analysis of existing portfolio of public
investment projects, 2015

For 2016, the Ministry of public finances started implementing mechanisms for transparency and
efficiency of public spending that will contribute to increase fiscal space for investments, improving the
sustainability of public finances in the medium and long term, increasing absorption capacity of European
funds and increase the predictability of budgetary policy medium term.

The action consists in analyzing the sector of public spending, to prioritize and streamline their
allocation, identifying ways of achieving savings in various items of expenditure and development of sectorial
strategies spending proposals.

Principles on which public investment projects are evaluated in the prioritization process are:
opportunity of investment project in the context of sector strategies or national economic justification and its
social, affordability and financial sustainability arrangements for implementation / performance implementation
and the remainder until the completion of public investment project (for further public investment projects).

3. Foreign direct investment in Romania

Investment relationship on a long term between a resident entity and a non-resident entity, which
usually implies that the investor exerts a significant influence in the management of the investee company, is
foreign direct investment.

Are considered FDI investment capital: share capital and reserves due to a foreign investor who owns at
least 10 percent of the vote or the subscribed share capital of a company resident credits the investor or group to
which it belongs and company in which he invested and reinvested earnings this, loans from companies
resident whose voting power or share in the company's share capital resident is under 10 percent, but are part of
a direct investor in resident company in question (sister companies).

Non-residents' direct investment in Romania amounted to 2.036 million Euros of equity stakes
(including reinvested earnings estimated net) amounted to 1.561 million Euros and recorded net intergroup
loans of 475 million Euros in the first half of 2016.

According to the National Trade Register Office (NTC), the number of newly established companies
with foreign capital in the first six months of 2016 decreased by 12 percent compared to the same period last
year, to 2,687 companies.
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The total amount of the share capital of 2.687 new companies is 19.72 million dollars. Most companies
were set up in March, 509 respectively, 17.7 percent fewer than the same month of 2015.

At the end of June, the number of companies with foreign participation in the capital of Romania was
207.153; the total capital is over 43.4 billion Euros.

According to NTC, 2015 Romania recorded the lowest number of newly established companies with
foreign capital in 18 years.

In the table below are presented on the principle directional direct investment. Directional principle is
that it follows the relationship between the investor direct investment and foreign direct investment company
(claims on non-resident investors of these companies are recorded as decreases / withdrawals FDI).

Table no. 1. Direct investment on directional principle
Netto mil. Euro

Components 2015 2016
(January - July) (January - July)*

Residents investments abroad - 316 -130
Companies that accept deposits, excluding central bank -2 -0
Equity, including reinvested earnings -2 -0
Debt instruments 0 0
Other sectors - 314 -129
Equity, including reinvested earnings 109 -3
Debt instruments - 423 - 126
Non residents investments in Romania 2153 2339
Companies that accept deposits, excluding central bank 94 369
Equity, including reinvested earnings 91 375
Debt instruments 3 -5
TOTAL 1837 2210

*) provisional data
Source: BNR, 2016

Between 1991 — 2015, 204 466 companies were founded by foreign capital, the total subscribed share
capital to over 42.8 billion Euros, predominantly construction companies (accounting for 27.2 percent),
industry (25, 9 percent) and professional services (19.3 percent). Most such companies were established in
Bucharest, respectively 92 072 (total amount of share capital - 21.9 billion Euros).

Of the 204 466 companies, 41 749 ltalian firms have capital, but the most valuable capital is a
Netherlands company, namely 8.4 billion Euros, although about 4,600 companies.

Most Foreign Direct Investments in Romania are from the EU in terms of share of total FDI ranking of
31 December 2015 is as follows: Netherlands (25.0 percent), Austria (14.2 percent), Germany (12, 4 percent),
Cyprus (6.9 percent) and France (6.7 percent).

The size of FDI in Greenfield enterprises, order their own countries differ in part by the order
determined by the total balance of FDI origin. Thus, the biggest Greenfield investment in enterprises came from
the Netherlands (21.5 percent), followed by Germany (16.9 percent), Austria (11.2 percent) and 7.6 percent in
Italy FDI in Greenfield enterprises.
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Table no. 2. Distribution by countries of origin of FDI 31 December 2015

Distribution by countries of origin of FDI 31 December 2015
Value (mil. Euros) Share in total FDI
(percent)
Holland 16 100 25,0
Austria 9131 14,2
Germany 7991 12,4
Cyprus 4421 6,9
France 4 308 6,7
Italy 3349 5,2
Luxemburg 2700 4,2
Switzerland 2231 3,5
Greece 1747 2,7
United States of America 1627 2,5
Belgium 1444 2,2
Spain 1423 2,2
Great Britain 1346 2,1
Hungary 938 14
Czech Republic 652 1,0

Source: BNR, Financial Stability Report 2016

In 2014 net Foreign Direct Investments flows reached the level of 2421 million, structured as follows:
contribution to the equity of foreign direct investors in direct investment enterprises in Romania worth 2846
million. The contribution from equity consists of ownership interests in FDI enterprises, worth 4222 million,
plus reinvested earnings, the negative amount of 1376 million.

For 2014 FDI were directed to manufacturing (929 million euro) and in its main branches recipient of
foreign direct investment were transport (411 million euro), manufacture of computer, electronic products,
electrical and optical (EUR 168 million) and metallurgy (158 million); Other sectors with significant
investments were construction and real estate (646 million euro), information technology and communications
(253 million Euros) and trade (€ 225 million).

Foreign Direct Investments were located mainly in manufacturing (32.0 percent of the total balance
FDI). And within this industry branches: petroleum, chemicals, rubber and plastic products (5.7 percent of the
total balance FDI), transport industry (5.4 percent), metallurgy (4.5 percent ), food, beverages and tobacco (4.0
percent), cement, glass, ceramics (2.6 percent) and manufacturing of wood products, including furniture (2.5
percent).

Besides industry significant FDI activities that are financial intermediation and insurance (representing
13.0 percent of total FDI), wholesale and retail trade (11.7 percent), construction and real estate (9.8 percent),
information technology and communications (6.0 percent). At the end of 2014 tangible and intangible assets
recorded a balance of 30 883 million euro, representing 51.3 percent of total balance of FDI, which indicates a
considerable degree of foreign investment.

In 2014 the Greenfield investment and mergers and acquisitions category registered a low of 77 euro
196 million respectively; the preponderance in the flow of shareholdings in 2014 is the restructuring of
companies with a value of 2438 million or 58 percent of equity, and development companies with 1511 million,
representing 36 percent of holdings.

To assess the lasting impact of Greenfield investment on the economy were highlighted and
accumulation of foreign direct investment (stocks) in enterprises established as Greenfield investments, called
Greenfield enterprises. Foreign direct investment in Greenfield enterprises, are amounting to 32 527 million,
representing 54 percent of total balance of FDI.

Net inflow of FDI in 2015 was driven primarily trade (1,000 million Euros) and for financial
intermediation and insurance (926 million Euros). The manufacturing industry also benefited from a major
influx of FDI (euro 745 million); within its main activities recipient of foreign direct investment were transport
(532 million euro), oil processing, chemicals, rubber and plastics, and machinery and equipment, each with 183
million Euros each, and manufacture of computer, electronics, optical and electrical 133 million.
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Business activities where FDI is reflected in tangible and intangible assets to a significant degree are:
industry (26.6 percent of total FDI) (in its manufacturing owns 18.7 percent of total FDI), construction and real
estate transactions (6.1 percent) and trade (6.0 percent).

Besides industry significant FDI activities can be count on financial intermediation and insurance (13.1
percent of total FDI), trade, and construction and real estate, both being by 12.2 percent of total FDI, and
activities professional, scientific, technical, and administrative and support services (6.3 percent of total FDI).

4. Conclusions

Attracting FDI in the economy is a competitive activity both globally and regionally. The efficiency of
foreign investment must necessarily be reflected in the creation of production capacity of goods and services,
creating new jobs and of course, the actual contribution to increasing the stock of inputs.

The financial crisis has revealed in particular that imbalances in financial markets as excessive increase
in the pace of credit indebtedness across all sectors of the economy, asset prices can coexist with low and stable
inflation. The analysis of foreign direct investment is justified by the fact that they are seen as the main factor
stimulating economic growth.

Attracted investments should be directed towards those economic sectors that contribute to sustainable
economic growth - agriculture, tourism, and manufacturing - and not for speculative sectors such as real estate
or retail.

Based on these aspects we concluded that the development of the SME sector by facilitating its access
to financing creates the prerequisites for economic growth and social sustained by creating new jobs and
ensuring a level of development that is appropriate for the individual and society.
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Abstract: Nowadays the industry is one of the main economic sectors, with a major contribution to achieving
and maintaining a high rate of economic growth. The processing industry operation to high economic
performance requires changes in structural terms, the re-engineering of processes and management. In this
regard, one of the main actions taken at the level of companies in the manufacturing industry is the
implementation of quality systems. Practicing quality management system not only allows businesses to react to
changes taking place in business, but also to inflict them by the controlling of the future. This paper aims to
analyze the principles of Total Quality Management — TQM and will highlight the advantages that
organizations could obtain by applying each principle separately in the process of management.
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1. Introduction

The principles of total quality management (TQM) can be defined as rules or fundamental and complete
convictions in the management of an organization, oriented towards the continuous improvement of
performance in the long term, by the total customer orientation, while taking into consideration the needs of all
other stakeholders.

Both in theory and in practice organizations it is generally accepted that the conceptual basis of the TQM
philosophy is the principle of continuous improvement. To lead the continuous improvement process it is
necessary to apply a number of fundamental principles of TQM. There are different formulations of the basic
principles of TQM. For example, R.J. Schonberger makes particular attention to the principles of continuous
improvement and quality assurance processes. G. Merli highlights the following basic principles: customer
satisfaction, quality first, continuous improvement, involving all staff. Stora and Montaigne (2006) believe that
the basic principles of TQM are: management implication, involving all staff and rational improving of quality.
According to the authors Haist and Fromm (2011), they highlight the following principles: customer
orientation, the ‘zero defects’ principle, continuous improvement, and focus on prevention.

2. The eight principles of TQM

Considering the different opinions expressed by specialists, as well as the stipulations of SR EN 1SO
9000: 2006 — Chapter 02, we support the assertion that the basis for TQM and the development of family I1SO
9000 were the eight principles of quality management considered being determinant for continuous
performance improvement. Analyzed and interpreted today (under the impact of the increasing number of
enterprises which have implemented ISO Standards and the methods of Kaizen system), the eight quality
principles on which 1SO 9001 is based are totally harmonized on the European Model of Excellence, Lean, Six
Sigma and Business Process Management (BPM), but they are deficient when it comes to quality critical
concepts such as social responsibility and stakeholder needs, which are limited to customers.

2.1 Customer Advocacy

This principle is to relief the organization’s capacity to understand and meet the needs of its customers.
For this, it is necessary, first, to identify external customers and internal customers. Then the requirements, the
needs and the expectations are determined and then they are translated into specifications, based on which the
products are made with certain quality characteristics. The customers’ needs knowledge through market
research is done on buyers, consumers and even competitors’ customers. Also, if customers of the organization
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are other organizations, the study should be extended to their clients. Based on study results, a list is drawn up
with the needs expressed by customers and the importance given to each need.

Then it will be determined the technology and the processes required for the achievement of appropriate
product requirements, and the investments that are necessary to provide manufacturer technical equipment.

In developing forecasts of customer needs organizations must cover both current interests and their
evolution over time. Also, manufacturers can even determine an orientation of future customer requirements
using intelligent advertising, like other channels offered by the media. The collaboration with the customer is
recommended (‘partnering’) for cases where customers’ real needs are different than those expressed in
conducting the study. This can be done either through a dialogue with customers either in an organized frame
or by customer participation in developing processes for a new product required by him, or through customer
engagement in internal activities processes of the company such as planning new product development,
technological estimation etc. Thus may be introduced in product design features that meet the unexpressed
needs.

One method to correlate the customer requirements and expectations with the manufacturer’s possibilities
is Quality Function Deployment (QFD) developed by Yoji Akao and Mizuno Shigheru. The method can be
applied in the market research process planning and in the customer-oriented production. The method is based
on the answers to the following questions: ‘What will consumers?’ and how their requirements can be met?
Based on analysis of customer requirements, the characteristics and technical specifications of products
designed to satisfy these requirements will be set. But for this goal, the organization must provide the necessary
information to knowledge needs. To this end it is necessary to adapt management subsystems, especially
information subsystem. This subsystem should be adapted to allow the organization to retrieve and process all
customer data. Thus, a customer-oriented information system should enable the compilation of reviews, the
analysis of the customer after their effectiveness etc. The system also must exchange information with upstream
and downstream partners of the organization.

Regarding the acceptance of orders made by the client, ISO Methods referring to the customer describe
how to proceed to set a number of questions that must be addressed by the manufacturer, for example:

» What are the conditions specified by the customer, including those related to shipping the product and
support requirements?
» What are the conditions unspecified by the customer but necessary for intended use (e.g. color)?
» What are the rules on product (e.g. legal or otherwise)?
Then the standard requires a review covering the following questions:
It was well explained the requirement?
If the order was made verbally, it was confirmed by the client?
» They were resolved all issues of contract?
Is the company able to meet customer requirements?
What happens if the customer changes the order?
Finally, the standard tries to clarify if the company has effective methods of contacting the client in order
to obtain: product information, call for tenders, orders and changes, customer response including complaints.

Most companies have their own method of receiving orders. 1ISO standards in this area are flexible, asking
just to formalize and adapt them to cover all aspects of the standard.

Since this principle is considered crucial to the present and future competitiveness of organizations we
have introduced questions in our studies about how the organization’s management understands this principle
in the current activity. When asked ‘What consumers / customers want?’ The answer of the most business
representatives was limited to three requirements that they considered most common in relationships with
customers: the best quality; compliance with the delivery time; lowest price.

Trying to make a summary of the benefits generated by the application of this principle, they could be:

« provide reliable information for knowledge and understanding of customer needs and expectations

+ allow the establishment of appropriate organizational objectives according to the customer needs and
expectations;

* increase market share

+ create the best conditions for customer loyalty;

+ allow to measure and analyze customer satisfaction and initiate actions based on results;

* managing the client relationship, ensuring a balance between satisfying customers and other direct
stakeholders (shareholders, employees, suppliers, society etc.).
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2.2 Ensuring leadership (management involvement)

This criterion covers both the capabilities of a leader and the organization management. Leaders have the
mission to find solutions to motivate employees and develop enthusiasm for quality. While managers are
currently working, leaders are leading for future. In quality management, the term refers to how all managers of
an enterprise initiates, supports and ensures the promotion of TQM culture. Leadership for Quality expresses
the ability to positively influence people and systems under a single authority to have a significant impact and
achieve important results.

This principle is to ensure the personal commitment of the general manager and management structure to
be involved in the implementation of the integrated approach to TQM. For this purpose, the organization
management will adopt plans for the development of TQM, the management system of the organization,
internal training system, financial resources and personnel etc. Leaders involve employees in the
implementation of quality management, with a decisive role in the operationalization of all the principles
underlying quality management. Top management of the organization is formulating the vision, mission,
strategy, policy and quality objectives and it is required to observe permanently the realization of those, in all
activities of the organization, and to react in case of nonconformities to remove them.

The role of managers in promoting TQM to the structural operating levels must be:

» Top managers must focus their attention throughout the organization. Activities in which they are directly
responsible for quality must be: establishing the purpose of the implementation of the quality standard; direct
involvement in solving the problems that are generated by the achievement of the aim; allocation of resources
required for implementation and effective operation of the quality system; rewarding employees for
participation in continuous quality improvement; minimize problems of communication between organizational
levels.

» Middle level managers (heads of departments) must focus their attention at process level to optimize the
activities of the departments they lead. Activities are evaluated, correlated and made in a unitary manner.

* Employees must understand and comply with quality system at execution level: ‘well done the first time
and every time’ to remove non-quality and to the compliance with the requirement of ‘zero defects’.

This principle plays a key-role in developing and implementation of projects. Project managers must act as
leaders themselves, establishing unity of purpose of the project, project objectives and actions of the project
team. The project manager is the person who has formal authority and responsibility for project management
and thus to ensure that quality management is established, implemented, maintained and improved. He must
assume leadership, developing a favorable culture for the project quality.

To get the desired results, the project manager's decision related to the implementation and efficient
operation of the quality management system must be taken in an effort to ensure the beneficiaries that there are
conditions for it to be executed in conformity with the stipulations set by the contract.

The benefits of applying this principle can be summarized as follows:

« ensure compliance with the needs of all stakeholders;

+ enable the development of the objectives that will ensure increased competitiveness of organization and
thereby will establish a clear vision of the organization’s future;

« providing the necessary resources for the training and the freedom to act with responsibility and efficiency
for the staff;

« build confidence and eliminate fear, by encouraging and recognizing personal contributions;

2.3 The involvement of all staff in decision-making

This principle consists in developing the capacity to act and to decide individually in solving problems,
and to engage in quality improvement projects. The staff has the main role at all organizational levels and only
by total and conscious involvement and aware is possible that everyone’s skills should be involved to achieve
quality policy. For this purpose it may act through measures to ensure full motivation of all staff to permanently
participate to the process of improvement, innovation and creativity, thus ensuring the organization’s
objectives.

For the implementation of this principle it is very important to create an internal environment based on the
cult of quality, and for the ‘well done work for the first time and every time’.

If we refer again to the development projects, to achieve this goal it is necessary that for all project team
members to be clearly defined the authority and responsibility to participate in the project. Employee
involvement in improvement (quality, cycle-time and loss), usually by teams, can be achieved through various
forms of training associated with participation in management decisions and actions that give rise to employee
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empowering. The results of applying this principle can be measured through the quality indicators, among
which the most important are the quality and cost of labor productivity.
Among the advantages of applying this principle we retain:

« understanding by employees of the importance of their role and contribution in the organization;

» employees can evaluate their own performance compared to their personal goals;

» employees will be permanently preoccupied to develop the knowledge and experience to enhance their
performance;

* it creates the framework in which employees openly share their knowledge and experiences in solving
involving problems.

2.4 Process approach to management

Principle ‘approach as a process’ for quality management system is reflected in clauses 4.1 and 4.2 of ISO
9001: 2008. This principle is a fundamental concept underlying the international standard 1ISO 9000 family,
each process having inputs and outputs and involving people and other resources. More resource-intensive
activities that contribute to achieving an output element (a blank, subassembly products, part of a service,
important activities of a project, etc.) can be considered a process. In this interpretation, the process means a set
of activities that relate and interact to transform inputs into outputs. We observe that most times the output
elements are elements of a process of entry into the next process. Applying a system of processes within an
organization, including identification and interactions between them and their management may be considered
a ‘process approach’. This type of approach is aimed at fulfilling a dynamic cycle of continuous improvement
and enable significant gains for the organization by reducing costs, shortening the implementation process by
efficient use of resources and better results based on focusing to consistent and predictable opportunities of
process improvement.

This approach requires, in particular, identifying processes that an organization should implement to keep
them under control and continuously improve their efficiency. Such an approach will allow management to
focus on those processes and not every activity that takes place within an organization. It will also facilitate the
focusing on customers and increasing their satisfaction by identifying the key-processes in the organization and
their further development towards continuous improvement.

By knowing the main processes of the company we can determine precise responsibilities for the
management and identify process interfaces with the organization functions to be pursued consistently.

To identify the processes needed for quality management system and their application in organizations we
need to know what processes is required for the proper functioning of the quality system and which are inputs
and outputs of each process, if there are processes subcontracted and, of course, who are customers for these
processes and what are their requirements. Generally, the processes-chain includes processes of management,
execution of works processes, support processes and monitoring and measurement processes. For the needs of
guality management the identified processes system should include all production processes, execution and
customer service provided by the administration that product or service quality and customer satisfaction.

The process identification may be performed by more than one solution — for example, the outline of
broad processes or simply by listing the departments of the organization, e.g. purchasing, receiving, production
control, sales and marketing, customer service, production, quality control, expeditions. Then it will be shown
the correlation between the processes, by using a flow chart or diagram representing visually the sequence of
interfaces between them. This activity is a prerequisite for the subsequent formulation of the process
improvement solutions.

Another solution is recommended by a document of 1ISO TC 176 Secretariat / SC 2 which specifies four
categories of management processes: processes for management of the organization; resource management
processes; product development processes; measurement, analysis and improvement processes.

» processes for management of the organization include processes referring to strategic planning,
determining quality policy and quality objectives, ensuring communication between functions and processes in
the organization, ensure availability of the resources for quality objectives and the analyzes of the quality
management system;

» Resource management processes are those processes that provide resources, and they are necessary for the
organization’s management processes for realization and measurement of the product.

» Processes for implementation (product development processes) are those which result in the intended
outcome and refer to the product or production process of service. These processes include: planning processes
of product realization, processes related to customer care, processes of design and development of the product
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or service, production process or service provision, the supply process control measurement devices and
monitoring. Product realization processes can be adapted in quality management system documentation and
implementation to the specific needs of the organization. Document specifying the quality management system
processes, including product realization processes and resources to be applied to a product, project or contract
is called ‘Quality Plan’.

» The measurement, analysis and improvement processes are necessary to measure and collect data to
analyze performance and to improve the effectiveness and efficiency of quality management system. These
include processes for measuring, monitoring and auditing, performance analysis and improvement processes
(e.g. for corrective and preventive actions) and constitute an integral part of management processes, resource
management and realization processes.

These four categories of quality management processes can be considered as typical processes, but it can
be identified also specific processes for each organization.

To implement the processes, the organization must develop draft-implementing activities that compose
processes and measurement processes, projects that include: communications in the organization, awareness,
training, re-engineering management, involvement of top management, applicable analysis activities.
Implementation projects must include measurements, monitoring processes and achieving planned inspections

Every part of the processes-system has clients (internal or external to the organization) and other
stakeholders who are influenced by the process and determine the desired outputs, according to their needs and
expectations. To ensure the operation and monitoring of these processes there are necessary information about
the required resources for each process, about the characteristics outcomes, criteria for monitoring,
measurement and analysis and also determine how these criteria can be included in the quality management
system and in the works.

Among the advantages derived from this principle, we mention:

+ defining systematic activities necessary to obtain the desired result and formalization of their main
processes.

 setting clear and quantifiable responsibilities for the process management and identifying process
interfaces with functions of the organization that will be tracked constantly;

« analyze and measurement of key processes capability;

« identifying interfaces between key-activities and the other organization’s functions;

+ focusing on factors that can lead to improving the organization’s activities (resources, methods and
materials);

* risk assessment, consequences and processes impact on all stakeholders;

2.5 System approach to management

The principle of the system approach for quality management system is reflected in clauses 4.1 and 4.2 of
ISO 9001: 2008. The principle requires global approach to quality management, including all structures of the
company and all employees. A perfect work performed by a department of the company, but neglected to
another, loses all value. In fact, all departments of a company are, in one way or another, customers or suppliers
to one another, as are the customers and external suppliers to the company. The qualitative approach will not
bring positive results than respecting the condition that the entire company to align this approach that quality
management is an organic component of the overall management of the company. Quality management system
is part of the overall management of the organization, along with other parties such as human resources
management subsystems, suppliers, health and safety etc. Even if these subsystems are not enough visible, they
are found in every organization.

The principle involves understanding and conducting the quality management system in the company,
given that its activities are embodied in interrelated processes, so as to ensure efficiency improvement
organization. Quality management system processes are managed as a system by creating, understanding and
conducting network-processes and their interactions. Consistent operation of this network of processes is often
called a ‘systemic approach’ management and applies to the entire quality management system. ‘The process’
is related to the activities carried out and results obtained intermediate to produce the desired result for the
client. Every process in the system processes has clients (internal or external to the organization) and other
stakeholders who are influenced by process and defining the desired outputs according to their needs and
expectations.

Applying this principle has as results:
* better achieve of the objectives pursued by integration and alignment of processes
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» it provides confidence to the stakeholders on the existence, effectiveness and consistency of the
organization;

« understanding the interdependencies between processes within the organization;

* astructured approach to harmonization and integration of processes;

+ achieving a better understanding of roles and responsibilities;

+ understanding the organization’s capabilities and prioritization of actions according to material constraints;

« defining how specific activities will take place within the system;

* pursuing permanently the system improvement by measurement and evaluation;

2.6 Continuous improvement in performance

This principle consists in involving all staff at all levels and in all entities in activities to improve the
organization’s distinctive capabilities.

Responding to the requirements of this principle it was invented in Japan and applied by Masaaki Imai
(2006) a new strategy of continuous improvement, named in Japanese ‘Kaizen’ which involves continuous
improvement and involving everyone from managers to workers. In his turn, W.E. Deming has developed a
continuous improvement process called ‘P-D-C-A Cycle®, introduced in Japan in 1950 and called ‘the Deming
Cycle’.

The four phases of this cycle are:

» Plan (P) — Planning activities for the improvement plan. At this stage the goals and necessary processes
are determined to obtain results in accordance with customer requirements and the organization’s policies.

* Do (D) — Implementation of the improvement plan. This stage consists in implementing in fact the
processes.

+ Check (C) — Checking the performed work. This stage consists in monitoring and measuring processes and
products against policies, objectives and requirements for products, and reporting results. It is check therefore
whether or not the implementation is on schedule and where the activities are, comparing to the planned
activities.

» Act (A) — Action to correct the process. The stage includes actions to continuously improve process
performance based on the findings of the previous stage. It aims at conducting and achieving standardization of
the new procedures to prevent recurrence of nonconforming problems or to set goals for further improvements.
PDCA cycle continuously spins given that once an improvement is made the resulting state becomes another
target for improvement.

Current standards will be improved by KAIZEN activities, which will make it possible by passing from
maintenance stage to improve stage.

Corresponding to this principle, the organization’s overall performance should be a permanent objective of
management. The phrase ‘continuous quality improvement’ can be used only when, as specified in 1ISO 9000:
2005, quality improvement is permanent, temporary actions to improve quality do not meet this principle.

Although most experts consider to be the most important principle of TQM, understanding its importance
and how it applies is very different in the world. The greatest interest is granted by the quality management
system practiced in Japan. We retain in this regard, Kaizen system practiced in this country, which is a
concretization of the principle.

In our assessment, the inclusion of this principle in the 2000 edition of the standard 9001 by dropping the
phrase ‘quality assurance’ and replacing it with the phrase ‘continuous quality improvement’, targeting the
excellence, was correct. It can be considered that the implementation and efficient operation of the quality
management system presumes that was effectively ensured quality in all activities of the organization.
Therefore the concern of management and employees must focus on continuous quality improvement, i.e.
towards excellence, as required by the guidelines provided by 1SO 9004: 2011, which was designed to pair with
ISO 9001. The observation is consistent with requirements for continuous quality improvement, which is
manifested in the European Union. Currently, the requirements for product quality and service have increase
beyond the level implied by the phrase ‘quality assurance’, and believe that customer satisfaction is no longer
sufficient to overcome expectations by promoting the concept of ‘Beyond Customer Satisfaction’ according
provided that the product must exceed customer requirements, to enthuse him.

Among the advantages of organizations applying this principle, we remember:

« continuous performance improvement becomes a permanent approach across the organization

* requires staff training methods and tools for continuous improvement;

+ continuous improvement of products and processes is a goal of every person in the organization;
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+ establishment of measures for continuous improvement and its tracking;
* recognition and distribution of the improvements.

2.7. Management by facts
This expression signifies that each person involved in the organization must ensure that any decision is
based on facts. Management decisions and actions on quality management system is based on the analysis of
‘facts’ that represent data and information on the performance levels of current products or services provided
by the organization and which are obtained from information contained in the audit reports, corrective actions,
non-conforming products, customer complaints, etc. Analysis of relevant data based on information reduces the
risk decisions based on personal ‘opinions’. All documents, information, procedures constitute a proper quality
management information system that intertwines, in some areas, with general information system existing in
the organization. Those managers must be reserved in making decisions for which there are no verified
information in practice
The benefits of the principle can be:
+ decisions are pertinent and reliable because they are based on accurate and verified data and information;
+ data and information analyzing is made using established methods;
» making decisions and setting up actions based on an analysis of the facts, balanced with experience and
intuition;
« providing access to data to those who need them.

2.8. Mutually advantageous relations with suppliers

The latter implies definition and proper documentation requirements that must be met by suppliers. It is
necessary to analyze and assess their performance to control the supply of quality products or services.

At the same time the manufacturer must also take account of the interests of the supplier, so both have
benefited from business conducted jointly. Relations beneficial win-win between the organization and suppliers
increases the capacity of both entities to create added value. This principle includes relationships with domestic
suppliers. Mutually beneficial relations between all processes undertaken within the organization and between
them and external partners contribute to an osmosis between internal activities, on the one hand, and between
the organization and working environment on the other. So the management of relations with suppliers focuses
on providing quality and performance of services, involvement and integration provider (supplier partnership)
and the capability of providing improvements in its work.

In practice, we noticed that there are few companies that were aligned to the requirements of stakeholders
in the supply chain, manufacturing processes and solutions capabilities to achieve this "best practice” deeply
rooted in quality standards. Therefore, we consider it necessary to reconsider the customer-supplier
relationship, often adverse positions they were in traditional models of management in achieving the idea of
partnerships throughout the supply chain.

As said Professor Daniel T. Jones, co-author of the paper ‘The Machine That Changed the World’, ‘No
organization is like an island. Your customers depend on the excellence of your supplies ... The best companies
create alliances with suppliers to ensure their customer retention’ (Daniel T Jones, James P Womack, Daniel
Ross, 2007).

In fact the application of quality management in terms of efficiency is impossible without the existence of
these alliance relationships with suppliers. One example is enough to confirm this assertion: the method Just In
Time, which aims "“zero inventories and total quality" means that the product must reach exactly when the
client needs it. However, a prerequisite in this regard is thus synchronizing the production may be achieved
only reduce inventory, related costs, increase quality, productivity and adaptability to changes.

During the process of choosing suppliers to establish relations of partnership, companies pursue
objectives such as:

+ the possibility of establishing relationships that balance short-term gains with long-term;

» mutual consent providers and beneficiaries on resource gains;

+ identification and selection of major suppliers able to make improvements in their own activity;
+ setting common activities to improve quality.
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3. Conclusions

Analyzing the above principles, we believe that the basic principles of TQM must be included in the
organization’s culture to generate a climate of open cooperation and teamwork between members, customers
and suppliers. Managers must understand that by implementing total quality management principles can
improve considerably the competitiveness of organizations. We consider that the implementation of generalized
systems of quality management, organizations can record a short-term benefits such as winning new business,
increasing customer demand and protect business reduce costs by continuously improving efficiency and
reducing losses and increasing labor productivity.
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Abstract: Entrepreneurship and economic competitiveness are intensely debated subjects being both in
economic analysts’ and decisions makers’ attention, being promoted at a national, European and global stages
by creating, coordinating and implementing a favorable strategic, legislative and financial framework.

From this perspective, the purpose of this paper is to highlight and promote the entrepreneurship’s role as a
fundamental source for enhancing growth potential and national and regional development on the long run, but
also to identify based on compared experiences of some additional levers in order to efficiently implement the
national and European entrepreneurial strategies.

Furthermore, considering that theorists, practitioners and decision makers focus on highlighting the crucial
role entrepreneurship plays in ensuring a sustainable economic growth, the current paper approaches the
correlation between entrepreneurship and economic competitiveness form a reverse perspective. Thus, the
main objective of the study is to promote the influence that the economic competitiveness has (determining
factor, alongside with GDP in establishing the development stages of the member states) on the entrepreneurial
activities dynamic.

Key-Words: entrepreneurship, economic development, competitiveness, the overall rate of entrepreneurship,
Global Competitiveness Index, correlation, fluctuations

1. Introduction

Economic growth, sustainability, sustainable development, as determinant drivers of the humanity’s
general progress, through positive changes seen both from the point of view of the macroeconomic results and
the social structure, national institutions and population behavior, represents and indispensable instrument for
fighting against the current economic, social and environmental issues (social inequalities, poverty, global
warming).

From this perspective, entrepreneurship as a lever to achieving these objectives, represent the main
focus of policies, programs and national, regional and global strategies. This is because, the studies, based on
empirical data, reflect the same conclusion: the volume, the structure, the quality and the intensity of
entrepreneurial activities decisively influence the national economies’ competitiveness and the increase in
competitiveness represents a fundamental factor of the economic development.

If, from a theoretical point of view the positive correlation between entrepreneurship and the evolution
of the economic development stage is clear and undeniable, the reality reflects the fact that, in practice, between
the two there isn’t always a linear relationship nor a generally valid one.

In order to illustrate the viability of this standpoint, we shall make the transition from theory to practice through
a retrospective analysis of the correlation between the entrepreneurship evolution rate and the evolution of
competitiveness of national economies.

Therefore, we shall analyze the indicators published in one of the most known annual reports in terms
of entrepreneurship, The Global Entrepreneurship Monitor, the only one that relates also to the development
stage of national economies. Considering that the reference point for grouping countries by stages of
development is represented by the Global Competitiveness Report, which starting with 2008 introduced the
classification of countries following Michel Porter’s model, we shall analyze further on the correlation between
the entrepreneurship rate and the global competitiveness index, as a determining factor of the economic
development stage, along with GDP/capita.
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For this purpose, the evolution of the two indicators will be analyzed, in the period 2008-2015, based

on data published in the two annual reports.

2. The analysis of the correlation entrepreneurship-competitiveness

2.1. Methodological classifications
The inter-conditional relationship between the entrepreneurship rate and the global competitiveness

index shall be illustrated using scatterplot diagrams created with Microsoft Office Excel 2010, considering the
following technical aspects:

to synthesize entrepreneurship evolution, it shall be analyzed considering the prism of the
entrepreneurship total rate (ER), calculated as a sum between the early stage entrepreneurship rate and
the consecrated entrepreneurship rate.

to ensure the comparability of the two variables, the Global Competiveness Index, was also expressed
as a percentage, as a share of the index of each analyzed country, in the total maximum score;
considering that the analysis on development stages according to the Porter model was introduced in
reports starting with 2008, the period under analysis is comprised between 2008 and 2015;

since the GEM reports do not comprise the same countries each year and the need to include in this
study only the countries for which we have available data for each year of the concerned period, the
analysis is narrowed to a small sample of 30 countries.

having in view the small number of countries included in this study and the fact that the analysis of the
correlation between the two indicators is made based on the national economies development stage, |
order to ensure, from a statistical point of view, a sufficient number of countries, for each group,
reference is made only at the three main levels of development- factors driven economies , efficiency
driven economies and innovation driven economies ( economies under transition at a superior stage,
were included in the core group).

the evolution in time of the two variables has been stated synthetically, by computing the total average
rate of entrepreneurship and the average rate of the global competitiveness index of each national
economy subject to this analysis.

data on the evolution of the total average rate of entrepreneurship and the average rate of the global
competitiveness index is presented in Table no.1.

Table no. 1: Average total rate of entrepreneurship and the Global Competitiveness Index average for

the period 2008-20015%

Average ER Average rate Average ER

NO. | Country Average rate GCI % % NO. COUNTRY GCl % %
1 Belgium 73,98 8,76 16 France 72,57 8,16
2 Finland 76,89 14,41 17 Columbia 58,62 30,40
3 Germany 74,75 9,78 18 Argentina 55,72 27,83
4 Greece 59,14 21,01 19 Brazil 62,20 31,36
5 Italy 64,55 8,40 20 Chile 68,00 28,69
6 Holland 76,72 16,75 21 Croatia 58,64 10,93
7 Norway 73,20 13,74 22 Hungary 60,57 14,25
8 Slovenia 61,93 10,69 23 Latvia 62,45 18,67
9 Spain 65,71 13,60 24 Peru 60,46 30,74
10 Great 77,07 13,64 25 Uruguay 62,46 19,70

Britain 26 South 61,61 10,58
11 USA 75,23 18,98 Africa
12 South 71,95 19,61 27 Romania 57,77 12,63

Korea 28 China 67,80 26,27
13 Japan 77,84 11,29 29 Malaysia 71,18 11,49
14 Ireland 69,86 15,74
15 Switzerland 81,43 16,21 30 Russia 60,67 6,96

Source: Personal processing, based on available data in "Global Entrepreneurship Monitor" Annual Reports 2009 -2016
and "The Global Competitiveness Report” Annual Reports 2009 -2016

23 The table includes only the countries for which data was available for this period, countries that belong only to two of
the three development stages- innovation driven economies, denoted with grey and efficiency driven economies. Factor
driven economies
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Analysing the relationship between the overall rate of entrepreneurship and the global competitiveness
index we conclude firstly that it implies establishing the existence of this relationship but also determining the
intensity and sense of this relation. With this purpose, the Data Analysis function is used from the Excel
spreadsheet program, function that provides the value of the “r” linear correlation coefficient. A positive value
of this coefficient shows a direct correlation, positive between the two indicators, while a negative value
reflects the negative relation, in reverse in terms of their evolution.

To establish the correlation intensity, although specialized statistical papers do not have a unified
approach, they do relate to the interpretation proposed in 2000 by Professor Will G. Hopkins. In his view,
interpreting the value of the correlation coefficient “r”, in absolute value, can be categorized as follows [1]:

- Between 0.0 and 0.1- negligible correlation between variables
- Between 0.1 and 0.3 - minor correlation;

- Between 0.3 and 0.5 — medium correlation, moderate;

- Between 0.5 and 0.7 — high correlation;

- Between 0.7 and 0.9 — very high correlation, elevated;

- Between 0.9 and 1.0 —almost perfect correlation.

2.2. The empirical analysis of the competitiveness-entrepreneurship correlation

An initial analysis of the correlation between the total rate of entrepreneurship and the global
competitiveness index considered grouping the national states on levels of economic development, according to
Porter’s model. This reflects the fact that between the two indicators doesn’t exist a linear correlation, the
correlation coefficient being null for the countries based on efficiency and negligible for the countries based on
innovation (r=-0.02).

Thus, uneven distribution of data and the Pearson correlation coefficient with a negligible value proves
that between the two indicators there is no linear relationship. Thus considering this aspect, the analysis of the
graphical representation of the linear function and the coefficient of determination (R2) no longer has statistical
significance. But, given the fact that the lack of linear connection doesn’t exclude any relationship between the
variables under analysis, continuing the analysis for identifying a different time of correlation is fully justified.

Scatterplot graphical representation of the two indicators’ values for each of the two group of countries,
reflect the existence of a polynomial trend, although it also has low intensity, as it can be seen in Chart no.1
(R2=26.8% for the countries based on efficiency, R2=37% for countries based on innovation). We should also
bear in mind that for the nonlinear correlations the R2 coefficient doesn’t reflect the determination degree as it
usually does, but only the intensity of the analyzed trend. Also, according to the graphical representation rules,
the ordinate is used to represent the dependent variable and on the abscissa the independent variable (predictor
variable). In order to create the correlation curve for the two indicators, the total entrepreneurship rate has been
considered as a dependent variable, and the index for global competitiveness the predictor variable, for the
following reasons:

- considering that the positive impact of entrepreneurship on national economies but also on the society
in general is already very well known, publicized and generally agreed upon, an increased interest,
currently, is shown for the identification of factors and conjunctures that encourage the positive
dynamic of the entrepreneurial initiatives, so as to ensure the favorable levers to their potentiation.

- if the effects of the entrepreneurial process on macroeconomic indicators (employment rate, GDP,
inflation rate, commercial balance, etc.) are reflected in the macroeconomic results starting with the
first year of the entrepreneurial initiative, the impact of this process on the qualitative factors which
generates the increase in global competitiveness and consequently economic development is felt in
time. This aspect makes irrelevant the analysis of the correlation between the values recorded by the
two indicators during the same year.
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Chart no.1: Innovation driven economies vs. efficiency driven economies seen from the perspective of the
relationship between the total entrepreneurship rate and the global competitiveness index between 2008

and 2015
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The analysis of graphical representation between the two variables reflects the fact that for both
development levels, the trend is fluctuating, the entrepreneurship dynamic being influenced both positively and
negatively by the global competitiveness index. But, because the established trend has a low intensity, in order
to better analyze more precisely the entrepreneurial cycle phases in light of the national competitiveness
evolution level, the countries included in each of the two development levels under analysis shall be grouped in
smaller clusters, according to the average index of the global competitiveness of each level.

Therefore, for each development level, the countries shall be grouped into two categories- under and
above the average global competitiveness index of the group.

Based on available data for the period 2008-2015, chart no.3 illustrates the relationship between the
stage of the total entrepreneurship rate and the stage of the global competitiveness index for the most developed
economies, innovation driven economies and we would expect that at this superior level of competitiveness, the
entrepreneurship rate to record the lowest levels.

Table no. 2. ER and GCI on development levels

Group GCI —average group | ER — average group
Innovation 72,05 13,80
Efficiency 61,99 20,03

Indeed, as it can be seen in Table no.2 and as it is illustrated by Chart no.2, an overview, only on the
average of each development level, confirms this point of view, - the average entrepreneurship rate is lower for
the lower for the group comprising the more developed countries (based on innovation), compared to the total
average entrepreneurship rate for the countries with a lower degree of development (countries based on
efficiency).

Chart no. 2 ER and GCI average mean on development levels
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But, the detailed analysis of the available data series, for each country included in the study and
illustrated by graphs no.3 and 4, shows that entrepreneurship is not in a decreasing slope as the competitiveness
in growing, but it has a fluctuant trend compared to the stage of global competitiveness.

Chart no 3.The total entrepreneurial rate and the global competitiveness index, for the innovation driven
economies during 2008-2015
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Indeed, from the comparative analysis f entrepreneurship evolution within the 30 countries comprised
in the two development levels, we can note that when making the transition to a superior development stage
(from factor-driven economies to efficiency driven economies - Chart no.4 and from efficiency driven
economies to innovation driven economies - Chart no.3) the entrepreneurship rate decreases. The process can
be interpreted from the perspective of the impact of the standard of living (GDP/capita) increase and of
competitiveness of the entrepreneurial behavior of the active population (financial comfort is rising, satisfaction
concerning the standard of living and confidence in its stability, which leads to a reduction of the interest for
risk taking, inherent in any business). But a continuation of the competitiveness gradual increase requires an
improvement of the socio-economic and politic context (aspects pursued by sub-indices included in the
evaluation of the global competitiveness index), creating thus a favourable framework for a growing
trend of entrepreneurial initiatives. Under these circumstances, the total entrepreneurship rate increases,
leading to increased competition and consequently to a “natural selection” of the entrepreneurial activities. This
pressure will generate a downward path of the entrepreneurial activities.

Of course, the impact is lower for the countries based on innovation because, in their case, the sophistication
degree from an economic, legislative, educational, institutional and especially entrepreneurial point of view is
higher, allowing thus a smooth adaptation to the requirements of an efficient competitive economy.
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Chart no. 4: The relationship between the overall rate of entrepreneurship and the global
competitiveness index for the efficiency driven economies during 2008-2015
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Also from the comparative analysis of the trends that estimate the relationship between the two
analyzed variables, we can note that, for approximately similar intervals of the competitiveness level the
countries based on efficiency and those based on innovation have the same trend ( increasing or decreasing)
but, the extent of the reaction is stronger for the countries based on efficiency, which means that the latter will
be more reactive to the policies of sustaining and encouraging entrepreneurial activities. For example, an
increase in competitiveness from 64% to 69% (of the 7 points) in the countries based on efficiency it generates
an increase in entrepreneurship from 5 to 31%, while in the countries based on innovation (with CGI below
average), an enhancement of competitiveness from 63.5% to 68% determines an increase of the
entrepreneurship rate from 6.5 to 21%. The situation is similar for the decrease of the entrepreneurship rate,
thus: the increase in competitiveness from 69 to 71.5% for efficiency driven economies causes a tendency to
reduce the rate of entrepreneurship from 31% to about 11%, while in innovative countries, increasing
competitiveness from 68 to 71% imparts a downward trajectory of the entrepreneurship rate from 21 to 13%.

We note that, a rate of competitiveness over 73% is common only to countries based on innovation,
with a CGI above average. Moreover, although we would expect the trend to downswing it appears that the
ascending trend is resumed when the global competitiveness index exceeds the 80% threshold (CGI > 5.6 of the
maximum of 7 points score). Of course, we are considering innovative, competitive and efficient investments.

Another interesting aspect revealed by the comparative analysis of the available data and illustrated
using graph no.3 and 4 is that, if for the countries based on efficiency the lowest stage of the entrepreneurship
rate (3%) corresponds to a low competitiveness (approximately 57%), for the countries based on innovation
this stage is attained at a higher competitiveness (80%). This aspects leads to the conclusion that
entrepreneurial activities have different determinants. Thus, in countries based on efficiency entrepreneurship is
mainly determined by the necessity to obtain supplementary financial resources, and in more developed
countries, innovative, the entrepreneurial initiatives are generated predominantly by the opportunities and
facilities available in the socio-economic environment.

The highest stage of the entrepreneurship rate for the efficiency driven economies (approximately 31%)
could be reached at a competitiveness stage of 69%, while, for countries based on innovation the maximum
stage of entrepreneurship (approximately 21%) could be achieved, as the prediction line suggests, at a
competitiveness stage of 68%. Therefore, for a similar competitiveness stage more developed countries, based
on innovation, although they reach a lower maximum stage than of those based on efficiency, they ensure a
higher quality of life. This aspects confirms the truth in the saying “It’s not the quantity, but the quality that
matters”.

3. Conclusion
Identifying the ranges where competitiveness generates the change in entrepreneurship behavior, the
magnitude and the reason for these oscillations, is very useful in choosing and using the encouragement
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instruments, respectively of sustaining the entrepreneurial activities, suitable for each stage and for each
country’s particularity (economy state, standard of living , economic and social behavior characteristics,
education and entrepreneurial culture levels, values, traditions and customs, etc.). Therefore, an important role
in identifying and implementing the leverages for sustaining the entrepreneurial environment must be given to
the national structures.

Thus, during the expansion phase of the entrepreneurial process, the regulatory framework must
consider mainly the tools for sustaining the intensive development of the entrepreneurial sector.

In the recession phase of the entrepreneurial process, the policymakers should focus on creating a regulatory
framework, that will encourage especially the extensive development of the entrepreneurial process by
encouraging and supporting the competitive entrepreneurial initiatives.

A first step towards this direction is to identify the reasons for that led to entrepreneurial activities
narrowing and the reduction of new initiatives, respectively, of the factors that generated an increase and the
development of the entrepreneurial activities. In this context shaping the entrepreneurial profile of the active
population may complement the overall picture of the entrepreneurial process. Valuable information regarding
these aspects are available in numerous studies (within the current paper we only mention two of these- Annual
Reports “ The Global Entrepreneurship Monitor” and Annual Reports concerning Global Competitiveness, but
being of reference and extremely useful in outlining a profile for the entrepreneurial environment within a
country and the annual reports “Doing business” drawn up and published yearly by the World Bank, Gallup
studies, EU studies regarding entrepreneurship). In GEM for example, are comprised for each country subject
to this report (unfortunately, currently only 62 countries are included, and not always the same ones)
information regarding the weight of entrepreneurial initiatives for each sector of economy, to reasons that led to
withdrawal from business (loss, lack of financing, sale of the business, incidents, personal reasons, retirement,
bureaucracy, the emergence of new opportunities), to reasons for entering the business world (necessity,
opportunity), but also new aspects that make possible to outline the entrepreneurial environment in the
respective country (social and cultural policies, market entry conditions, infrastructure, market dynamic,
research-development, entrepreneurial education, financing, governmental support, taxes and bureaucracy ).

All this information must however go beyond the realm of the academic and business environment and
to form important premises in drawing up the strategies and programs designed to support entrepreneurship as a
driver of the national economies.

In conclusion, regardless of the development stages of national economies, we must consider the fact
that the evolution of the entrepreneurial process is fluctuating, that like the economic fluctuations, always after
expansion periods follows the contraction, that we shouldn’t rely on the “laissez faire” principle and that the
measures to support the entrepreneurial sector must be implemented, depending on activities trend, on the
entrepreneurial profile of active population, on the economic, social and politic context in general..
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Abstract: This study was carried out because of the importance of energy of biomass, which is one of the
renewable energy sources, for such country as Turkey having a production potential of biomass energy raw
materials. Biomass energy has become a subject emphasized in Turkey as well as in the world after the 2000s
and investigated in economic, environmental and social dimensions. With this study assessing the effects
brought about by biomass production and consumption in the context of local development, Turkey’s
theoretical potential of plant origin was found as 5.527 TOE and its economic potential was found as 4.421
TOE, and the biomass energy achieved the energy value of 949.308 TOE that can be produced economically
based on animal sources. At the same time, Turkey is a country that has not completed its development. In the
case of the production of this amount of biomass energy that has been calculated potentially, its contributions
to the local development and its positive and negative sides have been examined. Some of these are the series of
contributions such as rural employment, an increase in the income level, technological development, reduction
of migration and healthy living conditions. The effect of biomass energy production on food supply, the fact
that biomass sources are inputs for some sectors such as construction sector, and the less energy content in
comparison with fossil fuels can be considered as negative effects on local development. In this study, the
economic potential for biomass energy production in Turkey, which is not sufficiently studied in the literature,
was calculated, and the potential of biomass of plant and animal origin for Turkey was calculated for the first
time. The effects of this potential on Turkey’s development were examined.

Keywords: Biomass of Plant Origin, Biomas of Animal Origin, Local Development, Turkey

1. Introduction

Renewable energy and biomass energy, a type of renewable energy, are one of the issues that have been
overemphasized since the 1990s. The fact that the countries of the world turned to renewable energy sources
from fossil fuels and diversified their energy sources, the increasing importance of renewable energies in the
energy security context, the lack of stability in energy prices, the fact that the countries adopted growth
strategies based on local dynamics, the source of which they had in their lands, reducing transportation costs,
alternatives to generate electricity were among the factors that brought this issue to the agenda of the
world and made the scientists conduct studies on the issue (IEA, 2015). Biomass energy that is one of the
renewable energy sources is an important energy source particularly for developing countries, and the
production and use of it are increasing every day.

As a county that has biomass energy sources and production potential, Turkey is a country that can use
biomass energy potential for growth and development objectives. Turkey is a country dependent on energy. On
one hand, industrialization and urbanization continuously increased energy needs; on the other hand, available
energy resources became unable to respond to this need because of the price volatility and the fact that they are
stock assets. Moreover, the reasons such as the facts that commonly used fossil fuels lead to environmental
disasters, that they are not distributed equally geographically and cause foreign trade deficits led the countries
to turn to renewable energy sources. Because of the reasons that the countries having fossil fuel energy
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started to consider their energy assets as a strategic element during and after 1973 energy crisis, biomass
energy sources came into question because of their characteristics that they continue their presence within a
continuous loop and do not cause environmental pollution, and contribute to the development of countries
using their own resources. Ecological economists argued that depleted fossil energy sources could limit the
countries’ growth and development momentum after the 1980s. This situation can be overcome by renewable
energy sources such as biomass energy source that is inexhaustible until the existence of a new energy
technology, and the growth and development’s sustainability depends on this (Bayramoglu, 2014).

Biomass energy is a type of renewable energy that is obtained from biomass such as agricultural,
animal, forestry, municipal and industrial waste by chemical and biological methods (Yaprakli & Bayramoglu,
2014, pp. 319-336). Biomass energy can be obtained anywhere and anytime if the necessary investments and
production infrastructure are made. From this perspective, it will make a major contribution to national and
local economic development of the countries, including Turkey, which are poor in fossil fuels and have to
allocate huge resources for energy. These effects can be evaluated under three main headings: economic,
environmental and socio-demographic. All countries of the world need energy sources such as biomass energy
that is environmentally friendly and the source of which is in their own land in order to reduce income
differences between regions. It can be said that the countries and regions having these types of energy develop
faster than the others.

2. The Relationship Between Biomass Energy and Local Economic

Development

The effects of biomass energy on local economic development can be evaluated under three main
headings: economic, environmental and socio-demographic (Duygu & Cisdik, 2008). Among these, economic
effects drew attention particularly in the period after 1973 energy crisis. These effects can be mentioned as the
instability of the energy markets, the effects caused by the inefficient use of energy, energy saving, the
contribution of the production and use of renewable energy to technology and employment. Besides, the
contributions that renewable energies would make to particularly local economy are ensuring energy diversity,
that the countries increase their domestic production based on their own resources, reducing the dependence on
foreign energy and import supply, energy production according to local conditions and appropriate policy
strategies to geopolitical factors.

In addition to those mentioned above; another benefit is the diversification of energy for the continuity
of production. This can only be achieved by introducing local elements. Increasing the use of biomass energy in
local economic activities and developing technology in this field will reduce dependence on foreign
sources of energy, contribute to stability of energy prices that are volatile, and can help to achieve the
economic growth with low costs by reducing costs in energy sector and enabling the development of new
job opportunities (Arenas and Real, 2008, p.1). On the other hand, countries can not benefit enough from
biomass sources existing on their own lands. The reasons are inadequate regulations related to this subject, lack
of sufficient incentive mechanism, incoordination in the sector and lack of planning (Aktakas, 2006).
Additionally, if the capital and qualified staff problems of the energy sector are solved, it can contribute to the
elimination of regional income disparities with revenue growth, employment opportunities, and new job areas.

Again, the economic impacts in the local economic development process based on biomass energy
cover issues of economic prosperity such as poverty reduction, employment growth, income growth, access to
social services, gender equality, population growth, agricultural production growth, climate change. Therefore,
the production and consumption of biomass energy will make a positive contribution to the added value at the
regional level and support the acceleration of local development.

Biomass energy supply and demand also have socio-demographic effects. One of the ways to reduce
the migration from rural areas to cities in large numbers in developing countries is to improve the standards of
living in rural areas. To achieve this, the rural population should be given the opportunity to benefit from fair
and equal economic opportunities. Maintaining the charm of life in rural areas is only possible with proper
living conditions. The factors such as education, health, infrastructure, employment, life expectancy at birth, the
working age population are changing rapidly. That the problems in rural areas were continuously deepening led
to increased interest in these regions. Among the reasons for this situation, in addition to economic factors, the
increasing difference between living standards in urban and rural areas can be mentioned. One of the means of
productivity growth, employment growth, reducing the migration and improving living standards is to increase
the production and consumption opportunities based on clean energy sources. To activate the local potential
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and continue the economic development based on local or regional advantages are possible with the
development of biomass energy production and consumption technologies (Basar, 2016;
http://www.enerji.gov.tr., 2016).

To increase the living standards in rural areas can be possible by activating biomass production and
consumption mechanisms. By using biomass energy, it can be possible to provide lighting, give communication
and heating-cooling services, maintain uninterrupted education, health and communication services. It can also
enable qirls in rural areas to spend the time that they used to spend to collect firing material in
educational and social activities, convince the education and health personnel and other public officials in
staying in rural areas, reduce migration from rural areas to cities, reduce the deaths and diseases resulting
from the use of traditional biomass resources (http://www.fao.org/docrep/t1804e/t1804e04.htm, 2016).

As for the environmental effects of biomass use; among the reasons for environmental disasters,
besides the brutal and excessive use of natural resources, the damage of the use of fossil fuels to the
environment can also be mentioned. The relationship between energy, environment, and development dates
back to 1973 energy crisis. A large part of the environmental problem is caused by the use of fossil energy.
Today, economic development and local economic growth, in particular, are measured according to the
importance that the countries give to the environment. The most basic element of increasing the standards of
living is to have clean air, clean water, and clean soil and continue to use them without contamination. Biomass
energy has the potential to fulfill important functions both in the world and local economies. Thanks to biomass
energy that is a clean energy the gases harmful to the environment will be reduced (Bayramoglu, 2014). When
the positive and negative environmental effects of the use of biomass energy are considered together; that it
reduces the greenhouse gas emission when used as a substitute for fossil fuels, contributing to biodiversity,
increasing the carbon content in the soil and preventing erosion can be mentioned as examples of positive
effects. Although a few, some negative effects can be mentioned as well. These are the increase in greenhouse
gas emissions due to the energy agriculture, loss of biodiversity, change in the land use manner, the increase in
water use and the environmental damages of the use of agricultural pesticides (Bhattacharya, et al, 2005,
pp.153-166)

3. Literature Research on Turkey’s Biomass Potential

Very few studies were conducted in Turkey on energy potential based on biomass potential. These
studies generally began in the 2000s. The first of these studies was carried out by Kaygusuz (2001). The
researcher did his study on all biomass sources based on 1998 data and reached the conclusion that the biomass
source was the second source after hydro-electric. It was found out that up to 10% of Turkey's energy needs
could be obtained from biomass resources, and this was, based on animal and vegetal sources, equal to 16,920
Ktoe (Kaygusuz, 2001, pp.775-799). Additionally, Demirtas (2002) carried out a research on Turkey's energy
production potential based on biomass sources and made predictions for 5 year-periods for the period 2000-
2025. As a result of the study based only on agricultural waste, he found 6963 Ktoe, 6760 Ktoe, 6446 Ktoe,
6029 Ktoe, 5681 Ktoe and 5393 Ktoe biomass energy potential for the years 2000, 2005, 2010, 2015, 2020,
2025 respectively. With this research, it was concluded that Turkey had a large energy potential (Demirbas,
2002, pp. 921-929). Kaygusuz and Turker (2002) determined 40-53 million tons of dry waste for all biomass
energy potential based on 1998 data and estimated that 470 PJ -620 PJ BE could be obtained from 27-36
million tons of this waste. At the end of the research, it was concluded that it was necessary to develop energy
policies appropriate to the economic structure, public support was needed, and it would make a significant
contribution to health, building, and particularly education fields (Kaygusuz & Ttrker, pp. 2002, 383-401).

Slrmen (2003), starting from the point that biomass energy was important for the Turkish economy,
reached the conclusion that the share of domestic sources within the total energy consumption of Turkey was
37% and 52% of this amount was based on biomass. He concluded that the amount of selected agricultural
waste of Turkey was 39,35 million tons, and the energy value was 187,4 million kwh(Surmen, 2003, pp. 83-
92). Demirtas (2004) concluded that, for the year 2001, based on the agricultural and animal waste, the
national energy production of Turkey, bioenergy potential of which was 2,2 -3,9 billion m? would be 79,399
Ktoe in 2020, 95,946 Ktoe in 2025, and benefiting from this potential could make contribution to economic
growth (Demirbas, 2004, pp. 361-366). In the study based on animal and agricultural biomass sources,
Acaroglu and Aydogan (2012) estimated that the share of biomass energy, which was 7,9 Mtoe, within
renewable energy sources was large, and the total calory values of biomass energy that can be obtained from
animal and vegetal sources were 60,552x10% GJ and 227,983,298 GJ respectively (Acaroglu & Aydogan,
2012, pp.. 69-76). Additionally, Yaprakli and Bayramoglu (2013), in their study on TRA1 and TRAZ2 regions
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of Turkey, taking into consideration the vegetal and animal biomass sources, found out that the dry
theoretical and economic biomass energy potential in TRAL region was 6,015 and 4,809 TOE respectively;
and the dry theoretical and economic biomass energy potential in TRA2 region was 5,088 and 4,070 TOE
respectively. The theoretical and economic animal biomass energy potential in TRA1 region was found as 790
and 593 respectively, and the theoretical and economic biomass energy potential in TRA2 region was found as
1,215 and 866 TOE respectively (Yaprakli & Bayramoglu, 2013).

Apart from these studies, Balat (2005), Oztiirk and Bascetingelik (2006), Koger, Oner and Sugdzii
(2007), Demirbag (2008), Umutlu (2012), Kaygusuz and Keles (2008), Demircan (2006), Esengtn, Glndiz and
Erdal (2007), Gokcol et al., (2009), Kizilaslan (2009), Demirbas (2006), Ozgiir (2008), Gezer, Acaroglu and
Haciseferogullari (2003), Bilgen et al., (2015), Ozcan, Oztiirk and Oguz (2015) concluded that Turkey had a
big potential based on biomass sources and  with the production it would make great contribution to many
fields such as  economic growth, employment, building, education, all obstacles to the production of
biomass energy must be eliminated and public supports must be applied both in legal aspects and
financially.

4. Data Sources and Method

For this study, animal and vegetal production values for whole Turkey were obtained from Turkish
Statistical Institute (TSI), which is the national statistical agency of Turkey. This source was deemed adequate,
for the data obtained from the study on animal and vegetal production of Turkey in 2014 were reliable, and
other international databases reached this data through TSI. The information obtained from this study, which
was conducted because of the importance of the difference between development levels of rural and urban
regions, took into consideration the studies of the researchers such as Oztiirk and Bascetingelik (2006), Kurt
and Koger (2010), Voivontas et al. (2001) and Milhau and Fallot (2013). Here, the energy amount that can be
generated based on animal and vegetal biomass sources of whole Turkey was calculated separately as
theoretical and economic (Koger, Oner & Sugozii, 2006; Kurt & Koger, 2010, pp. 240-247; Voivontas, et al.,
2001, pp.101-112) Based on these studies, vegetal waste amounts were calculated by multiplying the separated
share product with 0.15 for agricultural use and with 0.8 for agricultural and non-agricultural use.
Approximately one-third of wet vegetal waste is equal to dry waste amount. The calorific value of a ton of dry
vegetal waste is 4050 (kcal)/kg as average. According to the unit conversion system, the calorific value of 1
kcal/kg of vegetal waste is equal to 1,107 TOE biomass energy value. The animal waste amount was taken as
3,6 tons/year for bovine animal, 0.7 tons/year for small cattle and 0.022 tons/year for poultry. Dry waste/animal
manure was calculated as tons taking into account these amounts per animal, and the useful quantity of this
amount was reached. It was found out that 200 m3 biogas (65% methane and 35% CO2) can be obtained from
one ton of animal waste. According to unit conversion system, the average calorific value of 1 m? biogas is
5200 kcal/m? and is equal to approximately 0,00052 TOE biomass energy value (Bayramoglu, 2014).

Amount Of Animal And Vegetal Waste Of Turkey
Table 1 created by utilizing TSI database for 2015 gives the total value of some selected products.

Table 1.
Turkey's Total Vegetal Production / Waste Quantities (2015 / ton)

Cereals Sugar beet, corn, | Forage crops Vegetable Fruits

and seeds
32,714,157 98,257 40,246,496 28,579,781 18,363,563
Straw/Meadow Agricultural products | Energy Plants Potato/Root crops

for textiles
40,316,496 3,196,001 1,869,014 5,211,650
Total 170,595,415

Source: Calculated by the Author utilizing Turkish Statistical Institute database.
Table 1 created by utilizing TSI database for 2015 gives the total value of some selected products.

As it is seen in the table, according to the official data, the amount of wet vegetal waste is
170.595.415 tons in Turkey. Ornamental plants are not included in this amount, for they are evaluated as units.

Turkey’s theoretical and economic potential of biomass energy can be calculated on the basis of the
data in Tables 1 and 4. The theoretical biomass energy potential is the amount of all animal and vegetal waste
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produced. The economic biomass energy potential is the remaining amount that can be used for energy after
deducting the amount of use for several purposes such as agricultural and food purposes. Some studies in the
literature were benefited from when calculating the amount of theoretical and economic energy.

Total

wpr N Technical Net Technieal . Economic

Potential Potential

Potential NTP EP

TTP

Agricultural use; Mon-Agnicultural
Soil fertility and nse; As domestic fuel
animal feed and building material

* Fig 1. Three definitions of crop residue potentials with different recoverability ratios

+ Source; Antonio Milhan and Abigail Fallot

+ Assessing the Potentials of Agriculiural Fesidues for Energy: What the CDM Experience of India Tells us About
Their Availability,

* Energy Policy, Article in Press, Available ai: 2015

Using the findings of the said studies, vegetal waste amounts are calculated according to the product
types using 1.1 notations.

TTP =3 (Amount of Product x wpr) 11

Here, TTP shows the annual amount of products produced while wpr symbolizes the waste product
rate. Wopr is found as 1.6 taking the average of waste amounts of 22 different products, for waste amounts of
agricultural product are different. TTP is calculated by the multiplying amount of product with waste product
rate.

1.2 notation is used to reach theoretical product amount

NTP = TTP x aQuse 1.2

Here, NTP shows net theoretical potential and aguse Shows the remaining amount after agricultural use.
Agricultural use means the use for soil fertility and animal feed.

1.3 notation is used for economic potential

EP = NTP x nayse 1.3

Here, EP shows economic potential, and to reach this, theoretical potential should be multiplied with
nause for non-agricultural use. Non-agricultural use means the use of the waste as domestic fuel and building
material [35]

For agricultural products, aguse ratio is  0.15 in average, and naus ratio for non-agricultural use is 0.80
in average. One-third of wet vegetal waste is equal to dry vegetal waste, and average calorific value of one ton
of dry vegetal waste is 4050 (kcal)/kg. According to the calculation using unit conversion system 1 kcal/kg
calorific value of vegetal waste is equal to 1,107 tons of petroleum (http://www.birimcevir.com, 2016).

In Table 3 that is created based on the data in Table 2, total theoretical potential of Turkey was
calculated by multiplying annual amount of product with average waste amounts, then net theoretical potential
was calculated by deducting agricultural use of vegetal products, and finally economic potential was
calculated by deducting non-agricultural use of vegetal waste from net potential.
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Table 2. The Amount of Theoretical and Economic Waste with Plant Origin for Turkey (TOE)

Turkey Annual Waste Total Net Net Economic | Economic
Product Product Theoretical Theoretical Theoretical | Potential Potential
Amount Ratio Potential Potential Potential Ratio Amount
(wpr) (TTP) Ratio Amount (EP)
(NTP)
Wet 170,595,415 | 1.6 272,952,664 | 0.15 40,942,899 | 0.80 32,754,319
Dry 56,865,138 1.6 90,984,221 0.15 13,647,633 | 0.80 10,918,106

Net Theoretical Potential for Dry Vegetal Waste

Economic Potential for Dry Vegetal Waste

Calorific value (kcal/kg) | Biomass Energy Value
(10% (TOE)

Calorific Value (kcal/kg)
(10%)

Biomass Energy Value
(TOE)

55,272,913 5,527

44,218,329

4421

Conversion was made using http://www.birimcevir.com/enerji-ve-is-birimleri/enerji-ve-is-birimleri.aspx

According to Table 2, there are  minimum net theoretical biomass energy potential of 5.527 TOE and
economic biomass energy potential of 4.421 TOE, which can be obtained from vegetal waste of whole Turkey.
Economic potential shows the amount of energy that can be generated using all vegetal waste of Turkey.

Table 3. Distribution of Turkey's Total Number of Animals by Type and Amount of Waste 2015 (Head)

Turkey Number Annual Waste Amount | Total Waste Amount
(Tons) (Tons)
Bovine animal 14,244,673 3.6 51,280,822
Small cattle 41,462,349 0.7 29,023,644
Poultry 298,029,734 0.022 6,556,654
Equidae 343,397 0.022 7,554
Pork 2,655 3.6 9,558
Camel 1,442 3.6 5,191
Total 354,084,250 - 86,883,423

Source: Calculated by the author using Turkish Statistical Institute data.

Conversion was made using  http://www.birimcevir.com/enerji-ve-is-birimleri/enerji-ve-is-

birimleri.aspx

As it can be seen from the data in Table 3, Turkey's total livestock assets for 2015 are 354 084 250
head. Total animal waste is 86.883.423 tons/year based on the average waste amount. Turkey’s bovine animal
asset increased at the rate of 66,6%, and small cattle asset increased at the rate of 75.4% in 2015 compared to
2002. It means that the opportunity to obtain biomass energy increased as a result of the increase in the total
livestock. The amount of waste that can be used economically was calculated as 65% for bovine animals,
13% for small cattle and 99% for the poultry. Additionally, energy values that can be obtained from one ton of
waste are found as 33 m® (65% methane, 34% CO) for bovine animals, 58 m? for small cattle and 78 m® for
poultry. According to the unit conversion system, the average calorific value of 1 m®biogas is 5200 kcal/m?
and equal to approximately 0,00052 TOE biomass energy.

Table 4. Turkey’s Total Animal Biogas Amount by Type (m® TOE, 2015)

Turkey Waste Economic | Economic Energy | Biogas Calorific TOE Value
Amount Waste Waste Value Amount Value of Biogas
(Ton) Amount | Amount (m3) (m3) 5200 kcal/m?
Ratio (%) (103 (109
Bovine Animals 51,303,125 65 33,347,031 33 1,100,452 5,722 572,235
Small Cattle 29,023,644 13 3,773,073 58 218,838 1,137 113,795
Poultry 6,556,654 99 6,491,087 78 506,304 2,632 263,278
Total 949,308
Reference: Calculated by the author using Turkish Statistical Institute data.
* Includes equidae, pork, and camel
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Referring to the values calculated in Table 4, it can bee seen that Turkey has a biogas production
capacity of 949.308 TOE. This value corresponds to significant potential for an energy-dependent country.

When both animal-origin and vegetal-origin biomass energy potentials are evaluated, it can be seen that
the biomass energy with vegetal origin that can be used economically is 4.421 TOE and the animal waste
amount that can be used economically is 949.308 TOE.

5. The Contribution That Biomass Energy Will Make To The Local

Development

Biomass energy was started to be discussed worldwide along with other renewable energy sources after
1973 energy crisis. Volatility in energy production based on fossil fuels and environmental pollution caused by
them and the adoption of sustainable development on the same dates increased the interest in biomass energy
that is one of the renewable energy types. Economically, as a phenomenon attracting attention due to its
supply and demand characteristics, biomass energy is one of the actors creating energy markets. Because it is a
domestic resource for energy production, it is seen by developing countries including Turkey as a mean to
reduce the difference between rural and urban regions, reduce the energy deficit, minimize the dependence on
foreign resources.

The contributions that the production and consumption of biomass energy will make to local
development can be listed as follows (Schmidhuber, 2006, p.8); BAKA, 2012, p.8; IEA, 2011, p.18; Anonim,
2011, p.6);

That the biomass energy is obtained from domestic resources is important for energy security,

The establishment of biomass energy production facilities will  contribute to the increase of the
revenue of the region where they will be established,

In terms of employment problems, the establishment of plants based on biomass energy will
contribute to the reduction of unemployment.

Because these regions have migration problems, the development of plants based on biomass energy
and the infrastructure will help to reduce the migration.

Thanks to the production and consumption of biomass energy, the environmental problems caused by
animal and vegetal waste and the diseases arising from this waste can be eliminated.

The protection of rural areas, the environmental sensitivity of which is low and that are less polluted
compared to the urban regions, can be possible through the use of biomass energy.

Prevention of greenhouse gases caused by the use of fossil fuels can only be possible through the use of
renewable energy,

The solution of important worldwide issues such as climate change is possible through the use of
renewable energies like biomass,

Healthy life, leaving future generations a healthy environment, reducing health spending also depends
on the use of biomass energy,

The use of air, soil and water and the increase of their quality depend on biodiversity.

In addition to the topics mentioned above, the contribution of biomass energy supply and demand can
be listed as; contribution to the development of new technologies, creating local solutions to employment,
helping to increase the level of education, reducing poverty particularly locally by increasing incomes.

There are also some negative impacts of the production and consumption of biomass energy. These are
listed below (Christy, 2008. p. 17)

The production of biomass energy is a sector that can not be developed quickly due to high first
production costs,

It has a lower energy content than fossil fuels,

Raw materials needed to produce biomass energy are materials that are also needed by other sectors for
the purposes such as fertility of soil, feeding and building material, and paper.

The priority given to agriculture for energy can reduce the cultivation of products required for food,
and this can increase the food prices,

Transportation and storage of biomass resources are high-cost businesses.

When all these positive and negative effects are considered together, it can be said that the positive contribution
of biomass energy to the local development is higher, and its production can make a great contribution to the
development of the country if the appropriate political measures are taken.
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6. Conclusion and Evaluation

Biomass energy is an issue that came to the agenda of the world and at the same time of Turkey
particularly after 1973 energy crisis, and studies were made on it. It is certain that the production and use of
biomass energy that is one of renewable energy types will make a great contribution to the development
process and the solution of development problems of the developing countries like Turkey. In this regard, in
this study, the contribution of the production of energy based on biomass sources to the development and, in
particular, local development has been investigated. After the year 2000, studies have been carried out on this
subject in Turkey. However, these studies only explained the theoretical potential and were not interested in
how much biomass energy could be produced economically. In this study, by benefiting from the previous
studies, the energy production potentials of Turkey have been calculated separately as theoretical and economic
based on animal and vegetal sources. This study is expected to be exemplary in this respect for the studies to be
carried out in the future.

Turkey is a country that is greatly suited for biomass energy production based on vegetal sources for its
climate zone and the land of 770.760 km2, and it is also suited for biomass energy production with its livestock
asses of 354.084.250. According to the calculations made, biomass energy value with vegetal origin is
theoretically 5.527 TOE and biomass energy amount that can be produced economically is 4.421 TOE.
Biomass energy production potential with animal origin is 949.308 TOE economically. These values are
important amounts for Turkey, an energy-dependent country. On the other hand, the contribution of biomass
energy production to the rural development is rather high. These are energy security, rural employment, the
increase in the income level, reducing the migration, reducing the environmental pollution, reducing the
dependence on fossil fuels and inhibition of the release of greenhouse gases, increasing the conditions of
healthy life, creating leisure time for the people living in rural areas, increasing biodiversity. However, it is
possible to say that the production of biomass energy also has some disadvantages. They are as follows: raw
materials of biomass energy are also an economic input for some other sectors, they have lower energy content
than fossil fuels, and the development of energy agriculture may lead to reduced supply of food products.
Considering the presence of the potential, it can be said that the positive effects are much more than the
negative effects of the production of biomass energy. Considering the contribution to the development of the
countries, it must be put more emphasis on economically and must be supported by public policies.
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Abstract: It’s no secret the world faces shortages in many commodities. The world’s diminishing supply of
everything from cocoa to coffee, lithium to lumber, phosphate to plutonium, silver to sugar, is of great concern.
There’s a reason Goldman Sachs is calling lithium “the new gasoline” and The Economist says it's “the
world’s hottest commodity”. Just in the last six months, as evidenced by the Global X Lithium ETF (NYSE:
LIT), it’s up a bit more than 40%. It’s outperforming the S&P more than twice over. And the world will need
more lithium in addition to what they can produce. In the next 10 years or so, the world will need some three to
five times more lithium than was produced in 2015. The battle on the supply side is huge and it has already sent
lithium prices through the roof.

Key words: lithium reserves, lithium production, lithium consumption, lithium price trends

1. Introduction

Searching in Wikipedia on Lithium, we find that it is a soft, silver-white metal belonging to the alkali
metal group of chemical elements. Under standard conditions, it is the lightest metal and the least dense solid
element. Like all alkali metals, lithium is highly reactive and flammable. For this reason, it is typically stored
in mineral oil. Because of its high reactivity, lithium never occurs freely in nature, and instead, appears only
incompounds, which are usually ionic. Lithium occurs in a number of pegmatitic minerals, but due to its
solubility as an ion, is present in ocean water and is commonly obtained from brines and clays. On a
commercial scale, lithium is isolated electrolytically from a mixture of lithium chloride and potassium chloride.
Lithium and its compounds have several industrial applications, including heat-resistant glass and
ceramics, lithium grease lubricants, flux additives for iron, steel and aluminium production, lithium batteries,
and lithium-ion batteries. These uses consume more than three quarters of lithium production.

2. Lithium reserves

Worldwide identified reserves in 2008 were estimated by the US Geological Surveyto be 13

million tonnes, though an accurate estimate of world lithium reserves is difficult.
Deposits are found in South America throughout the Andes mountain chain. Chile is the leading producer,
followed by Argentina. Both countries recover lithium from brine pools. In the United States, lithium is
recovered from brine pools in Nevada. However, half the world's known reserves are located in Bolivia along
the central eastern slope of the Andes (Bolivia's Uyuni Desert has 5.4 million tonnes of lithium) A newly
discovered deposit in Wyoming's Rock Springs Uplift is estimated to contain 228,000 tons. Additional deposits
in the same formation were estimated to be as much as 18 million tons.

However, according to a 2011 study conducted at Lawrence Berkeley National Laboratory and
the University of California, Berkeley, the currently estimated reserve base of lithium should not be a limiting
factor for large-scale battery production for electric vehicles because an estimated 1 billion 40kWh Li-based
batteries could be built with current reserves( about 10 kg of lithium per car). Another 2011 study by
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researchers from the University of Michigan and Ford Motor Company found sufficient resources to support
global demand until 2100, including the lithium required for the potential widespread transportation use. The
study estimated global reserves at 39 million tons, and total demand for lithium during the 90-year period
analyzed at 12—20 million tons, depending on the scenarios regarding economic growth and recycling rates.

3. Lithium production

Lithium production has greatly increased since the end of World War Il. The metal is separated from
other elements in igneous minerals. Lithium salts are extracted from water in mineral springs, brine pools, and
brine deposits. The metal is produced through electrolysis from a mixture of fused 55% chloride and
45% potassium chloride at about 450 °C.

This is a list of countries by lithium mine production in 2014.

Rank | Country/Region | lithium mine production
(tonnes)
World 36,000
1 sl Australia 13,000
2 B Chile 12,900
3 B China 5,000
4 Argentina 2,900
5 == Zimbabwe 1,000
6 | @ | Portugal 570
7 Brazil 400

World production of lithium was in a sharp increase in the last two decades.
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As for 2016, Australia will supply 64,000 tons of lithium, ahead of Chile (62,000 tons) and Argentina
(30,000 tons).

The biggest lithium mine is currently the Greenbushes lithium mine in southwest Australia. It's owned
by Talison Lithium, which itself is 51% owned by China's Sichuan Tiangi Lithium Industries. U.S.-based
Albemarle holds the rest.

Greenbushes is the world’s largest single lithium reserve with roughly 4.3 million tonnes of lithium carbonate
equivalent.

Australia may be the world's biggest lithium producer, but it's actually not home to the world's biggest
reserves. That would be Chile. What makes Australia tops in the game, though, is that it's got a robust mining
industry and close proximity to the Asian market.

One of the big problems with lithium is that its production is highly concentrated. Some 86% of
production comes from just four large companies:

e Albemarle (NYSE: ALB)
e Chemical & Mining Co. of Chile (NYSE: SQM)
e FMC Corp (NYSE: FMC)
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e Talison Lithium (a JV by Chengdu Tiangi Industry Group and Albemarle)

The lithium market is currently tiny in relation to other commaodity markets. Annual sales of lithium in
its various forms — pure lithium, carbonates, hydroxides, concentrates, etc. — total around $1 billion.

As of 2015 most of the world's lithium production is in South America, where lithium-containing brine
is extracted from underground pools and concentrated by solar evaporation. The standard extraction technique
is to evaporate water from brine. Lithium is present in seawater, but commercially viable methods of extraction
have yet to be developed.

One potential source of lithium is the leachates of geothermal wells, which are carried to the surface.
The lithium is separated by simple filtration. The process and environmental costs are primarily those of the
already-operating well; net environmental impacts may thus be positive.

4. Lithium consumption

Global consumption may jump to 300,000 metric tons a year by 2020 from about 150,000 tons in
2012, to match the demand for lithium batteries that has been growing at about 25 percent a year, outpacing the
4 percent to 5 percent overall gain in lithium production.
First and foremost is that not enough lithium is being produced. In the next 10 years or so, the world will need
some three to five times more lithium than was produced in 2015.
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The reasons for this are straightforward: the world is using more and bigger things powered by lithium
batteries.

There were 1.4 billion smartphones sold last year. 194 million laptops. 320 million tablets. And lithium
powers them all.

Electric car sales jumped 42% worldwide in the first quarter of 2016, hitting new highs in each of the
first four months of the year. Tesla's recent presales of over 200,000 cars for its Model 3 alone would consume
half the world's annual lithium production.

Tesla’s biggest rival will likely be Build Your Dreams (BYD), the Chinese automaker backed by
Warren Buffet. Already, BYD is building electric buses on American soil and has global gigafactory ambitions.
By the end of the year, according to Reuters, BYD should have 10 GWh of battery production capacity, which
it expects to increase to 34 GWh by 2020 with a new factory in Brazil — about the same capacity as Tesla’s.
China has been a chief driver in lithium demand. The country aims to have 5 million electric vehicles on its
roads by 2020. Sales of “new energy” vehicles there nearly tripled last year. Meanwhile, major electronics
manufacturers in Korea and Japan require lithium as well.

From 2015 to 2024, the market to supply lithium ion batteries for light vehicles may total $221 billion,
according to Navigant Consulting Inc.

By 2040, 35% of light vehicles sold will be electric, generating a battery market worth a projected $250 billion,
according to Bloomberg.
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5. Lithium uses
- Estimates of global lithium uses in 2011 are as follows:
- Ceramics and glass (29%)
- Batteries (27%)
- Lubricating greases (12%)
- Continuous casting (5%)
- Air treatment (4%)
- Polymers (3%)
- Primary aluminium production (2%)
- Pharmaceuticals (2%)
- Other (16%)

1. Ceramics and glass. Lithium oxide is widely used as a flux for processing silica, reducing the melting
point and viscosity of the material and leading to glazes with improved physical properties including
low coefficients of thermal expansion. Worldwide, this is the single largest use for lithium compounds.

2. Electrical and electronics. Late in the 20th century, lithium became an important component of
battery electrolytes and electrodes, because of its high electrode potential. Because of its low atomic
mass, it has a high charge- and power-to-weight ratio. A typical lithium-ion battery can generate
approximately 3 volts per cell, compared with 2.1 volts for lead-acid or 1.5 volts for zinc-carbon cells.
Lithium-ion batteries, which are rechargeable and have a high energy density, should not be confused
with lithium batteries, which are disposable (primary) batteries with lithium or its compounds as
the anode. Other rechargeable batteries that use lithium include the lithium-ion polymer battery, lithium
iron phosphate battery, and the nanowire battery.

3. Lubricating greases. The third most common use of lithium is in greases. Lithium hydroxide is a
strong base and, when heated with a fat, produces a soap made of lithium stearate. Lithium soap has the
ability to thicken oils, and it is used to manufacture all-purpose, high-temperature lubricating greases.

4. Metallurgy. Lithium (e.g. as lithium carbonate) is used as an additive to continuous casting mould flux
slags where it increases fluidity. Alloys of the metal with aluminium, cadmium, copper
and manganese are used to make high-performance aircraft .

5. Silicon nano-welding. Lithium has been found effective in assisting the perfection of silicon nano-
welds in electronic components for electric batteries and other devices.

6. Other chemical and industrial uses
Pyrotechnics
Lithium compounds are used as pyrotechnic colorants and oxidizers in red fireworks and flares.

Air purification

Lithium  chloride and lithium  bromide are hygroscopic and are used as desiccants for gas
streams.!*®! Lithium hydroxide and lithium peroxide are the salts most used in confined areas, such as
aboard spacecraft and submarines, for carbon dioxide removal and air purification.

Optics

Lithium fluoride, artificially grown as crystal, is clear and transparent and often used in specialist optics
It has one of the lowest refractive indexes and the farthest transmission range in the deep UV of most common
materials. Lithium niobate is used extensively in telecommunication products such as mobile phones
and optical modulators, for such components as resonant crystals. Lithium applications are used in more than
60% of mobile phones.

Organic and polymer chemistry

Organolithium compounds are widely used in the production of polymer and fine-chemicals.

Military applications

Metallic lithium and its complex hydrides, are used as high-energy additives to rocket
propellants. Lithium aluminium hydride can also be used by itself as a solid fuel. Lithium hydride containing
lithium-6 is used in thermonuclear weapons, where it encases the core of the bomb.

Nuclear

Lithium-6 is valued as a source material for tritium production and as a neutron absorber in nuclear
fusion. Natural lithium contains about 7.5% lithium-6 from which large amounts of lithium-6 have been
produced for use in nuclear weapons. Lithium-7 gained interest for use in nuclear reactorcoolants,
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Medicine
Lithium is useful in the treatment of bipolar disorder. Lithium salts may also be helpful for related
diagnoses, such as schizoaffective disorder and cyclic major depression.

6. Recent trends in lithium market

The lithium boom caught a lot of major analysts by surprise. Lithium carbonate has surged 33% in the
past year from $6,000 per ton to $8,000 a ton. In some cases, it's even fetched as much as $25,000 on the spot
market.

Now, that's not to say that lithium prices will shoot ever higher. There will eventually be some form of
correction. But, ultimately, the trend in lithium prices leads higher over the next few years indeed, but more-so
over the next few decades

Prices are up 43% so far this year. Benchmark "battery grade" lithium carbonate reached $8,500 per

metric ton in June 2016, and analysts expect prices to reach $10,000 before the year ends. Compare that to just
nine months ago when it was selling for $5,000 to $6,000 per ton.
Today, China is expanding at a fast pace its lithium supply chain. China’s Tianqi Lithium Industries said it
would build a $306 million lithium-hydroxide plant in Australia. The plant will take ore from the Greenbushes
mine, one of the world's largest lithium producers, and produce 24,000 tonnes a year of lithium hydroxide. That
will boost Tiangi’s processing capacity by more than 50%. This way it can keep more lithium in its own supply
chain instead of exporting it to the rest of the world, which also needs increasing amounts of lithium for their
electric cars, smartphones, and power tools.

Greenbushes accounted for more than 35% of global lithium supply last year, and it will have to

be expanded to feed Tiangi’s new Australian plant. Tiangi’s partner in the Greenbushes project is Albermarle,
which also runs the only lithium-producing brine operation in North America — in Nevada’s Clayton Valley.
The batteries will be used in electric cars as well as home energy storage. Indeed, electric car sales, the primary
catalyst behind lithium demand, have torched analysts' expectations this year.
Electric car sales jumped 42% worldwide in the first quarter of 2016, hitting new highs in each of the first four
months of the year. And that trend is on pace to continue throughout the year. A total of 91,300 plug-in electric
vehicles were sold in Europe through the first six months of 2016, making for a 21% year-on-year increase.
And U.S. plug-in hybrid car sales were up 45% this year through August.

Furthermore, sales of home energy storage batteries, another major source of lithium demand, are
soaring as well. This is another trend that's poised to continue. Tesla, is expected sell 168.5 megawatt-hours of
energy storage systems to the nation's leading residential solar system installer, SolarCity, this year. That's six
times what Tesla sold to SolarCity last year and 60% larger than the entire 2015 U.S. market. Tesla expects
revenues from SolarCity to increase from $8 million so far to $44 million this year.

Benchmark Mineral Intelligence projects lithium carbonate prices to peak near-term in 2017 at almost $9,000 a
tonne before falling back a bit as new supply enters the market. It adds, however, that this may not prove
enough, as new sources of demand such as Tesla's gigafactory in Nevada open up.

Prices have doubled since 2005, and are expected to remain elevated for the next several years.

Charged Up

The price of lithium carbonate has more than doubled since 2005
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Chinese government policies have sparked a boom in the sales of all electric cars and therefore in the
use of lithium batteries. This has also been a driving force behind the rampant rise in lithium prices and lithium
stocks. Last year, China surpassed the United States as the largest market for electric vehicles — the result of
spending US$2.3 billion on subsidies since 2009. By 2025, China wants to be selling more than three million
electric cars annually. And it may issue compulsory quotas to do it.

According to a draft document from China’s National Development and Reform Commission, the
country considers electric vehicles a “strategic industry” and a new proposed measure would require
automakers to produce or import electric vehicles relative to the number of traditional vehicles they sell.

To support this growth, China needs as much lithium as it can get. And that’s one of the reasons lithium prices
have surged in recent months, from $5,000 per tonne last year to as high as $24,000 per tonne in China this
year.

Recently USA Today reported that a lithium supply shortage is a very real possibility. It noted: We’ve
gone electric, and there’s no going back at this point. Lithium is our new fuel, but like fossil fuels, the reserves
we’re currently tapping into are finite — and that’s what investors can take to the bank.

7. Conclusions

Just like Tesla (see Elon Musk), BYD (see Warren Buffet) will also need the world’s entire lithium
supply, every single year from now. And we talk just about the demand for the new battery-powered cars. So
just like Musk, the “world’s greatest investor” needs to dominate the supply of this ,,fuel”, meaning that the two
billionaires are at war for the world’s tiny lithium supply. They’re signing deals and buying mines. And in the
process they’ve sparked a frenzy for this fuel including Google, Apple, Samsung, Panasonic, Virgin Airlines
mogul Richard Branson and Chinese billionaire Jia Yueting. Toyota, GM, Nissan, and just about every big
automaker have joined the race. Big Oil giant Total entered the market with a $1.1 billion buyout of a lithium
company. The US Department of Defence also depends on this fuel and it has the “first dibs” on supply. The
battle is huge and it has already sent lithium prices through the roof.
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Abstract: To make mistakes is human. An accountant may do mistakes, too. Accountancy errors are defined
and classsified by accounting regulations. These set what is the accountant treatment for correcting
accountancy errors. However, even though one of the objectives in accounting normalization is made by the
disconnection between accountancy and taxation, the accountancy errors influence especially tax reports. We
will further point the impact of accountancy errors on financial and tax reports. We will also approach the
accountancy principles that impose the rules described for correcting the errors.

Keywords: Accountancy errors, accountancy principles, financial reports, tax reports, reported result.

1. Introduction

In every field of activity errors may occur. In carrying out the accounting activity, there may occur
errors possibly referring mathematical mistakes, mistakes in applying accounting policies, ignoring or
misapplication of the accounting judgment to the recognition of elements of financial statements, booking
omissions.

In this study, we shall present the way the accounting errors affect the accounting and fiscal reports and
the accounting principles applied to the specialist’s reasoning to correct them.

In carrying out activity by the economic entities, there may occur situations in which some elements of
the annual financial statements cannot be measured with precision, but only estimated.

Estimates can be easily confused with accounting errors because they sometimes require revision. The
revision is not the correction of an error.

Unlike the correction of accounting errors, the estimates revision does not affect the tax reporting. They
affect the financial statements.

Particularly important for the correction of the accounting errors is the date on which they are corrected
and the financial year which they belong to. This information helps with determining the way to correct
accounting errors.

An important issue addressed in the field is the error analysis so as to distinguish between errors and
fraud. Our objective is to study accounting errors and, maybe in another work, we shall address the delicate
issue of the border between error and fraud.

,»The distinguishing feature between error and fraud would be the intentional nature of fraud. Error
would result from a fortuitous action, not intentionally malicious and not with the purpose to distort the true
financial performance of firms that disclose accounting information. An irregularity

can be seen as an intentional act that does not, however, have the purpose of generating an illegal
advantage?*.

24 Antonio Martins, Cristina Sa - Accounting errors, financial information and presumption based taxation: the Portuguese
case - OBEGEF, Edicoes Humus, febr 2015, http://www.gestaodefraude.eu/wordpress/wp-
content/uploads/2015/02/wp034.pdf
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This study can help managers and auditors to understand the common circumstances and types of
errors, and thus what activities to monitor more closely. The study also contributes to the academic literature by
comparing the errors to estimations, by examining the influence on financial and tax reporting.

Besides the theoretical approach of the way to correct accounting errors, a case study on the correction
of accounting errors will complete the work. This may be helpful for the accounting practitioners, managers,
auditors, but it may also be used as material in future research.

The topic is little discussed in the specific literature.

Since accounting is a standardized science, the main source of information for the present study were
the provisions of the Accounting Regulations on the individual annual financial statements and the consolidated
financial statements, approved through the Order 1802/2014 issued by the Minister of Public Finance.

The author of the article “Accounting Errors and Errors of Accounting”25 highlights the importance of
assuming the accounting errors: “Accounting should pay more attention to errors, as errors are essential for the
updating of beliefs. Accounting is an information system, and errors are the carriers of information according to
Bayes’ Theorem. Accountants are primarily concerned with the mean (value), but the variance of accounting
numbers is equally important.”

Christensen argues that ,,error is intrinsic to accounting systems, as it is to all information systems that
seek to represent synthetically and objectively a corporate environment that is truly complex and subjective”.
According to this author, accounting serves several purposes in the context of economic systems, with diverse
and contradictory interests.

Conflict between users is common. Thus, errors arise out of this conflict.

2. Accounting errors

2.1. What are accounting errors

Lourenco and Sarmento (2008: 34-35) state that “error”, in the context of accounting, will emerge from
a random, unintentional or eliberate act caused by negligenceor ignorance.

Errors possibly arising in respect of the recognition, assessment, presentation or disclosure of the
financial statements elements. They do not comply with the accounting rules if they contain material or
immaterial errors, errors intentionally made to achieve a particular presentation of the financial position, of the
performance or cash flows of an entity.

Errors found in accounting may refer either to the current financial year, or to previous financial years.

Errors in prior periods are omissions and misstatements in the financial statements of the entity for one
or several prior periods, arising from the mistake of using or not using reliable information that %:

a) was available when the financial statements for those periods were authorized for issue;

b) could reasonably be obtained and taken into account in the preparation and presentation of those
annual financial statements.

Errors that may appear in the activity of an accountant may be:

- Mathematical mistakes;

- Mistakes in applying accounting policies;

- Ignoring or misapplication of the accounting judgment to the recognition of financial statements

elements;

- Booking omissions.

Of the mathematical mistakes, we mention the calculation errors, but the most frequent ones are the
inversions of the place of two figures. The latter obes are the most difficult to detect.

Errors in the application of the accounting policies occur, most often, in the situation where accounting
is outsourced. Companies whose object of activity is the "Accounting” have a large portfolio of business
entities, and the possibility of confusion regarding the accounting policies is higher.

However, as a result of frequent changes of legislation and of the burdensome implementation of the
legislative requirements, companies are willing to outsource their services of fiscal assistance and accounting
(67%), payroll and human resources management (40%) and legal administration (17%), in order to focus on
their basic activities — this is the demonstration of a study by TMF Group Romania, a present since 17 years on
outsourcing services market in Romania. In terms of the third category of accounting errors, here we may think

25 John Christensen - Accounting Errors and Errors of Accounting — AAA Digital Lybrary, Volume 85, Issue 6, pp 1827 -
1838
%6 OMFP 1802 / 2014 - accounting reglulation individual financial statements and consolidated financial statements
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if it comes about errors or fraud. The accounting reasoning may be intentionally ignorant, which creates doubts
on the honesty of the accountant concerned.

Errors of prior periods also include the misrepresentation of information in the annual financial
statements.

Sometimes, errors may be insignificant. Insignificant errors are not likely to influence the financial and
accounting information. It is considered that an error is significant if it could influence the users’ economic
decisions taken on the basis of annual financial statements.

To determine whether an error is significant or not, an analysis is performed within the contextual
point, given the nature or the individual or aggregate value of the items.

2.2. Corection of accounting errors

According to accounting regulation on individual financial statements and consolidated financial
statements?’ correction of accounting errors is performed at the date of finding.

The accounting treatment which corrects an accounting error is differentiated according to the financial
year which an error belongs to. Thus:

- Accounting errors belonging to the current financial year are corrected in the profit and loss account.

- Significant errors related to previous financial years are corrected on account of the retained earnings

(account 1174 "Retained earnings resulted from the correction of accounting errors").

- Insignificant errors related to previous financial years are also corrected on account of the retained
earnings. However, according to the approved accounting policies, the insignificant errors may be
corrected in the profit and loss account.

In case the correction of an error requires booking cancellation, by the accounting policies, the entity will
choose the method of cancellation:

- Red cancellation;

- Black cancellation.

The choice of the cancellation method also depends on the cancellation method used by the software in
use.

To correct accounting errors related to prior financial years, there will not be changed the financial
statements of those financial years, in order to observe the principle of intangibility of the opening balance
sheet.

According to this principle, the opening balance sheet of a financial year shall fully comply with the
closing balance sheet of the preceding financial year.

The booking, on account of the retained earnings, of the correction of the significant errors related to
previous years, as well as the change of the accounting policies are not considered breach of the principle of
intangibility.

Example: An entity approved the financial statements of the year N on 04/04/N + 1. On 05/15/N + 1 they
found that, during the previous year, a building depreciation had not been booked. The error shall be corrected
on the date on which it is found, on account of retained earnings (1174 = 281), the opening balance strictly
observing the closing balance sheet of the previous financial year.

2.3. Errors versus estimates

In carrying out economic entities’ activity, there are situations in which some elements of the annual
financial statements cannot be assessed with precision, but only estimated.

Examples of situations that require estimates:

- bad debts;

- obsolescence of inventory;

- economic life;

- amount of provisions constituted;

- expected pattern of consumption of future economic benefits embodied in depreciable assets etc.

Estimation involves judgments based on the latest credible information available at a time. In a situation
where there are changes in the initial information or new information occurs, the estimate may require revision.

The revision is not the correction of an error but a result of inherent uncertainties characterizing the
economic environment.

21 Aproved by OMFP 1802/2014
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Therefore, an estimate may need revision if changes occur in the circumstances on which the estimate was
based or as a result of new information or of a better experience.

The use of reasonable estimates is an important part of the preparation and presentation of the financial
statements. The credibility and relevance of the information in the financial statements are affected by the
accounting estimates adopted.

For accounting practices, it is important the distinction between the changes in accounting estimates and
the changes in the accounting policies.

A change in the valuation bases, even if based on estimates, represents a change in the accounting policies
and not in the estimates. When it is difficult to distinguish between a change in the accounting policy and a
change in an accounting estimate, the change in the accounting estimate prevails.

The effect of change in an accounting estimate is prospectively recognized by including it in the result of:

- the period of the change, if it affects only that period (for example, adjustments for bad debts); or
- the period of the change occurs and of future periods, if the change affects them, too (for example,
the useful life of the tangible assets).

Unlike the correction of accounting errors, the change of an estimate is never booked in the retained
earnings, it is not recognized retroactively.

Example:

An economic entity acquires a machine worth Lei 500,000. The useful life is 10 years, and the company
books its depreciation it by the linear method. Due to the change of the conditions of use, at the end of the 2-nd
operating year, the company decides that depreciation will be booked along a period of 8 years, the remaining
useful life being of 6 years.

Year1l:

e machine purchase :

213 = 404 Lei 500,000

e annual depreciation booking, during the first operating year :

681 = 281  Lei50,000

Annual depreciation = Lei 500,000 / 10 years = Lei 50,000 / year.
Year 2 :

® the economic life will be changed, by accounting estimate:

remained depreciation value = 500,000 — 50,000 = Lei 450,000

annual depreciation =Lei 450,000 / 7 years = Lei 64,285

The 7 years consist of: 6 years + the 2-nd year during which the estimate is done.

681 = 281 Lei64,285
® during the following years (year 3,4,5,6,7,8), the booking will be repeated :
681 = 281 Lei 64,285

3. Detecting of accounting errors
As shown in the second part of this work, accounting errors correction is not a difficult activity. But how
do we detect the accounting errors?
Sometimes, accounting errors are detected incidentally. But we cannot rely on chance.
The moment for detecting most accounting errors is that of the preparatory works for the financial
statements drawing up.
In this respect, based on a provisional trial balance, they check:
- the consistency between the accounting and the operational records, between the synthetic and
analytic accounting;
- whether all justifying documents have been properly booked;
- the legality and honesty of the booked data, which must give a clear and comprehensive
description of the economic and financial operations carried out;
- the accounts balances, so as the assets accounts book a final debit balance, and the liabilities
accounts book a final credit balance;
- the balances total in the management report should match the balance of the account 371
"Merchandise";
- whether the cash balance is equal to the balance of the account 531 "Cash";
- whether expenditures and income were delimited in time, etc.
As a result of these checks, the probability of detecting possible accounting errors is quite high.
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Error non-detection risk is influenced by the size of the economic entity for an important role in
identifying errors belongs to the audit action which is not mandatory for micro-entities.
However, even if the financial audit is performed, the control risk cannot be zero for the internal controls
cannot provide complete safety on preventing or detecting errors.
The auditor will establish a level of control so as errors arising from inherent risk may be determined.
Accounting errors are part of the qualitative factors affecting the audit materiality. Of these factors, we
mention:
1. During the stage of the determining of the preliminary value of materiality:
- significant errors from previous years
- possible fraud
- minor presentation errors possibly affecting certain contractual obligations
- minor presentation errors possibly affecting the trend of the profits trend.
2. During the stage of estimating the distortions and of comparing them with the preliminary value of
materiality:
- errors hiding a change in the evolution of profits
- errors causing the change of the loss by profit and vice versa
- errors possibly causing a major positive or negative reaction of the market.

Following the audit, the auditor states whether, on the basis of the knowledge and understanding gained
during the audit in relation to the entity and its environment, he/she has identified significant erroneous
information given in the directors' report, by indicating the nature of such erroneous information.

4. Reflecting accounting errors in accounting and fiscal statements

The discovery of an error may result in several consequences. Everything depends on the type of error, on
the financial year it belongs to.

In the lines below, we establish the way to proceed in case, following an error, the following situation
occurs.

At the end of June, during the year N, an economic entity issued a bond loan worth Lei 500,000, with an
interest rate of 5% per year. The interest is to be paid at the end of each bond year. According to the accrual
principle, although the company owes the interest on late June of the year N + 1, during the month of December
of the year N it should book the interest for the period 07/01/N — 12/31/ N.

The interest to be booked for six months = Lei 500,000 x 5% x % years = Lei 12,500

Some of the accounting errors occur as a result of erroneous data typing. Thus, the accountant typed by
mistake Lei 15,200 instead of Lei 12,500
666 = | 1681 Interest related to bond loans | 15,200
Interest-related expenditure
At the end of June N + 1, the due date on the debt related to the bond loans interest, the accountant
discovered the error, respectively the booking of an interest related to the bond loans accrued by Lei 2,700 (Lei
15,200 — Lei 12,500 = Lei 2,700). The error also led to the overstatement of the expenditure on the interest by
Lei 2,700.

According to the accounting regulations on the individual annual financial statements and the annual
consolidated financial statements, the accounting errors are corrected at the time of their detection. The error
correction will be booked as follows:

1681 Interest related to bond | = | 1174 Remained earnings resulted from the | 2,700
loans accounting errors correction
From a fiscal standpoint, the principle according to which the fiscal result is calculated based on the
incomes and expenses booked in accordance with the accounting provisions in force, the operation of
correcting the booking errors, eliminating the idea that they could have been made with intent, should influence
the taxable profit for the fiscal year during which the operation is performed.

Thus, the tax on profit calculated for the year N was declared and paid to the State Budget less Lei 432
(Lei 2,700 x 16% = Lei 432).

127



Although in accountancy the errors correction does not involve the correction of the accounting
statements, the same is not true for taxation. For the statement on the tax on profit (Statement 101), the
accountant should:

- prepare and submit the statement of amendment,

- pay the difference in the tax on profit, undeclared following the accounting error, and

- calculate and pay delay penalties for the tax unpaid on due time.

As it may be seen, the tax implications arising from the correction of the accounting errors are more
complex for they may involve additional costs.

If the error affects an income, the company pays extra tax on profit. If the profit obtained is distributed as
dividends to the shareholders or associates, for the overpaid amounts it should ask for refunding. And, in such a
situation, there arises tax on dividends paid extra. It should also be restored the statement 100 by which the
company declared the tax on dividends.

5. Conclusions

In this paper, we have tried to combine the accounting and fiscal treatment of the accounting errors
correction with the theoretical and applicative presentation of the theme we have chosen.

The accounting error correction is grounded by the principle of the opening balance sheet intangibility
and the principle of the methods consistency. The latter is the foundation of the accounting policies handbook
by which an economic entity must define the materiality threshold for accounting errors correction, on the one
hand, and choose the method for errors cancellation in accountancy: the “red” or “black” cancellation method,
on the other hand.

Many of the operations we need to correct require higher attention in terms of the regulations at the
time, given the instability of the accounting and fiscal systems in Romania.

Given the current regulations, the main conclusion we have reached is the fact that the influence of the
errors on the fiscal reporting is significant in terms of the accountant’s activity, but especially in terms of
additional costs incurred by the company. It is about penalties arising from the failure to pay some taxes on due
time, or from the payment of extra taxes, depending on the structure affected, namely on the expenses or
incomes.
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Abstract: The demarches of the research are based, besides the visions of the quantitative filtration also on the
qualitative side of the scientific field of research. The qualitative research represents the focus of more
methods, involving an interpretative, naturalist approach over the studied subject. This means a study of things
in their natural environment, trying to understand each other or to interpret the phenomenon in the meaning
that people invest in it. The qualitative research involves the use and collection of a variety of empirical
materials (Denzin & Lincoln, 1994, p. 2) in which the interview is significantly highlighted.
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1. Introduction

»The interview is the angled stone of the qualitative methodology and one of the most used
data collection techniques. The interview technique allows the profound and nuanced understanding
of a human being and its relationships with the world or the points of view specific to certain groups”
(McCracken, 1988).

“The interview technique, beside the fact that it represents a major importance establishment
within research, it represents also an instrument used at a qualitative level in various ways” (Briggs,
1986, p. 2).

In order to aid the realized actions for the development of our research based on the perception
over the professional judgment we have continued our demarches by applying the interview technique
by having in the position of interviewed persons financial analysts from working fields of distribution,
production, commerce and consultancy and management services. A particularization of the
perception of the professional judgment was aimed at through the exposure of the complex character
of the professional judgment used by the financial analyst.

The applied type of interview is semi-directional, oriented on the chosen thematic, providing
to the interviewed person both a scientific framework preset and certain flexibility in approaching the
proposed subjects.

Based on multiple factors, the interview captures the statute of a documentary interview,
personal, with open questions, planned and focused, in accordance with Fig.1.
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Fig. 1. The applied interview labels
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Source: issued by the author

2 Steps made for the research and the formation of the working hypotheses.
The steps made within this operation of qualitative research are as follows:

- Initial theoretical research that leads to the option of applying the interview method;
- The theoretical documentation specific to the interviewing techniques;

- Establishing the representative sample;

- Issue the interview file;

- Drafting the interview guide;

- Contacting the domain specialists;

- Actual performance of the interview;

- Centralization and interpretation of the provided answers;

- Forming the conclusions and validation/invalidation of the established hypothesis.

Through the interview of the financial analysts we aim at obtaining conclusive information regarding
the research leads that we have set at the beginning of this paper.

Thus, the applied research interview becomes “a technique to obtain, through questions and answers,
verbal information from the individuals and human groups in order to verify the hypothesis or for the scientific
description of phenomenon” (Chelcea, 2001, p.122).

In the construction of the validation or invalidation demarche of hypothesis we used the answers
provided by 20 financial analysts with a working experience between 5 and 10 years.

The hypotheses are formulated as follows:
First Hypothesis: The substantiation of the professional judgment of the financial analysts involve, besides the
accounting information, other categories of information
Second Hypothesis: Knowing the reference Theories of accounting and finance consolidates the professional
judgment of the financial analyst.
Third Hypothesis: Knowing the legal framework legitimates the professional judgment used by the financial analyst.

130



The interview file comprises of two categories of information:
- The identification fields related to the gender, job, work experience, interview duration
- The actual questions issued by the researcher.
The composition of the question aimed at focusing on the research elements found in the hypothesis.
Based on the content of the answers provided to these questions the following information is getting shaped
regarding the professional judgment of the financial analyst:
- The definition and particularities of the professional judgment;
- The factors that lead to the use of the professional judgment;
- The most often situations occurred that require the use of the professional judgment;
- Types of information that support the substantiation of the professional judgment;
- The reference theories that serve as support for the beginning of the activity;
- The limits and constraints that can emerge in the use of the professional judgment.

Within the interview guide, the interviewed persons are being informed that the purpose of the
interview is to provide information specific to their perception of the professional judgment.

Also, they are being informed that their answers will be centralized and interpreted within a scientific
research, while their confidentiality will be ensured.

The financial analyst is participating to an interview for half an hour, time in which he will answer to
the set of questions and can ask for additional information from the interview operator, in the posture of the
researcher, confirming that “the interview of research represents an expansive experience for the interviewed
person which, through the interaction with the researcher, obtains a new perspective of the subject in the
research” (Kvale, 1996).

3 Results and discussions

“The interview represents the most often and the most valuable method of qualitative research®
(Bratucu & Bratucu, 1996, p. 49). The results obtained after the centralization of the answers provided by the
20 financial analysts gives a particularization of the domain highlighted by the professional judgment,
emphasizing the following aspects:

+The financial analyst’s vision over the professional judgment

At the question related to the vision of the financial analyst over the professional judgment, most of
the respondents have considered that the professional judgment represents the ability to judge, to correlate and
interpret in certain situations in order to form conclusion on which decisions are being made.

Another vision shaped after the answers is associating the professional judgments with the personal
ability to analyze and act accordingly to the unknown factors and various circumstances, that are not regulated
and do not have any history of resolution of a predetermined finality.

The financial analysts have appreciated that the professional judgment correlated with this function is
materializing particularly in applying the accumulated knowledge by stages of preparation on the financial
statement, accounting and in current reports in order to establish a pertinent decisional package.

The interlocutors stated that the professional judgment of the financial analyst is practically
overlapping the job’s description. Without the ability to analyze the rates and without understanding the
information needed to be used, the financial analyst cannot do his job.

The particularities consist of the need to thorough understand the financial statements and the rates that
are being used, in the ability to synthetize and process the information received and the ability to put it into
practice in order to be used for the accounting analysis, management analysis etc.

In accordance with the opinions that were formulated, the professional judgment is the main advantage
of the financial analyst. The financial analyst must be an analytical person with a solid database of knowledge
on which to rely its judgment.

The professional judgment of the financial analyst includes a developed spirit of observation that
contributes to a good relationship between the analyzed elements, having a good capacity to present the
information in a relevant structure of a report.

The materialization of the interviewed specialist’s opinions points out that the financial analyst has the
professional judgment as main resource. Without the ability to analyze, interpret and present a set of data, the
added value of his activity does not exist.
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+Factors that lead to the use of the professional judgment
To the question regarding the factors that determine the use of the professional judgment of the
financial analyst a unanimous confirmation has been recorded for the following factors:

» The legal framework determines directions of the use of the professional judgment through
regulations, ethical conducts and legal acts that exist in their domain;

» The professional training of the financial analyst (the accumulated experience and working
experience foregoes a solid background in performing their activity at an optimal level and impose the
existence of an analytic spirit, organized, but also the existence of a professional skepticism and the
ability to understand why there is a result instead of another);

» Continuous training ( preoccupation of the financial analyst to keep up to date with all legal
regulations and to permanently strengthen his theoretical and practical knowledge gathered at that point
leads to perfecting the professional judgment and enrich the professional judgment of the employee).

+ Highlighting the circumstances that impose the use of the professional judgment
Following the centralization of the answers provided by the interviewed financial analysts we iterate
some of the circumstances that require the use of the professional judgment:
- The establishment of trends, variations from the budgets or previous periods, for comparison with
reference values;
- The interpretation of the information, it’s processing and analysis;
- The issue of reports with essential information;
- Evaluation of the financial instruments;
- The computation of specific indicators for their activities;
- Budgeting activities;
- Update of the business plan;
- ldentification of profitable investments;
- The collaboration with other departments in order to issue the analysis reports;
- The proposal of solutions for the issues found in their activity;
- The presentation of expansion perspectives for the development of the company;
- Fulfillment of their tasks and objectives provided by the jobs description;
- The realization of financial forecasts;
- The monitoring of the company’s activities;
- The development of strategies in the financial and accounting fields.
The financial analysts have highlighted the fact that the professional judgment has a character of an
activity continuously undertaken, therefore we can conclude that the exercise of professional judgment presents
an intrinsic character.

*— The substantiation of the professional judgment strictly on the accounting information

At the questions related to the substantiation of the professional judgment exclusively on the
accounting information, the interlocutor have unanimously answered that activity carried on the accounting
information do not have and exclusive character and so, beside it, the financial analysts use complementary
information regarding financial analysis, mathematics, informatics, marketing information, management,
budgeting, market, information based on trends and macro-environment, and also other extra-accounting
information. Also, the accounting information but not only also has a major impact on the accounting, financial,
economic information.

Regarding of accounting services, they have developed continuously, in the same time with business
environment and, as a result, the major accounting companies had adapted their capacity and expertise to the
information needs of their customers and to the services required by them (Sudacevschi, 2016, p. 719).

*— The identification of the reference theories that come to aid the use of the financial
analyst’s judgment
The economy of information is neither perfectly shaped nor satisfying. It supposes sophisticated
maximizing behavior that leads to the signing of complex agreements that are not found in practices (Grigore,
2009, p.374).
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Following the question meant to identify what are the reference theories that come to aid the use of the
professional judgment has revealed that the financial analysts are not aware of the reference theories of
accounting and finance.

All the interviewed persons have stated that they are not aware of such theories.

*— Limits and constraints of the professional judgment

The financial analysts have concluded that the limits and constraints of the professional judgment are
firstly determined by regulatory procedures and the availability of the information. Another situation could be
when no way of action can be recommended based on the information received due to the fact that the
information is incomplete or far too complex.

The limits of the professional judgment for a financial analyst can be given by the amount of
information available to him but also limits imposed by the decisional factor to which the analysis report is
intended.

The interviewed persons have considered also that the insufficient preparation and processing time of
the data can be a limitation, along with the pre-established deadlines, with the informatics systems that does not
cover the whole process of computation and management of the financial situations, and an insufficient training
can also be looked at as a limitation.

4. The conclusions of the qualitative research based on the interview

The qualitative research applied in the case of 20 financial analysts has come to aid the sustaining of
the initially formulated hypothesis. The demarche made by the structure of the interviews generated by the
interviewing technique has led to the shaping of a complex image regarding the professional judgment of the
financial analysts.

Two of the three hypotheses established have been validated after the highlighting of the particularized
answers on the domain of the financial analysts’ domain, therefore, in the following analysis we conclusively
look at the results obtained that have directed these ways of the realized demarche.

The first hypothesis regarding the substantiation of the professional judgment of the financial analyst
which involved beside the accounting information, other categories of information has been validated as a
result of the appreciation of the responses given by the 20 financial analysts.

The categories of information presented by the respondents include information from the domains of
financial analysis, mathematics, informatics, marketing, management, budgeting information, market,
information based on economical tendencies and also other extra-accounting information.

Out of the 20 respondents, 17 have stated that mandatory in the activity of the financial analyst is the
information related to the financial and accounting analysis and those related to place that the company has in
the market in which the financial analyst activates. These categories of information stand at the foundation of
the used of the professional judgment in the general character working tasks and are part of the usual activity of
the financial analyst.

The validation of the first hypothesis established in our qualitative research had a predictable character
if we take into consideration that the professional demarche undertaken by the financial analysts has a complex
character therefore it draws into carrying the activities a plethora of information divided in categories by
domains and the served purpose.

Another hypothesis initially formulated is the one referring to knowledge of the reference accounting

and financial theories that leads to the consolidation of the professional judgment of the financial analysts.
This hypothesis has been invalidated due to the answers provided. Therefore, with a unanimously answer,
100% of the financial analysts have stated that they have no knowledge of the reference accounting and
financial theories that could be useful in managing the professional judgment.
This fact occurred due to the lack of information at the organization’s level regarding the financial and
accounting culture and the conceptual fundament that determines the activity carried out. The financial analysts
are situated in the posture of applying the reference financial and accounting theories but at a theoretical level
they do not possess the knowledge to aid them in positioning and punctual association with the important
theories.

The third hypothesis is referring to knowledge of the regulatory framework as an element that
legitimates the professional judgment used by the professional judgment has been validated through the
answers provided by the interviewed financial analysts.
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After the identification and centralization of the analysts’ answers we have concluded that a real
advantage, at an organizational level, is the knowledge of the regulatory framework that, through the support
offered by the professional training is legitimating the professional judgment of the financial analyst.

Out of the persons interviewed, 16 financial analysts stated that a major importance in the use of the
professional judgment is the regulatory framework that supports and guides the functional processes of the
company and the professional training that significantly influences the quality of decisions in the working
processes.

In addition, the financial analysts have appreciated in the formation of the professional judgment that
the continuous training as an extension of the professional training leads to achieving the targeted objectives at
an organizational level.

Through the qualitative research regarding the construction of the professional judgment of the
financial analysts carried out by us, we have obtained a particularization of the professional judgment of the
financial analysts by exposing definitions of the professional judgment from the point of view of the
interview’s participants, factors and circumstances that determine the use of the professional judgment,
information that comes to aid the building of this type of judgment and also the identification of the limits and
constraints that are being taken into consideration in their activity by the financial analysts.

We have obtained, through the interaction with the financial analysts, valuable information that guides
the trajectory of our research towards conclusive results that involve multiple elements on new through the
perspective of the general and particular research.
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Abstract. The present paper is a part of a post-PhD research entitled Assessment on the Impact of
Education on the Macroeconomic Development in Romania, As Compared to Other EU Member
States. The survey starts with a short overview on the history of education and macroeconomic development in
Romania, starting from the 19" century. To explain this situation, we must go far back in time in order to
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comparison with other European states. The industrial revolution and sustainable economic growth
as well as the impact on education should also be analyzed.
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1. Introduction

Formal education occurs in a structured, systematic and controlled environment where students are
learning together with a trained, certified (preschool, primary, secondary or tertiary) teacher, professor or
lecturer of the subject.

Etymologically, the word "formal" is derived from the Latin formalis which means “official”,
organized”, therefore, formal education is official education. Philip H. Coombs?® defined formal education as
the hierarchically structured, chronologically graded education system, running from primary school through
the university and including, in addition to general academic studies, a variety of specialized programmes and
institutions for full-time technical and professional training. Formal, official education includes social
managing and evaluation, centered on the development of self-assessment capabilities learned within the formal
education.

Formal education is extremely important because it provides access to cultural, scientific and artistic
values, to literature and scientific knowledge as well as to social and human experience, having a critical role in
shaping the students’ personality, according to society and individual needs. Investing in human resources, i.e.
in education, training and healthcare systems, is aimed at improving the professional and scientific abilities of
trainees as well as at increasing their adaptability to cope with structural economic changes and the
technological progress as well as efficiency.

Below, I intend to show that formal education plays a key role in improving living standards, leading to
prosperity.

2. Problem formulation

Romania’s integration into the European Union has brought to our society’s attention the need to draft
a long-term development strategy, a goal which cannot be achieved in the absence of significant progress in
four fields, namely the economic, humanitarian, technological and environmental domains that can
significantly improve living standards. This paper thoroughly analyzes the relationship between economic

28 Philip Hall Coombs (1915-2006) was a program director for education at the Ford Foundation; he was appointed by
President John F. Kennedy to be the first Assistant Secretary of State for Education and Culture; he worked for UNESCO
and served as vice-chair and chair of the International Council of Economic Development
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growth and training strategies in Romania, an issue | intend to dwell on, going back to the 19"-21% centuries as
well as in contemporary history, based on a comparison with other European Union countries. | would like to
familiarize you with the current premises that, in order to achieve sustainable development [8], following the
prolonged economic and financial crisis, a new, coherent strategy based on short-term and long-term measures
should be drafted, production costs should be reduced to fulfill the needs of the future generations, and social
adaptability should be increased to avoid further crises or enable us to cope with them.

Europe 2020 strategy, launched in March 2010, clearly states that this new economic model should be
based on knowledge, having three main goals, the most important of which is to achieve smart economic
growth that means improving the EU's performance in education, research and innovation, as well as in digital
society. As a result, EU targets for smart growth in the next four years include combined public and
private investment levels to reach 3% of EU's GDP as well as better conditions for R&D and Innovation, and at
least 40% of 30-34-year-olds with third level education.

As an example in Denmark, investment levels reach 7% of the country’s GDP, in other European
countries — an average of 4%-6%, while in Romania and Slovenia they fall below 4%. Another important goal
is to reduce school drop-out rates below 10%. Students graduating from math, science and IT universities
should also account for 15% of graduates. It means that, in the present moment as well as in the future, high
quality education, available freely to all citizens and providing the foundation for equity in society, is key to
social and economic development.

In 2016, Romania still faces the risk of economic and financial crisis, despite recent positive economic
indicators and low budget deficits, which are based on growing demand instead of innovation, technology, and
higher education.

At the same time, investments in education and R&D have fallen under 6% of Romania’s GDP since
1995, which means poor curricula, high school drop-out rates and analphabetism, as well as low graduation
rates. In addition, one should take into account the poor performance of vocational education, i.e. the absence
of a close connection between training policies and employment policies, which has led to the lack of skilled
workforce for sustainable development, amid the evolving demands of labor markets.

To explain this situation, we must go far back in time in order to understand the deep historical roots of
economic and social development in our country, in comparison with other European states. The industrial
revolution and sustainable economic growth as well as the impact on education should also be analyzed.

It is worth mentioning that statistical data, i.e. economic indicators, were for the first time analyzed in
Europe in the second half of the 19" century. In 1850, and later on, in 1870, many European countries provided
data on their GDP per capita, child mortality, analphabetism, and education quality. In short, the Romanian
education system was established in 1831, i.e. the official primary education, in the Romanian Land and,
subsequently, in Moldavia, where primary schools were built in major towns, between 1831 and 1842. Without
getting into details, it is worth mentioning that this very difficult phase took place amid Romania’s slow
journey to modernization and progress, i.e. increasing the agricultural production, accessing the global markets,
and so on. Starting primary education from scratch, in 1831, Romania opened the first schools in the autumn of
1838. Their number constantly increased, reaching 2.236 in 1848.

The enrolment rate is a key indicator for economic growth, according to recent British statistical
surveys [3]. Thus, in Germany, in 1830 (at district levels, since the united nation was founded 40 years later),
the number of people who graduated from schools reached 1.700 per 10,000 population, being followed by
Great Britain — 900 people, France - 700, Spain - 400, and Italy (at district levels, since the united nation was
founded in 1870) - 300. There was no reference to Romania in these documents.

Easterlin [3] noticed that, in 1850, official primary education almost did not exist in countries which
were not located in North-Western Europe and North America. In 1940, low enrolment rates were reported in
Africa, Asia and Latin America. The development of official education systems has led to economic growth,
modernization and progress. Moreover, Easterlin underlines the importance of the education system. Thus, in
Spain, the Catholic Church assumed a leading role in the education system, centered on religion and manual
skills. Therefore, the enrolment rate remained high. Esterlin claims that the growth experienced by the countries
located in North-Western Europe was not triggered by progress in the economic field, but by advances in
education promoted by the Catholic Church.
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Graph 1. The evolution of official primary education in the 19" and 20™ centuries
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Graph 1 shows the evolution of official primary education, per 10,000 population. However, this
indicator does not refer to education quality, due to the lack of historical data available. In the 19th century,
countries located in North-Western Europe were on top of the list.

.As for the impact of education on economic growth, during the above mentioned period, historical data
were scarce. Graph 2 is based on data on GDP per capita, in 1913, as well as on Maddison’s [6] survey on
primary education in 1882. It clearly reveals that high GDP rates were reported amid high enrolment rates
recorded 30 years earlier.

Great Britain is an outlier, with the highest GDP growth against enrolment rates. Despite this close
connection, the graph does not clarify whether high enrolment rates have triggered high GDP rates in France,
Germany and Great Britain. The need to solve this issue has posed a major challenge to experts approaching the
relationship between education and economic growth.
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Figura 2 World’s GDP (1913) and enrolment rate (1882)
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Although it is impossible to draw a good conclusion from the graph, if we use regression, we can
analyze the data and compare them. Thus, we obtain the following results (including the standard errors of
the regression model in Table 1):

In GDP/capita = 0,5611inEnrolment_rate + 4,082 (D)

Tabel 1. Regression Summary for equation (1)
Regression Summary for Dependent Variable: In(GDP_capita_1913) R=.81849963 R2= .66994165
Adjusted R2=.63326849 F(1,9)=18.268 p<.00207 Std.Error of estimate: .37638
Beta | Std.Err. - of Beta B Std.Err.-of B t(9) p-level
Intercept 4.081957 | 0.851314 4.794890 | 0.000981
In(Gr_sc 1882) | 0.818500 | 0.191502 0.561058 | 0.131269 4.274097 | 0.002068

We have the following interpretation: the equation shows that a 1% increase in school enrolment could
lead to a 0.56% GDP growth per capita, during the analyzed period. On the long term, a 20% increase in the
above-mentioned rate, from 5 to 6 years, in the future, can trigger a 10.7% GDP growth. It is a log linear
equation.

However, the results should be carefully analyzed, since developed countries with strong GDP growth
and quality education services have significant assets; thus, education is not the main driver of economic
progress, but the asccumulation of capital stock.

As for historical returns, before the First World War, Romania reported significant progress of its key
modernization efforts, despite the lack of developed economy status as compared to West and North European
countries. Thus, although Romania had important oil and grain reserves, in the early 20™ century, it failed to
capitalize on its resources, due to the inability of the political elite to draft opportune moment strategies for
economic development.
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Graph 3. Double log regression model (1)
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According to Vasile Axenciuc [1], national wealth significantly improved between 1860 and 1914, due
to transportation and communication investments, i.e. leading to a 66.41% increase during this period, strong
industrial output — a 10.34% growth, major agricultural production — a 3.06% increase, and high monetary base
— a 4.12% increase. However, Romania was ranked the 12" on the list of 14 European countries by real GDP
growth rate, with 476 dollars per capita, as compared to Great Britain, France, Germany and Switzerland —
1,590 — 1,025 dollars, Italy and Austria-Hungary — 640, and, respectively, 605 dollars. Serbia and Russia were
two countries near the bottom of the list, i.e. 462 dollars and, respectively, 425 dollars.

As previously mentioned, there is a strong connection between education and income. In the second
half of the 19" century, many European countries introduced new education laws, increased investments
in this sector, and undertook coordinated efforts to improve the education system. As a result, the
number of primary and secondary schools significantly increased and the literacy levels improved in
the modern society, the education system producing a more skilled and productive workforce. The
Romanian elite also paid great attention to the education system, the law on primary education being
adopted in 1864. However, the government lacked the financial resources or the political will to meet
citizens' educational needs, especially in small towns and villages. The next decades preceding the
education reform achieved by Spiru Haret were marked by conflicts between the growing number of
teachers dedicated to making knowledge accessible to all students and local authorities accused of
negligence.

Following a debate that lasted almost 20 years, at the end of the 19" century, public figures such as
Petru Poni?®, Take lonescu® and especially Spiru Haret®, brought their significant contribution to the drafting
of a coherent law on education, in compliance with European standards. At the same time, amid population
boom, organizational and logistical issues were solved, the number of primary schools increased along with
that of teachers, and literacy levels significantly improved. This hardly could have been anticipated. For

29 Petru Poni (1841-1925) — a Romanian chemist, physicist, professor, mineralogist and politician, Liberal Party member,
who established the Romanian chemistry school. He was a professor at the University of lasi, and a titular member of the
Romanian Academy.

30 Take lonescu (1858-1922) - a Romanian centrist politician, lawyer and journalist, he was prime minister between 1921
and 1922.

31 Spiru Haret (1851-1912) - a Romanian mathematician, astronomer, professor, and politician, he held 3 mandates as
education minister, during which he promoted and implemented the education reform. He was a titular member of the
Romanian Academy
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example, in 30 years, the number of literates grew from 261 per 10,000 in 1882 to 467 per 10,000 in 1890, and
respectively, to 839 in 1910. Thus, enrolment rate almost tripled. Refined statistical data show that in the early
1900, before Spiru Haret’s education reform, 67.2% and, respectively, 89.1% of females and males did not
attend school, while 78% were non literates, in comparison with countries such as Denmark and Germany - 4%,
Switzerland, Sweden and Norway — 2%, which successfully completed this process. However, the situation was
worse in Serbia, where 79.7% were non literates.

In the early 1910s, 0.5% of the people aged 10-19 graduated from primary and secondary schools or
colleges in Romania, which ranked low in Europe, below Portugal - 1%, Hungary — 1.8%, and, of course,
Switzerland - 10%.

Therefore, in comparison with previous years, interwar period, i.e. 1920-1940, was marked, on the one
hand, by population boom and, on the other hand, by economic decline. Europe accounted for 26% of the
world’s population, decreasing to 21% in 1950, while its GDP declined from 44% in 1913 down to 38% in
1950.

Despite the relative prosperity in the interwar period in Romania, i.e. significant economic progress,
reaching climax in 1938, new assumptions emerged, showing that the gap between Romania and other
European countries remained and even deepened after the Great Union. Thus, the country’s GDP per capita
reached 1.237 dollars in 1937, i.e. 0.34% of Great Britain’s GDP, while the Czech Republic recorded a 0.54%
GDP growth, Hungary — 0.44%, and Poland — 0.35%. Bulgaria was the only country where GDP per capita was
lowest, i.e. 1.148 dollars, accounting for 0.32% of Great Britain’s GDP. In 1938, real GDP per capita decreased
to 76 dollars, as compared to Great Britain - 378 dollars, and Germany - 338 dollars. In Bulgaria and the former
Yugoslavia, GDP per capita reached 68 dollars, the lowest in Europe. GDP per capita in Europe averaged 222
dollars. In conclusion, even during this so-called prosperous period, Romanian agricultural and industrial
sectors did not experience strong growth, but moderate growth. However, enrolment rate significantly
improved during the interwar period. Thus, the number of non literates decreased from 61% during Spiru
Haret’s mandate down to 43% in 1930. According to other surveys conducted 8 years later in Romania, the
number of non literates reached 54.3%, while life expectancy was 40 years — males, and, respectively, 41 years
— females, and child mortality rate was the highest in Europe, i.e. 1.825 per 1.000. A fair assessment shows
that, despite the progress achieved by our country, the enrolment rate dropped in the 1920s-1930s as compared
to the beginning of the century. However, except for Belgium and France, which successfully completed this
process, other European countries, such as Romania’s neighbors, for example Hungary, experienced high
literacy levels, i.e. only 6% of non literates. As for secondary education, despite the progress achieved, the
indicator was below the European average in Romania, i.e. by 3-5%. Real progress was however achieved in
tertiary education, i.e. 1.3 per 1.000, as compared to 1.8 in Denmark. Three quarters of them were university
students, 11.4% attended high schools of economics, and 4.9% - polytechnic high schools. As for professional
schools, the gap remained, taking into account that only 2% primary school graduates enrolled to such schools
in Romania, as compared to Denmark - 12%, and the former Yugoslavia — 6%. Therefore, one could draw the
conclusion that, despite relative progress, the gap between Romania and North-West European countries
remained, and not even the existence of skilled workforce could improve the situation in Eastern Europe.

The postwar period, marked by the end of World War Il and the fall of Communist regimes in Eastern
Europe, witnessed 30 years of prosperity, the so-called Golden Age of Capitalism, between 1945 and 1974,
followed by recession and democratic transition in Eastern Europe.

The first interval, i.e. 1945-1973, was a period of unprecedented economic expansion which removed
all gaps. The two economic crises experienced in 1974-1975 and, respectively, in 1981-1983 had no major
impact on Europe’s GDP. However, their social and economic impact was strong, amid rising oil prices which
led to inflation, low industrial productivity, high unemployment, public debt, and budget deficit. From the
statistical point of view, the 7 most developed countries in Europe accounted for 86% of the gross world
product between 1913 and 1950, in the Golden Age of Capitalism, i.e. the average GDP growth reached 4.86%.
Between 1973 and 2000, GDP was 1.01%.

For 45 years, Romania was a Communist state and now, a quarter of century after the fall of
Communism, a fair assessment should be done.

Without getting into details, it is worth mentioning that the reforms implemented by Communists
shortly after taking power were the largest property rights and centralization reforms in Romania. According to
one of the most favorite slogans of the Communist ruling elite, the regime was superior to that of the other
countries in the region, because it achieved significant economic growth, claiming that dictatorship
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outperformed democracy in growth and economic development. But the respective growth was based on forced
industrialization and collectivization, i.e. great share of investment.

At the same time, the number of occupied population increased significantly, which was a key driver of
economic growth. After 40 years of Communism, one cannot ignore this outcome nor challenge it. The
industrialization process was successfully completed in Romania, however too late as compared to the West,
where the industrial revolution ended and the attention was focused instead on service development and
environmental protection. Unfortunately, the forced industrialization that led to accelerated growth was based
on measures imposed by the political elite and was not sustainable on the long term. The same goes for the
education sector, where significant progress was made. Average literacy was excellent, secondary education
improved, the number of colleges increased from 281 in 1948 to 981 in 1989 along with that of university
students - from 48,000 in 1948 to almost 160,000 in 1989. However, after the 1960s, especially in the 1970s
and 1980s, the number of students dropped. As a result, the education system which fueled economic and social
development in the early days of Communism experienced a deep crisis, whose effects led to the fall of the
Communism, in 1989. A separate debate should be started to analyze the situation in the 1990s, which requires
a thorough assessment on investment policies, human resources, social cohesion, productivity and institutional
efficiency. Let it suffice to say that my conclusion is one of optimism, namely that the future of our society is
open.

The above-mentioned historical facts show that the gap between our country and the West is deeply
rooted and that potential economic growth will not automatically translate into benefits. In fact, sustainable
development depends on various factors which are not always objective and specific conditions should be met
to achieve success. On the other hand, the relatively slow educational progress, despite Spiru Haret’s successful
efforts to comply with European standards and the high literacy level during the first 20 years of Communism,
has led to the conclusion that the impact of education on economic and social development was strong only
under exceptional circumstances.

Back to present day, the government has recently adopted the national youth strategy 2015-2020, which
aims to improve coordination and establishes top priorities in the field, based on Europe 2020 integrated
guidelines.

The strategy addresses the challenge of delivering long-term and sustainable development, including
change of general economic, labor market and entrepreneurship, i.e. encouraging high youth employment and
people for prolonged economic activity, reducing the number of unemployed among youth and improving
training, raising the employment rate of women and vulnerable youth. The strategy approaches labor problems,
such as high informal sector employment in Romania, subsistence living, job insecurity, poor access to
specialized training, and labor exclusion. In the field of formal, non formal and cultural education, the
document stipulates that relevant governmental and non governmental institutions should undertake sustained
efforts to improve the quality and efficiency of formal and non formal education. Measures to develop
programmes of non-formal education as well as to improve formal education shall be simultaneously taken.

Posting this comprehensive and coherent education strategy for the next 4 years on the official website
of the Education Ministry gives us hope that improvements will be made. Force ideas emerged in the comments
published by various users, such as equal opportunities in school, in rural and urban areas, major investments in
professional schools, qualified, good teachers, coordination with economic agents, and so on. To achieve
success, these measures should be applied, necessary funds should be earmarked, and school management
should be improved.

3. Conclusions

The above-mentioned historical facts show that the gap between our country and the West is deeply
rooted and that potential economic growth will not automatically translate into benefits. In fact, sustainable
development depends on various factors which are not always objective and specific conditions should be met
to achieve success.

The national youth strategy adopted by the government on the official website of the Education
Ministry gives us hope that improvements will be made. Force ideas emerged in the comments published by
various users, such as equal opportunities in school, in rural and urban areas, major investments in professional
schools, qualified, good teachers, coordination with economic agents, and so on. To achieve success, these
measures should be applied, necessary funds should be earmarked, and school management should be
improved.
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The prospective look into the future, be it a literary fantasy (like the novels of Jules Verne) or a
scientific approach (like those of Bertrand de Jouvenel who coined the term futuribles - les futurs possibles (B.
de Jouvenel, 1965) or those of Herman Kahn (H. Kahn, 1967) who wrote in 1967 about year 2000) has always
been probabilistic but very often interesting and intriguing and sometimes even amazingly accurate (like the
forecast of RAND Corporation made in 1946 (Bilal M. Ayyub, 2001) that estimated the first launch of a space
satellite in mid 1957 — prediction validated by the launch of the Soviet Sputnik on October 4, 1957).

The prospective look into the future has always been fascinating to people, but this fascination was
even more intense in periods of perceived discontinuity in the representation of the world and in daily life, as
well as and when uncertainty about tomorrow or the day after grew beyond a certain point. Particularly after the
crisis that started in 2008, and to a large extent not as a direct consequence of it, the world economy entered a
period of uncertainty, fuzziness and unexpected developments that may vary (at least and particularly in the
developed countries) from uncertainty about the retirement financial stability for a majority of people to
insecurity of walking in the streets of Paris, Brussels or Munich and from the implications of the decline of oil
and raw materials prices (contrary to the decades long expectations of prohibitive growth) to the instability of
long established geopolitical partnerships. In this context, from a very broad perspective, the world of today
may be represented as a race between two very different and apparently unconnected processes. The race is not
between the two processes per se, but rather in the sense that humankind may look very different function of
which of these two process wins the race.

On the one hand, there is the historical process of redefining the balances of power and the spheres of
influence. This is the classical process involving states, diplomacy, real politick, negotiations and wars of all
sorts. This process seemed to be part of a distant past that apparently ended once with the World War 11, but,
after all, 71 years (the 1945 — 2016 period) is not such a long time and history proves us time and again that it is
not linear but it moves rather in the infinite spirals of dialectics. This process includes (as of mid 2016) many
things from the existential issues of European Union to the events in Turkey and from the political implications
of globalization and inequality (manifested in Great Britain’s result to the EU membership referendum or in the
unfolding events of the US elections) to the disputes in the South China Sea. Depending on how the cards will
be played by the global actors or depending just on fate or mere probabilities, this historical process may lead to
cold or hot conflicts and anyway to a redrawing of the world order.

On the other hand, apparently in a different universe, there is the process of technological change that
has been called many names, such as the 4" industrial revolution or the digital revolution, process that seems to
bring with it the rise of the robots and of artificial intelligence and also a new architecture of the world
economy quite aptly described by Parang Khana as connectography, meaning both connected geography or
connected reality (Parag Khana, 2016). This process of technological change has been considered important
enough to represent the key topic of the Davos meeting of January 2016 when Klaus Schwab, founder and
executive chairman of World Economic Forum stated that this 4" industrial revolution will alter all dimensions
of human existence, being more comprehensive and complex than anything we have seen before (Schwab,
2016). Under this generous umbrella of the 4" industrial revolution a large number of people, reunited under
the denomination of techno-enthusiasts, believe that science and technology will solve in a couple of decades
all the issues that are confronting humankind today, including those referring to food, water, a clean and
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sustainable environment, energy and resources and even the peace that represents the basis for any conceivable
future.

Somehow between these two processes comes the massive book of 784 pages written by professor
Robert J. Gordon, “The Rise and Fall of American Growth: The US Standard of Living since the Civil War”,
published in January 2016, that stays away from the first process described above but deals in an original
manner with the second one. In a nutshell Robert Gordon claims and to a certain extent demonstrates that the
innovations that stayed at the basis of modern life determined a unique moment in the history of humanity
(“one time only changes”, p. 126) that can not be repeated, at least as long as our professional and personal life
remain the way we know today. Also in a nutshell, with reference to the current inventions, Robert Gordon is
asking in a very pertinent manner a simple even if disconcerting question: the internet revolution, or the digital
revolution or the 4™ industrial revolution are they real revolutions? This question can be further reformulated in
order to clarify its content: Are these revolutions (which are specific to the last two or three decades) really
changing fundamental aspects of the life of the American people and, by extension, the life of the majority of
the people on planet Earth? And speculating further: are they able to generate the same type of economic
growth and welfare as the innovations of the period 1870-1940?

By its content “The Rise and Fall of American Growth: The US Standard of Living since the Civil
War” is situated at the cross-roads of history, technology and economics and is structured in three large parts:
the first deals with the period 1870-1940 and analyzes the innovations that revolutionized the inside and
outside of American homes; the second refers to the period 1940 — 2015 which is actually divided into two
sub-parts: period 1940 — 1970 that concludes what represents in the author’s vision the Golden Age of high
growth and progress and the period 1970 — 2015 which marks the transition to slower growth; the third part of
the book is both an analysis and a synthesis of the first two as it is dedicated to the sources of fast and slower
growth. There is also a Postscript where the author presents some possible approaches and policies that may
improve and make more sustainable the US economy and society.

Some clarifications are necessary from the very beginning. The book is about the United States
economy and the impact of science and technology on the lives of American people since 1870 till present
time. But the topics addressed (how science and technology influence the professional and personal life of the
majority of people and the consequences on economic growth) are universal and the implications are of interest
for all countries and people of the Earth. The message of the book can be interpreted and indeed it has been
interpreted by many reviewers (among them Paul Krugman and Tyler Cowen) as pointing to limits in the
growth and development potential of science and technology (with a focus on United States and by extension to
Western style economies and societies). But quite on the contrary, this is not at all a pessimistic book, a fact
the author explains clearly in the Postscript: “ ... the rise and fall of growth are inevitable when we recognize
that progress occurs more rapidly in some time intervals than in others” (p. 665). In order to receive the proper
message we just have to take into account that the narrative is mostly from a historical perspective and history
has by definition the habit of looking into the very long run.

Anyway, by comparing the glorious and hopeful past with the rather precarious present, the book gives
an uneasy feeling that there is a sort of an end of history of progress (as we know it) that suggest a parallel with
the end of history envisaged by Francis Fukuyama (Fukuyama, 1992), this time with reference not to socio-
political systems but to the growth and development that science and technology can bring to us. Putting things
in perspective (an in a more optimistic way) one can say that the main message of the book is that the existing
growth and development models applied in the United States and in other developed countries in the past one
hundred years have reached their limits and have to be replaced. Otherwise we have to assume low growth a
serious social and economic disequilibria.

An explanation is still needed here. As a historian Robert Gordon is focusing on the human beings and
the households. One may define its approach as anthropocentric as he speaks and analyzes economic growth
but his main references regard the impact of science and technology (with all their economic implications) on
human life at all levels. And from this perspective science and technology have already given us all the main
benefits of modern life. In his own words, also in the Postscript, the idea mentioned above is clearly presented:”
American growth slowed down after 1970 not because inventors had lost their spark or were devoid of new
ideas, but because the basic elements of a modern standard of living had by then already been achieved along
so many dimensions, including food, clothing, housing, transportation, entertainment, communication, health,
and working conditions” (p. 665). These clarifications presented in the Postscript to the book seem to reflect the
need of the author to double check how the readers understood his message. And the precaution is justified as
many people still believe that the existing growth and development models are definitive, objective and
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perpetual, while growth (in a quantitative sense) is a natural state of economy and society and may continue for
an indefinite length of time.

The implicit idea to be found in the title of the book (“The Rise and Fall of American Growth”) and
also in its content is that we already have the modern homes (with running water and sewage (defined by
Robert Gordon: “water flows in and flows out: the greatest revolution of all”, p. 134), electricity, air
conditioning, refrigerators, television, and the rest of appliances), we already have modern factories and offices
(with machine tools, computers and all sorts of tools and equipment), we already have modern means of
transport (automobiles, railways, ships and planes) and modern education and health care, all brought about by
the “great inventions” of the “special century” (pag.17) .

Robert Gordon’s hypothesis is that as long as our way of life is organized according to the present
paradigm any new innovations will just bring marginal benefits and marginal effects on economic growth.
What he never states clearly in the book is that his predicted long term fall in growth is valid if and only if we
as civilization do not change our life and work paradigm. But the terms of the hypothesis are very clear and
even incites to ask yourself: in case of a different life and work paradigm, what will happen to growth? And
after all, what growth will mean in the new context? The author is not giving an answer regarding new models
or paradigms for growth and development, he just points out that high productivity increases and hence high
economic growth are not to be expected in the foreseeable future, at least as long as economy and society are
organized in the same way. Therefore, in its essence, the book is rather a copiously annotated history about the
growth and development paradigm that characterized the Western world for the past almost two centuries, the
paradigm that has been defined by the so-called linear growth model in which the future (be it at the time
horizon of one year, ten years or one hundred years) is better than the past and better means more, bigger,
newer and so on.

By pointing to the end of this model, Robert Gordon is, in fact, asking indirectly what model comes
next, taking into account all technological and scientific changes that have accumulated in the past one hundred
years. Looking ahead for the next 25 years Robert Gordon is contemplating solutions not for a revolutionary
new model of economy and society, maybe not even for an evolutionary one. He proposes some amendments to
the existing situation in US, with reference to “greater equality of outcomes” (p. 670), “greater equality of
opportunity” (p. 674), “demographic and fiscal headwinds” (p. 678). What he is trying to achieve by his
proposals is a more stable and equitable society that generates more wealth but also more welfare for its
citizens. A simple enumeration of the measures proposed as a cure for unfavorable trends in economy and
society as well as for low growth rates highlights a common denominator — all measures imply the intervention
of state in the economy: Tax System Progressivity, Minimum Wage, Public School Financing, Income-
Contingent College Loans, Immigration, Tax Reform. His proposals seem feasible but we can only expect they
will not be well received by the supporters of full free market mechanisms that militate for the reduction of the
size and role of state in economy and society.

In trying to compare the impact of the inventions of the 1870-1940 period with the contemporary
inventions Robert Gordon is using a yardstick which can be easily understood by anybody, namely the degree
in which whatever technological changes are transforming our lives (presumably for the better). Using this
yardstick he makes some very refined economic observations. One of these observations is that not all GDP
increases are made equal in the sense that although the figures of GDP increase can be the same, the factors that
determine them may influence human life in very different ways (Tyler Cowen, 2016). In this context, as an
example, the increases of GDP determined by the introduction of automobiles, running water and sewage or
antibiotics and vaccines (p. 507) influenced daily lives of millions of people (and even their life expectation)
much more than the same increase of GDP determined by the sell of more luxury goods or by the
generalization of color television. Another observation is that he refers in his analysis not only to the increase
of the purchasing power but also to the decrease (almost to the point of elimination) of the difficult, hard and
even dangerous work that most people had to do for earning a living since late 19" century until the end of
World War 11 (Paul Krugman, 2016). By including in his analysis the work conditions both outside and inside
the home Robert Gordon is consistent to his anthropocentric approach, he is looking not only at numbers (GDP,
purchasing power or salary levels), but also to the quality and easiness of life (p.263).Taking such a perspective
his demonstration is rather convincing. Because indeed the life of the majority of people was very different
before and after the running water and sewage, combustion engine, cars, electricity, telephone, antibiotics and
other discoveries that entered the lives of millions and millions of people after 1870. From daily rhythms of life
to the way domestic activities were accomplished, from the meanings of distances and speeds to the ways in
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which production and trade were carried out, everything changed for the American people and, later on, for the
people of other countries on all continents.

These statements are supported by Robert Gordon with compelling evidence. To give just an example:
the price of cars declined in United States by 63 % between 1912 and 1930, while in the same time interval the
percentage of US households that had access to a car increased from 2 % to 89.8% (p. 172-173). At the same
time, the magnitude of these changes taking place in the United States had no parallel in the other developed
countries of that time: in 1900 the US had 4 times more phones than Great Britain, 6 times more than Germany
and 20 times more than France (p. 196), while in 1930 United States owned 78 % of all world cars.

As Robert Gordon noted, for United States the 1930s represented the most fruitful period in terms of
number of innovations compared to the size of economy. This trend was maintained to a certain extent and
under different internal and international circumstances during the World War 1l period and particularly
afterwards, during the 1950s and 1960s so that in the after war period all American people with at least high
school education had a safe job, a house and a safe perspective on retirement. It is worth mentioning that the
chance of person in United States to graduate high school raised from 6 % in 1900 to almost 70 % in 1970. As a
synthesis of all this, in one hundred years (defined by the author as “the special century”), from 1870 to 1970
life expectancy increased in the United States from 45 years to 72 years (pag.224).The turning point in this
glorious period that started in the last three decades of the 19" century took place, according to Robert Gordon,
in the early 1970s, once with (but not necessarily determined by) the oil shocks, the growing competition from
the part of other developed countries and especially once with the full maturity of the industrial age and the
finalization of the main characteristics of modern professional and personal life.

After the 1990s and especially after 2000 the growing inequality manifested in the American society as
well as other dysfunctions have lead to a less optimistic present in which large parts of the population are
confronted with unsecure jobs and housing, high and in many cases unaffordable costs for education and health
care, an unsecure retirement perspective (from a financial point of view). All these current characteristics of the
contemporary American society have determine Robert Gordon to warn its readers on the possibility that the
young generation of today can be the first in American history that will not exceed the living standards of their
parents. From a different perspective, reading his message in a positive note, we can understand that the
solutions to today’s problems can not be found in the extrapolation of the trends and approaches of the 20™
century and therefore the new generations should take the responsibility to find new solutions and put them
together into a new growth and development paradigm.

While the first part of the book (chapters 2 to 9) presents a well documented interpretation of the way
in which science and technology influenced and transformed for the better the life of the US people, the second
part (chapters 10 to 15) deals in a rather unequal manner with the scientific and technological inventions after
1970s and especially after 2000 (The Economist, 2016). With reference to the contemporary period Robert
Gordon is taking into account the implications of information technology, 3 D printing or internet. But his
position is that these developments are not really transforming the life of the majority of people the way other
technological breakthroughs did almost a hundred years ago. In this context it is difficult to argue to the fact
that the capability to build self-driving cars is less important than the invention of cars in the first place, while
the existence of modern housing however expensive and sophisticated is less relevant than the emergence of the
“networked home” (p. 216), meaning the house connected to running water, sewage, gas, electricity and
telephone.

And particularly Robert Gordon is not at all convinced that the current technological developments may
restore the dynamics that made once United States great and provided a safe and fulfilling life for the majority
of its citizens. Some critics pointed to the fact that present day technologies and their enormous potential were
treated by Robert Gordon in a rather cursorily manner (Greenstein, 2016), not pondering enough about the
exponential changes that interconnection of everything (like the Internet of Things) or artificial intelligence
may bring to productivity, growth and human life itself.

What is interesting about Robert Gordon’s book is that in an era of heated political debates on various
topics he points out to the objective world of science and technology and its impact on economy and society as
a whole. At the same time, somehow indirectly and not in an explicit way, he induces to the reader the
perception of a choice: we can either continue to perceive and organize the economy and society as we did in
the past one hundred years and, as a result, we have to accept low growth rates and a decline of the living
standards, or, we can redesign our models and adopt a new paradigm, with new values and new rules of the
game.
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What Robert Gordon says is that the existing and emerging technologies are amazing and marvelous
but by themselves they are not changing our lives the way house plumbing meaning running water and sewage,
motor vehicles and air travel, electricity and all sorts of appliances, penicillin and the polio vaccine, telephony
and television did half a century or more ago. At that time science and technology acted as engines of progress
almost by themselves. Science and technology made discoveries and inventions and all we had to do in order to
improve our lives and achieve economic growth was to apply them. Nowadays, in a very generous and dynamic
scientific and technological environment the human factor is much more in charge than before for its destiny.
Nowadays, from a scientific and technological point of view, it is more important what we do with what we
have than what we have in the first place. We can only hope that better and more knowledge and information
may lead to better decisions and to a better (meaning more sustainable and enriching) life for as many people as
possible not only in United States but all over the world.

Analyzing the book “The Rise and Fall of American Growth: The US Standard of Living since the
Civil War” and without diminishing in any way the brilliant historical account of the way in which science and
technology influenced and shaped the American and, by extension, the Western economies and societies during
the 1870 — 1970 period, one may find anyway some shortcomings of Robert Gordon’s analysis and discourse.

One shortcoming of his approach refers to the overlooking of the second (Satell, 2016) and even third
order effects of discoveries and inventions with reference to the contemporary ones. Second and multiple order
effects are extremely important, particularly in case of complex systems like economies or societies, not to
mention the globalized economy. As each action has one or several consequences, each of these consequences
have, in their turn, other consequences (Kaufman, 2012). And these second or third or multiple order effects
may generate in time dynamics that were not foreseen initially. To give just an example, the GPS, smartphones,
Internet and social networks have had as a first order effect the ability to position oneself wherever on the
planet and respectively the ability to communicate, access information and exchange messages on a massive
scale. But as a second order effect all these inventions determined the creation of the sharing economy, which,
in turn, allowed the emergence of “unicorn®” companies like Uber and Airbnb that exploded from zero in
2009 to over 68 billion US dollars (Uber) and 30 billion US dollars (Airbnb) in July 2016. It is true that up to
now the Internet, social networks, big data, 3 D printing, smartphones or the sharing economy have not
changed our lives and have not increased economic growth the way the inventions of 1870 — 1940 era did. But,
on the one hand the time elapsed since their emergence is not that long and some of them are just coming of age
and starting to bear fruits. And, on the other hand, as mentioned above, the second, third and multiple order
effects generated by the interactions and trickle down effects of all these innovations can be multiple orders of
magnitude larger than what we have seen up to now.

A second shortcoming refers to the overlooking of some present day scientific and technological
breakthroughs that may change in a fundamental way the human existence. Among them, genomics,
nanotechnology and robotics (Satell, 2016). One may argue that these technologies will represent quite soon
turning points in humankind history because: genomics will allow the editing of DNA and therefore will allow
the curing of all diseases and even creating new species while nanotechnology will allow the design of entirely
new materials (like quantum dots and graphene). As for robotics, they can solve the problem of skilled labor in
developed countries, including the aging problem, but also the salaries and pension funds problem while they
will also create an even bigger problem that will imply the need to rethink the whole economic and social
mechanism — how to distribute money to the people so that they will be able to buy the goods and services
produced by the robots. And if these aspects are not frightening enough one can add the “Singularity” theory of
Ray Kurzweil, now chief scientist at Google, that estimated that around 2045 the artificial intelligence will be
infinitely more powerful than human intelligence and humans themselves will transform themselves into
different beings by means of genetic alterations, nanotechnology and artificial intelligence (Kurzweil, 2006).

If one remains in the logic of Robert Gordon book and at the same time takes into account these current
scientific and technological breakthroughs we may say that the “great inventions” of the “special century”
(1870 -1970) liberated humankind from “painful manual labor, household drudgery, darkness, isolation, and
early death” (p. 17). But the current innovations may allow humankind to play God by editing DNA and
creating new species, curing all diseases, augmenting human senses and extending life (maybe to the point of
immortality) as well as designing totally new materials. Such an evolution will not contradict Robert Gordon

32 A “unicorn” is a start-up company, without a previous long term existence that has a market value of more than 1 billion
US dollars. Investopedia at page http://www.investopedia.com/terms/u/unicorn.asp
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because he indicated limits within the existing paradigm of social and economic life. An entirely new model
will be definitely beyond the framework of analysis of his book.

For many reasons Robert Gordon’s book is fascinating: because it offers a narrative of the birth and
maturity of the Western style life, reminding us how life used to be before sewage, running water, electricity
and household appliances, automobiles, telephony and antibiotics; because it demonstrates that for now (within
the existing paradigm) we can just repair and maintain what have without expecting significant improvements;
because opens the door of our imagination, directing our questions to “what next ?”” and “what if ...?”

A concise and illustrative opinion on Robert Gordon’s book was formulated by Paul Krugman who
said: “...this is a book worth reading - a magisterial combination of deep technological history, vivid portraits of
daily life over the past six generations and careful economic analysis. ... This book will challenge your views
about the future; it will definitely transform how you see the past” (Krugman, 2016).

At the very end, after reading the book “The Rise and Fall of American Growth: The US Standard of
Living since the Civil War” the reader may experience several feelings: the feeling of pride and gratitude for
the achievements of the human race, achievements that we so often take for granted, but also the feeling of
responsibility. Humankind, especially in the Western world has come a long way from a life of hard work and
little hope, depending a lot on nature’s elements to a life full of possibilities but maybe less clear and less
optimistic about the years to come

The book is a great lesson and a remainder that a huge knowledge heritage is available from our
predecessors, but the time has come for the new generations to redefine what sustainable growth and
development mean. And maybe to also define a new paradigm for the social and economic life of the late first
half of the 21% century.
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