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Abstract

In this article, the authors focused on analyzing the role of
commercial banks in absorbing community funds. Allocations of non-
reimbursable Community funds for the member countries of the European
Union are important because these funds aim to overcome some difficulties
and bring all the countries closer to the EU standards. Emphasis is also
placed on the analysis of structural funds, with an emphasis on the situation
of some Member States in accessing these sources of funding. Structural funds
are, unfortunately, difficult to use by the states that have become members
of the European Union due to the lack of projects and the possibility of co-
financing. The studies also focus on the comparative analysis of the absorption
of European funds from Romania, Hungary and Lithuania. To illustrate more
clearly what has been said in this study, tables and graphic representations
are presented. The analysis can be extended, including through the use of
econometric methods.
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Introduction

EU structural funds — the second most important budgetary
instruments of the EU — have been underutilised in many new EU Member
States, whereas credit activity has been stagnant or recovering only slowly.
Better utilisation of structural funds may hold the promise of stimulating public
and private investment, strengthening productivity in sectors that are key for
competitiveness and growth while, at the same time, offering considerable co-
financing and pre-financing opportunities for the private financial sector.
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Private financial actors could contribute to leverage EU grant funds
through their knowledge of local corporate sectors and on-going search for
innovative entrepreneurial concepts and financial instruments. In the process
this may alleviate constraints on co-financing that the official sector has
experienced, in particular in times of budget consolidation. Coupled with their
efficiency in project evaluation and monitoring commercial banks may bring
the needed dynamism to local industry and services.

Global banking groups have a strong presence in Central and Eastern
Europe. Branches and subsidiaries of foreign banks have a market share of
about 75 per cent in the total assets of the banking system in Hungary and
Latvia and close to 90 per cent in Romania. All three EU Member States
have received balance of payments support from the international financial
community.

The commitment of the parent banks is essentially twofold: first,
subsidiaries in the designated countries were to maintain adequate capital
buffers and second, each bank group would maintain certain exposure levels.
With these commitments, which are voluntary, a destructive ’run to the exit’
in any of the crisis-stricken countries was successfully averted.

Exposure is considered net of liabilities and defined in broad terms
vis-a-vis the country as a whole, including claims on the subsidiary (both
assets and capital), loans to households, firms, financial institutions as
well as government bonds. The funding of the subsidiaries constitutes the
largest exposure component. Banks have generally fulfilled their exposure
commitments, but have pointed out that in a shrinking economy with subdued
loan demand, some of the liquidity they held in their subsidiaries remained
idle in the absence of investment opportunities. Indeed, credit growth is still
subdued in Romania, hovers around zero in Hungary and remains negative
in Latvia. Given risk management considerations within banks, the rising
financing needs of the government could only be partially a satisfactory
response to the request for investment opportunities. Therefore, a key challenge
going forward is to reinvigorate the economy and increase the demand for
credit by the private sector.

Literature review

Dumitrescu and Soare (2014) describe financial instruments
specific to European structural and investment funds. Anghel, Dumitrescu,
Dumitrescu and Nitd (2016) are concerned about the role of the banking
system in attracting European funds, Berica (2011) is developing on a similar
theme. Branten and Purju (2013) describe the innovative financial instruments
of European funding programs. Beltratti and Stulz (2012) perform a global
benchmarking of lending activity. Dornean (2015) is concerned about the
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impact of European funds used for regional development in Romania. Chava
and Purnanandam (2011) assess the effects of bank crises on some of their
client segments. Anghelache (2016, 2015) describes the up-to-date state of the
economy of Romania. Babecky et.al. (2010) is concerned about nominal and
real salaries in European firms. Huizinga and Laeven (2012) are concerned
about the characteristics of bank assessments in the context of financial crises,
Calomiris and Nissim (2014) are developing on a similar subject. Zaman and
Cristea (2011) analyze the problems related to absorption of structural funds
in Romania. Anghelache et.al. (2016) describe a set of models for studying
the absorption of European funds, Opritescu (2012) applies a Hermin model.
Anghelache, Soare and Dumitrescu (2016) are concerned about the use of IT
platforms in European project management. Cassola, Hortacsuand Kastl (2013)
assess the 2007 subprime credit crunch in the light of the European Central
Bank’s short-term funding instruments. Sauer and Sturm (2007) are concerned
about the usefulness of Taylor’s rules in understanding the monetary policy
of the ECB. Tosun (2014) builds a comparative analysis of the absorption of
European regional funds. Lima and Cardenete (2007) is concerned about the
impact of European funds on the regional economy. Cetorelli and Goldberg
(2012) are developing on bank globalization. Neculita et.al. (2013) studies the
correlation between European integration, financial resources and attracting
European funds to the Central and Eastern European region. Fender and
McGuire (2010) are concerned about the correlation between bank structures
and international shock propagation, Schnabl (2012) is studying the spread of
liquidity shocks. Guadalupe and Cunat (2009) analyze the characteristics of
competition in the financial and banking sector. Schenone (2010) assesses the
value of their informational advantage by banks. Wehinger (2012) studies the
transition to market-based funding.

Methodology and data
Structural Funds in the European Union
The activity of banks, in their constant search for investment
opportunities, can be influenced by European structural funds in two ways.
Firstly, by increasing demand for loans in all sectors of the economy, as a
direct result, at macroeconomic level, of the use of European structural funds
in the economies of the member countries. The second, at microeconomic
level, banks can actively and directly participate in the financing of eligible
projects. In this paper, we want to explore the second aspect, namely the role
banks can play in increasing the absorption of European funds by involving
them both in the administrative selection and monitoring of projects as well as
in the pre and co-financing.
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The European Union has allocated a total of € 178 billion to the new
member states between 2007 and 2013 using three instruments:

* the European Regional Development Fund (ERDF), which finances:
investment in companies (in particular SMEs) to create sustainable jobs;
infrastructure linked notably to research and innovation, telecommunications,
environment, energy and transport; financial instruments (capital risk funds,
local development funds, etc.) to support regional and local development and
to foster cooperation between towns and regions and technical assistance;

* the European Social Fund (ESF) which seeks to improve employment
by supporting actions in the following areas: adapting workers and enterprises
through lifelong learning schemes and innovative working organisations;
access to employment for job seekers, the unemployed, women and migrants;
social integration of disadvantaged people and combating discrimination
in the job market and strengthening human capital by reforming education
systems;

* the Cohesion Fund (CF) is aimed at Member States whose Gross
National Income per inhabitant is less than 90 per cent of the Community
average (this includes all ten new members) and finances activities under the
following categories: trans-European transport networks and environment
including renewable energy, rail and public transport.

These three funds account for 35% of the European Union budget and
have been allocated to 51% of the 10 new member countries. The following
table details country allocation.
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Structural funds available to the new Member States compared
to EU as a whole

Table 1
2007-2013 2010 20Mm
New Member States bn EUR % of %of bnEUR %of GDP  bnEUR % of GDP
2010 GDP total
Structural funds for growth and convergence
Bulgaria 69 193 38 10 29 11 30
Czech Republic 26.7 183 15.0 38 26 40 26
Estonia 35 250 19 05 35 05 36
Cyprus 06 37 0.4 0.1 0.5 0.0 03
Latvia 46 277 26 07 39 0.7 42
Lithuania 69 267 39 10 38 1.1 39
Hungary %3 262 142 36 38 3.8 38
Malta 09 145 0.5 0.1 21 0.1 20
Poland 67.3 190 378 94 27 10.0 27
Romania 19.7 160 1.0 3.1 25 33 25
Slovenia 42 "7 24 06 1.7 0.6 1.7
Slovakia 16 176 6.5 i 25 1.8 25
Total 1781 190 100.0 256 27 271 29
Other funds
Rural development 36 40 56 06 55 06
Fisheries 14 0.1 02 0.0 02 0.0
All funds 2170 232 34 34 328 33
The EU budget bn EUR % of %of bnEUR %of GDP  bnEUR % of GDP
2010 GDP total
Total 9758 80 100.0 1410 1.2 143.0 11
Struct. funds for growth and conv. 346.1 28 3%B5 494 04 50.6 04
Rural development 9.4 08 99 144 01 144 01
Fisheries 43 00 0.4 06 0.0 0.7 00
All funds 446.8 B 458 644 0.5 65.7 05

Source: The European Bank Coordination (“Vienna”) Initiative, The Role of Commercial
Banks in the Absorption of EU Funds, Report by the Working Group, 2011, pag. 5

The need for co-financing

The level of co-financing rates for the Structural and Cohesion Funds
of the European Union is determined by the relative development level of
each beneficiary Member State on the basis of the objective pursued for each
cohesion policy and the type of fund used. Thus, using gross domestic product
as an indicator of the level of development for Member States that had a Gross
Domestic Product below 85% of the European Union average for the period
2011-2013, for projects funded by the European Regional Development Fund,
the European Social Fund and the Fund Of Cohesion, may be financed from
these funds up to 85% of the eligible investment costs. For more developed
countries, the percentage varies between 50 and 85%.
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National contribution to EU funded projects in 2007-2013
Figure 1
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Source: The European Bank Coordination (“Vienna”) Initiative, The Role of Commercial
Banks in the Absorption of EU Funds, Report by the Working Group, 2011, pag. 6

Over the period 2007-2013, the new EU Member States have allocated
€ 37.3bn (approximately 4% of GDP in 2010) to the co-financing of projects
from European funds. Of this amount, the largest share - € 33.2 billion (89%)
- was allocated to national budgets, and the difference (€ 4.2 billion) was
funded by private funds. Of the 12 new Member States of the European
Union, 8 have allocated over 3% of GDP (for the entire period considered) for
the co-financing of these projects, three of them Hungary, Poland and Bulgaria
allocating even more than 3.5% from a fiscal point of view is a great effort.

Also, following the graph above, we note that only four countries
(Poland, Lithuania, Latvia and Estonia) have co-financed projects funded by
European funds with private funds.

It is also important to underline that this budgeting of co-financing
funds should not lead to an increase in national public spending but rather by
allocating them to cover eligible national public expenditure to be financed in
this way.

Lack of absorption of European funds
Although the Member States of the European Union - and especially
those in Central and Eastern Europe - had at their disposal important sums
allocated under the various funding funds, we can say that, overall, their
absorption took place at a much slower rate In most countries. ,,Champions”
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in this chapter were Romania and Bulgaria, which mobilized only 13% and
15% respectively of the funds allocated for the period 2007-2013. Although
these figures indicate a very low absorption rate, if we lower the amounts paid
in advance, we will reach even lower weights, 3% and 5%, respectively.

The late adoption of the draft guidelines on cohesion, cohesion policy and
the programs funded (even at the end of the first year of implementation,
2007), the lack of administrative capacity and the existence of an economic
and financial crisis overlapping throughout the exercise (2008-2011) Among
the main causes that led to this lack of absorption. Besides these causes, in
the particular case of Romania and Bulgaria, we can identify another cause,
namely the lack of experience and the lack of knowledge of the relevant
procedures due to the accession to the European Union in 2007, at the same
time with the launch of these programs.

Absorption of EU funds in new and old Member States until mid-2010
Figure 2
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Source: The European Bank Coordination (“Vienna”) Initiative, The Role of Commercial
Banks in the Absorption of EU Funds, Report by the Working Group, 2011, pag. 7

Analyzing the graph above, however, we can note that if we compare
the rate of absorption without advance payments of the new Member States to
that of the old Member States the difference is small, 9% compared to 11%,
and for the absorption rate including advances, Two groups is the same (21%).

Revista Romana de Statistica - Supliment nr. 5/ 2017 249



Absorption of European funds in Hungary, Latvia and Romania
Analyzing the data in the following table, we have some important aspects.
Thus, Latvia enjoys a high rate of payments, which leads, on the whole, to a
good absorption of European funds. However, due to a commitment rate of
50.5%, the evaluation and selection of projects is below average. Among the
new Member States, Hungary is at the middle of the ranking, largely due to a
high employment rate (64.5%) for regional development operational programs
with considerable funds (€ 5.8bn). Regarding the situation of Romania, we
note that it faces difficulties at all levels (selection and evaluation of projects,
their implementation), due to a lack of administrative capacity. To improve
administrative capacity, an operational program with a budget of € 0.2 billion
was created where we can say that absorption is better.

Absorption in Romania, Latvia and Hungary according to Operational

Programmes
Table 2
. 3 s Commit- Payment Absorption

Operational Programme (billicn EUR) Sty gomos Eaid ment rafic ratio ratio
(1} (2} 3 (2¥( 1) (3¥(2) =¥}

Romania
Human Resources Development 35 1.5 0.5 44.1 307 136
Administrative Capacity D2 0.1 0.0 628 250 157
Regional Operational Programme 37 1.7 0.5 45.6 279 127
Economic Com petitiveness 26 1.2 0.3 47.8 278 132
Transport 46 2.0 0.6 4.6 278 124
Environment 45 20 0.6 43.7 28.8 128
Technical Assis@ance 0z 0.1 0.0 47.7 26.9 128
Total 19.2 87 25 45.1 28.5 29

Latvia

Human Resources and Employment 06 0.3 0.2 50.2 821 412
Entreprensurship and Innovations 07 0.4 0.3 50.1 726 64
Infrastructure and Services 32 1.8 0.6 50.7 388 201
Total 4.5 2.3 11 50.5 S0 253

Hungary
Economic Development 29 5 0.7 51.5 455 234
Environment and Energy 42 1.9 07 446 240 1586
Transport 6.0 27 1.3 4.6 48.4 2186
Social Infrastructure 18 1.0 0.3 542 28.3 1589
Implementation 03 o1 0.1 45.0 Q8.4 443
Operational Programmes for several regions 58 37 1.5 63.4 41.0 26.0
Sccial Renewal 35 20 0.6 57.8 208 177
State Reform 0.1 01 0.0 B4.8 423 273
Electronic Public Administration 04 0.2 0.1 61.8 449 27T
Total 249 131 5.3 52.8 40.4 213
New Member States 178.1 805 378 50.8 418 212

EU-15 168.0 05.1 35.0 56.6 36.8 208

Source: The European Bank Coordination (“Vienna”) Initiative, The Role of Commercial
Banks in the Absorption of EU Funds, Report by the Working Group, 2011, pag. 8

Semnificatia potentiald a implicarii bancilor
Desi nu pot sprijini eforturile directe de consolidare a capacitatii
administrative, bancile pot, totusi, sa joace un rol in absorbtia fondurilor
europene. In primul rand, bancile pot utiliza cunostintele proprii privind
evaluarea si selectia proiectelor, in cazul fondurilor structurale europene, atat
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in beneficiul intreprinderilor mici si mijlocii cat si in cel al institutiilor publice.
De asemenea, bancile pot accelera executarea proiectelor prin acordarea
unei prefinantari inainte de acordarea avansurilor de citre autoritatile care
gestioneaza fondurile europene sau simultan cu acestea. Al treilea rand ar
putea cofinanta proiectele europene, avand in vedere ca toate cheltuielile unui
proiect nu sunt finantate din finantdri europene. De fapt, aceasta ar putea fi
cea mai mare oportunitate de a acorda imprumuturi pentru banci. In tabelul
urmdtor, am proiectat aceste posibilitati ale bancilor de acordare a unor
imprumuturi pentru cofinantarea proiectelor europene, intr-un procent de
25% din cheltuielile neeligibile ale acestor proiecte. Totodatd, am presupus
ca partea de cheltuiala ne-eligibila este egald cu cea care poate fi finantata din
fonduri europene. In urma calculelor efectuate, rezulti ca aceasti cofinantare
ar conduce, in perioada 200-2013, la o crestere a creditului cu 1,1% in medie
pe an pentru Letonia si 1,8% pentru Romania si Bulgaria. Daca am presupune
ca rata de cofinantare ar fi de 50% in loc de 25%, desigur, aceste cifre s-ar
dubla. Deoarece nu toate programele operationale prezintd acelasi interes
pentru banci, valorile calculate reprezinta desigur, limita maxima.

EU funds and lending opportunities in Romania, Hungary and Latvia

Table 3
Operational P_rogram me EU funds ,')uc_jge? pn’\_.']atg total c&nn;ncang co?{:“ﬁtﬁ;on
(annual average in 2007-2013) confribufion confribution 250 credit growth
million EUR million EUR _ annual %
Romania
Human Resources Development 496 6 876 - 5842 146.0 0.30
Administrative Capacity 207 54 - 35.1 B8 0.02
Regional Operational Programme biz23 939 - 626.2 156.6 0.33
Economic Competitiveness 3649 65.3 - 4302 107.5 0.2z
Transport 6523 161.7 = 8140 2035 0.42
Environment G44 6 156.9 = 801.6 2004 0.42
Technical Assistance 243 6.1 & 30.4 76 0.02
Total 27447 576.9 = 33216 8304 1.73
Latvia
Human Resources and Employment 78.7 84 55 92.5 231 0.14
Enfrepreneurship and Innovations 1052 14.8 M8 154.9 387 0.23
Infrastructure and Services 4587 44 4 524 5554 1389 0.81
Total G642 6 67.6 926 8029 200.7 117
Hungary
Economic Development 408 4 721 - 4805 1201 0.21
Environment and Energy 5497 0 105.3 - 702.3 175.6 0.31
Transport 861.0 151.9 - 1013.0 2532 0.44
Social Infrastructure 2546 449 - 2995 749 0.13
Implementation 450 748 - 53.0 132 0.02
Operational Programmes for several regions 8245 145.5 - 970.0 2425 0.42
Social Renewal 4975 ar.s - 5853 146.3 0.26
State Reform 209 = = 246 62 0.01
Electronic Public Administration 512 90 - 60.2 151 0.03

Total 3560.2 628.3 = 4138.4 1047 1 1.83

Source: The European Bank Coordination (“Vienna”) Initiative, The Role of Commercial
Banks in the Absorption of EU Funds, Report by the Working Group, 2011, pag. 10
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For example, the annual allocation for Romania under the Economic
Competitiveness Program amounts to € 430 million, of which 85% is co-
financed by European funds. Assuming that the non-eligible expenditure side
is equal to the eligible one and considering a 25% co-financing rate, we can
predict an additional amount of bank credit of 107.5 million Euros annually,
which would lead to an expansion of the Credit of 0.25% per year.

The role of commercial banks in Romania and Bulgaria in increasing
the absorption of European funds
Bulgaria and Romania are confronted with the greatest challenge in
absorbing EU structural funds. The overall absorption rate is low relative to both
funds allocated and national income overall, and, given the context of an ongoing
economic and credit contraction, national authorities are committed to taking steps
to raise absorption, including through a closer involvement of commercial banks.
Representatives of parent banks of the large foreign-owned banks
operating in Romania and Bulgaria agreed that an improvement of EU funds
absorption coupled with an increased involvement of banks in this process
might offer alternative investment opportunities for banks and, consequently,
could contribute to reviving credit activity.

Conclusions

The EU structural funds constitute significant resources available
to EU Member States. These funds are particularly important for the new
Member States, for which the funds yet to be disbursed could amount to
up to 2 per cent of GDP per year for the remainder of the current financial
perspective. While absorption rates have been also low in the old Member
States, the lack of capacity to better absorb EU funds has been particularly
acute in the new Member States. The latter have been lately confronted with
subdued economic growth, constraints in bank funding to the private sector as
well as budgetary constraints on public investment.

The majority of Member States have decided to manage structural
funds directly or through state agencies. However, in the new Member States
this approach has been faced with

sizeable difficulties given the constraints in institutional capacity, and
the relatively recent adoption of the EU acquis prior to the accession rounds
in 2004 and 2007. The current financial crisis forces governments to explore
more efficient mechanisms for delivering EU grants in support of companies
and to reduce financing gaps in the public sector, in particular in view of the
fact that unutilised funds will no longer be available three years after they
were first granted.
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Several Member States have experimented with utilising banks
as intermediary bodies outside the public sector to accelerate EU funds
absorption, in particular in channelling funds

to SMEs. Banks may perform, inter alia, the functions of project
assessment, fund disbursements, monitoring and reporting to public
administrations and on-site inspections.

By involving commercial banks in these activities a number of
concerns need to be addressed.

First, banks look legitimately after their business interests in the
provision of commercial loans focussing on the bankability of projects,
which not necessarily matches the public interest motivation behind the grant
financing by the EU. This may lead to conflicts of interest when banks are
involved in both the selection of projects and financing. There may be also
doubts that those banks which are ultimately motivated by developing lasting
client relationships with private clients will act as impartial agents for the
Managing Authorities in project selection and monitoring. This concern may
also be shared by banking sector supervisors which may have apprehensions
regarding large exposures or an unbalanced or unsustainable earnings
structure.

Second, from the perspective of the national Managing Authorities, a
suitable procurement process will need to identify qualified banks delivering
such services at a competitive price. Public payments to commercial banks
will need to stay clear of concerns over state aid, to avoid the distortion of
competition.

A third concern may arise from involving banks in a process that
has been frequently criticised for leading to fraud and misuse of funds. This
may expose banks to certain reputational risks, in particular where recipients
are large relative to the bank’s overall balance sheet. Concerns expressed
in the media or held by the public over integrity of key bank clients, may
implicate bank management for colluding in fraudulent practices, and could
lead to instability in the bank’s funding relationships, including from retail
deposits. At the same time, this risk underlines the potential from involving
banks, which through their established customer relationships will carefully
scrutinize projects they commit funding to, and which they will feel in a
position to monitor on an ongoing basis.
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