This project is funded by the European Union under

the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

FESSUD

FINANCIALISATION, ECONOMY, SOCIETY AND SUSTAINABLE DEVELOPMENT

Studies in Financial Systems

No b

The Romanian financial system:
from central bank-led to dependent financialization

Daniela Gabor

ISSN: 2052-8027



This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

SEVENTH FRAMEWORK
PROGRAMME

The Financialization of the Romanian Economy:

from central bank-led to dependent financialization

Daniela Gabor

Pour la Solidarite Belgium and University of the West of England Bristol

Abstract: This study argues that financialization is not a phenomenon exclusively
associated with complex innovation in highly developed financial markets. Financialization
also affects countries with ‘shallow’ financial markets but with a significant presence of
transnational financial actors that become a powerful economic and political force able to
navigate and shape uneven regulatory and institutional terrains in order to sustain new
modes of profit generation. The study distinguishes two stages in the financialization of the
Romanian economy. The first, central-bank dominated stage saw the systemic
transformation of firm-bank-state relations that resulted in the creation of impatient
banking and the forestalling of industrial policy options. The second, dependent
financialization, is in turn characterised by new modes of profit generation for transnational
financial actors, interconnectedness and fragility as the main mechanism of incorporation

in European financial structures.

Key words: impatient banking, financialization, carry-trades, sterilizations, macroeconomic
policies, pension funds, dependency, financial globalization.

The research leading to these results has received funding from the European Union

Seventh Framework Programme (FP7/2007-2013) under grant agreement n° 266800.

Website: www.fessud.eu



http://www.fessud.eu/

This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

VENTH FRAMEWORK
PROGRAMME

Table of Contents

EXECULIVE SUMIMI@IY ittt et et e e et e e e et e e et e e e e sne e e e e ennne s 9
N 1 0} oo Yo LU ot AT o T 16
1.1 Financialization: a theoretical framEWOTrK ....... e 17

1.2 Stages of financialization in Romania: from central bank led to dependent financialization

22
2. Before 1990: the planned production SYStEM ......ocuiiii i 31
2.1 Finance and production in the first period (simultaneous socialist transition].................... 31

2.2 The autonomous period (1970s - 1989): the IMF-led and domestic restructuring programs

32

3. The post-socialist dynamics of the Romanian financial system ......ccccccooeeciiiiiiiee e, 36
K 708 B = Yol o T=Tofo] o o 1ol € =1 o Lo [ 30 PO P O U PP TP PR PPPPRINY 36
3.2  The evolution of the financial system.......ccccoo i 38
4. Macroeconomic policies and fin@nCIaliZation ........oooi i 49
4.1 Monetary policy and exchange rate POLICY .....uuuiiiiiiiiiiiii e 50
4.1.1  Central bank-led financialization: 1990-1997 (the silent war) .......ccccccovoieieiiieiieneenne 52
4.1.2  Towards dependent financialization: reserve money targeting and managed exchange
FALES [1997-2005) ....evieieeieeieieeieie ettt ettt ettt e st be et et esesse st essese et et eseesessessesessessensanesseneas 63
4.1.3  Inflation targeting regime [August 2005-]) ......ooiiiiiiiieee e 66
4.2 Fiscal policy and sovereign debt management.........oocoiiiiiiiii e 69
4.2.1 The COMMON WISHOM ...ttt e et e e e e e e e anneeeeas 69
4.2.2  An alternative account: resisting the financialization of sovereign bond markets....... 73
5. The structure of the fiNANCial SECLON .....eiiiii e 80
9.1 The evolution of the banking SeCtOr ..., 80
9.1.1 Banking reform: the mainstream account ..o 82
5.1.2  Bank privatizations as contingent ProCeSSEs .......cccuiiiiiiiiiiiiiiiie et 83
5.2  The structure of banks balance Sheets.........cooiiiiiiiiii e 88
5.3 The non-bank financial intermediaries (NBFIS) ........cccccoiiiiiiiiiee e 95
5.4 Theinterbank Money Market. ... ..o 99
5.4.1 The financialization of the Romanian interbank money market ...........cccccceiiiiiiiis 101
5.4.2  Speculative attacks: how financialization can damage patient banking ..................... 103




This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

9.5 The capital MArKeLS ... et e e e 109
9.5.1 Derivatives Market..... .o 112
9.5.2  The bond Markets ... 112

6. The financialization of the currency Market ..o 116

6.1 Capital account beralization. ... 118

6.2  Balance of payments dyNamiCS. ... 119

6.3  Actors and strategies on the currency market ..........oooi i 124
6.3.1 The 2005 failed attempt to decouple interbank money and currency markets........... 128
6.3.2  The entry of Non-resident INVESTOrS ....ccoiiiiiiie i 129

7. Regulatory frameworK .. ... 134

7.1 Prudential MEasUIES. ..ot e e e e e e e e e 135

7.2 Regulatory struggles in dependent financialization ..., 137
7.2.1 Coordinated crisis responses and regulatory reform: the Vienna Initiative(s] ........... 140

8. The impact of European legislation ... 145

8.1 BanKiNg SUPEIVISION.....uiiiiiii ittt e e einee e 145

8.2 SECUTITIES MArKel .ttt e e e e e nee e e e aaes 146

8.3 Retail fiNanCIal SEIVICES ... .uiiiiiiiiiie e 147

8.4  The Fiscal Compact - the Treaty on Stability, Coordination and Governance in the Economic

ANA MONETATY UNION .ottt e e e e e e ettt e e e e e e s s aaa b e e e e e e e e e e e anbbeeeeas 148
9. Nature and degree of competition in the financial system ..o 149
9.1 Competition in the banking SECOI ......c.uii it 149
9.1.1 Concentration and competition in dependent financialization: the European Directive
on Consumer Credit and the ROBOR "SCaNdal’ .......coouiiiiiiiiiiiieiece e 152
9.2 Competition among non-bank financial iNStitutioNS.........ccoeiiiiiiiiiii e 155
9.3  Competition in the insurance and private pensions SECLOr .......coocueeiiiiiiiieeiiieee e 155
10. Profitability of the financCial SECION......eii i 156
10.1 Overall profitability dyNamiCS .......ueiiiiiiiie e 156
10.2 Yo YVt ooV A )Y F= Y0 ot PSPPSR 159
10.3 Measuring profitability for transnational banks.........cccuui 161
11. The relationship between financial sector and INSUraNCe.......ccoiiiiiiiieiiii i, 167
12. Relation of financial to non-financial SECTOM........iii i 174



This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

12.1 INErOdUCEION: OVEIALl NS e e r e e e e e e 174
12.2 Sources of funds for BUSINESS INVESTMENT ...eiiee e 177
12.3 Privatisation - role in relation to non-financial SECtOr ...ovveeeev e 180

12.4 The involvement of the financial sector in restructuring non-financial corporations.... 181

13. Culture and norms/ finance of hoUSENOLAS ........ocuiiiiiiii e 193
13.1 HOUSING FINANCE ..o 201
13.2 The residential SECEO . ....u i 203
13.3 The commercial @state SECTOM .. .o i 207

14. Inequality and financial @XCLUSTON......iii i e 211

L TR 00 o Tof KU E=] Lo o 1= PSP PRSPPI 216

NEY 1T =T ol =F PP PP PP 219



This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

SEVENTH FRAMEWORK
PROGRAMME

LIST OF TABLES

Table 1 The financialization of markets and institutions: from central bank-led to dependent

FINANCIALIZATION L.ttt e e e e e e e e e e e 23
Table 2 Macroeconomic indicators, % annual average change, Romania, 1990-2011 ......... 37
Table 3 Structure of the financial system (net asset as % of GDP) .........ccoeevieveceeceeeeee, 39
Table 4 Macroeconomic policy regimes, Romania, 1990-2012.......cciiiiiiiiiiiiieeeeieeeee 51
Table 5 Changes in ownership structure, Romanian banking sector, 1990-2011................. 81
Table 6 Share and maturity of non-resident deposits in banks' domestic liabilities............. 94
Table 7 Leasing as share of GDP, comparative European member states, 2008-2010. ....... 96
Table 8 Activity and currency composition, leasing COMpPanies .......cccceevvvieeeiiiiieeeeeiiieeeenns 97
Table 9 NBFI foreign funding, June 2011 (RON BN ...oooiiiiiiiciceceeeeeeeeee e, 98
Table 10 Companies traded on the Romanian Stock Exchange (Sept. 2012) ......cocvveenene. 112
Table 11 Government, municipal and corporate bonds trading, BSE, 2001-2012................ 113
Table 12 Profile of currency markets, selected developing countries..........cccocceieeniinnnn. 131
Table 13 Banking concentration, Romania, 1991-2010........cooiii e 149
Table 14 Indicators of profitability and efficiency, banking sector, Romania, 1997-2011....157
Table 15 Return on assets, ten largest insurance companies, Romania.........ccccccceeeeennnee. 159
Table 16 Solvency ratio, bank size, and capital adequacy ratio, Romania...........ccccccoeiee. 160
Table 17 Indebtedness indicators for companies, Romania........cccccciieiiiiiiiiiiiieeee e 180
Table 18 Dynamics of industrial output, selected Eastern Europe countries, 1995............. 191
Table 19 Source of export revenues, economic sectors, Romania........ccccooeciviiiiiieeeeniinee. 191
Table 20 Household Indebtedness Indicators, Romania, 2002-2008...........cccccoiiiiiieeiiineen. 195
Table 21 Household wealth indiCators .........ooiiiiiiiiii e 197
Table 22 NBFI lending to houSEholdsS. .....cooiiiiiiii e 200
Table 23 Residential housing trends, ROMania........ccueeiiiiiiiiiiiee e 203
Table 24 Housing finance, household SeCtor ..o, 205
Table 25 FDI in real estate/construction SECLOIS......c.ooiiiiiieeceeceecee e 206
Table 26 Real estate actors, Romania, April 2072 ......oveeiiiieeeeeeeee e 209
Table 27 Yields on real estate activities, Bucharest ... 209
Table 28 Access to financial services (share of total population], Romania, 2008............... 214




This project is funded by the European Union under Pl

the 7th Research Framework programme (theme SSH) [
Grant Agreement nr 266800 Xxx Lo

LIST OF FIGURES

Figure 1 Trends in financial intermediation, ROM@Nia.......oiiiiiiii e 41
Figure 2 Maturity and currency composition, loans to NON-goVErNMENt.......cccoiiiiiiie e 42
Figure 3 Interest rate dynamics, domestic currency credit, Romania, 1992-2012 .....cccooiiiiiiinnen e 43
Figure 4 Loan-to-deposit ratio, Romania, 1990-2008 ..........coo i e 44
Figure 5 Cross-border bank lending, share of GDP, new member states, 1995-2008. ........cccciiiiiiiiiieniieee 46
Figure 6 Leverage ratios, by DanK SIZe. ...t et 47
Figure 7 Credit to households and companies, year-on-year growth (percentage points), 2008-2011.............. 48
Figure 8 Central bank lending to commercial banks, ROL million, 1992-2000...........ccoooiii e 96
Figure 9 Interest rates on central bank lending facilities, Romania, 1992-2007........cccoeiiiiiiiinii e 58
Figure 10 Sterilization volumes (RON mil, right hand scale) and sterilization interest rates (%), 1997-2008 ... 64
Figure 11 Policy and market interest rates, 2007-20T7 ... e 67
Figure 12 Budget deficits and interest rate payments on public debt, 1992-2008, Romania ......ccccccovevcvevrirerenne 70
Figure 13 Public debt dynamics, Romania, 1992-2007, as share of GDP......cccooi e 72
Figure 14 Domestic public debt, held by banks and in domestic currency (RONJ, Romania, 1992-2007............ 74
Figure 15 Portfolio composition, private pension funds (Pillar 2), 2008-2013.......c.ccooieiiiiiiee e 77
Figure 16 Structure of bank assets, Romania, 1997-20T7 ... e 89
Figure 17 Debt instruments, % of total Bank @SSets ... 91
Figure 18 Structure of banking liabilities, Romania, 2001-20T7. ..o 93
Figure 19 Interbank money market trading (outstanding RON mil volumes), 1997-2008..........ccccceeevererrnnne.. 102
Figure 20 Interbank money market dynamics (outstanding daily averages and nominal interest rates),
ROMANIA, TPPT7-2000. ...ttt e sttt ee e st a e st et a e et e et e bt et e bt et et e aee et e enneenee 105
Figure 21 Liquidity dynamics, October 2008 speculative attack (% LHS, mill. RON RHS) .....cccocoveveviercee e, 108
Figure 22 The dynamics of the Bucharest Stock Exchange, 1995-2012......c i 110
Figure 23 Stock market indexes, BVB Romania, 1997-2012.......oo it 111
Figure 24 Secondary government bond market (BNR segment), RON million, 1999-2011.....ccccoevveniirenrinne. 114
Figure 25 Real exchange rate movements, comparative trend, 1995-2008 (2005=100) ........cccveerevereercrerrenne. 120
Figure 26 Balance of payment dynamics, Romania, 1990-2008 ........cccii e 122
Figure 27 The structure of capital flows, 1996-2007. ROMANIA ... 123
Figure 28 External debt dynamics (EUR million), 2004-20T2. ....cccoiriiueiiieeieieee st 124
Figure 29 Nominal exchange rates (change) and central bank net international reserves, 1990-2000........... 126
Figure 30 Volume of transactions and share of interbank transactions, currency market, 2000-2012 ........... 130
Figure 31 Currency swaps with non-residents, 2011-2012, Romania, EUR billion. .....ccccceiiiiiiiiiiiiieecee 133
Figure 32 Comparative concentration indicators, 2009. ... 151
Figure 33 Profitability of the non-bank financial intermediaries, 2008-20T1 .. ..o 158
Figure 34 The evolution and composition of commercial banks’ income (volume and as % of total assets)... 162
Figure 35 Net interest margins, New Member States, 1997-20T1. ... 163
Figure 36 Interest rate ([domestic currency, nominal] dynamics. Romania, 1992-2012 .......cccoevevvieneirere e, 165
Figure 37 Dynamics of the insurance sector, 2004-20717 ...t e 168
Figure 38 Ownership, insurance SeCtor, 20T, .. ettt e e ee e e see e e saee e snneeaneeeans 169
Figure 39 Share of gross premiums Written in GDP ........ooiiiiiiiii e 170
Figure 40 Portfolio composition, insurance companies, RON Bn. ... 172
Figure 41 Profitability in the insurance sector, 10 largest COMPaNIes. ..o 173



This project is funded by the European Union under Pl
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

Figure 42 Domestic credit to companies and households, % GDP, Romania, 1990-2010 ......cccocoviiiiieeneenieenn 175
Figure 43 Household and companies’ indebtedness from external and domestic sources. 2003-2011........... 176
Figure 44 Sources of funds for non-financial corporations, 2003-20T1......cocoiiiiiiiie e 177
Figure 45 Destination of domestic credit, 2000-2010, ROM@NIA ....ciiiiiiiiiie e 179
Figure 46 Nominal and real trends in credit to non-government sectors, Romania ... 185
Figure 47 Share of short-term lending to non-government, RON-denominated, Romania, 1991-2000........... 187
Figure 48 Overdue RON credit, composition, by sector, Romania, 1990-2000. .......ccccooiiiiiiiiniiineeeeeeieee 188
Figure 49 Lending to non-financial companies and households, currency composition, 1994-2000. .............. 190
Figure 50 Household indebtedness, comparative perspective to Euroarea, 2002-2010........ccccovvviniiiierineenns 194
Figure 51 Destination of household loans, % 0f GDP ... e e 198
Figure 52 Household debt service, % of annual disposable iINCOME ... 201
Figure 53 Transactions on real estate sector, EUR mill., 2003-2009.......cccccotiiiriiiiiiieeie e 208
Figure 54 Distribution of national income, Romania, QUINTILES .......cooiiiiiiie e 211



This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

VENTH FRAMEWORK
PROGRAMME

Executive Summary

The purpose of this study is to shed light on the processes of financialization taking place in
the Romanian economy, its financial institutions and financial markets since the collapse of
the socialist planned system in 1989. In line with the FESSUD approach, it stresses that
finance matters in order to conceptualize financialization as a quantitative and qualitative
change in financial systems that involves de-regulation, interconnectedness and fragility,
all tied together by practices of an increasingly impatient finance. The study shows that
financialization is not a phenomenon exclusively associated with complex innovation in
highly developed financial markets. Financialization also affects countries with ‘shallow’
financial markets but with a significant presence of transnational financial actors that
become a powerful political and economic force, able to navigate uneven regulatory and
institutional terrains in order to sustain new modes of profit generation.

The study argues that Romania’s transformation from a planned to a financialized
capitalist economy can be broadly divided in two distinct periods, separated by the 1998-99
twin banking/balance of payment crisis and the 1999 start of negotiations for EU
membership that accelerated the liberalization of the capital account and the entry of
foreign financial actors. Financialization proceeded in two stages echoing Peck and
Tickell's (2002) stages of neoliberalism: a roll-back, central-bank dominated stage seeking
the systemic transformation of firm-bank-state relations that resulted in the creation of
impatient banking and the forestalling of industrial policy options; and a roll-out
(productive) stage characterised by new modes of profit generation for transnational
financial actors, interconnectedness and dependency as the main mechanism of
incorporation in European financial structures.

The first period is a period of autonomous, policy induced, central-bank led
financialization. The term refers to the set of practices and ideas focused on changing the
socialist legacy of relational banking into arm’s-length relations between (state-owned])

finance and industry. Such material and ideational efforts, spearheaded by the central bank
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and demanded by international financial institutions providing much-needed official
lending, resulted in the financialization of banking activity. Both private and state-owned
banks became increasingly impatient lenders as central bank” monetary policies effectively
undermined relationship banking. Invoking poor management and the political capture of
bank-firm relations, the Romanian central bank (BNR henceforth] implemented tight
monetary policies and exchange rate flexibility that curtailed the possibilities for banks to
generate profits from traditional lending to business even when governments proved
willing to provide targeted subsidies.

In turn, the central bank used such instances of government support for state-
owned companies as an institutional alibi to shift responsibility for failed macroeconomic
stabilization to ‘inept” and ‘corrupt’ governments that maintained distorted policies. It first
framed the poor performance of state-owned banks as a consequence of poorly designed
programs for preferential credit rather than its own tight monetary policy that inflicted
liquidity shortages and high interest rates on banks, and prevented these from sustaining
maturity mismatches characteristic to relational banking. The central bank simultaneously
framed inflation as the outcome of politicized bank lending to uncompetitive state-owned
companies (a monetarist explanation) rather than its failure to provide exchange rate
stability. While state-owned banks managed to withstand such policy pressures by lending
less and at shorter maturities, the 1998-99 crisis made apparent how the key to survival in
a regime of central bank-led financialization was to rely increasingly on profits from
transaction-oriented banking (trading cross-currency risk and government bonds) or to
seek foreign-ownership.

The second period sees the consolidation of dependent financialization. While
dependency in the first instance arises from the dominant presence of transnational banks
that accelerate the changes introduced by central-bank led financialization, the term
captures the emergence of new forms of organization of financial markets and actors,
characterized by (cross-border] interconnectedness, state agency and fragility. It further

highlights the importance of setting processes of financialization in the context of
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globalized finance, with transnational banks shaping, and connecting, local and global

financial architectures.

Transnational banks’ complex business models and [cross-border] interconnectedness
Dependent financialization echoes what Nolke and Vliegenhart (2009) termed the
dependent variety of capitalism to describe the post-socialist economies of Central and
Eastern Europe (see also Ban, 2013). In their account, transnational companies rely on
cheap skilled labour to set up subsidiaries, funded through foreign direct investment or by
borrowing from the banks in their home countries. Similarly, in dependent financialized
economies, transnational banks channel capital and liquidity across subsidiaries through
internal capital markets. Group-based liquidity allocation enables various new modes of
profit generation, across various markets. Transnational banks set up non-bank
intermediaries to enter new markets for financial services (private pensions, insurance) or
to overcome regulatory constraints (eg. foreign currency lending to households).
Transnational banks can ‘externalize’ loan intermediation to circumvent policies aimed at
containing rapid credit growth.

In turn, trading-based modes of profit generation connect local currency markets,
local asset markets and international wholesale funding markets. These relationships are
transformative, financializing market structures. Thus, currency markets no longer reflect
international trade in goods and services but capital flows driven by cross-currency risk
trading. Similarly, interbank money markets no longer reflect demand for, and supply of,
reserves arising from traditional deposit taking and lending activity but instead the
interplay of capital inflows and the central bank’s capital account management strategy.
Markets became financialized quantitatively (rapid growth, increasingly liquid] and
qualitatively (structural changes in demand/supply conditions driven by trading-based
banking).

Furthermore, dependent financialization also transforms households. The financial

sector mediates spending and investment decisions as households accumulate financial

11
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obligations through networks of mortgage and consumer credit. For example, in Romania,
the share of household loans to GDP increased fifteen fold between 2002-2008, from less
than 2% of GDP to about 22% of GDP, driven by rapid growth in foreign currency lending.
Financialized households make (more or less informed] decisions about currency and
liquidity risk by arbitraging interest rate differentials, decisions that ‘plug’ them into
international financial networks and exposes them to international volatility through the

exchange rate channel.

State agency

Crucially, the state plays an important role because it manages and maintains the
mechanisms that produce financialized behaviour. Public policies ease the entry of
impatient actors (through capital account liberalization], enable their exit (through the
central bank’s liquidity management strategies), provide supporting regulatory
environments and in general, endorse new financial practices in the name of financial
deepening and enhanced market liquidity. Three examples stand out for Romania.

First, the central bank influenced the financialization of Romanian banking. It
produced assets for the market portfolios of financialized banks throughout the early
2000s. Given the under-developed state of most asset markets that would attract capital
inflows (crucial for the central bank’s deflationary efforts since these appreciate the
currency and reduce inflation), the central bank generated such assets through its
sterilization activities. Indeed, sterilization instruments amounted to around 30% of overall
banking assets throughout most of the period. Similarly, policy interest rates exercise little
influence over lending conditions, but instead matter for market-based modes of profit
generation by influencing the yields that private financial institutions can obtain on
Romanian assets. Second, regulatory constraints on household lending were eased
considerably in early 2007. The central banks ‘celebrated” EU membership (January 2007)
by allowing transnational banks to rely on their own risk assessment models for household

lending at a time of rapid growth in foreign currency credit supported by cross-border

12
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funding. As a result, households’ borrowing increased three times faster than in the
previous year, and so did their exposure to currency risk. Third, following World Bank
advice, the Romanian government agreed to the gradual privatization of the public pension
system starting with 2007. Financialization, both in terms of increased market portfolios
and interconnectedness is apparent here from the mechanisms of privatization. The
Romanian state collects contributions and channels a share of these to private pension
funds (most members of transnational banking groups); who in turn demand safe assets in
the form of government bonds or bank deposits. This reduces the capacity of the Romanian
Treasury to rely on captive sources of funding its budget deficit (a common practice before
2008), forcing it in turn to generate debt instruments that pension funds can hold by
becoming actors on the sovereign bond market. The Romanian state fuels both the
liabilities side of private pension funds (providing free funding) and the assets side
(providing government bonds); it effectively creates profitability for private financial actors
while demanding limited commitments in return. On a more fundamental level, the
financialization of the welfare state establishes the liquidity of the market for government
debt as a policy priority not only for funding government deficits but also for social welfare.
This severely restricts the room for designing policy measures that would select ‘non-
financialized’ or patient types of government debt holders, since such measures would be

detrimental to market liquidity.

Financial fragility

Lastly, the study shows that dependent financialization exacerbates financial fragility.
Transnational banks generate common and mutual exposures that concentrate and
propagate systemic risk across markets, and across borders. Regulatory initiatives remain
constrained by EU-wide principles of level playing field, disputed regulatory responsibilities
between home and host country regulators and regulatory arbitrage through foreign banks’
internal capital markets. This in turn generates high exposure to short-term foreign debt

and to funding difficulties experienced by parent banks [(or parent companies).

13
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Furthermore, during periods of international financial volatility, transnational banks may
lead or support speculative currency attacks. During two such episodes (early 1999 and
October 2008), the Romanian central bank responded with measures that had significant
negative externalities, tightening money market liquidity and effectively increasing the cost
of borrowing during recessions. This approach entails significant economic costs if patient
banks with ‘legitimate’ funding gaps cannot access interbank money markets. Policy
makers refrained from the alternative, capital controls, fearing a political backslash in the
name of the EU’s freedom of capital provisions.

The materialization of financial fragility further renders visible the regulatory
challenges underpinning dependent financialization: interconnected regulatory agencies
(home and host to transnational banking groups) without mechanisms for managing cross-
border systemic risk.

To sum up, this study argues that the story of Romania’s dependent financialization
is ultimately the story of financialized transnational banks. Whereas impatient non-resident
actors can and do play important roles in the build-up of financial fragilities, the study
argues that it is the interaction between transnational banks and state policies that
underpins the mechanisms that produce financialized behaviour.

Transnational banks rely on fragile modes of profit generation that include
proprietary currency trading, sterilization assets and off-balance sheet provision of
counterparty liquidity to impatient non-residents; they dominate most financial market
segments (stock market, pensions, insurance, corporate debt) directly or through affiliated
non-bank intermediaries; and engage in regulatory arbitrage and destabilizing speculative
attacks. Whereas the post-Lehman crisis energized a new willingness to constrain the
power of transnational banks in the core economies where these are headquartered, in the
‘periphery’ countries - such as Romania - the crisis re-affirmed the considerable political
power that transnational banks exercise due to their systemic role. Since Lehman,
transnational banks successfully intervened in cross-border regulatory deliberations and

eventually persuaded host regulators to support their narrative of the crisis (poorly
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developed financial systems in host countries) and to accommodate their preferences for
regulatory reform: that regulators do not view their reliance on internal capital markets as
a source of systemic risk but instead push onwards with the project of financial deepening

(read financialization) as a market solution to the vulnerabilities of impatient banking.
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1. Introduction

This study traces the financialization of the Romanian economy by exploring the
transformations in its economy, its financial institutions and financial markets since the
collapse of the socialist planned system in 1989. In line with the FESSUD approach, it
stresses that finance matters in order to conceptualize financialization as a quantitative
and qualitative change in financial systems that involves de-regulation, innovation and
fragility, all tied together by practices of an increasingly impatient finance. Thus, the study
is guided by analytical concerns with both actors and practices specific to processes of
financialization.

The study highlights several factors and actors that influenced the pace and nature of

financialization:

(i) The entry of transnational financial capital, initially through foreign-owned banks
and then through other financial actors (including non-resident investors,
pension funds, insurance companies etc.), with new modes of profit generation
and increasing regulatory clout.

(i) International institutions, primarily the International Monetary Fund (IMF) along
with the World Bank and European Union institutions, that encouraged or
demanded regulatory regimes (the liberalization of the capital account; level-
playing fields) and institutional innovations in support of (new) financial actors
and markets.

(i) Deliberate state action through macroeconomic policies and regulatory
frameworks that tacitly enable new modes of profit generation; in particular the

central bank’s liquidity management framework.

The study shows that financialization is not a phenomenon exclusively associated with

complex innovation in highly developed financial markets. Financialization also affects

16
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countries with ‘shallow’ financial markets but with a significant presence of transnational
financial actors that become a powerful political and economic force, able to use uneven
regulatory and institutional terrains to their advantage. The study conceptualizes this
phenomenon as dependent financialization, and Romania as a dependent financialized
economy.

In financialized economies, traditional indicators of financial development - such as
credit to GDP or money supply to GDP ratios - have to be expanded in order to better
capture macrofinancial linkages that reflect cross-border banking business models, cross-
currency trading strategies and endogenous financial instability. Furthermore, this study
makes the case that scholarly work and regulatory initiatives would benefit from firmly
embedding financial actors within the political economy and from developing adequate
metrics to capture distinctive modes of profit generation. Without this, research cannot
answer crucial questions about the conditions under which finance can be changed to

better serve broader socio-economic objectives.

1.1 Financialization: a theoretical framework

A large and growing body of literature has investigated the process of financialization,
broadly defined as the growing importance of financial actors and financialized practices in
capitalism (Epstein, 2005; Krippner, 2005; Stockhammer, 2004). French et al. (2011)
identified three distinct analytical frames broadly concerned with the changing behaviour of
private actors. The regulation school approaches financialization as a new regime of
accumulation in which financial activities replace trade and manufacturing as the main
channel of profitability. In turn, the critical social accountancy school associated with the
CRESC centre at the University of Manchester takes a meso view to link shareholder

pressures to the changing behaviour of non-financial corporations. A sociological
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perspective examines the increasing inroads that financial relations carve into social
spheres, including everyday life.

Scholarship informed by political economy concerns in turn examines the possibility
that governments and other state actors - the central bank in particular - can be important
drivers of financialization. D'Arista (2005) and Vernengo (2008) turn to the financialization of
macroeconomic policy, conducted, as in the inflation targeting regimes, with clear
distributional consequences in favour of financial capital (see Fontana, 2009). Gabor (2010a;
2012a) shows that financialization generates, and is in turn accelerated by, particular
institutional configurations that consolidate epistemic authority and political power in the
central bank. Financialized monetary policy contributes to the financialization of banking
activity, defined by Hardie and Howarth (2009) as a move away from traditional credit
portfolios to market-portfolios. The Liikanen report (2012) documents such a shift for
European banks, increasingly dependent on market-based finance to meet their asset
growth, a shift of importance for Romania’s dependent financialization since its banking
sector is owned by European banks.

The financialization of distinctive asset markets has received increasing analytical
attention. This literature combines temporality (short vs long-term) and motives (risk
trading vs. relational lending) to characterize financial behaviour, echoing Crotty’s (2003)
earlier discussion of the rise of impatient finance. Indeed, a growing body of research
documents the financialization of commodity markets. UNCTAD (2007) drew attention to the
key role that financial investors have come to play as commodities become a new asset
class, with volumes traded on derivative segments vastly outpacing physical production and
driving price volatility. Furthermore, Hardie (2011) developed a framework for
understanding the financialization of government bond markets in developing countries.
Hardie distinguishes between the financialization of the market structure - that is, the
increasing liquidity of that market that allows trading large volumes without significant
price volatility - and financialized investors, trading risk with short-time horizons, whose

ability to exit the market and short the asset contribute to the increasing financialization of

18




This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

VENTH FRAMEWORK
PROGRAMME

the market structure. In contrast, loyal investors hold government bonds to maturity and
may provide relief during a crisis by increasing demand if mechanisms underpinning loyalty
are in place (such as protection from mark-to-market accounting). Gabor and Ban (2012)
extended this framework to the sovereign bond markets of high-income countries, defining
a collateral motive that reflects the shift in banks” business models away from traditional
credit portfolios to market portfolios (Hardie and Howarth, 2009) that require wholesale
funding in secured money markets (repo markets). Collateral-based finance is similarly
impatient due to the nature of risk management frameworks. Counterparty risk is replaced
by collateral liquidity risk, the risk that the collateral market looses liquidity or experiences
price volatility, resulting in higher haircuts or additional margin calls. Common to these
discussions is the recognition that the financialization of asset markets is accompanied by,
and contingent on, the presence of transnational capital and international financial actors.
Yet the financialization literature pays limited attention to two markets crucial for
transnational finance: currency markets and interbank money markets (see Gabor, 2010b
for an account of Eastern Europe). Partly, this is a matter of re-interpreting the literature
on capital account liberalization through a financialization lens. Indeed, research has now
documented the increasing importance of carry-trade activities in currency markets of both
developed and developing countries (see Galati et al., 2007; Gabor, 2012b). Under free
capital mobility, financial actors ‘chase’ higher yields through leveraged borrowing at low
interest rates in the funding currency to invest in high-yielding currencies (for example, the
Japanese Yen funded demand for Australian assets before Lehman). A carry is a risk
trading - or financialized - practice par excellence. Carry returns increase if the target
currency appreciates, and often contributes to appreciation if carry inflows are substantial.
In contrast, carry profits will disappear if the target currency depreciates suddenly or if
funding conditions change suddenly (Brunnermeier et al, 2009). Carry-traders, typically
highly leveraged, can prevent losses if they can exit rapidly, thus triggering exchange rate

volatility and reducing the liquidity of markets where they held assets. Although thriving on
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exchange rate stability (appreciation), carry-trades are inherently fragile (Curcuru et al,
2010).

Indeed, the ability to enter and exit is crucial to how the financialization of asset
markets unfolds. Full capital account liberalization and favourable domestic liquidity
conditions support the entry of non-resident investors and carry-induced demand from
domestic actors (transnational banks). Liquid (financialized) asset markets allow impatient
financial actors to exit rapidly when expectations deteriorate and uncertainty increases.
Financialization increasingly depends on the presence of global banks in domestic banking
systems and non-resident investors in domestic asset markets.

Furthermore, financialization strengthens the interconnectedness of markets and
actors. For example, a carry-trade involves holding assets in countries with high interest
rates, thus connecting the currency market with domestic asset markets (government debt,
corporate debt) or bank deposits, and indirectly contributing to asset bubbles (Galati et al,
2007; Curcuru et al, 2010). Changing banking models are crucial to countries’ exposure to
carry-trade activity, as foreign-owned banks engage in proprietary trading or provide
counterparty liquidity to non-resident investors’ positions (see Fritz and Prates, 2013 for
similar trends in Brazil and South Korea). Banks actively intermediate capital inflows
(Gabor, 2012b], and to do so, they need liquid domestic money markets or a central bank
that stands ready to provide reserves (as an inflation-targeting central bank would in order
to control short-term money market rates). Demand on the interbank money market is no
longer driven by banks’ funding gaps from lending activity, but reflects complex liquidity
management decisions underpinning diversified business lines that include counterparty
liquidity to carries, consumer credit and market portfolios besides the traditional credit
portfolio of relational banking.

Such changes in currency and money markets highlight the deliberate role that
states can play in processes of (dependent] financialization. A growing body of research
documents that central banks influence the growth and nature of financial innovation

through interest rate decisions and liquidity management strategies. In highly developed
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financial markets, Adrian and Shin (2008, p. 23] persuasively argue, ‘short term interest
rates are determinants of the cost of leverage and are found to be important in influencing
the size of financial intermediary balance sheets’, supporting banks’ increasingly large
market-portfolios, a process that this study describes as the financialization of banking.
Equally, liquidity management decisions can generate constraints in funding markets that
trigger a rapid unravelling of carry-trade positions and a currency crash (Brunnermeier et
al. 2008). Hence, the dynamics of financialized currency markets depend on policy choices
in high income countries that provide funding currencies (see IMF, 2010] and determine
global liquidity conditions (Hattori and Shin, 2009).

Conversely, central banks also influence processes of financialization in developing
countries, albeit through different mechanisms. Where traditional relational banks rely on
interbank money markets to cover funding gaps, central banks can inflict liquidity
shortages if guided by monetarist understandings of the policies necessary to fight inflation
(Gabor, 2010a). Such funding uncertainties in turn curtail banks” willingness to extend long-
term credit to non-financial corporations and financialize banking activity by prompting
banks to replace relational lending with short-term trading portfolios. Furthermore, in the
presence of transnational financial actors, strategies of exchange rate appreciation
(reserve accumulation), motivated by inflation-targeting commitments, may encourage
speculative activity and contribute to the increasing financialization of currency and money
markets. This occurs as transnational financial institutions include sterilization
instruments as an asset class in their carry-trade strategies (Christensen, 2004; Gabor,
2010a,b; 2012b). The central bank’s interventions in currency markets act as a catalyst for
the financialization of banking (see Painceira, 2012 for a similar argument for South Korea
and Brazil).

In sum, financialization pervades economic spaces, policy decisions and the behaviour
of economic agents. Although the presence of transnational financial capital plays an
important role in its development, its manifestations are uneven across different

institutional landscapes. While economic geographers have argued that the distinction
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national/foreign may lose analytical relevance in highly globalized banking activity
(Christophers, 2013), the national scale remains relevant as long as regulatory and
macroeconomic policy decisions influence the pace and form that financialization takes in
various asset markets in different countries. The Romanian economy offers a fertile terrain
for exploring these processes because in the space of twenty years, it has changed from a
closed, planned and state-owned economy to a European Union member with a foreign-

owned banking sector and a fully liberalized capital account.

1.2 Stages of financialization in Romania: from central bank led to

dependent financialization

This study argues that Romania’s transformation from a planned to a capitalist economy
can be broadly divided in two distinct periods, separated by the 1998-99 twin
banking/balance of payment crisis together with the start of negotiations for EU
membership. Financialization proceeded in two stages echoing Peck and Tickell's (2003)
stages of neoliberalism: a roll-back, central-bank dominated form seeking the systemic
transformation of firm-bank-state relations that results in the creation of impatient
banking and the forestalling of industrial policy options; and a roll-out (productive] form
that generate new forms of profit generation, interconnectedness and dependency as the

main mechanism of incorporation in European financial structures (see Table 1).
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Table 1 The financialization of markets and institutions: from central bank-led to

dependent financialization

Financialization of
banking

activity

*Monetary/macroprudential
policy

Financialization of

currency

market

* Cross-currency
risk trading rather

Financialization

of interbank

money market

*Bank business
models

Financializati
on of
sovereign

bond market

*Ability to exit

Drivers of than trade flows *Collateral
financialization *Structural change: market- | *Ability to enter/ *Capital account motive

based modes of profit exit [regulation/ management

generation market liquidity) (sterilizations)

*Yield differentials

Phase I: * Ideological preference for

arms-lengths relationship
Central-bank led | between finance and *Limited *Limited *Limited
financialization industry (capital controls]) (liquidity (loyal

*Policy-induced shift from shortages) investors;
([domestic banks, | relational banking captive
capital controls) | (impatient banking) sources)
Phase II: *Market portfolios *Cross-currency *Structural

Dependent
financialization

(Transnational
banking,
liberalized
capital account)

(sterilization instruments;
derivatives; stock market)

*Loan externalization

*Internal capital markets
(cross-border funding)

(OTC] trading ,

derivative segment

*Non-resident
dominance.
*Speculative
attacks

excess of liquidity
from capital
account
management.

* Sterilizations
*Enables carry-
trades.

Banks’ proprietary trading and counterparty liquidity to non-resident

carry-traders

Sterilization instruments as target asset

*Contingent on
sovereign debt
management
strategy
(captive
sources]
*Privatization
of pension
provisions

The first period is a period of policy induced, central-bank led financialization. The term

refers to the set of practices and ideas focused on changing the socialist legacy of

relational banking

into arm’s-length relations between finance and

industry. The

(contingent) result of such material and ideational efforts, spearheaded by the central bank
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and demanded by the international institutions, was the financialization of banking activity
as banks found it increasingly difficult to sustain relational banking. Invoking poor
management and political capture, the central bank implemented tight monetary policies
and exchange rate flexibility that curtailed the possibilities for banks to generate profits
from traditional lending to business even when governments proved willing to provide
targeted subsidies. In turn, the central bank used such instances of government support for
state-owned companies as an institutional alibi.

The central bank first framed the poor performance of state-owned banks as a
consequence of poorly designed programs for preferential credit rather than tight
monetary policy through liquidity shortages and high interest rates that prevented banks
from sustaining maturity mismatches. The central bank simultaneously framed inflation as
the outcome of politicized bank lending to uncompetitive state-owned companies (a
monetarist explanation) rather than its failure to provide exchange rate stability. While
state-owned banks managed to withstand such policy pressures by lending less and on
short-term, the 1998-99 crisis showed that the key to survival in a regime of central bank-
led financialization was to rely increasingly on profits from cross-currency positions and
government bond portfolios or be privatized.

The second period sees the consolidation of dependent financialization. While
dependency in the first instance arises from the dominant presence of transnational banks
that accelerate the changes introduced by central-bank led financialization, the term
captures the emergence of new forms of organization of financial markets and actors
characterized by interconnectedness, state agency and fragility. Thus, new modes of profit
generation are embedded in new relationships. For example, transnational banks set up
non-bank intermediaries to enter new markets for financial services (private pensions,
insurance) or to overcome regulatory constraints. In another example, cross-currency
search for yield, be it by domestic banks or non-resident players, connects local currency
markets, local asset markets and international wholesale funding markets. Such

relationships are transformative, financializing market structures. State action both
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sanctions and supports the mechanisms that produce financialized behaviour: easing the
entry of impatient actors (capital account liberalization], allowing or constraining exit
(through the central bank'’s liquidity management strategies) and in general, accepting new
financial practices in the name of financial deepening and enhanced market liquidity. Yet
interconnectedness exacerbates financial fragility, as the new consensus on
macroprudential policies highlights (Galati and Moessner, 2011; Yellen, 2013). Common and
mutual exposures worsen pro-cyclicality, concentrating and propagating systemic risk
across markets, and across borders. The materialization of financial fragility further
renders visible the regulatory challenges underpinning dependent financialization:
interconnected regulatory agencies (home and host to transnational banking groups)
without mechanisms for managing cross-border systemic risk. Romania’s crisis after the
fall of Lehman Brothers demonstrates well such dynamics.

In further detail, successive governments encountered serious difficulties with
securing access to international financial markets to fund structural current account
deficits before 2000. The sustained balance of payment difficulties translated into a long
and complex dependence on the IMF’s conditional support (with smaller contributions from
the World Bank, the European Bank for Reconstruction and Development), and an extended
power struggle between the central bank, the IMF’s closest political ally, and successive
governments of leftist (neo-communist for some] orientation over the fundamental
principles for economic reform. Throughout this period, Romania signed five IMF
agreements, all terminated before term for non-compliance with either macroeconomic
targets (credit growth] or structural conditionality (mainly privatization of public utilities
and state banks].

The 1998-1999 banking crisis ended a period of extended financial disintermediation
and saw renewed public commitment to a rapid privatization of state-owned banks and
financial deregulation. It accelerated a double movement from state to private and from
domestic to foreign ownership for financial institutions and manufacturing companies.

Influential policy actors, including the Romanian central bank and international financial
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institutions, played an important role in redefining the relationship between (state-owned)
banks and the non-financial corporations along what Crotty (2003) described as ‘impatient’
finance. Tight liquidity policies, often conceived through the IMF’'s monetarist conditionality
and legitimized through the language of soft budget constraints, sought to curtail banks’
long-term lending to non-financial corporations. In response, state-owned corporations
could only mobilize temporary support from sympathetic governments, as programs for
industrial regeneration could not be sustained for long without support from the IMF and
the central bank.

The central bank eventually won the power struggle between the domestic
institutions of economic governance, and cemented its epistemic authority during the 1998-
99 twin-crisis. Without IMF support, at the time testing insisting on private sector support,
the central bank designed a program of internal devaluation that successfully averted
default on Romania’s external debt in early 1999. That same year, the European Union
recommended the start of negotiations for EU membership. Testimony to his political
power as much as his credibility, the central bank governor, Mugur lIsarescu, was
designated prime minister in order to oversee the design of the economic strategy for EU
accession’.

After 2000, the Romanian economy, through its increasingly diverse financial actors,
became integrated in international financial markets. Plans for European Union (EU)
membership accelerated the liberalization of the capital account, initiated in 1999 and
finalized in 2006, when restrictions on non-resident trading in fixed income and stock
markets were lifted, one year before Romanian became a EU member (January 2007).
Large capital inflows introduced new modes of profit generation reliant on impatient search
for yield (Rajan, 2005) and dependent on exchange rate appreciation (or at least stability),

generating vulnerabilities well documented for developing countries (see Gala, 2008).

! Mugur Isarescu was prime-minister between December 1999 and December 2000. He then ran as an
independent candidate for presidency in the 2000 elections, with support from a coalition of right-wing
parties, but lost the elections. He returned to the central bank, and remains governor to date (April 2013).
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Romania became an Eastern European ‘tiger’, its rapid economic growth accompanied by
overvalued exchange rates, large current account imbalances and rapidly growing foreign-
currency (henceforth forex] lending feeding consumption and real estate booms, with
cross-border borrowing mainly intermediated by the foreign-owned banking sector. This is
the period of transnational financial capital, its financialization dynamics involving
households alongside currency and fixed income markets.

Through a financialization lens, Romania became a ‘financially-dependent’ political
economy. Its foreign-owned corporate sector relies more on borrowing abroad from parent
companies or foreign financial institutions than from the domestic financial system. In turn,
foreign-owned banks perform cross-border credit intermediation and maturity
transformation while profit-generating activities in the domestic financial system involve
several impatient strategies funded from cross-border sources and new types of
relationships across increasingly financialized currency and interbank money markets.
Indeed, impatient capital inflows, intermediated by both domestic banks and non-resident
investors, had an important bearing on market structures. The currency market no longer
reflects international trade in goods and services but capital flows driven by cross-currency
risk trading (Plantin and Shin, 2011). The interbank money market no longer reflects
demand for, and supply of, reserves arising from traditional deposit taking and lending
activity alone but increasing resident banks’ trading/market-making activities and central
bank’s  capital-account/exchange-rate management strategy. Markets became
financialized both quantitatively (rapid growth, increasingly liquid] and qualitatively
(structural changes in demand/supply conditions as well as in the behaviour of private
financial actors).

In a financialized economy, the regimes of macroeconomic governance support new
modes of profit generation. Capital account management, and exchange rates, become
policy priorities, albeit not overtly. In turn, inflation targeting regimes are ineffective
because interest rate decisions have, as the Romanian central bank openly admits (BNR,

2012), limited effects on consumption and investment decisions since companies rely little
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on the domestic financial system to raise funding whereas households borrow primarily in
foreign currency. Policy interest rates matter instead for new modes of profit generation by
influencing the yields that private financial institutions can obtain on Romanian assets,
including the currency.

Thus, a financialized economy strengthens the interconnectedness between the
macroeconomy and financial markets, or macrofinancial linkages. It entails strategic
interactions between the central bank and private financial institutions that connect, and
financialize, currency markets and money markets. Since the central bank cannot
predictably influence aggregate demand with its policy rate, it has to engineer exchange
rate appreciations consistent with its inflation target. For this purpose, the central bank
uses both its policy rate and its liquidity management framework to make domestic assets
attractive to capital inflows (see Painceira, 2012]. Indeed, foreign investors can only take
positions in domestic asset markets if domestic counterparties are willing to provide
domestic liquidity, and if the central bank remains tacitly committed to exchange rate
appreciation (Galati et al, 2007). This is crucial since adverse developments in liquidity
conditions or exchange rate depreciation generate substantial losses for cross-currency
trading strategies (Brunnermeier and Pedersen, 2009). In other words, the profitability of
impatient finance depends on how the central bank manages money market liquidity as
part of its capital account management strategy (Buiter and Silber, 2008; Gabor, 2012a).

The 2008- crisis demonstrated that dependent financialization entails distinctive
vulnerabilities and regulatory challenges. Regulators have limited control over credit
cycles since foreign-owned banks and foreign-owned companies rely heavily on intra-
group finance and can thus ‘externalize’ loan intermediation, by-passing regulatory
measures. Regulatory initiatives to stem foreign currency credit remained constrained by
both EU-wide principles of level playing field, disputed regulatory responsibilities between
home and host country regulators and regulatory arbitrage through foreign banks’ internal
capital markets (see Pistor, 2010). This in turn generates high exposure to short-term

foreign debt and to funding difficulties experienced by parent banks (or parent companies).
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During periods of international financial volatility, the central bank is confronted with
speculative attacks that can only be counteracted with measures that have significant
negative externalities. It may seek to curtail the willingness of domestic counterparties to
provide the domestic liquidity necessary for launching a speculative attack either by
starving money markets of liquidity, as Romania did throughout 2009 (Gabor, 2012b) or by
informal measures to suspend capital account convertibility, as Latvia did in 2008-2009
(Buiter and Silbert?, 2008; Fitch, 2009°). The first approach entails significant economic
costs if banks with legitimate funding needs cannot access interbank money markets, while
the second may trigger a political backslash since it challenges EU’s freedom of capital.

The policy options available to financialized economies in crisis are limited. The
traditional adjustment strategy in non-financialized economies - devalue exchange rates to
stimulate export activity - cannot be implemented because banks, companies and
households depend on exchange rate stability. The adjustment then requires an internal
deflation through wage cuts and fiscal contractions while monetary policy cannot be eased
without accelerating capital flight.

Indeed, although Romania has the lowest relative levels of financial depth in the
European Union, it proved to be highly vulnerable to the post-Lehman deleveraging. With
deteriorating funding conditions in international financial markets, parent banks
threatened to curtail the credit lines that had enabled their subsidiaries to grow rapidly
their activities in various market segments. To avoid a currency and banking crisis,
Romania turned to IMF support in April 2009 (the third country in Eastern Europe to do so,
after Hungary in November 2008 and Latvia in February 2009; see Myant et al, 2013). The

agreement further set the basis for an ad-hoc institutional setting to involve parent banks

2 According to Buiter and Sibert (2008, p.16), the Latvian central bank ‘discouraged
speculation against their currencies by not authorising large transactions involving
domestic currency borrowing, if these large amounts were not justified....by the needs of
trade and normal financial transactions, but were instead part of an attempt to short the lat
and cause the currency peg with the Euro to collapse’.

3 http://www.kase.gov.lv/texts_files/20091015_Fitch_affirms.pdf
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in what became known as the Vienna Initiative (or the European Bank Coordination
Initiative), an EBRD/IMF led initiative to secure the roll-over of short-term credit to
subsidiaries. The initiative allowed transnational banks to intervene in the regulatory
initiatives that have sought to resolve the complex challenges of designing effective
regulatory regimes for transnational banks in the absence of a European regulatory
framework. In turn, monetary policy and regulatory reform remained guided by concerns to
protect banks’ balance sheets. Even so, Romania experienced two years of economic
contraction before returning to 2.2 % of GDP growth in 2011 and then 0.7% of GDP in 2012.
The study offers first a short overview of the socialist planning system to then

document the dynamics of financialization of the Romanian economy.

30




This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

SEVENTH FRAMEWORK
PROGRAMME

2. Before 1990: the planned production system

This section explores briefly the legacy of the Romanian socialist planning relevant for
post-socialist reforms of the relationship between finance and industrial activity.

Romania’s trajectory under the planned system can be broadly divided into two different
periods delineated by foreign policy shifts (Gabor, 2010a). After the Romanian Communist
Party took power in 1945, Romania moved into the Soviet sphere of influence and
underwent the standard industrialization strategy characteristic to centrally planned
economies. Across the Soviet block, the strategy of ‘simultaneous transition” to socialism
involved building capacity to manufacture capital goods.

The Romanian strategy changed in the late 1960s in response to Soviet attempts to
establish a new division of labour in the socialist block that would establish the Soviet
Union as the key producer of heavy industry. Romania objected to its newly assigned role as
producer of primary goods or light industry and to plans that would move planning
authority to a supra-national level. Wishing to preserve policy autonomy, President Nicolae
Ceausescu embarked on an ambitious industrialization strategy that stressed the

interdependency between industrial development and national sovereignty (Linder, 1986).

2.1 Finance and production in the first period (simultaneous socialist

transition)

Central planners designed the financial sector of a planned economy to be strictly
subordinated to the requirements of the industrialization strategy (Ellman, 1989). The
organization of socialist production shared some of the principles underpinning capitalist
production. Socialist theoreticians subscribed to Galbraith’s (1967) crucial observation:
technological change, the driving force in capitalism, typically occurred in monopolistic or
oligopolistic companies because innovation requires commitments of time and capital

unavailable to small companies operating in perfectly competitive markets (Persky, 1991).
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State monopolies, carefully guided by central planners, could successfully replace the
large-scale production characteristic to capitalist monopolies and avoid its inherent
instability. The basic socialist model of production envisaged large, vertically integrated
firms, each operating under monopoly or oligopoly conditions. Except for a few resource-
intensive countries, domestically produced raw inputs were reserved for internal use.
Furthermore, international trade within the communist block was based on well-defined
requirements for intermediary inputs (Winiecki, 1988]). Prices played no role in the
allocation of resources. Central planners calculated prices as mark-ups on labour and
input costs, occasionally adjusted to reflect changes in costs.

Following this institutional blueprint, finance was organized as follows. In the
industrial monetary circuit, several banks channeled credit to different economic sectors
according to output target plans, as planners adjusted flows to settle transactions between
companies but not for payment of wages. In this circuit, money functioned as a unit of
account (Dow et al, 2008). In the household circuit, central planners limited domestic
financial assets to two forms: bank deposits and domestic currency (Demekas and Khan,
1991). A savings bank attracted household deposits without performing maturity
transformation or credit intermediation (Amsden et al, 1994).

The shift to a nationally-determined industrialization strategy entailed efforts to

redefine this model of organizing the relationship between finance and production.

2.2 The autonomous period (1970s - 1989): the IMF-led and domestic

restructuring programs

Romania redefined itself as a ‘socialist developing country’ in 1972. It extended its foreign
relationships beyond the socialist block. It was the first socialist country to join the GATT in
1971, the IMF and World Bank in 1972, to receive generalized trade preferences from the
European Economic Area and to allow Western companies to operate joint ventures within

its borders. By 1974, the country was trading more with capitalist states than with the
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Soviet block. Investment grew at a rapid pace, concentrated in industry (steel, chemicals
and petrochemical refining), transport and communication. The rapid expansion was mainly
financed from domestic resources, by heavily drawing labour from the agricultural sector*
and restricting consumption. Oil and gas exports financed imports of capital goods from
capitalist countries.

The apparent success in self-sufficient industrialization had important
consequences. While both capitalist and Soviet countries struggled against recessionary
pressures during the late 1970s, Romania continued unabated with its rapid investment
strategy in energy-intensive industries. However, the quest for heavy industrialization
proved ill-timed (Gabor, 2010a). The rapid increase in oil refining capacity coincided with
the peak in domestic oil production. Central planners turned to oil imports financed by
foreign loans, leaving the country exposed to the international debt pressures of the 1980s.
By 1981, Romania recognized that it was facing a balance of payments crisis. This marked
the beginning of various experiments with ‘structural adjustment’, first designed under IMF
conditionality (1981-1984) and then of a domestic pedigree until the fall of the Ceausescu
regime in 1989 (Ban, 2012).

The IMF-sponsored program focused on structural measures that would increase
the autonomy, and economic efficiency, of state-owned companies. Value added targets
replaced quantitative targets for production. Central planners further introduced forward
contracting between companies to improve coordination and avoid excessive accumulation
of stocks. The IMF also stipulated that companies finance capital investment from either
profits or bank credit, rather than rely on the state budget. For this, interest rates on credit
for investment were raised progressively to improve the efficiency of capital allocation.

The program further sought to introduce some market mechanisms in the exports
sector. The system of subsidies for exports and imports - known as the price equalization

fund - was changed to ensure greater sensitivity to world prices, taxing exporters out of

4 The sectoral shifts in employment show more than 20 percent of the labour force moving from agriculture
to industry and services, thus closing the gap with CMEA members.
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profits if the export prices received were not competitive (Demekas and Khan, 1991). The
IMF program further unified the various exchange rates applied to different trade
transactions and depreciated the exchange rate against the US dollar. Although the IMF
later changed its evaluation of the program’s effectiveness®, it is important to stress that
the program complied with its own targets. Romania successfully completed the three-year
agreement with the IMF in 1984.

Ceausescu however decided against continuing the relationship with the IMF. The
Polish experience suggested that the IMF’s presence might weaken his grip on power.
Instead, he initiated a new structural adjustment phase, explicitly seeking to curtail the
country’s dependency on external loans (Ban, 2012). All possible sources of foreign
currency were mobilized into the early repayment of foreign debt, with apparent success.
Within five years, Romania reduced its outstanding foreign debt from around US$ 7000
million to US$ 170 million in 1989. But this success had important consequences for
economic performance (and social stability). In order to accumulate external surpluses,
Romania implemented measures similar to what the IMF would have recommended: a
reduction in effective demand. State-owned enterprises bore the brunt of the adjustment.
Policy makers reduced imports of intermediary inputs in order to redirect foreign currency
reserves to debt payments. While the IMF-induced hikes in interest rates were reversed,
capital investment suffered from changes in taxation. Unrealistic plan targets, on which the
tax liabilities were derived, resulted in heavy taxation. The domestic adjustment program
further sought to tighten monetary conditions, just as the previous IMF agreement did.
Paradoxically, while the taxation policy relied on, and effectively demanded, higher output

targets, the credit policy sought to curtail companies’ access to credit.

5 According to the IMF evaluation of that plan: “Although enterprises were required to finance a larger part of
their investment, they possessed limited resources owing to the overstatement of their profits and excessive
tax burden on enterprises during the 1980s. Moreover, they were not able to invest their own funds as they
wished, because their investment projects had to be approved by the SPC. Consequently it is doubtful whether
their funds were more efficiently allocated. Similarly, as increased interest costs were taken into account in
the plan and were reflected in lower planned profits and remittances from profits to the budget, the use of
investment funds probably did not lead to greater efficiency.” [Demekhas and Khan,1991).

34




This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

VENTH FRAMEWORK
PROGRAMME

State-owned companies responded to such conflicting pressures by relying on the
mechanisms for coordination prevailing in the socialist economy. Indeed Burawoy (1985)
described the production politics that characterized planned economies as a set of social
relations between and within state-owned enterprises. Indeed, socialist production was
organized into highly concentrated, vertically integrated industrial sectors, guided by
explicit concerns with economies of scale®. This organization enabled companies to
overcome liquidity shortages through endogenous credit relations within their production
chain, replicating the experience of other industrial sectors in more ‘market driven’
socialist countries.

The IMF (1991]) estimated that such inter-company credits rose to 40 percent of GDP
by 1989, a level close to more ‘market-based’ socialist economies, such as Poland (48% of
GDP), Yugoslavia (43%) and China (40%) (Calvo and Corricelli, 1992). However, it is
important to stress that companies suffered despite the availability of such endogenous
credit creation mechanisms. Indeed, official statistics suggest industrial production
decreased by an average of 1.5 percent between 1985-1989, a figure probably higher given
the tendencies to overestimate production (Daianu, 1994). The structural adjustment
programs eroded the viability of the industrial sector and the credibility of its management.
Post-socialist reformers faced several difficult questions: how to proceed with industrial
reform? Could state-owned companies become viable in a market-based, competitive
system, particularly given the damage inflicted by the policies of the 1980s ? If so, what
would be the role of the financial sector in this process? What institutional innovations
should be applied to a concentrated, state-owned banking sector to best serve the reform

process?

6 For Romania, a small number of enterprises with over 3000 employees provided more than 50% of total
industrial output by 1989. In contrast firms with less than 500 workers employed only 4% of the labour force
and generated less than 6% of output.
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3. The post-socialist dynamics of the Romanian financial system

Romania’s transformation into a capitalist economy, and the underlying changes in its
financial system, has been particularly uneven in comparison to its neighbouring countries
that became members of the European Union. Indeed, Cernat (2002) described it as a
unique form of ‘cocktail capitalism’, defying classification. This chapter introduces the key
trends in the evolution of the Romanian financial system. It first provides an overview of the
macroeconomic trends in the 1990-2011 period, to then focus on various indictors of

financial development in the Romanian economy.

3.1 Macroeconomic trends

Throughout the 1990s, the Romanian economy experienced a protracted period of
macroeconomic instability. The first four years after the fall of the planned system saw a
rapid contraction in economic activity, and particularly in industrial output, that lost 10% on
average each year between 1990 and 1993. The contraction was accompanied by rampant
inflation (a 239% annual average) and very rapid exchange rate depreciation: by the end of
1993, the exchange rate between the domestic currency and the US dollar had jumped to
ROL/USD 1276 from a rate of ROL/USD 34 in 1990, almost 40 times higher and a 255%
annual average depreciation. Conditions stabilized throughout 1994-1996, when economic
growth and industrial output returned to positive territory, while inflation and exchange
rate depreciation slowed down (see Table 2). A new period of contraction followed, with
GDP and industrial output falling throughout 1997-1999, while inflation and exchange rate
depreciation accelerated. The 1990s ended with a banking crisis, and a narrowly avoided

currency crisis.
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Table 2 Macroeconomic indicators, % annual average change, Romania, 1990-2011

1990-1993

GDP -6.4 4.9 -4 5.6 -1.9
Industrial output -10.5 5.3 -7.7 5.4 1.9
CPl inflation 239.1 48.8 82.2 15.4 5.8
(period average)

Exchange rate 255 46.9 67.3 7.6 2.7
depreciation’

Current account -5.22 -4.5 -5.6 -7.9 -b.4

deficit (%GDP)

Balance of payments -3.45 -0.43 -1.1 4.5 2.3
(% of GDP, positive

for net inflows)

Source: data form the National Institute of Statistics and World Bank

Note: period averages for GDP growth, industrial output and CPI inflation; end of period for nominal exchange
rates. A balance of payment surplus equals an increase in reserve assets (see IMF Balance of Payments

Manual?)

These dynamics have to be understood in the context of the Romanian dependency on
foreign loans to fund structural current account deficits. Although at the fall of communism
Romania had no foreign debt, this did not ease its access to international financial markets.
Its agreements with the IMF, usually interpreted as a guarantee of credible policies in
international financial markets, did little to improve access (Gabor, 2010a).

The IMF advised devaluations to solve balance of payments problems and restore
external competitiveness, but such advice is only effective in countries with limited
dependency on imports for consumption and production. Romania, on the contrary, with a
state-owned industrial sector heavily dependent on imports of intermediary goods,
demonstrated the importance of the structuralist observation that exchange rate volatility

would affect production costs and reduce profitability without resolving current account

7 Calculated against USD/ROL for 1990-2005, then EUR/RON.
8 http://www.imf.org/external/pubs/ft/bopman/bopman.pdf
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deficits (Taylor, 1983; Katseli, 1983). Indeed, it experienced large current account deficits
throughout the 1990s (fluctuating around 5% of GDP on average), despite rapid exchange
rate depreciation. With limited access to private international finance, it had to rely on the
IMF and the foreign reserves of the central bank to cover balance of payments deficits.

After 2000, the economic outlook improved markedly. Rapid GDP growth was
accompanied by improved industrial performance (10.5% average growth throughout 2004-
08), exchange rate appreciation in nominal and real terms; all in the context of rapid
disinflation. However, external imbalances worsened, with the current account deficit
increasing to almost 14% of GDP by 2008. The liberalization of the capital account,
completed by 2007, saw increasingly large capital inflows that funded the deficits on the
current account, with balance of payment surpluses rising to an annual average of 4.5% of
GDP throughout the period, driven largely by cross-border bank borrowing. Debt-
generating capital inflows, intermediated by the banking sector, resulted in a foreign-
currency lending boom that contributed to the overheating of the economy.

The post-Lehman deleveraging in international financial markets had serious negative
consequences, particularly for short-term foreign debt. Net short-term outflows,
particularly on the non-resident segment (unwinding carry-trades), reached EUR 8.8 bn in
2009. Capital outflows threatened a currency crisis and prompted the central bank to
advise the Romanian government to ask for IMF support. The global financial crisis set a
severe setback for the Romanian economy: two years of economic contraction (2009 and
2010), a slowdown in industrial output and a hard landing (a correction of current account

deficits through lower domestic demand].

3.2 The evolution of the financial system

Twenty years after the fall of the socialist regime, the Romanian financial sector presents

one of the lowest levels of financial intermediation in the European Union. It underwent a
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period of rapid disintermediation before 2000 as a consequence of the volatile
macroeconomic climate arising from the persistent failure of macroeconomic policies to
deliver economic stability, the restructuring of state-owned companies and state-owned
banks and the IMF conditionality that imposed constraints on credit growth. Indeed, by
1997, lending to companies and households had fallen to less than 10% of GDP from around
80% of GDP registered in 1990, and around a third of overall assets (see Table 3). This trend
is a first signal of the shift away from the relational banking characteristic to bank-based
financial systems.

Table 3 Structure of the financial system (net asset as % of GDP)

1990 1996 2002 2007 2008 2009 2010

Credit institutions (assets) 125 28.7 | 31.2 ]| 61.0| 61.1 | 66.3 | 66.6
Domestic credit [non- 79 93| 11.7| 35.6 | 38.5| 40.7 | 40.7
government)

Non-bank financial institutions n/a n/a 2.9 7.2 8.3 7.4 5.6

Insurance companies nfa| n/fa| 15| 3.0| 29| 33| 33

Private pension funds nfa| n/fa| 00| 00| 02| 05| 0.9

Financial investment companies | n/a| n/a| 15| 28| 11| 15| 1.4

Open-end investment funds nfa| nfa| 01| 03| 02| 03| 0.5
Stock market capitalization nfa| 03] 10.1] 25.7| 11.3| 10.9| 10.2
Total 125 29 | 47| 100 | 85.1|90.2 | 88.5

Source: data from National Bank of Romania and IMF (2010].

Starting with 2000, the financial system grew rapidly, doubling as a share of GDP between
2001 and 2007, to almost 100%, driven by a rapid growth in lending to companies and
households combined with a stock market boom. That share declined after Lehman, driven
by a rapid contraction in stock market capitalization. The financial system remains

dominated by banking institutions, increasingly foreign owned. Whereas state-owned banks
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controlled 75% of the overall assets of the banking sector in 1997, that share had declined
to less than 10% by 2005, as Western European banks entered through privatizations.

Credit institutions intermediate over 80% of total financial transactions (excluding
trading on stock markets). The second largest type of financial institution, the non-banking
financial intermediaries (henceforth NBFI], similarly recorded a rapid growth before the
financial crisis to around 8% of GDP, a fourfold increase on 2002. According to central bank
data, this sector is dominated by financial leasing activities targeting non-financial
corporations in the service sector. The introduction of the private pension pillar in 2007
generated growth in private pension funds, yet growth remained moderate due to on-going
controversies about the shift of funds from the public to the private sector. The Bucharest
Stock Exchange similarly saw a rapid expansion prior to the crisis, from 10% of GDP in 2002
to 26.7% of GDP in 2007, to then contract during the first year of the crisis by half of trading
value - to 11.3% of GDP - where it remained throughout 2010. These dynamics point to the
build up of a stock market bubble prior to 2008.

A more detailed picture reveals that both banks assets and domestic lending
decreased rapidly as a share of GDP during the 1990s, the era of central-bank led
financialization. The recovery during 1994-1996 was reversed after 1997, when a new
agreement with the IMF imposed tight lending restrictions on banks and accelerated bank
privatization and/or bankruptcy of state-owned companies. The central bank maintained
tight lending conditions throughout 1998 and 1999 to mitigate the consequences of capital
outflows in the aftermath of the East Asian and Russian crisis.

Furthermore, it is important to note that domestic credit contracted faster than
overall bank assets, as banks changed their business models to target the existing areas of
profitability, including currency markets, government bond markets and the central bank’s
sterilization instruments (Erurk and Solari, 2007); see also the chapter on bank assets].
Indeed, by the end of the 1990s, lending to companies amounted to only a third of overall

bank assets. Households in turn held no bank debt.
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Figure 1 Trends in financial intermediation, Romania
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Source: compiled from data from National Bank of Romania and IMF (2006).

Given the central bank’s tight liquidity policies, banks could not sustain significant maturity
mismatches throughout the 1990s. By 2000, over 70% of domestic credit - largely to
companies, both state-owned and private - was extended at short-maturities, compared to
less than 10% long-term credit. The maturity distribution improved after 2000, with short-
term credit falling to less than 25% of overall credit, whereas long-term credit increased to
over 50%. On the contrary, the currency distribution remained broadly similar. The 1990s
saw a rapid increase in foreign currency credit in response to a volatile macroeconomic
environment accompanied by rapid exchange rate depreciation. Both bank assets and
liabilities became increasingly dollarized and then ‘euroized’, a common response to
macroeconomic instability in developing countries. Thus the share of foreign currency
credit reduced gradually throughout the early 2000s to around 50% of total credit, to then
increase to over 60% by 2010, in response to regulatory pressures, interest rate

differentials and the slowdown in the demand for credit induced by the crisis.
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Figure 2 Maturity and currency composition, loans to non-government
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Source: data from National Bank of Romania.

Interest rate spreads remained volatile throughout the 1990s, and decreased rapidly after
2000. Three periods of high nominal interest rates are notable before 2000: late 1993/early
1994, early 1997 and late 1998/early 1999. On these occasions, banks increased both
lending and deposit rates substantially, with an asymmetric increase in spreads in 1994,
when the lending rates reached levels 40% higher above deposit rates. The first two
episodes coincide with the initiation of a new IMF program, and reflect the central bank’s
efforts to tighten lending conditions (see chapter on Macroeconomic Policies). The third
moment relates to the 1998-1999 banking crisis against the background of an internal
devaluation program given the country’'s difficulties to access international financial
markets in the aftermath of the Russian crisis. The increase in deposit rates suggests that
banks sought to replace central bank lending, available at very high interest rates, with
customer deposits. Banks preferred to perform limited maturity transformation, lending
mostly on short-term while households and companies increasingly turned to foreign
currency deposits to avoid exchange rate volatility. From 2000, interest spreads narrow, as

lending rates and deposits interest rates fall under 10% by early 2008. With the crisis, both
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lending rates and deposits rates increased, although the spread narrowed as banks

initiated a strong competition on the deposit segment, similar to other European countries.

Figure 3 Interest rate dynamics, domestic currency credit, Romania, 1992-2012
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Source: data from National Bank of Romania.

Conversely, the loan-to-deposit ratio followed broadly the trend of disintermediation
described above (see Figure 4). The banking sector experienced substantial funding gaps

(in domestic currency) even though domestic credit contracted rapidly throughout the early
years of post-socialism (1990-1993].
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Figure 4 Loan-to-deposit ratio, Romania, 1990-2008
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Note: Loan-to-deposit ratio of domestic credit to resident deposits, including government.

On the Lliabilities side, the volatile macroeconomic climate had a negative impact on
households” and companies” willingness to hold deposits in domestic currency, whose
portfolio choices increasingly turned to foreign currency savings. In the absence of a
functioning interbank market, commercial banks could only cover funding gaps by
borrowing from the central bank, so that the central bank’s lending policies (including both
the availability of reserves and the interest rates on those reserves) had a crucial impact on
lending conditions in the economy. From 1994, funding gaps remained negative (banks
lending less than available deposits) until 2005, as lending to households picked up. The fall
of the ratio to less than 50% in 1999-2001 indicated the severity of the contraction in bank
lending as well as restricted access to credit for non-financial corporations. In that period,
banks performed increasingly less credit intermediation, lending out less than half of the
resources collected, in response to high share of non-performing loans throughout the

1990s and tight monetary policy.
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Since 2000, rapid bank asset growth and a household credit boom were funded through
volatile sources including borrowing from parent banks and wholesale cross-border
markets, a trend similar to other developing countries (Shin, 2010). Indeed, cross-border
lending to Romanian banks accelerated after 2002 to reach almost 18% of GDP by 2008,
outpacing similar growth in Poland (see Figure 5). Particularly high rates of growth were
registered between 2006 and 2008, as the central bank suspended the macroprudential
measures that had imposed tight conditions on lending to households, allowing instead
banks to rely on internal risk assessments. The lax regulatory regime saw a rapid asset
expansion funded through internal capital markets. When the distinct possibility of intra-
group contagion threatened Hungary and Romania in early 2009, both countries resorted to
ad-hoc negotiations with parent banks in order to secure their commitments to roll-over

short-term credit lines to subsidiaries, and to the IMF’s crisis support.
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Figure 5 Cross-border bank lending, share of GDP, new member states, 1995-2008.
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Leverage ratios registered different trends across distinctive types of banks. Similar to
other countries in the European Union, small banks have higher leverage ratios than
medium sized or large banks (see Figure 6). The leverage ratio for large banks decreased
up to 2008 from around 8% to around 6%. It recovered afterwards, whereas small-banks
have returned to values registered during 2006 and 2007, of around 10%. In turn, medium-
sized banks have seen their leverage ratios on an upward trend since 2004, only interrupted

in 2008.
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Figure 6 Leverage ratios, by bank size.
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The increase in leverage is typically associated with a rapid expansion of banks™ assets.
Conversely, a financial crisis will pressure banks to deleverage. Indeed, the Romanian
banking sector experienced these trends immediately after the collapse of Lehman
Brothers (see Figure 7), as foreign-owned banks responded to changing funding conditions
in international financial markets. Credit to household and non-financial companies,
growing at a real rate of 50% year on year for foreign currency credit and around 30% for
domestic currency credit in September 2008, slowed down considerably after September
2008. It first reached negative territory for domestic currency loans in April 2009, and then
for forex loans in January 2010. Afterwards, forex credit experienced a subdued recovery,
supported by the central bank’s decision to reduce rapidly the reserve requirements on

long-term foreign currency liabilities.
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Figure 7 Credit to households and companies, year-on-year growth (percentage

points), 2008-2011
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Source: data from the Romanian National Bank

In sum, Romania’s evolution since the early 2000s can be described as a classic route to a
financial crisis. Transnational banks contributed to increased financial fragility,
compounded by an ill-devised financial liberalization set to the pace of European
membership ambitions. Large capital inflows, mostly intermediated by the foreign owned
banking sector, supported a credit boom with increasingly poorer quality of loans extended
by both banks and non-bank financial institutions. The central bank tacitly endorsed such
dynamics because of credibility gains. Exchange rate appreciation reduced inflationary
pressures, validating the central bank’s decision to adopt inflation targeting in 2005. As is
often the case for developing countries, the apparent gains in domestic stability came at the
expense of growing external imbalances. The banking sector became vulnerable to cross-
border funding tensions and to the distinct possibility that parent banks would refuse to

rollover short-term credit lines. The post-Lehman deleveraging translated into a hard
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lending for the Romanian economy, with credit contracting rapidly as the central bank kept

interest rates at the highest levels in the EU in order to contain the capital flight.

4. Macroeconomic policies and financialization

The questions about the role that macroeconomic policy regimes play in shaping
financialization are particularly pertinent given the challenges of introducing capitalist
relations in a formerly planned economy. Post-socialist reformers had to address a crucial
question: what type of capitalist political economy should Romania aim for? The decisions
about the objectives and instruments of macroeconomic governance depended on the
answer to that question.

At first glance, the answer was straightforward. Romania, more than other planned
economy, functioned as an extreme version of the coordinated model described by the
varieties of capitalism literature (see Hall and Soskice, 2001). With virtually no private
economic activity, planners, state-owned companies and the financial sector had developed
entrenched institutional complementarities. State-owned firms relied on strategic modes
of coordination to plan and finance production, similar to how capitalist firms relied on
long-term relationships with banks and other institutions in distinctive spheres in the
political economy.

Post-socialist Romania was confronted with pervasive market imperfections and absent
markets. It lacked an interbank money market, currency markets, public and private debt
markets. Yet if reforms wanted to go down the coordinated economy route, they faced the
challenge of developing institutional mechanisms for credible commitment, effective
information-sharing and discipline (Hall and Gingerich, 2009) of the type that coordinated
capitalist economies have to rely on precisely because of market imperfections. The
institutions of macroeconomic governance, including the central bank, the IMF and

successive governments, had often conflicting views about the necessary mechanisms, or

49




This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

SEVENTH FRAMEWORK
PROGRAMME

indeed the possibility that such mechanisms could be set in place and what their role
should be in the process.

This section discusses how monetary and exchange rate regimes, fiscal policy and
sovereign debt management revealed conflicting views about the path of economic reform
throughout the early years of ‘transition’, to then move to an increasingly normalized

regime of financialized accumulation.

4.1 Monetary policy and exchange rate policy
The Romanian central bank relied on three monetary policy regimes between 1990 and
2012, closely aligned with the formal exchange rate regimes (see Table 4). Since 1990, the
objective of monetary policy has been price stability, rather than employment or growth.
Between 1990 and 1996, the central bank set money supply targets, often decided through
the IMF’s financial programming approach. The IMF also insisted on, and obtained, formal
commitment to a flexible exchange rate, although in practice the central bank took a more
active role in currency management, reflecting a ‘fear of floating’ pervasive in developing
countries with significant pass-through from exchange rates into prices (Calvo and
Reinhart, 2000). In 1997, the central bank adopted reserve money targeting, recognizing the
instability of the demand for money (BNR, 1998). More importantly, with the IMF’s blessing,
it switched to a managed exchange rate, viewing real exchange rate appreciation as the
critical instrument for achieving price stability (IMF, 1997; Gabor, 2010a). Later, the IMF
recognized that its early insistence on exchange rate flexibility had been inconsistent with a
large pass-through from exchange rates intro prices, and that price stability could not be
achieved without exchange rate manipulation (IMF, 2000). In 2005, the central bank adopted
an inflation targeting framework and renounced direct interventions in currency markets.
IT explained this move as a response to the rapid capital account liberalization that
required new policy tools and frameworks to address future speculative pressures (BNR,
2006). When confronted with rapid capital outflows after the collapse of Lehman Brothers,

the central bank (informally) renewed its active exchange rate management strategy,
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fearing that a rapid depreciation in the context of “Euroized” balance sheets in the banking

sector would trigger a banking crisis.

Table 4 Macroeconomic policy regimes, Romania, 1990-2012

Monetary Formal Instruments Liquidity conditions
policy regime
regimes
1990-1997 Monetary Credit ceilings * Liquidity shortages (1990-1993).
targeting Standing facilities contractionary broad money targets
(broad money | (discount window) established under IMF agreements.
targets) * Preferential credit at ex-ante
positive real interest rates (1995-
1996)
1997-2005 Reserve Sterilizations of * Asymmetric distribution of
Partly money currency market liquidity (1998-9 banking crisis)
liberalized targeting interventions * Structural excess of liquidity on
capital account interbank market.
2006-2012 Inflation *Sterilizations (2005-08) | * Structural excess of liquidity on
Fully liberalized | targeting *Repos (2009-12) interbank market (2005-2008)
capital account *Sterilizations (2011-12) | *Tight money market liquidity
(2009-2011)
Exchange Formal Instruments Liquidity conditions on
rate regime regime currency markets
1990-1997 Exchange rate | *Devaluations Demand pressures: structural
flexibility (IMF | *Direct market current account deficit, little access
conditionality) | interventions - high to international financial markets.
pass through to prices BoP crisis: 1991, 1992, 1994, 1995,
(inflation) 1997
1997-2005 Nominal *Sterilizations as carry- | Substantial capital inflows during
Partly anchor (real trade vehicle; 1997 and after the early 1999
liberalized appreciation *Transnational banks banking crisis. Speculative
capital account | to ensure intermediate capital pressures in the aftermath of the
disinflation) inflows 1998 Russian crisis
2006-2012 Exchange rate | *Sterilizations (2005- *Entry of non-resident players
Fully liberalized | flexibility 2008) (carry-trades])
capital account *Direct market
interventions (2009- *Speculative attack Oct. 2008 +
2012) unwinding carry-trades

Note: BoP = balance of payment
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4.1.1 Central bank-led financialization: 1990-1997 (the silent war)

The fall of the socialist regime had immediate consequences for the organization of the
financial sector. A two-tier system was quickly established to separate the central bank
from other banking institutions. The Commission for Reform, set up in early 1990 to design
a post-socialist economic future for Romania, viewed the role of the financial sector
through a coordinated capitalist economy lens and focused on strengthening relational
banking. Yet once Romania turned to the IMF, macroeconomic stabilization plans drew on a
pessimistic view of the relationship between banks and (state-owned) industrial firms, and
in doing so, generated pervasive liquidity shortages and credit crunches, a typical outcome
of IMF stabilization plans (Gabor, 2012a).

Indeed, the first economic strategy envisaged an activist industrial policy to reform
the state-owned industrial sector, heavily affected by Ceausescu’s external debt repayment
push, in parallel with the development of a dynamic private sector. Activist industrial
policies would rely on existing institutional complementarities between state-owned banks
and state-owned industrial conglomerates, including the provision of long-term finance by
the banking sector, complemented with subsidies and incentives for export performance
(Government Commission, 1990]. It conceptualized monetary policy through endogenous
money theories, arguing that the central bank should support commercial banks in their
task of financing the technological upgrading of the industrial sector. The report also
detailed plans to encourage the entry of private commercial banks that would bring much
needed technology and capital. The Government Commission acknowledged that it had to
design its industrial strategy carefully in order to ensure that state-owned companies
became profit maximizers and that financial discipline prevailed (Gabor, 2010a).

This approach changed with the entry of the IMF in 1991. Romania’s foreign currency

reserves were contracting rapidly by end of 1990, due to an avalanche of negative
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developments. Among these, the most important were the hesitant implementation of the
industrial reform plans, the disintegration of the former export networks rooted in
international socialist relations; large imports of consumer goods and the Middle East
crisis (the largest source of energy imports]. Romanian policy makers had little choice but
to heed the IMF’s advice.

The IMF paid little consideration to the original industrialist vision of the Romanian
government. Instead, it advocated the rapid establishment of arms-length relations and
competitive markets typical of liberal economies (Demekas and Khan, 1991; Williamson,
1991). IMF held a pessimistic view of the state-owned industrial sector, and of the
possibility that state-owned banks could impose discipline through relational banking.
Instead, the IMF advocated a radical and rapid shift to a system governed by relative prices
and market signals as the only viable approach to disciplining an obsolete, monopolistic
and energy intensive industrial sector.

The first Stand-By agreement with the IMF, signed in April 1991, proposed a package
of radical reforms opposite to the ‘gradualism’ of the original industrial strategy approach.
It established liberalization of most prices in the economy, particularly of key intermediate
and final products that the initial strategy sought to maintain under administrative control’
in order to support industrial production. Indeed, price liberalization proceeded rapidly,
transforming a system of complex price controls established through the central plan into
one that retained controls on 14 categories of consumer goods while controls on strategic
intermediate imports were quietly abandoned. The IMF described the price reform as
follows: 'in only eight months Romania went from a system of complete price controls to
one that compares favourably with many market economies” (Demekas and Khan, 1991:

21).

9 Products of the mining, fuel and energy sectors; metallurgy; the chemical industry; forestry; basic branches
of the machine building industry; the main products of the food industry; transportation, postal and
telecommunication services.
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For the IMF, the communist legacy contained the seeds of an extended period of high
inflation. First, like other formerly planned economies, chronic shortages and rationing
lead to accumulation of forced savings (a monetary overhang) that would increase
inflationary pressures (Wolf, 1991). Second, and more important, the strategic interactions
between state-owned companies and the state-owned banks meant that soft-budget
constraints -firm behaviour that is not profit-maximising (see Kornai, 1991) - would be
reproduced as state-owned banks would continue to extend soft-credits (Lane, 1991;
Fischer and Gelb, 1991). Monetary and fiscal restraint had to accompany price liberalization
and ensure that state-owned companies became profit-maximizers (Wolf, 1990; IMF et al,
1991; Bruno, 1992). In other words, the IMF held, a tight credit policy would not affect
output, but merely redistribute excess money (the monetary overhang] while disciplining
state-owned banks into disciplining state-owned companies.

Competing ideas about money and its role in capitalist production were at the core of
the competing views of reform held by the IMF and the Government Commission. For the
former, money was neutral, could only affect prices but without changing real economic
activity. The Commission in turn operated with a PostKeynesian understanding of money as
a social phenomenon, crucial for economic activity in both the short and the long-run, with
money supply dynamics endogenously reflecting prices set through mark-up (Dow, 2004).
IMF economists put it as follows:

‘There were few monetarists in transitional economies, at least in the beginning [...]
The idea that prices were related to money was often not intuitive. Rather, the price
formation process was viewed as a complex process that involved many technical
elements and many factors outside the authorities’ control, especially external
factors. In fact, tight monetary policy was precisely designed to make the traditional
cost-plus-mark up pricing policy impossible. This meant that the same situation IMF
economists would see as inflationary would often be viewed as too tight a monetary
policy setting by the local authorities. (Allen and de Haas, 2001, quoted in Gabor,
2010a, p.34).
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Thus, macroeconomic policies focused on changing the relationship between (state-owned)
production and finance, marking a period of central bank-led financialization. Monetary
policy, underpinned by the IMF’s conditionality, sought to eliminate the strategic
interactions between state banks and state-owned companies. The central bank feared that
relational banking would interfere with its price stability objective (Gabor, 2010a) as banks
had limited capacity to mitigate the moral hazard and informational asymmetries prevailing
in bank-based capitalist financial intermediation (Boot, 2000), whereas state-owned
companies lacked the effective mechanisms for discipline and credible commitment
characteristic to coordinated economies with similar relational banking (Hall and
Gingerich, 2004).

The central bank position was supported by widespread agreement in the literature
that state-owned companies would not abandon the socialist practice of soft-budget
constraints (Kornai, 1986; IMF, 1991; Wolf, 1991), refusing to follow price signals in order to
organize production and determine competitiveness (see also the chapter on industrial
restructuring in this study]. In order to ensure that state-owned banks would contribute to
tightening the budget constraints, the IMF agreements signed in 1991, 1992 and 1994
established contractionary targets for central bank lending and credit growth (see Gabor,
2010a for a detailed account).

Successive governments initially committed to respect such targets and then
abandoned their commitments when confronted with an extensive contraction of the
economy, higher unemployment and the rapid deterioration in standards of living (Pop,
2006). On such occasions or in the run-up to elections, as for example in 1993 and 1996,
governments would instruct the central bank to extend preferential credit to state-owned
banks that would in turn target strategic sectors (agriculture for example in 1996). The
National Bank of Romania implemented industrial policies reluctantly, and sought to

mitigate possible inflationary consequences by restricting other types of lending or by
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imposing high interest rates on its liquidity support. Its policies created repeated episodes
of acute liquidity shortages.

Data on central bank lending to commercial banks indicates to the extent of liquidity
shortages throughout this period. Thus policy documents describe the 1991-1993 years as a
period of rampant inflation and excess liquidity driven by preferential central bank lending,
followed by a period of improved monetary control and disinflation throughout the 1994 and
early 1995 (see BNR, 1993; 1995 and Gabor, 2010a). Populist politics throughout 1996
brought a new phase of easy central bank liquidity, followed by tighter policies after the

1997 agreement. However, Figure 8 suggests the opposite.

Figure 8 Central bank lending to commercial banks, ROL million, 1992-2000
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Central bank lending remained relatively stable until August 1993, albeit with a change in
composition to preferential credit. In other words, the central bank did follow governments’
instruction to lend on preferential terms, but it did so by reducing other types of lending, so

that overall liquidity injected in the economy did not change throughout a period of rampant
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inflation and funding gaps above 120%. That the central bank refused to accommodate
banks” demand for reserves in a highly inflationary environment, caused by exchange rate
volatility rather than excess money, indicates the extent of liquidity shortages confronting
banks in that period. It also explains why banks refused to allow state-owned companies
access to their deposits and the repeated payment blockages in the economy throughout
this period (Gabor, 2010].

Indeed, liquidity shortages occurred often in IMF programs in crisis countries,
resulting from the institution’s overly contractionary monetary targets or underestimates of
inflation (Schadler, 2005, Calvo and Corriceli, 1992 or Bofinger, 1996]. In sum, the central
bank’s liquidity policies rendered a crucial bank activity, maturity transformation, difficult
to perform since banks had funding gaps while the interbank was yet to be established.
Domestic credit contracted by a staggering 60% within three years, from around 75% of
GDP in 1990 to 25% of GDP in 1993.

The central bank stepped up liquidity injections after June 1993, easing liquidity
shortages. Total refinancing doubled in volume between July 1993 and April 1994, while
inflation was falling and funding gaps reduced rapidly as lending contracted. Refinancing
credit was offered through two facilities, the structural credit lines and the auction
facilities, as governments complied with IMF requests and wound down the preferential
credit lines. When the government, attempting to shore up political support in an electoral
year (1996), instructed the BNR to provide concessional credit to agriculture and the energy
sector (Pop, 2006), overall lending did not increase much in volume, as the central bank
reduced access to other liquidity facilities while simultaneously raising the rate on its
auction facility. Indeed, most of the growth in central bank lending in early 1996 was driven
by the special credit lines, extended to two failing private banks, Dacia Felix and Credit
Bank, to contain systemic risk since Romania had no deposit guarantee scheme at the time
while the two banks held together around 14% of household deposits. Refinancing fell
rapidly after 1997, as the central bank shifted its policy strategy to exchange rate

management, injecting liquidity through interventions on the currency market. By 1999,
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central bank lending narrowed to special credit extended to banks in the process of

bankruptcy.

While the central bank became more willing to accommodate banks” demand for reserves
after 1993, it did so at increasingly high interest rates (see Figure 9]. Indeed, the IMF
demanded positive real interest rates in the 1993 agreement (Gabor, 2010a). The central
bank had previously failed to deliver positive real interest rates not because it sought to
stimulate the economy, but simply because it failed to predict, as did the IMF, the rapid
increase in prices. Ex post real interest rates remained negative. After 1993, the central
bank responded to this problem by imposing high interest rates on most of its credit lines -
for example interest rates on auction refinancing, at that time the second largest type of
central bank credit in late 1993, was raised to almost 200%. Similarly, interest rates on
discount window remained at high levels throughout the period, seeking to discourage
banks from accessing central bank liquidity. The 1997 IMF program produced a new

liquidity squeeze, with interest rates on most lending facilities increasing rapidly.

Figure 9 Interest rates on central bank lending facilities, Romania, 1992-2001
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In sum, prior to 1997, the central bank fought inflation with the wrong (monetarist)
instruments. Periods of acute liquidity shortages were accompanied by rampant inflation
(1991-1993), whereas periods with an accommodative liquidity stance saw rapid disinflation
(1994-1995].

The explanation, both the central bank and the IMF (2001] later recognized, rested
on the fundamental role that exchange rates played for price stability. Prior to 1997, the
IMF agreements established that freely floating exchange rates were imperative to correct
the substantial misalignment inherited from socialism (Demekas and Khan, 1991; BNR,
1992a). Initially, Romania operated with parallel exchange rates (to the dollar) until
November 1991. The official rate was deployed for imports of raw materials and energy
(financed through a requirement for export companies to surrender 50% of export
revenues). Following conditions in the first IMF agreement, the interbank currency market
began operations in February 1991, with small volumes that rendered the parallel rate, set
‘freely’ (although hardly under competitive conditions) quite volatile. Supply shortages on
the interbank market meant that the market exchange rate devalued faster than the official
one, and functioned as a benchmark for policy makers to set the pace of devaluation for the
official rate.

Whereas the central bank typically agreed with the IMF’s interpretation of liquidity
conditions in the economy, it faced far more difficulties in implementing its requests for
flexible exchange rates. Policy documents highlight that the central bank was well aware of
the exchange rate pass-through and that several interventions had been successful in
arresting the speed of devaluation and thus price inflation. But such success had to be
weighed against political economy considerations that led the central bank to support
exchange rate flexibility.

First, foreign reserves are necessary to establish a credible managed exchange rate,
or the support from the IMF to replicate Poland’s Zloty Stabilisation Fund of the early 1990s
(Sachs, 1996). The Romanian central bank had none of the two. Furthermore, the central

bank identified an ideological constraint to a managed exchange rate, arising from its view
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of the state-owned industrial sector (BNR, 1993]). A strategy to over-value the currency
would provide protectionism to state-owned enterprises, an implicit subsidy for imports of
raw materials and intermediary imports that would delay industrial reform. Inflation could
not be tackled through exchange rate policies because the real cause of inflation was the
gradualism delaying micro-restructuring. However, this position posed real dilemmas for
the central bank, since exchange rate volatility generated price volatility and damaged its
credibility as an institution of macroeconomic management. By 1995, it had recognized that
much and asked the IMF to allow the exchange rate as nominal anchor (IMF, 1995]). The IMF

refused, citing low foreign reserves and low central bank credibility.

Central bank-led financialization: the silent war between state banking and state
companies

Central bank-led financialization, manifested in attempts to tighten monetary policy while
tolerating high exchange rate volatility (and thus price volatility) in order to change
relational banking, confronted commercial banks, both state-owned and private, with
unprecedented challenges.

In order to continue to perform traditional activities of maturity transformation and
credit intermediation, commercial banks require central bank support during moments of
profound crisis, be it triggered by the collapse of the planned system or by capitalist crises.
Central bank support was crucial given that Romania did not have a functioning interbank
money market until 1994. However, the central bank of Romania, under IMF pressure and
defending its organizational interests, often refused to perform lender of last resort
activities, or when it did, it charged high interest rates, blurring the already difficult
distinction between liquidity and solvency problems in a crisis.

Pressured by the macroeconomic policy stance into the task of ‘disciplining’ state-
owned companies, (state-owned] commercial banks rapidly shifted towards impatient
practices. When confronted with liquidity shortages throughout the early 1990s, state-

owned banks often refused to release the deposits of state-owned companies, delaying
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their payments to suppliers by weeks and even months. For instance throughout 1993,
during the second IMF program, the central bank recognized that banks were deliberately
delaying payment settlements (BNR, 1993). The central bank responded by introducing new
financial instruments - fixed value cheques - to allow large state-owned companies to
settle payments and prevent the build up of inter-company arrears. The manager of a large

state-owned company put it as follows:

[We are] a state-owned enterprise that succeeded in both increasing production and
mobilizing demand. Whatever we have achieved through restructuring production, banks are
destroying, through extremely high interest rates and a very slow payment mechanism. We
have ROL 200 mil with CEC', which requires thirty days for access [...]. While the essence of
restructuring, money, is at banks’ discretion, there is a silent war going on’ (in Gabor, 2010a:

46).

The quote testifies to the success that central bank-led financialization had in undermining
relational banking. In turn, state-owned companies responded to payment blockages by
resorting to inter-enterprise arrears, taking advantage of the existing relationships in
supply chains and political connections. Although the scholarship attributes these arrears
to soft-budget behaviour (Radulescu, 1999; IMF, 2001), the increasingly difficult relationship
with the banking sector played an important, if rarely acknowledged role.

Thus Gabor (2010a) argues that state-owned companies could hardly have been expected to
become immediately viable in such difficult circumstances: the loss of export markets, high
and volatile import prices given rapid exchange rate depreciation combined in some cases
with administrative controls over the prices they could charge on final goods, and finally,
limited access to bank financing and at prohibitive costs. The imports of consumer goods in

order to overcome supply bottlenecks, part of the IMF advice in Eastern Europe (Amsden et

10 The largest savings bank at that time.
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al, 1994), left industrial producers competing for scarce foreign resources with retail
importers.

A different approach to reforming the relationship between state-owned banks and
state-owned industry would have been entirely possible. Amsden et al. (1994]) for example
drew attention to the East Asian solution to create a state development bank and thus
mediate the profound uncertainties of the post-plan period. Instead, policy narratives
interpreted state ownership in the banking sector combined with extensive information
asymmetries as evidence that banks could not implement a market-driven process of
credit allocation, nor that they should be allowed to continue their strategic interactions
with state-owned companies. Tight monetary policy would restrict relational banking with
state-owned industries (McKinnon, 1991).

The central bank, through its tight liquidity policies and tolerance of exchange rate
volatility, became fundamental to the financialization of banking activity. When not
instructed to extend preferential credit for which they received access to central bank
liquidity, commercial banks behaved increasingly impatient in response to the highly
uncertain macroeconomic climate and the central bank’s non-accommodative stance. The
share of short-term credit in total lending to (state-owned) companies rose to above 80% by
the end of 1991, where it remained for the rest of the period. From a financialization
standpoint, the central bank was highly successful in undermining relational banking
prevailing in coordinated capitalist economies: state-owned enterprises could only access
credit at very short maturities and high interest rates. The difficulty, of course, remained
that the financing opportunities characteristic to liberal economies - stock markets or

private debt markets - were not available either.
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4.1.2 Towards dependent financialization: reserve money targeting and managed

exchange rates (1997-2005)

The election of a government with ostensive neoliberal preferences brought radical
changes in the conduct of macroeconomic policies after 1997. The central bank shifted to
reserve money targeting, but more importantly, the new IMF program sanctioned the use of
exchange rate as a nominal anchor to deliver price stability (IMF, 1997). Monetary policy
became tightly intertwined with capital account management strategies even if Romania
had, at the time, very limited capital account liberalization. In effect, the central bank relied
on commercial banks, increasingly foreign owned, to intermediate capital inflows, generate
exchange rate appreciation and disinflation.

After 1997, the importance of state action in supporting new modes of profit
generation, and increased interconnectedness, becomes apparent through the sterilization
strategies of the Romanian central bank. In response to the large capital inflows, the
central bank took buying positions on the currency market, creating new liquidity to
purchase foreign reserves. To sterilize this liquidity, in line with its reserve-targeting
framework, the central bank could take a passive or active approach. In the passive
approach, it simply accepts that banks deposit excess reserves at its deposit facility,
usually remunerated at interest rates below the interbank market rate. A more active
approach, involves sales of government bonds (open market operations), own debt issuance
if the portfolio of government debt is smaller than sterilization volumes, currency swaps or
direct borrowing on money markets (Mohanty and Turner, 2005). Usually, commercial
banks act as counterparty in sterilization operations, although the central bank may allow
non-residents access to its sterilization operations, as it does for example in Hungary
(Balogh, 2009). It is important to stress that sterilization are not only costly for the central
bank, but that they become an attractive asset for carry-trade strategies.

Banks with access to international financial markets (or with forex liabilities from

supporting international trade) take simultaneous positions on the currency market (selling
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foreign currency to the central bank] and on the interbank market, depositing the domestic
currency reserves obtained from forex transactions into sterilization operations in what
Christensen (2004) and Gabor (2011, 2012a) described as “sterilization games” to describe
carry-trade activity. Such sterilization games were pervasive in Romania prior to Lehman.
Initiated in small volumes in 1997, sterilizations become the key monetary policy
instrument after 2000. Sterilization volumes grew at a rapid pace (to around 38% of GDP by
2003), to decrease afterwards on the account of deliberate central bank action and
increased lending (see Figure 10 and section on bank assets). The short-term character of
such operations means that banks take decisions on positions depending on expected
nominal, rather than real, return on investments (UNCTAD, 2004). In sum, financialized

banks treat sterilization instruments as a new asset class, part of market portfolios.

Figure 10 Sterilization volumes (RON mil, right hand scale] and sterilization interest

rates (%), 1997-2008
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Before 2008, the Romanian central bank usually sterilized by taking short-term deposits
from commercial banks and issued lower volumes of debt certificates because of the
relatively small portfolio of sovereign debt available. The sterilization strategy partly
reflected the limited financialization of private debt markets. Without liquid instruments to
attract capital inflows, the central used short-term sterilizations to create carry-trade
vehicles that foreign owned would access by borrowing abroad. Larger capital inflows
would appreciate the exchange rate and assist the central bank in its disinflation strategy.
Thus, the sterilization interest rate became increasingly less relevant in a traditional
transmission mechanism''. The central bank’s monetary policy department admitted that
the interbank market had ‘an insignificant role’ in propagating monetary policy impulses
(Antohi et al., 2003: 8], contradicting IMF research that suggested an improved pass-
through from the sterilization rate to longer-term interest rates (Tienman, 2004). Rather
than a cost of funding, the policy (sterilization) rate influenced yield differentials for carry-
trade strategies, moving in line with developments on the currency markets and the
sovereign debt market rather than the central bank’s forecasts of aggregate demand'.
Financialization simultaneously permeated bank behaviour (banks treated sterilization
instruments as a high-yielding asset], the currency market, where trading became
increasingly driven by cross-currency strategies, and the interbank money market, where

demand and supply of liquidity reflected currency positions rather than funding gaps.

11 The central bank made active use of reserve requirements in an attempt to strengthen its influence on
interbank money market liquidity. By triggering immediate credit and monetary adjustments via the money
multiplier, changes in reserve requirements are advocated as a powerful, albeit rudimentary, instrument for
controlling high-powered money. Lower required reserves create additional reserves for banks, enabling the
banking system to expand loans, which in turn changes the money stock without modifying the monetary
base. Required reserves on both domestic and foreign currency liabilities were changed in line with the
central bank’s monetary policy stance, although without resolving the structural surplus of liquidity.

12 After the extended volatility registered during 1997-99, sterilization rates decreased rapidly as sterilisation
volumes increased. However, interest rate cuts did not respond to developments in aggregate demand or the
central bank’s projections of monetary targets. The central bank recognized that it reduced interest rates in
response to lower yield on new issues of government debt (throughout 2002 for instance) 12 and the pace of
capital account liberalization that opened up Romanian asset markets to non-resident investors in 2005.
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Financialized banking behaviour threatened commercial banks following traditional
intermediation approaches because of the asymmetric distribution of liquidity on the
interbank money market (see section on the interbank market). Financialized banks with
cross-currency trading strategies held excessive reserves from exchanging foreign loans
on the currency market, whereas ‘relational” banks with funding gaps from lending activity
had to cover the deficit of reserves on the interbank market.

During times of crisis, banks with excess liquidity would take speculative positions on
the currency market rather than lend on the interbank money market, pushing the central
bank to tighten liquidity conditions and further increase costs of funding for banks with
funding gaps from lending to the real economy. The anatomy of the 1998-1999 banking
crisis (see Section 6.5 on the financialization of the interbank market), and the 2008
speculative attack (see Croitoru, 2011) highlights the pressures that such speculative

behaviour exerts on non-financialized banks.

4.1.3 Inflation targeting regime (August 2005-)

The Romanian central bank timed the switch to inflation targeting to coincide with the full
liberalization of the capital account. It recognized that its framework of monetary targeting
had little influence on liquidity management decisions, tailored to the exchange rate
strategy, and inconsistent with a permanent excess supply of liquidity on the interbank
money market.

Furthermore, it argued that full capital account liberalization required a flexible
exchange rate regime combined with an active use of interest rate policy. To tackle the
increased vulnerability to speculative capital movements once non-residents were allowed
to purchase Treasury bills and hold bank deposits (April 2005) the central bank had to move
to interest rate manipulation (BNR, 2005). Indeed, the central bank lowered interest rates
rapidly before September 2005, explicitly in order to reduce the attractiveness of Romanian

assets to non-resident investors.
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The central bank argued that the macroeconomic climate supported its regime
change. Fiscal dominance no longer threatened disinflation efforts, and most importantly, it
had improved its credibility by bringing inflation to single-digit territory. The central bank
instituted a CPI-based inflation target (7% for 2005 and 5% for 2006), set together with the
government as a midpoint within a target band of +/-1 percentage point and a forward-
looking policy rule. It abandoned currency interventions, although it made it clear that
occasional interventions remained possible to contain excessive volatility.

The new regime did not change aggregate liquidity conditions immediately. Indeed,
overnight money market rates usually fell to the level of the deposit facility at the end of the
reserve maintenance period as commercial banks deposited the liquidity they could not
place in sterilization operations (see Figure 11). Liquidity conditions changed after
Lehman’s collapse, as banks became increasingly reluctant to lend to each other, while the
central bank refused to stabilize the interbank interest rates because it worried its liquidity
injections would allow commercial banks to renew speculative pressures on the currency
market, as they tried shortly in October 2008 (see Croitoru, 2011).

Figure 11 Policy and market interest rates, 2007-2011
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The inflation targeting regime met with serious difficulties. The central bank only hit the
target in 2006, despite repeated interest rates changes. Policy rates were raised in
successive steps after July 2007 until August 2008, seeking to contain the rapidly inflating
credit boom, particularly on the household segment, where year-on-year growth averaged
around 50% in that period.

The limited effectiveness of interest rate decisions reflected the structural conditions of
the dependent type of capitalism. The trade-offs involved in inflation targeting regimes in
developing countries are well-known: if the central bank seeks to cool an economy
overheated by capital inflows through interest rate increases, it will perversely stimulate
greater capital inflows attracted by interest rate differentials, leading to further exchange
rate appreciation and looser domestic financial conditions (Shin, 2010). In banking systems
dominated by transnational banks, interest rate increases have further perverse effects,
prompting banks to switch to foreign currency lending that can be funded cheaply from
intra-group loans, as foreign-owned banks in Romania did prior to 2008.

Furthermore, domestic currency interest rates played a limited role in influencing
investment or pricing decisions because companies had limited reliance on bank credit.
Indeed, central bank statistics suggested that bank loans (both in domestic and foreign
currency) remained below 15% of overall debt for companies during the inflation-targeting
regime. Instead, transnational banks offered foreign companies the possibility of loan
externalization, through which lending was directly extended by the parent bank (see
chapter on the financing of the economy). By the time Lehman Brothers collapsed,
Romania offered a perfect example of the difficulties that the globalization of financial
markets and banking activity poses for the central bank’s control of domestic monetary
conditions, and of price stability (see Woodford, 2007 for a reflection on the impact of

globalization on inflation-targeting type of policies).
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4.2 Fiscal policy and sovereign debt management

4.2.1 The common wisdom

Scholarly and policy research agree that the various Romanian governments in place
before 1997 failed to conduct an appropriate fiscal policy (see IMF, 1997; BNR, 1999).
Despite commitments to fiscal rectitude inscribed in the IMF agreements, budget deficits
rose as a share of GDP, from around 1% in 1992, to above 7% in 1996, an electoral year
when the party in government sought to retain power by populist spending that worsened
the budget deficit (see Figure 12).

Furthermore, governments also deployed additional channels for fiscal activism,
effectively forcing quasi-fiscal objectives onto both monetary and exchange rate policy. The
central bank was instructed to provide subsidized credit to state-owned companies
(Radulescu, 2003). Rapid inflation further eroded the real value of government debt.
Governments pressured the central bank to intervene in currency markets in order to
protect the same state-owned companies from the rigours of international competition
(IMF, 1997). Daianu et al (2001) calculated that quasi-fiscal deficits reached as high as 11%
of GDP before 1997.
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Figure 12 Budget deficits and interest rate payments on public debt, 1992-2008,
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Source: data from Romanian Ministry of Finance reports; no data for 2008 interest payments on public debt.

After 1997, the mainstream account holds, governments took a more conservative fiscal
stance. Fiscal domination of monetary and exchange rate policy disappeared, and
governments shifted to market financing of their debt. The government assumed the costs
of the 1999 banking crisis - translated into a deficit of 5.9% of GDP - and after 2000, proved
the benefits of market discipline, with budget deficits under 3% for most of the period.
Fiscal policy remained countercyclical until 2007. In 2006, the IMF stressed that the
Romanian fiscal position was fundamentally sustainable but recommended that the
government should use fiscal policy as an instrument for managing the capital account,
alongside tight income policies, in order to contain the expansionary effects of large capital

inflows:
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“In the authorities” strategy to preserve macroeconomic stability, fiscal policy
will continue to play a central role. In view of Romania’s low public debt, fiscal
sustainability is not a concern. However, prudent fiscal policy and a tight incomes
policy are needed to address excess demand pressure stemming from continued

large capital inflows.” (IMF, 2006:69)

For this reason, the IMF, with support from the Romanian central bank, strongly opposed
decisions to increase public sector wages (IMF, 2007:34). Indeed, by 2007, two of the three
Maastricht criteria that Romania fulfilled referred to government finances (budget deficits
and public debt).

Public debt, domestic and external, remained at relatively low levels since the early
1990s (see Figure 13]. Thus public debt to GDP ratios fluctuated around 20% throughout the
period, falling as a share of GDP from 26% in 1999 to around 20% in 2007, well below
average at similar levels of development. Indeed, between 1994 and 2004, average public
debt to GDP ratios for developing countries fell from 75% of GDP to 64% of GDP, with the
similar figure for Eastern Europe and Central Asia countries falling from 46% of GDP to
36% of GDP (see Panizza, 2008). Similar to other developing countries, the Romanian
governments met their financing needs mostly through foreign borrowing. The share of
external debt in total public debt ranged from 70% to 80% up to 2005, with the exception of
1999, when Romania was effectively locked out of international financial markets for most

of the year.
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Figure 13 Public debt dynamics, Romania, 1992-2007, as share of GDP.
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Furthermore, before 1996, foreign funding came largely from official sources. According to
Ministry of Finance (2004) data, multilateral loans - from the IMF and the European
Commission - amounted to over 80% of total foreign debt between 1990 and 1996,
highlighting the leverage that the IMF had on the Romanian policy arena. Furthermore, the
composition of external debt points to an important distinction in sovereign debt
management between levels and availability of financing. Indeed, although Romania had
relatively low levels of external public debt, it faced extraordinary difficulties in funding it
without IMF support. It first accessed syndicated loans in 1995, and first issued debt in
international markets in 1996 (Daianu et al, 2001). The peak in foreign debt service in 1999,
in the context of tight international funding markets, was widely expected to trigger a
default, nearly avoided through an internal contraction (Gabor, 2010a). After 2000, the

relative importance of multilateral lending declines markedly to less than 50% of total
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external debt. Simultaneously, Romanian governments turn increasingly to domestic
financial markets, with domestic public debt increasing to over 11% of GDP by 2007, nearly
half of total public debt.

Nevertheless, the dynamics in domestic borrowing point to a different interpretation
of the Romanian fiscal trajectory since 1990, one that highlights the actors and strategies of

financing government deficits.

4.2.2 An alternative account: resisting the financialization of sovereign bond markets

First, it is important to note that interest payments on public debt contributed substantially,
and often surpassed, the overall budget deficit (see Figure 12]. For example, the primary
budget registered surpluses in 1992, 1996-1998 and again in 2004. The high interest costs
of financing government debt point to the unprecedented extent of adjustment in social
spending required to accumulate primary surpluses during periods of crisis and high
unemployment, social costs typically associated with IMF Stand-By agreements (Cordero,
2009).

These figures alone contest the dominant narrative that governments exercised
relentless fiscal domination before 1997; had they done so, interest costs would have been
kept to a minimum by making recourse to captive sources, including the state-owned
banking sector, to fund deficits at low interest rates. Indeed, the introduction of fixed
income instruments in 1993 saw debt service increase in line with domestic debt, albeit at
longer maturities (see Figure 13). A break-down by currency and holders shows that in the
early period, state-owned banks held all domestic public debt, denominated in domestic
currency. That trend reverses in 1995 and 1996, when the state turned to foreign currency

borrowing from non-bank (retail) and other investors (see Figure 14].
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Figure 14 Domestic public debt, held by banks and in domestic currency (RON],
Romania, 1992-2007
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The 1997-1999 period highlights the perils of financialized actors and practices on the
sovereign debt market. The 1997 IMF program forced governments to turn to market-based
funding of government deficits. Indeed, by June 1997 a primary dealer system was set in
place. The first auction took place in April 1997, rendering Romanian assets for the first
time attractive to foreign capital inflows. Indeed, capital inflows rose to USD 1.8bn through
early 1997, attractive by exceptional yields: 400 percent return on three-month government
paper. Once inflows dried up in the aftermath of the Russian crisis, the government bond
market became captive to banks” speculative behaviour. The largest Romanian financial
newspaper described banks’ behaviour throughout the early 1999 as an ‘ambush’ on the

state treasury, extracting higher yields in return for currency stability (Capital, 1999").

13 http://www.capital.ro/detalii-articole/stiri/bancile-duc-lupte-de-gherila-cu-autoritatea-monetara-3971.html
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Indeed, domestic debt service increased rapidly by 2000, reaching a staggering 14 % of
GDP.
Was this a consequence of financialized (impatient) bank behaviour? The central

bank recognized that much by narrating yields as a consequence of speculative activity:

The extremely high real positive margins illustrated the banks™ propensity
towards maximizing the gains from arbitrage activities through which banks
speculated the disruptions in various segments of the financial market (BNR,

1999: 351).

Indeed, the quote hints to how the increasing interconnectedness of financial market
segments plays out during crisis for countries dependent on international financial
markets. Financialized banks with excess domestic reserves - in this episode created
through the 1997-1998 central bank interventions in currency markets - have three
possibilities for placing these: the currency market, sterilization operations or the
sovereign bond market. For the Romanian central bank, the first option was the most
threatening: banks’ bets on the depreciation of the domestic currency threatened a return
to rapid inflation, further eroding the fragile credibility of its anti-inflation strategy. With
limited foreign reserves to defend the currency, the central bank chose to compete with the
government for banks” domestic liquidity. However, both the central bank and government
stand to loose and commercial banks to gain, from this competition, since they have to bid
up the returns they are willing to offer in return for banks” domestic liquidity. Indeed, the
central bank offered returns of up to 160% on its sterilization instruments in early 1999.
Similarly, yields on short-term government debt averaged 120% in that period, and the
Treasury abandoned various auctions as banks demanded yields of up to 200%.

In response, sovereign debt managers returned to captive financing sources after
2000. The share of government debt held by banks fell to 63% in 2001 and to 6% by 2007, as

governments met short-term needs from the Treasury Account (including the health
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contributions, the unemployment fund and privatization revenues). Indeed, by 2007, the
Treasury account held around 65% of overall domestic debt, from 35% in 2003. As
governments recovered access to foreign markets, the terms at which it borrowed
improved markedly, with debt service remaining under 3% of GDP before 2008. Having
experienced the consequences of financialized bank behaviour on the Treasury market,
Romanian governments reduced substantially the issue of domestic debt instruments.
Compared to neighbouring countries, Romanian banks’ exposure to sovereign debt only
amounted to 5% of overall balance sheet in 2008. The sovereign debt managers resisted
financialization by reducing market liquidity and selecting patient investors (individuals and
captive sources).

However, the share of sovereign debt in total bank assets tripled within three years
after September 2008, as government debt increased rapidly in the crisis; with yields
pushed higher by the central bank’s response to a speculative attack with the same tactic
of absorbing private bank liquidity and crowding out sovereign debt managers (Gabor,
2012b).

Furthermore, other regulatory initiatives have contributed to the increasing
financialization of the sovereign bond market since the crisis. Following World Bank advice,
the Romanian government agreed to the gradual privatization of the public pension system
starting with 2007. The Romanian state collects contributions and channels a share of
these to private pension funds (in the mandatory private Pillar Il scheme); who in turn
demand safe assets in the form of government bonds or bank deposits. Indeed, the Pillar 2
assets managed by private pension funds increased rapidly between 2008 and 2013 (from
RON 187 million to RON 10 billion by April 2013, see Figure 15], an increase largely driven

by increased holdings of Romanian government debt (over 70% of total assets by 2013).
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Figure 15 Portfolio composition, private pension funds (Pillar 2], 2008-2013.
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At first sight, the rapid growth in demand for pension funds benefits the Romanian
government, since it reduces its future pension commitments while simultaneously
improving the liquidity of its sovereign bond market. Furthermore, pension funds tend to be
more patient holders of government debt than banks or non-resident investors.

Two issues should be considered to qualify these apparent benefits. The privatization of
pension funds gradually reduces the capacity of the Romanian Treasury to rely on captive
sources of funding its budget deficit (a common practice before 2008], forcing it in turn to
generate debt instruments that pension funds can hold by becoming actors on the
sovereign bond market. The Romanian state fuels both the liabilities side of private pension
funds (providing free funding] and the assets side (providing government bonds]; it
effectively creates profitability for private financial actors while demanding limited
commitments in return. Second, the practice of securities lending implicitly transforms
pension funds into impatient actors. Indeed, pension funds in high income countries often

lend out their portfolio of government debt to other financial players with short-term
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trading positions. Securities (collateral] mining is widespread (Singh and Stella, 2012,
enabled by pension funds who make additional returns on their portfolios and tolerated by
governments because of the gains for market liquidity during boom times.

Thus, on a more fundamental level, the financialization of the welfare state establishes
the market liquidity for government debt as a policy priority not only for funding
government deficits but also for social welfare. This severely restricts the room for
designing policy measures that would select ‘non-financialized” or patient types of
government debt holders, since such measures would be detrimental to market liquidity.

To sum up, fiscal policy and sovereign debt management underwent different stages
throughout the post-socialist period. Once interest rate costs and public debt dynamics are
taken into account, the dominant account supported by both Romanian economists and
official policy documents becomes problematic.

Thus, the pre-1997 period is described as the period of irresponsible fiscal
management, both directly through expenditure and taxation decisions, and indirectly
through fiscal domination of monetary and exchange rate policies. If anything however,
Romanian governments struggled to access non-official foreign sources of funding, and
instead had to (reluctantly) draw on IMF support, and the conditionality attached to such
support. The IMF’s insistence on fiscal adjustment has since become highly contested. Its
view that real spending cuts could restore growth received little empirical validation
(Easterly, 2004). The institution itself now recognizes that austerity has contractionary
effects in the short-run (IMF, 2012).

In turn, the Romanian experience suggests that when governments have to rely on
domestic market financing, financialzed banks will take advantage of stress in international
financial markets to engage in speculative games that pit the central bank against the
Treasury, pushing yields on sovereign debt higher.

In fact, the period for which the IMF commanded fiscal authorities for low deficits and
public debt managers for achieving public debt sustainability has been the period when

governments reduced dramatically their reliance on market financing, instead using
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Treasury resources (revenues from privatization and social security funds). Public debt
sustainability, as Hardy (2011) observed for developing countries, fundamentally relies on
governments’ ability to avoid short-term investors and highly liquid government bond
markets. With the growing importance of private pension funds, partly reflecting the

privatization of the pension system, such resistance to financialization becomes less

possible.
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5. The structure of the financial sector

This section examines in detail the changes that various segments of financial markets in
Romania have experienced since 1990. It starts with the banking sector that has dominated
the financial system since the fall of socialism, to then consider in detail the emergence of
non-bank financial intermediaries, the second most important type of financial institutions

in the Romanian economy, and then dynamics on distinctive asset markets.

9.1 The evolution of the banking sector

The Romanian banking sector has undergone significant change since the fall of
communism in 1989. The number of private banks increased rapidly until 1999, and then
remained stable. By 1998, state-owned banks continued to control 75% of the overall
assets of the banking sector, compared with 15% of the foreign-owned banks and private
domestic banks with 9% (see Table 5). In turn, the dominance of state-owned banks was
significantly eroded after 1999, when a banking crisis and renewed international pressure
(from the IMF and the World Bank) saw the Romanian government accelerate the pace of
privatization. Only two banks, CEC Bank and Eximbank, had remained in state-ownership by
2005, together amounting to less than 6% of overall banking assets. Privatization efforts
since have failed as governments found it difficult to attract investor interest. Conversely,
the low share of private domestic capital points to an important characteristic of the
dependent economies: the absence of private domestic capital that could have been
involved in the process of privatization.

Thus, the Romanian banking sector became largely foreign-owned by 2008, as the
share of state-owned banks and private domestic banks' fell under 15% of total banking
assets. Banks generally follow the universal model, with several exceptions. Eximbank

offers financial services for export and import activities. Procredit grants loans to small

14 Banca Transilvania, Banca Comerciala CARPATICA, Libra Internet Bank and Banca Comerciala Feroviara.
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and medium companies, particularly in the agricultural sector. Furthermore, two banks
have distinctive housing arms: BCR Housing Bank and Raiffeisen Housing Bank. These
banks offer saving-cum-lending services, committing to lend at preferential rates and for
longer maturities to borrowers that have saved a certain threshold of the nominal loan. The
foreign-owned banks dominate the Romanian banking system, with the following
distribution of market shares in 2011: Austria (38.8%), Greece (15.5%), France (14.4%),
Netherlands (9%), Hungary (1.5%).

Table 5 Changes in ownership structure, Romanian banking sector, 1990-2011

Number Share in total assets
1990 | 1998 | 1999 | 2005 | 2011 | 1998 | 1999 | 2005 | 2011
State-Owned 5 7 4 2 2| 75% | 50% 6% | 7.4%
Domestic private 2 13 " 7 4 9% 6% | 31% | 7.3%
capital
Foreign private 0 16 19 30 36| 15% | 43% | 62% | 85%
capital
TOTAL 7 36 34 39 41 100 100| 100 100

Source: computed from National Bank of Romania Annual Reports 1992 (p.37), 1999 (p.45) and the Financial Stability
Report 2006 (p.8).
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5.1.1 Banking reform: the mainstream account

The literature on bank reform in Romania distinguishes two periods broadly mirroring the
stage of financialization identified by the report. The first period, 1990 to 1999, is typically
described as the period of state-owned banking (OECD, 2002; IMF, 2004, Berglof and
Bolton, 2001). Neo-communist governments resisted reform, thus perpetuating a banking
system plagued by poor management, political capture, non-performing loans resulting
from preferential credit extended to state-owned companies and pressures for
monetization. Before 1999, state-owned banks continued to dominate the banking sector
despite the rapid growth in the number of private (domestic and foreign) banks. The seven
state-owned banks together held 75% of total banking assets at the end of 1998. According
to this account, poor banking practices saw a protracted accumulation of overdue credit,
increasing from 6% of non-government credit in domestic currency in 1992 to an estimated
18% in 1996, reflecting the perverse interactions between delayed bank restructuring and
delayed restructuring of the real sector.

Willingness to reform the banking became manifest after 1997, and gained
momentum with the banking crisis in 1998-1999. Indeed, a new government with applauded
neoliberal credentials first introduced the legal support for rapid bank privatization (1997).
The 1999 banking crisis, where one state-owned bank and several private banks became
bankrupt, finally reversed the ongoing problems of Romanian banking: vested interests,
asymmetric information and non-performing loans extended under political pressure
(Caviglia et al, 2002; De Haas and van Lelyveld, 2006). Banking reform picked up speed after
the crisis, initiating a double move, from state to private, and from domestic to foreign. The
age of foreign banking, underpinned by successful privatization and greenfield entries,
sealed the increased credibility of the Romanian reform process.

This narrative of the politicized state-owned banks ignores both the political
pressures shaping the processes of privatization and the distinctive institutions with

competing or aligned interests in that process (Pop, 2006). Indeed the central bank, private
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and state banks, international financial institutions and successive governments shaped,
through their interactions, the complex socioeconomic terrain in which bank privatization

took place.

5.1.2 Bank privatizations as contingent processes

Pop (2006) or Gabor (2010a, 2012a) challenged the widespread notion that the problems of
the Romanian banking system rested entirely with the failure of successive governments to
restructure and privatize. This is an appealing narrative, constructed and re-affirmed in
policy documents, because it provides a simple (neoliberal) account of a complex process
where both public and private actors have played important roles.

To start with, it cannot be denied that state-owned companies and state-owned
banks often developed relationships based on corrupt practices, and that such
relationships would translate into deteriorated loan portfolios for banks (see IMF, 1997;
BNR, 2000). This is a well-known and well-documented account. But relational banking is
neither always ‘corrupt’ nor exclusive to state-owned entities. Indeed, strategic interactions
between corporations and private banks prevail in coordinated types of capitalism (see Hall
and Soskice, 2001) and are often a key ingredient in the competitiveness of those
economies. Such interactions have been transposed to the Romanian context in direct form
after 2006, when foreign-owned banks introduced loan externalization. This practice
allowed foreign companies with activity in Romania to benefit from a loan extended by a
parent bank based on existing relationships in other jurisdictions and to take advantage of
lower costs of funding for the originating bank (and hence for the borrower). Transnational
banks in turn could bypass regulatory constraints in the host country. Yet there is virtually
no analysis that deems such practices of private (foreign) banks as corrupt.

Crucially, the focus on the relationship between state banks and state companies
narrates the Romanian bank restructuring as an asset side story, and in doing so, it ignores

the constraints on the liabilities side. With few exceptions (see Gabor 2010), the literature
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pays virtually no attention to the cost and availability of funding for banks, including the
impact that monetary policy had on banks™ costs. Indeed, the early chapter on
macroeconomic policies documented in detail the numerous occasions throughout the
early 1990s (i.e. when implementing IMF conditionality) on which the central bank
restricted access to its lending facilities or increased the interest rates on lender of last
resort lending to extremely high levels.

A focus on the liabilities side changes the narrative of bank restructuring. Consider
the first wave of privatizations, taking place against the background of a twin threat of
banking and currency crisis in late 1998, early 1999. Three distinct factors influenced the

process of bank privatization:

> The pressures exercised by powerful international actors (the IMF position on

extending extraordinary balance of payment support).

» The central bank’s management of liquidity conditions on the interbank market in

response to capital outflows after the August 1998 Russian crisis.

> Speculative bank activity [financialized practices] across the currency market, the

money market and the sovereign bond market.

In 1998, the IMF launched a burden-sharing program that made official balance of
payments assistance conditional on countries” ability to raise funding in private financial
markets. This proved particularly challenging for Romania. Tighter liquidity conditions in
international financial markets coincided with a peak in foreign debt service, with foreign
currency financing needs estimated to USD 5bn for 1999, over 45% of export earnings and
more than double the volume of central bank’s foreign currency reserves. Furthermore,
Romanian exporters suffered from the embargo on Yugoslavia. The central bank worried

that such funding requirements would be impossible to meet, concerns cemented by an
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international consensus that Romania would default on its foreign debt service (EIU, 2000;
BNR, 2001).

When Romania turned to the IMF for support, the international institution decided to
include it in the pilot burden-sharing program. But precarious funding conditions in
international markets implied that market access came with high risk and liquidity
premiums. Romanian policy makers declined the expensive private funding, and instead
embarked on a draconian internal adjustment that would curtail the current account deficit
(Gabor, 2010a).

Against this context, macroeconomic crisis management played an important role
via liquidity conditions in the interbank money market. By late 1998, the central bank
worried that the speculative behaviour of domestic banks would worsen exchange rate
volatility and capital flight (BNR, 2008; also Gabor, 2010a). As documented in the section of
fiscal policy and sovereign debt market, banks with market portfolios (from currency
trading) were forcing the central bank to pre-empt their currency positions by running
down foreign reserves and by offering alternative high-yielding instruments® (sterilization
instruments) that also crowded out sovereign debt managers.

These measures generated very high interest rates on the interbank market,
reaching up to 180% on the overnight segment throughout September 1998-March 1999.
Indeed, the central bank recognized that the spike in interbank market rates reflected to a
significant extent the speculative behaviour of domestic banks'. However, when the central
bank tightened interbank liquidity to prevent a speculative attack, it failed to consider the
impact of its policies on patient banks that depended on interbank funding. Indeed, several

large state-owned banks with limited access to international financial markets and/or high

15 According to the central bank (2008: 234) “foreign exchange flows, which are conditional on money market,
exhibited various levels across banks, thereby prompting speculative behaviour of some banks holding large
amounts of foreign currency. [...] The interbank forex market became increasingly transparent, robust and
steady, on the back of higher amount of transactions, though the key negative effect was a more speculative
behaviour of banks, which made the intervention of the central bank even more costly.”

16 “The extremely high real positive margins illustrated the banks’ propensity towards maximizing the gains
from arbitrage activities through which banks speculated the disruptions in various segments of the financial
market” (BNR, 1999: 351).
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portfolios of non-performing loans relied heavily on the interbank market to satisfy liquidity
needs, partly because the central bank had stopped offering refinancing credit after the
1997 reforms'” (Gabor, 2010a; BNR, 2008). For patient banks, the anti-speculative strategy
of the central bank translated into prohibitive funding conditions. Thus, central bank-led
financialization made way for dependent financialization.

Indeed, this crisis episode accelerated bank privatization and the entry of foreign
financial capital in two ways. First, the Romanian government introduced an emergency
anti-crisis program in December 1998, including measures for the immediate privatization
of two state-owned banks (measures demanded by the IMF and the World Bank]. Within a
few months, Societe Generale had purchased the controlling stake in the second largest
state-owned bank. Second, tighter money market liquidity, underpinned by the central
bank’s defence of the currency and banks’ speculative behaviour, forced several state-
owned and privately owned banks to pay increasingly higher interest rates. The central
bank used the opportunity to push for banking reform. This, in its view, required the
bankruptcy of state-owned banks with significant portfolios of non-performing loans. It
declared that for these banks, liquidity problems had become solvency problems and
refused to extend lender of last resort support until the government initiated the
bankruptcy process for one bank (Bancorex) and privatization for the second (Bancpost).
The state budget absorbed the costs of bank restructuring, estimated at 10% of GDP.
Romania avoided default, but at the expense of a banking crisis that opened up the banking
sector to foreign (private] ownership.

Furthermore, ideological commitment also played an important part in the

transformation of the Romanian banking sector. Take for instance the 2003 privatization of

17 BNR (1999: 347) “Refinancing credit and other credits declined by 10.5 percent to lei 613.4 billion. [...].
Directed credit was no longer granted and banks’ resort to lombard credit lessened. Starting 1 July 1998,
following the enforcement of the new BNR Act, overdraft credit was under a ban. As of 31 December 1998,
refinancing credits totalled lei 555.5 billion, of which loan to Banca Agricola in virtue of Art. 4 of Law No.
20/1996 amounted to lei 503.1 billion; loan granted to Banca Dacia Felix in virtue of Law No. 135/1996 in an
amount of lei 52.0 billion, and preferential loans totalling lei 0.4 billion falling due on 31 March 1999 under
Government Decision No. 61/1993 to support farmers to purchase tractors and agricultural machines.
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the Banca Comerciala Romana (BCRJ, the largest commercial bank, with a 35% market
share of total bank assets. Unlike previous cases of privatization, BCR was a successful
state-owned bank: it had total assets of EUR 4.5 billion and made a net profit of €99.5
million in 2002 (Gabor, 2010a). To accelerate the privatization process, two international
financial institutions present in Romania (EBRD and IFC"] first bought a 25% stake in the
bank for USD 222 millions, roughly twice the profit that the bank had made the previous
year. The IMF conditioned the disbursement of a loan tranche on the transaction (EIU,
2004).

The EBRD (2002) insisted that Romania would benefit from this transaction, not only
directly through access to IMF funding but also because it demonstrated its commitment to
bank privatization. In contrast, the Romanian government viewed privatization as a de-
politicization of banking activity, necessary to curtail governments’ interventions in market
processes. Government officials warned that state ownership invited governments to use
banks as captive sources to support sovereign debt dynamics, or to forcefully imposed bank
loyalty in the sovereign debt markets'. The Romanian government suggested that market
forces would be more effective to impose discipline on spending decisions, ignoring the
well-documented speculative bank behaviour on the sovereign debt market which had
pushed its own debt managers to avoid banks as counterparties.

In this case, the Romanian government and international financial institutions had
closely aligned ideological positions that airbrushed any conflicts of interests in the name

of private ownership. The privatization was concluded in 2005 when the Austrian Erste Bank

18 The umbrella organization of the IMF and the World Bank.

19 The Romanian Minister of Finance put is as follows (quoted in Gabor, 2010a: 76): 'You were asking at some
point whether | would not like to make a phone call to a bank and impose a certain yield on Treasury bills. No,
| would not like it. That is exactly why we sold BCR. It is wrong to have this option, because it opens up the
possibility of abuse. One might say, | am very competent, | know exactly how much the bank should charge me
and | am correct about it. Let us instead allow the markets to work, | am very happy that markets work. We
have a functioning currency market. That the exchange rate is 4 [RON to the Euro), or 4.1 or 4.25 or 3.9, that is
up to the market, not the Ministry of Finance. We have to adapt to the market. The interest rate (on
government debt) is 4% or 8% because of market mechanisms. | would like it to be 1% or 0%'.
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purchased the controlling shares for EUR 3.75 bn. The EBRD and the IFC together received
EUR. 1.5 bn for their share, eight times higher than the initial purchase price (BNR 2006,
p55). As an aside, it remains unclear why international organizations should obtain high
profits from the privatization of a successful state-owned bank, undertaken in the name of
improved competition in the banking sector. For example, the profits could have been use
to improve the public health system, heavily affected by repeated efforts, typically designed
through IMF programs, to tighten fiscal policy.

Subsequent efforts to privatize the largest savings bank failed. The Romanian
government declared the offer of the only interested foreign bank, National Bank of Greece,
unacceptable in 2006. The same savings bank became an object of dispute between the
Romanian government and the European Commission in 2009 because of plans to use it as
a development bank and thus mitigate the effects of the crisis. The state-owned bank had
not followed the aggressive lending practices of private banks and its balance sheet was
less exposed to exchange rate volatility or deleveraging. The Romanian state argued that an
infusion of capital would allow the bank to increase lending to SMEs and the agriculture,
sectors in which foreign-owned banks had limited interest. The European Commission
rejected the proposal because it viewed such plans as anti-competitive state subsidy,
arguing that recapitalization was only warranted for banks with severe funding difficulties
(in Western Europe). By late 2011, the IMF renewed pressures for privatization, advising the
government to follow the model of attracting institutional investors (EBRD and IFC] that it

had used for the earlier privatization of large state-owned banks.

5.2 The structure of banks’ balance sheets
The evolution of the Romanian financial system suggests that transnational banks

integrate, and expose, national financial systems into international financial markets even

at relatively lower levels of financial intermediation. Rather than balance sheet growth,
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qualitative changes in the nature of financial intermediation mirror those in highly
developed financial systems, both on the asset side - where market portfolios become
increasingly important - and on the liabilities side - where market funding gains
importance compared to traditional sources of funding (retail deposits).

On the asset side of the Romanian banking sector, the relative importance of
customer loans has increased after 1997 (see Figure 16). Whereas credit to corporations
has maintained a roughly constant share (around 30% of total assets), credit to households
increased rapidly from less than 2% in 2000 to almost 30% in 2008. This reflected the rapid
expansion in foreign currency credit to households, averaging annual growth of 50%
between 2002 and 2008. The substantial share of assets denominated in foreign currency

amplifies vulnerability to sudden stops of capital inflows and exchange rate depreciations.

Figure 16 Structure of bank assets, Romania, 1997-2011
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In turn, a significant share of banking activity - around 30% of overall assets - has been
generated by market-based operations with the ‘public’ sector, the central bank and the
government. Indeed, the share of these activities remained consistently above 25% of
overall assets since 1997, reaching at its peak in 2005 almost 40%. This share confirms the
growing importance of market portfolios for financialized banks.

The composition of market portfolios changed over time, reflecting the significance
of deliberate state action for the pace and nature of financialization. The share of claims on
the central bank increased rapidly to 37% of total assets in 2005, to decrease afterwards to
11% by 2011. In contrast, banks’ lending to the government followed an opposite trend,
decreasing rapidly before the 2008 crisis as debt managers sought to circumvent resident
banks.

The claims on the central bank arise from sterilization operations. Indeed, a key
feature of dependent financialization is the reliance on foreign capital inflows
intermediated by resident banks. When local asset markets do not offer attractive
placement opportunities (because of limited market liquidity, a consequence of deliberate
government choices before 2008), the central bank may step in and create attractive
instruments through sterilization operations (see chapter on macroeconomic policies).
Indeed, Christensen (2004) or Gabor (2012b) described sterilization games through which
banks with access to foreign currency funding - from either domestic deposits or parent
banks - took advantage of the substantial yield differentials offered on Romanian assets
(including central bank sterilization vehicles) by actively intermediating capital inflows.
Sterilization games occur because they offer mutual gains. Moderate exchange rate
appreciation from capital inflows allows the central bank to fulfil its commitments to price
stability. In turn, resident banks benefit from a risk-free, profitable source of carry-trade
returns (see Galati et al, 2007). The substantial share of claims on the central bank thus

reflects resident banks’ market activities on the interbank currency and money market.
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Before 2008, the Romanian banking system had limited exposure to government
debt. This partly reflected the strategy of sovereign debt managers to issue debt
instruments for individuals or institutional investors other then banks (see fiscal policy and
sovereign debt market section]). In comparative terms, Romanian banks had one of the
lowest ratios of debt instruments to total assets of all New Member States, reaching less
than 5% before the crisis (see Figure 17). However, the crisis brought a rapid increase in
bank holding of government debt, reflecting on the banks’ side the search for profitable
placement opportunities and on the government’s side the limited access to foreign
borrowing. This has cemented a sovereign-bank loop that, similar to Western European
countries, ties banks to the sovereign and vice-versa. If the sovereign loses credibility, then

banks’ balance sheets may suffer, potentially triggering a twin sovereign-banking crisis.

Figure 17 Debt instruments, % of total bank assets
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In sum, the substantial share of lending to the central bank and then the shift to sovereign

assets reveals that banks in less developed financial systems have undergone shifts to
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market-based portfolios similar to high-income countries (Liikanen Report, 2012; see also
Hardie and Howarth, 2009). Romanian banks have become active intermediaries of capital
inflows, either through proprietary trading on currency markets placed in sterilization
vehicles or through acting as counterparties to non-resident investors targeting Romanian
asset markets. While non-traditional banking activity can take a variety of forms, not all
apparent on balance sheets (see Galati et al (2007) on various strategies for carry-trade
activity), the asset side of the Romanian banking sector confirms the extent to which
commercial banks in less developed financial systems can engage in financialized
practices.

On the funding side, the increasing transnationalization of the Romanian banking
sector has been accompanied by a change in funding strategies towards more precarious
funding structures. Transnational banks typically choose between two funding models.
Banks operating with centralized models rely on internal capital markets to allocate
liquidity across subsidiaries. The parent bank raises wholesale funding in local or other
large funding markets and channels it to subsidiaries, through intra-group loans,
depending on the particular strategies for business lines. In contrast, decentralized funding
models involve subsidiaries with autonomous lending and funding decisions. The
subsidiaries depend on the local deposit base to fund their assets, whereas the parent bank
provides coordination and monitoring. Often however, transnational banks with
decentralized models will also use internal capital markets to support subsidiaries with
funding gaps, particularly on the consumer finance lines (Liikanen Report 2012). In other
words, intra-group flows play an important role in both centralized and decentralized
models. Banks chose one or the other depending on geographical proximity - subsidiaries
operating at distance would typically be more autonomous - and specific strategies for
cross-border expansion. In Romania’s case, the proximity of the parent banks -located in
Austria, Greece, France or Holland - led to a centralized funding model where Romanian

subsidiaries depended on funding from parent banks (Aydin, 2008).
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The share of capital and reserves declined from around 14% to less than 10% by
2008 (see Figure 18], enabled by increased leverage that allowed banks to expand faster.
Furthermore, banks relied relatively less on stable sources of funding - domestic deposits
- whose share decreased from 66% in 2001 to 46% by 2008. In other words, banks covered
increasing funding gaps by resorting to cross-border funding, as the share of foreign
liabilities increased from 6% in 2001 to around 30% in 2008, the highest share in Eastern
Europe. Such developments reflect the funding models of transnational banks and their
underpinning vulnerabilities - indeed when Romania turned to IMF support in 2009, it did so
because of concerns that parent banks would be reluctant to roll-over the short-term

funding lines to their Romanian subsidiaries, then resolved through the Vienna Initiative.

Figure 18 Structure of banking liabilities, Romania, 2001-2011.
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Furthermore, the literature warns that reliance on short-term funding is pro-cyclical

(Adrian and Shin, 2010) whereas banks with a strong deposit base tend to maintain lending
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throughout the crisis (Cornett et al.,, 2010) and are less vulnerable to banking crisis
(Bologna, 2011). Indeed, prior to the crisis, Romanian banks were heavily dependent on
short-term cross-border funding from parent banks and international money markets.
Because banks raised almost half of foreign funding on short-term (see table 6}, they were
confronted with roll-over risk once parent banks faced tighter liquidity conditions in their
funding markets. For this reason, the Vienna Initiative brought together parent banks and
regulatory authorities from both home and host markets in an effort to persuade parent
banks to maintain commitment to Eastern European subsidiaries (Pistor, 2012). Regulators
successfully avoided a disorderly deleveraging - as foreign liabilities only fell in 2009, and
then remained stable at around 27% of total funding, at an improved maturity distribution -

suggesting that foreign bank ownership can be a stabilizing factor during crisis.

Table 6 Share and maturity of non-resident deposits in banks® domestic liabilities

Short-term foreign Foreign
liabilities/foreign liabilities/Total
liabilities liabilities
2006 55% 22.5
2007 49% 28.3
2008 41% 30.4
2009 27% 26.1
2010 30% 26.7
2011 30% 27.0

Source: data from National Bank of Romania

Questions about the reform of transnational banks” business models in Romania remain
un-answered, particularly in what concerns the reliance on cross-border funding to finance

foreign currency lending. The Vienna Initiative established two working groups, the Local
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Currency and Capital Market Development Group (focused on reorienting banks away from
foreign currency lending) and the Absorption of EU Funds Group, that aim to coordinate
public and private efforts in order to match stable sources of funding with more sustainable
lending practices. Yet so far, there is little regulatory interest in breaking down the cross-
border banking model into autonomous subsidiaries reliant on the domestic deposit base.
The second round of the Vienna Initiative, in early 2012, emphasized the importance of
allowing transnational banks autonomy to manage liquidity through internal capital
markets (Kudrna and Gabor, 2013). If anything, the shift to market-based funding may
accelerate in the future given that pension fund reforms will increasingly require

households to shift saving from bank deposits to private pension funds.

5.3 The non-bank financial intermediaries (NBFls)

The NBFI sector is one of the most pro-cyclical sectors in the Romanian financial system.
Its share in GDP tripled between 2002 and 2008, when it reached 8.3% of GDP and 18% of
the total loans extended to the non-government sector (households and businesses). The
rapid growth was driven by regulatory arbitrage by resident banks and an increasing
appetite for borrowing from households. Heavily affected by the crisis, the NBFI sector lost
around 30% of its sectoral share by 2010, falling to 5.6% of GDP due to an increase in non-
performing loans on its balance sheet and diminishing lending activity as both lending
standards tightened and demand for credit contracted. By June 2012, its share in total
lending activity fell to around 9%.

Large NBFIs have to register under the Special Register and have been subjected to
central bank regulation since 2006. These together hold over 90% of the assets of the
sector. On the asset side, NBFIs concentrate lending in two key areas: financial leasing
and consumer loans. Thus, by 2008, financial leasing amounted to 82% of total loans,

followed by consumer loans with 7.7%. By the end of 2011, leasing declined to 75% of total
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loans, while consumer loans also fell to 6.59% respectively. It is important to notice that
financial leasing is one of the few activities where Romania converged to European ratios
before the crisis. Indeed, by 2008, the leasing market had reached 5.24% of GDP, higher
than in Poland, Greece or France, driven by average 50% growth rates in NBFI financial
leasing throughout 2005-2007 (see Table 7). Furthermore, by 2008, financial leasing was
directed mainly to companies (75%) in the service sector (around 50%), reflecting demand
for vehicles, equipment and real estate. Bank-affiliated leasing companies held over 60% of

outstanding leasing contracts by 2008.

Table 7 Leasing as share of GDP, comparative European member states, 2008-2010.

2008 2009 2010
Austria 8.87 8.97 8.61
Bulgaria 8.39 7.29 5.71
Czech Republic 6.88 6.23 5.70
France 4.29 4.33 4.29
United Kingdom 6.03 5.88 5.70
Greece 4.17 3.99 3.52
Hungary 11.03 10.25 9.07
Poland 3.60 3.95 3.91
Romania 5.24 4.51 3.65
Slovakia 5.69 5.52 5.13

Source: central bank of Romania (www.bnro.ro)

The currency composition reveals distinctive dynamics for the two dominant sectors (see
Table 8). Whereas financial leasing is mostly denominated in foreign currency (over 70%
throughout the period], consumer credit is extended in the national currency (over 90%).
The NBFI sector is thus exposed to credit and currency risk in the case that the national

currency devaluates rapidly.
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Table 8 Activity and currency composition, leasing companies

Share in total NBFI credit | Foreign currency

loans (share)

2005 2007 2007
Financial leasing 83.7 81.9 72%
Consumer Credit 11.9 7.73 10%
Mortgage companies 1.13 4 80%

Source: central bank data

NBFIs" funding strategies reflect regulatory constraints and the availability of cheap
funding. Indeed, NBFIs can raise funding from shareholders and from other domestic or
foreign sources. The largest companies in the sector were set by foreign owned banks to
circumvent constraints posed on their lending activity, in foreign currency and on the
household segment, by tighter regulatory conditions throughout 2005 and 2006 (see
Regulation section]). Banks moved lending to their NBFI arms.

For example, when the central bank increased restrictions on EUR denominated
bank lending in 2005, banks designed complex strategies to circumvent restrictions. The
central bank documents for example a mechanism to provide RON financing to the NBFI
arm by, in turn, borrowing RON either in the domestic money market or through currency
swaps with the NBFI itself (see BNR, 2007: 42). The NBFI would use the foreign currency
thus obtained to import the leased goods, denominate the leasing contract in EUR but ask
the lessee to pay the instalments in domestic currency, which it would use to service its
funding from the parent bank. With this, the NBFI transferred currency risk to the lessee,
while effectively extending a foreign currency loan and enabling the parent bank to
circumvent macroprudential regulation on foreign currency credit. According to central
bank data, financing in local currency from the domestic banking system increased from

46% in 2005 to 73% in 2006, as leasing contracts grew faster than credit growth in the
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banking sector for that year. In response, the central bank extended the scope of prudential
regulations to NBFls in 2006.

Once the central bank relaxed regulatory constraints in January 2007, cross-border
borrowing funded the rapid asset growth. By September 2008, when the crisis hit Romania,
NBFIs had shifted to funding from external sources, amounting to over 80% of total NBFI
debt. That share increased to 87% by June 2011. In turn, the share of funding from
domestic credit institutions dropped from around 73% in 2006 to 10% by 2011. Similar to
the banking sector, foreign ownership enabled access to external sources, typically from
the parent bank, but also increased exposure to changing liquidity conditions in
international financial markets. Against this context, NBFls have to rely on the willingness
of the parent bank to sustain funding and rollover maturing debt. As Table 9 suggests,
NBFls mostly borrow for the countries where the shareholders originate. Furthermore,
foreign-owned NBFIs depend more on borrowing than on share capital, whereas

Romanian-owned NBFls funding sources are more evenly distributed.

Table 9 NBFI foreign funding, June 2011 (RON bn)

Share External

capital funding
Austria 0.19 6.94
Romania 2.02 2.94
The Netherlands 0.65 1.70
United Kingdom 0.10 1.90
France 0.15 2.15
Italy 0.09 0.70
Luxembourg, Turkey and 0.00 3.09
Switzerland
Share of total NBFI debt - 87%

Source: data from Romanian central bank.
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Furthermore, NBFls also raised funding in wholesale markets of countries without direct
participation in the Romanian NBFI sector: around 15% of total external borrowing for 2011
came from Luxembourg, Turkey and Switzerland.

To sum up, the dynamics of the NBFI demonstrate the vulnerabilities of both active
regulatory arbitrage undertaken by banks and their NBFI subsidiaries before 2007, and a
lax regulatory regime afterwards. NBFIs have been more willing to take on credit risk
through lending practices orientated towards rapid growth, strengthening the pro-
cyclicality of credit activity in the Romanian financial system. For this reason, NBFls saw
the share of non-performing loans rise from less than 2% of their balance sheet at the end
of 2007 to around 18% by middle of 2011. This had a negative impact on the profitability of

the sector, as NBFIs registered losses for most of 2008 and 2009.

9.4 The interbank money market

The unsecured interbank market is important for the functioning of the financial system
because that is traditionally the segment where banks trade liquidity with each other.
Demand for liquidity (for reserves] comes from banks with funding gaps, whose lending
activity cannot be entirely funded from available deposits. Conversely, banks’ retail deposit
activity may result in surplus liquidity: in a fractional reserve system, if lending (to
businesses or households) does not use up the reserves available from deposits, banks
have excess reserves to lend overnight or beyond and without collateral requirements on
the interbank market (Goodhart, 1994). Transactions on the interbank money market are
predominantly short-term, from overnight to one week.

The unsecured market plays a crucial role in the implementation of monetary policy
orientated to price stability (rather than employment or growth]. In monetary targeting
regimes, the central bank varies the volume of high-powered money (bank reserves] in line

with its money targets and estimates of the money multiplier. An excess of liquidity on the
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interbank market, through strict monetarist logic, translated into rapid credit growth and
inflation (Vine, 1997]). Conversely, in inflation targeting regimes, policy control over the
overnight interbank interest rates enables central banks to influence long-term interest
rates and asset prices relevant to aggregate demand dynamics, and thus inflation
(Woodford, 2003). Therefore, what matters for the central bank is the aggregate liquidity
position in the interbank money market: an aggregate deficit of liquidity will translate into
upward pressures on the interbank interest rate, and vice-versa. To ensure that the short-
term market rate tracks closely policy rate decisions, central banks can use two distinct
approaches (Bindseil, 2004).

The preferred mechanism involves active liquidity management through open
market operations. Central banks manage liquidity on the unsecured segment of the
interbank money market through repurchase operations (lending against collateral, with a
promise to repurchase the underlying assets at a later date), to maintain unsecured market
interest rates close to the policy interest rate. For example, in high-income countries,
central banks are usually net creditors on the unsecured interbank market (or, in other
words, there is an aggregate deficit of liquidity on that market]. When the central bank
increases the policy interest rate in response to inflationary pressures, it enforces that
decision on the money market by altering the volume of liquidity injections.

Alternatively, liquidity management can be conducted through standing facilities. A
less activist avenue is for the central bank to provide or absorb liquidity through its
overnight standing facilities - the deposit facility, where commercial banks can deposit the
reserves that could not be lent out on the interbank market, and the lending facility (the
discount window), where commercial banks can borrow liquidity that could not be obtained
on the interbank market. If the central bank establishes the interest rates on its standing
facilities to form a close corridor around the policy rate (e.g. the deposit rate 25 basis
points below, and the lending rate 25 basis points above the policy rate], liquidity
management through standing facilities can offer an equally effective approach to

enforcing interest rate decisions on the interbank money market. This approach however is
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less deployed in practice because of the stigma associated with recourse to the lending
facility, usually interpreted as evidence that a particular financial institution faces

difficulties in meeting funding liabilities from market sources.

5.4.1 The financialization of the Romanian interbank money market

In a financial system dominated by banks that operate according to the traditional
relational model, the interbank money market is crucial to banking activity. Indeed, where
loan activity outpaces deposit taking, banks accumulate funding gaps that are typically
covered by borrowing on the interbank market. Banks with excess reserves (from lower
lending activity than deposits] will lend to banks with funding gaps. In turn, on financialized
interbank money markets, liquidity flows reflect banks” complex trading strategies in
various market segments, including the currency market, rather than relational banking
alone. Liquidity is asymmetrically distributed: banks with excess liquidity from their
activities on the currency market meet banks with reserve shortages from funding gaps.

A cursory look at the Romanian interbank market confirms this observation.
Particularly from 2000 onwards, commercial banks trade more with the central bank, in
sterilization operations, than between themselves (see Figure 19). Indeed, sterilization
operations amounted to over 90% of all interbank transactions between 2000 and 2005.
Transactions between banks increase in relative importance after 2006, reaching over 60%
of total volumes traded by 2008, as lending to households picked up rapidly, creating

funding gaps.

101




This project is funded by the European Union under

the 7th Research Framework programme (theme SSH)

Grant Agreement nr 266800

SEVENTH FRAMEWORK
PROGRAMME

Figure 19 Interbank money market trading (outstanding RON mil volumes), 1997-2008
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In other words, the central bank dominated the interbank money market through its

sterilizations (deposit-taking) operations before Lehman. Few commercial banks turned to

the interbank market to cover funding gaps. In fact, prior to 2007, most banks in the

system had excess reserves arising from intermediating capital inflows, in line with a
pervasive, and well-documented, structural excess of liquidity throughout Eastern
European interbank money markets (see Balogh, 2009]. Commercial banks treated
sterilization instruments as an asset class in their carry-trade strategies (Gabor, 2010a;
2012b).

Thus the changes in the interbank money market highlight the deliberate role that

states - and central banks in particular- can play in processes of financialization. The
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central bank’s liquidity management enabled resident banks to obtain profits from market
activities, necessary to induce real appreciation of the exchange rate and disinflation.

The commercial banks that actively intermediate capital inflows (those with access
to parent bank funding or international money markets) are thus able to obtain domestic
liquidity by selling foreign currency to the central bank, and will tend to be net lenders of
liquidity in the market or in sterilization operations, whereas (small) banks with domestic
operations tend to be net borrowers in the market. Demand and supply on the interbank
money market is no longer driven by banks’™ deposit and lending activity, but reflects
business models ranging from traditional relational banking to consumer credit and
market portfolios.

The central bank thus contributes to the financialization of the interbank money
market by tying its dynamics to the currency market through exchange rate management.
Financialized banks that have access to foreign currency funding - either from parent
banks or from the increasing dollarization/euroization of bank liabilities - accumulate
reserves from market portfolios (forex sales to central bank on the currency market).
These reserves can be placed with the central bank (sterilizations), lent on the interbank
money market or placed in government bonds. In turn, commercial banks with funding
gaps from traditional lending activity - that is, without market-based activities —generate
demand for reserves on the interbank market, often competing with the central bank’s

sterilization operations and with the government’s debt management office.

5.4.2 Speculative attacks: how financialization can damage patient banking

The financialization of the interbank money market can be damaging for ‘patient’” banks
(see also section on bank restructuring) because speculative attacks on the currency play
out in the interbank money market. Two episodes in the Romanian post-socialist history
offer powerful examples: the 1998-99 Russian crisis and the Lehman’s collapse in

September 2008.
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Throughout 1997, commercial banks active on the currency market made
increasingly large deposits with the central bank [i.e. sterilizations), from around RON 32
million in June to over RON 500 million by December, a fifteen fold increase drive by large
capital inflows and the central bank’s currency market interventions (see Figure 20).
Interbank interest rates fell as sterilization volumes went higher.

Capital flight during the 1998 Russian Crisis was accompanied by a rapid increase in
interbank rates. Banks with excess liquidity previously places in sterilization instruments
used some of that liquidity to take speculative currency positions (see BNR, 1999]. This
speculative active confronted the central bank with a trade-off between a currency crisis
and financial instability. Injections of liquidity to stabilize the interbank money market - the
usual lender of last resort response to periods of instability — would have allowed banks to
further fund shorts on the currency market. The central bank preferred to tolerate higher
interest rates on the interbank money market, and even increased upwards pressures, by
continuing to offer sterilizations while simultaneously selling foreign reserves to prop up

the domestic currency, sales that further absorbed domestic liquidity.
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Figure 20 Interbank money market dynamics (outstanding daily averages and nominal

interest rates), Romania, 1997-2000.
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This defence strategy increased the costs of funding for state-owned and private banks with
funding gaps that relied heavily on the interbank market to satisfy liquidity needs, partly
because the central bank had stopped offering refinancing credit after the 1997 reforms
(Gabor, 2010; BNR, 2008). Indeed, the share of transactions between banks reached 75% of
total market volumes in that critical period, at interest rates as high as 160%. For patient
banks, the anti-speculative strategy of the central bank and the asymmetric distribution of
liquidity translated into prohibitive funding conditions. This further reinforced the dominant
narrative of inefficient, poorly managed state-owned banks that had to be transferred into
private, preferably foreign, ownership.

A similar process, albeit with different actors, unfolded after Lehman. The entry of

non-resident investors on various asset markets since 2005 changes dynamics on the

105



This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

VENTH FRAMEWORK
PROGRAMME

interbank money market. Non-resident investors typically target high-yielding asset
markets, funding their positions in cross-border wholesale money markets with low
interest rates and abundant liquidity (Hattori and Shin, 2009). However, non-residents need
to exchange the foreign currency funding for the target currency in order to hold assets.
They can do so by entering swaps on the currency market, or directly borrowing in
domestic currency. In both cases, domestic banks are typically the counterparty that
provides non-residents with domestic currency (Galati et al, 2007).

Thus banks with excess reserves can choose to lend them on the interbank money
market, to lend them to non-resident investors or to undertake their own carry-trade
activities. Even banks without excess reserves may turn to the domestic interbank money
market if providing domestic liquidity to non-resident carries becomes attractive. This
diversification of market portfolios - underpinning the financialization of banking activity -
partly accounts for the increasing importance of trading between banks in the interbank
market once the capital account was liberalized. It also raises distinctive policy challenges
when tensions in international financial markets translate into capital outflows or outright
speculative pressures.

Should the central bank wish to curtail non-resident activity - or indeed to prevent a
speculative attack - it can do so by tightening interbank money market liquidity to render it
expensive for non-residents to borrow from domestic banks. The central bank must be
prepared to accept high and volatile interbank interest rates in this case. Capital controls
offer an alternative. For example, Latvia informally prohibited domestic banks to offer large
domestic currency loans to counterparties intent on attacking the currency peg after
September 2008 (Buiter and Sibert, 2008). Tee (2003) similarly attributes the successful
attempts to prevent the internationalization of the Singaporean dollar to a range of capital
controls that curtailed transactions between domestic banks and non-residents (either
direct lending or derivative transactions).

Indeed, when non-resident investors began betting on the depreciation of the Romanian

currency in October 2008, through large short positions funded by borrowing from domestic
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commercial banks (swaps), the central bank responded by inducing a liquidity shortage on
the interbank money market. The intention was to reduce the access of speculators to
domestic (RON) liquidity, as the governor explained:
We must wait and see if these quotes are genuine. If those who buy foreign currency can
afford to pay high interest rates. We want the market to continue to determine the
exchange rate, but it has to be a properly functioning market, not one where options are
contracted overnight...If the market is to function properly, whoever wants to
speculate on the Romanian leu must have Romanian lei. The governor Mugur

Isarescu in Ziarul Financiar, 2012%

To reduce the access of speculators to Romanian lei, the central bank sold foreign reserves
(reportedly using EUR 1bn to defend the currency). It also shifted liquidity management to
the standing facilities, lending lei to commercial banks through the discount window at
interest rates high enough to wipe out carry gains (see Figure 21). Indeed, resident banks
borrowed from the discount window as much as RON 50bn throughout October 2008, triple
the average volume of interbank trading before the crisis. The shortage of domestic
liquidity became so acute for several days in October 2008 thatcurrency swap rates
increased to 500% and interbank offered rates - the rate at which banks are willing to lend
to each other - increased to 50%. The central bank reported that several private financial

institutions failed to close their positions (see Croitoru, 2011).

2 hitp://www.zf.ro/opinii/opinie-de-cristian-hostiuc-zf-cum-a-parjolit-bnr-pamantul-ca-sa-opreasca-atacul-
asupra-leului-in-octombrie-2008-8213552. Author’s translation from Romanian and author’s emphasis. The
same newspaper article reports the governor intimating that a vice-president of Merrill Lynch had been
phoning his home in order to ask where the non-resident institution could borrow domestic currency, given
the reluctance of resident banks to lend once the central bank threatened them publically if they supported
the speculative attack.
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Figure 21 Liquidity dynamics, October 2008 speculative attack (% LHS, mill. RON RHS)
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Source: data from the Romanian central bank.

Paradoxically, there is very limited available data to explore the mechanics of the
speculative attack, the parties involved and ultimately, the vulnerabilities of dependent
financialization. First, most transactions between non-residents and resident banks take
place off-balance sheet. Furthermore, the central bank can act as a gate-keeper. During
the October 2008 speculative attack, against future transparency, the central bank issued
new legislation that it would not publish interbank market rates when these increased
above the interest rate at the discount window. This decision effectively hides from public
scrutiny the damage that the central bank’s responses to financialized banking can inflict
on patient banks.

The central bank also issued strongly-worded public warnings against commercial

banks that provided counterparty liquidity®'. Shortly after, employees of the three resident

21 See http://www.zf.ro/eveniment/isarescu-dealerii-au-jucat-poker-in-octombrie-2008-si-au-pierdut-pascariu-
unicredit-bnr-sa-spuna-vinovatii-8177393
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banks that the central bank had singled out left or were dismissed. Subsequently, the
Romanian Competition Council launched an investigation into the potential anti-
competitive, cartel behaviour of the banks involved in the attack, a Romanian equivalent of
the British Libor investigations. After consultations with the central bank, the Council made
its results public in April 2013 in a short press release. It decided that banks had not
engaged in anti-competitive behaviour during the October 2008 episode, although it
declined to offer an alternative narrative of an episode that the central bank clearly
described at the time as a speculative attack. There are two possible explanations for this.
Public authorities may have been persuaded that the information necessary to clarify what
resident banks did in October 2008 was market-sensitive. Alternatively, this is another
instance where the political power of large transnational banks is visibly exercised to shape
the public narrative of their destabilizing practices. Both explanations point to a democratic
deficit of dependent financialization that is less likely in the countries where the parent
banks operate. The very public Libor scandal in the UK, the investigation and sanctions in
its aftermath, clearly suggest that democratically elected institutions can rein in powerful

financial interests.

9.5 The capital markets

The Romanian capital market is composed of two market operators, the Bucharest Stock
Exchange (BVB) and the Sibiu Monetary and Commodities Exchange (Sibex] Market. The
spot market is located at the BVB, whereas both BVB and Sibex trade derivatives. Set-up in
1995, the Bucharest stock market only gained pace after 2000, and increased rapidly since
2003. It registered an eightfold increase in market capitalization between 2003 and 2007,
however coupled with a rapid relative decrease in liquidity (see Figure 22). Turnover, as
share of market capitalization, decreased from the 50% peak in the early years to less than
20% after 2003. The financial crisis brought a rapid contraction in market capitalization in

2008, reversed after 2009. The central bank reports a similar regional pattern in the
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volatility of stock market indexes, which it interpreted as evidence of common exposure to

the pressures of the European sovereign debt crisis (BNR, 2012).

Figure 22 The dynamics of the Bucharest Stock Exchange, 1995-2012
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Source: data form the Bucharest Stock Exchange

The BVB reports three different indexes, grouping shares in terms of liquidity and
structures of the issuing entity:

a. BET: consists of the 10 most liquid stocks.

b. BET-FI: refers to five, closed-end investment funds (SIF) constituted as part-
owners of state-owned companies in 1996 to support the privatization process.
According to the BVB, BET-FI represents an underlying trend for derivatives and
structured products.

c. BET-C: the most encompassing index, includes all shares except for the five

SIFs.
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The three indexes experienced a strong correlation since 1997, with higher values
registered for the BET-FI (see Figure 23). The rapid contraction in 2008 was followed by a

moderate recovery, with rates of growth far below the pre-2008 boom.

Figure 23 Stock market indexes, BVB Romania, 1997-2012
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Source: data form the Bucharest Stock Exchange

The Romanian stock market trades the shares of financial groups (foreign-owned banks
and a domestic bank], real estate companies, state-owned public utilities and private
companies operating in the oil and gas markets. The only manufacturing company in the
top ten by market capitalization is ALRO, a former state-owned aluminum producer
privatized in 2002. The market structure is highly concentrated, with the top five stocks
accounting for 80% of market capitalization. Conversely, the top 3 financial institutions, and
the real estate developer, together account for 50% of market capitalization. Financial
institutions dominate the stock market not only in terms of market capitalization, but also
in terms of trading. According to IMF (2010) data, 23 of the 81 actors in 2008 were banks

and their subsidiaries, dominant in the top ten by both trading value and volume.
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Table 10 Companies traded on the Romanian Stock Exchange (Sept. 2012)

Company

Market

share (%)

1 Erste Group Bank AG (finance)

39,99 %

OMV PETROM S.A. (0il company)

25,36 %

SC FONDUL PROPRIETATEA SA [state-owned)

8,28 %

BRD - GROUPE SOCIETE GENERALE S.A. (finance)

5,80 %

TRANSGAZ S.A. (gas, state-owned])

2,69 %

TRANSILVANIA Bank (finance)

2,49 %

N o~ g BN WO

NEW EUROPE PROPERTY INVESTMENTS PLC. ISLE
OF MAN (real estate)

2,30 %

8 ROMPETROL RAFINARE S.A. (oil refinery]

1,58 %

9 ALRO S.A. (aluminum, VIMETCO NL)

1,41 %

Source: Bucharest Stock Exchange data

5.5.1 Derivatives market

The Sibiu derivative market registered a fivefold increase between 2003 and 2007, when it

reached EUR 3.5 bn. It then contracted by almost half of market value in 2008, reaching

EUR 1.8bn, a pace of contraction indicative of speculative positioning. The BVB derivative

segment, introduced in 2007, registered a market value of turnover of EUR 3.8 million,

much smaller in volume than the Sibex segment (IMF, 2010a).

5.5.2 The bond markets

Romania has a small bond segment on the Bucharest Stock Exchange. It launched with two

small municipalities bonds in 2001; corporate bonds have been listed since 2003, and

government bonds since July 2008 (see Table 11). Its relative importance is limited in
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comparison with equities trading on the BVB: according to Pop and Georgescu (2011),
turnover on the bond segment amounted to 8% of overall BVB turnover between 2001 and
2010. Public offerings reached less than 3% of overall turnover for the same period.

On the corporate bond segment, IMF (2010) reports a small pool of issuers, dominated by

banks (five out of six issuers).

Table 11 Government, municipal and corporate bonds trading, BSE, 2001-2012

Year No. of  No. of No. of Turnover Avg. Daily No. of No. of
Trading Trades Bonds (RON) Turnover Bonds new
Session Traded (RON]) Issuers listings

s (volume)

2001 17 5 45 481 28 2 2

2002 247 10 59,050 782,679 3169 4 2

2003 241 39 187,870 17,135,352 71,101 10 8

2004 253 1,116 530,466 289,794,852 1,145,434 22 16

2005 247 394 397,101 127,369,059 515,664 19 6

2006 248 570 3,917,457 985,517,593 3,973,861 19 5

2007 250 268 6,652,467 794,335,511 3,177,342 22 "

2008 250 552 1,214,353 231,929,951 927,720 50 33

2009 250 965 2,892,920  1,284,618,845 5,138,475 60 16

2010 255 543 3,014,375  2,571,065,247 10,082,609 55 7

2011 255 248 1,857,248 545,978,257 2,141,091 60 6

2012 232 374 233,773  1,323,719,648 5,705,688 68 8

Source: BSE data

Government bonds are mainly traded over the counter under the supervision of the
National Bank of Romania (IMF, 2010). On the BVB segment, trade increased from EUR 5
million in 2008 to EUR 214 million in 2009 and EUR 544 million in 2010, as government’s

funding needs increased in the crisis, matched by demand from institutional investors
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(pension funds) and non-resident. Trade on the interbank secondary market administered
by the central bank registered higher volumes since the crisis, particularly throughout 2009
and then the second half of 2010 (see Figure 24). This reflects both supply and demand
factors. The government has increased rapidly its issue of debt instruments to meet larger
funding needs; tighter liquidity conditions on the interbank money market requires
commercial banks to strengthen their collateral portfolios to access central bank liquidity;

and finally, government bond instruments have proven an attractive asset for non-residents

and pension funds.

Figure 24 Secondary government bond market (BNR segment), RON million, 1999-
2011
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Source: central bank of Romania data

In sum, capital markets have experienced a mixed evolution. The stock market grew rapidly
before 2008, dominated by financial institutions both in terms of market capitalization and
trading activity. The various segments of the bond markets exhibited highly volatile trading
volumes, reflecting a small number of issuers that has grown since 2008. Increased issues

of sovereign bond instruments are expected to increase liquidity on that segment,
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demonstrated by the increased non-resident interest: the share of non-resident holdings of

RON-denominated sovereign bonds increased from 7% in December 2009 to 18% in June

2011.
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6. The financialization of the currency market

The financialization of currency markets is an important feature of dependent
financialization. Currency market become financialized when the driving reason for
currency flows is no longer ‘real’ economic activity, including international trade and
foreign direct investment, but risk-trading and market portfolios described in the literature
as carry-trades. Indeed, the currency markets of emerging and developing countries have
become increasingly shaped by complex cross-currency trading strategies. Carry-trade
investors rely on leveraged borrowing in low-yielding currencies (funding currencies) to
take positions in high-yielding asset markets, typically in high-interest rate countries.
However, carry-trades are notoriously difficult to measure, as most take place in off-
balance sheet transactions (Curcuru et al, 2010).

Large and volatile capital flows, driven by short-term risk trading, have come to
dominate the balance of payments and become the conduit for the transmission of global
volatility to developing countries (Ostry et. al, 2010). Romania experienced these structural
changes: its balance of payments, often in deficit throughout the 1990s due to structural
current account deficits and limited access to international financial markets, turns to
increasingly large surpluses after 2000 due to debt-generating capital inflows.

Three factors underpin the financialization of currency markets: yield differentials, ease
of entry and ability to exit, and policy preferences for capital account management. First,
countries with a high-interest rate environment or a rapidly growing economy will attract
carry-trade activity. Higher capital inflows perversely feed asset bubbles, generating higher
returns that increase the attractiveness to carry-trade activity (Hattori and Shin, 2009). For
example, Brazil drew attention to a ‘currency war’ since 2009 because the cheap funding
provided through unconventional monetary policies in high-income countries found its way
into its high-yielding asset markets, appreciating the exchange rate and denting the

competitiveness of its exports (Gallagher and Ocampo, 2013).
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Second, ease of entry/exit refers to existing capital controls and the availability of
domestic liquidity. Financial institutions, domestic or non-resident, can benefit from carry-
trade opportunities if they face little restrictions on taking positions in high-yielding asset
markets (including the sovereign debt market, the stock markets or bank deposits). Capital
controls can curtail access to specific asset markets: for example, Romania decided to
delay lifting barriers to non-resident holdings of RON bank accounts to April 2005, and to
fixed income instruments in January 2006, because of concerns with speculative behaviour
(BNR, 2007).

Even with a fully liberalized capital account, ease of entry depends on liquidity
conditions on the interbank money market (see Section on Interbank money market). In
carry-trades, financial actors hold liquid, short-term assets in the target currency. For this,
the funds borrowed in the funding currency must be exchanged in the target currency
market, either on the spot segment or through derivative instruments. Non-resident
investors must find counterparties willing to provide domestic liquidity. The central banks
can, in principle, restrict domestic banks’ willingness to do so directly through caps on
interbank transaction volumes (see Buiter and Sibert, 2008) or by tightening liquidity
conditions on the interbank money market (Croitoru, 2011; Gabor, 2012b). This points to the
importance of capital account management: if the central bank relies on sterilized currency
interventions, it effectively supplies resident banks with domestic liquidity that can be lent
on to non-residents for carry-trade positions.

Lastly, ability to exit is fundamental to financialization (see Hardie 2011 for government
bond markets). Carry-trades represent a bet against the uncovered interest parity
condition, the theoretical proposition that currency trading cannot generate speculative
returns because an interest rate differential reflects expected depreciation of the high-
yielding currency (Plantin and Shin, 2011). During periods of market uncertainty, carry-
trades remain profitable if traders can close positions in response to either increased
interest rates in the funding currency or volatility in the exchange rate of the target

currency. Controls on capital outflows - successfully imposed by Iceland after 2008 (see

117




This project is funded by the European Union under
the 7th Research Framework programme (theme SSH)
Grant Agreement nr 266800

VENTH FRAMEWORK
PROGRAMME

Helgadottir, 2012) - can prevent carry-traders from rapidly unwinding positions. In other
words, capital account management plays a crucial role in the financialization of the
currency markets, both directly through regulatory restrictions on distinctive types of flows
and indirectly through the liquidity management strategies (in the context of capital
account management] of the central bank.

This chapter details the increasing financialization of the Romanian currency market. It
first outlines balance of payment dynamics since 1990, noting the increased reliance on
large capital account flows, intermediated by the banking sector. Next, it documents the

increasing dominance of financialized actors and practices in the currency market.

6.1 Capital account liberalization

Romania committed to capital account liberalization as part of its strategy for integration
into the European Union. It outlined a detailed timetable for capital account liberalization in
1999, when it started by liberalizing medium and long-term international trade and
financial loans extended by non-residents to residents. Full liberalization would be
achieved in 2006 so that the country could enter the European Union in January 2007.

In 2001-2002, Romania proceeded to liberalize capital inflows with a limited impact
on the balance of payments. These included resident real estate and direct investments
abroad; Romanian financial instruments on international capital markets; non-resident
collateral extended to residents; personal capital transfers, including donations,
inheritances, non-resident short-term loans extended to residents; medium and long-term
international trade loans extended by residents to non-residents; capital transfers linked to
life and credit insurance contracts.

Capital flows with a significant potential impact on economic activity were liberalized
starting with 2003. These included residents’ trading in foreign financial instruments,

short-term financial loans extended by non-residents to residents; collateral lending by
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residents to non-residents. Foreign securities, including mutual funds instruments, started
trading on domestic capital markets in 2004.

Policy makers decided to liberalize of capital flows with a clear carry-trade intention
just before the EU entry. It is important to remember that carry-trade strategies rely on
investors’ ability to hold assets in domestic currency - be those bank deposits, government
debt or other tradable instruments — with higher yields relative to the funding currency. The
central bank thus delayed lifting restrictions on non-resident holdings of RON bank
accounts from January 2004 to April 2005. Non-residents were allowed access to
government bonds, bills and money market instruments in 2006.

Indeed, according to the central bank governor, the IMF advised Romanian authorities to
postpone the liberalization of carry-trade flows, pointing to the substantial yield differential
and the limited capacity of the banking sector to accommodate such flows without
endangering financial stability (Isarescu, 2012). But to heed such advice, Romania would
have had to postpone its EU entry, conditional on a fully liberalized capital account. Instead,
the central bank identified a series of measures that would curb the incentives for
speculative capital inflows. Throughout 2005 and 2006, it lowered policy rates at an
accelerated pace, increased required reserves on foreign liabilities, tightened prudential
measures governing banks’ lending and insisted that wage and fiscal policy had to target

capital account sustainability.

6.2 Balance of payments dynamics

An IMF paper comparing the regional growth performances before 2008 commended
Eastern Europe, including Romania, for successfully matching East Asia’s record after the
initial ‘shock of transition” (Fabrizio et al, 2009). It recognized that distinctive preferences
for integration in international financial markets underpinned the success story. Contrary
to the East Asian experience, in particular after the 1997 crisis, formerly planned

economies embraced financial integration and real exchange rate appreciation. Indeed,
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pre-crisis exchange rates saw a coordinated strengthening independent of the exchange
rate regime. The countries that adopted an inflation targeting regime and (formally)
renounced currency interventions (Romania, Poland, Czech Republic and Hungary)
experienced real exchange rates appreciations similar to fixed exchange rate regimes (see
Figure 25). Romania bucked the trend in 1995 and 1996, when the exchange rate
depreciated in real terms as nominal devaluations outpaced inflation. It converged to the
regional trend after 1997, experiencing a rapid appreciation driven by increasingly large

capital inflows.

Figure 25 Real exchange rate movements, comparative trend, 1995-2008 (2005=100)
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Source: Bank for International Settlements statistics

The common trend was explained as corrections in relative prices through productivity
gains, described as the Balassa-Samuelson effect. Assuming wage equalization across
sectors, productivity increases in the traded sector would trigger upward wage
adjustments, higher prices for the non-tradable sector and higher inflation (Egert et al,
2002]. Disagreements of magnitude aside, the Balassa-Samuelson explanations suggested
that policy concerns with exchange rate trends were unnecessary. Such a position

dovetailed well with the prevailing view of optimal exchange rate management after the
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Asian crisis: corner solutions, either hard pegs or floats, functioned better than soft pegs to
deter speculative attacks. Furthermore, the increasing appeal of inflation targeting
regimes among emerging countries endorsed the idea of devolving exchange rate dynamics
to the market: the credibility of a well-performing inflation targeting regime would avoid
swings in investor sentiment (Taylor, 2000).

Indeed, Romania’s external position reflects the structural differences between the
two phases of financialization. Before 2000, it faced difficulties in securing international
funding for its structural current account deficits (see Figure 26). Throughout the 1990s, it
only registered a significant balance of payment surplus in 1997 (coupled with a large trade
deficit], as it received large portfolio inflows into the sovereign debt market, attracted by
high yields that governments paid to raise market funding (see IMF, 1998]. The capital
account liberalization, initiated in 1999, has been accompanied by larger current account
deficits (predictable given the real exchange rate appreciation documented above) but also
larger balance of payments surpluses, accumulated through debt-generating capital
inflows. Indeed, external debt increased rapidly as a share of GDP after 2000, from 12% to
almost 55% by 2008. The capital account surplus turned into a deficit in 2008, due to large

capital outflows in the aftermath of Lehman.
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Figure 26 Balance of payment dynamics, Romania, 1990-2008
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On the capital account, debt-generating inflows have consistently outpaced foreign direct
investment. Indeed, FDIs have made a volatile contribution to financing the current account
deficit, rising above 6% of GDP from 2004 onwards (see figure 27).

Throughout the early years, FDI was mainly privatization-related, often in situation of
crisis when governments faced increasing international pressure -from both the IMF and
the World Bank - to privatize state companies. For example, the high inflow in 1998 was
driven by the privatization of the state-owned telecommunications monopoly and a large
state-owned bank. After 2000, FDIs increasingly targeted non-tradable sectors including
services, constructions and utilities, as in other Eastern European countries (according to
Eurostat data for 2007-2009, around 80% of FDI flows). For Romania, over 60% of the
outstanding FDI stock in 2009 focused on sectors without export activity, contradicting the
initial optimism that foreign direct investment would help the country improve its export

competitiveness. In fact, Voinea (2012, p.15) suggests that on the contrary, FDI flows were
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‘speculative investments in disguise” as half of incoming FDI for 2007 and 2008 consisted of
inter-company loans chasing short-term yields. In other words, in dependent
financialization, ‘real’ flows may in fact mask new forms of carry trades.

The reliance on portfolio inflows, arising from international debt issuance (bonds or
other financial instruments), throughout 1996 and 1997 produced a peak in debt service in

1999. In net terms, portfolio flows ebbed off afterwards compared to both FDI and loans.

Figure 27 The structure of capital flows, 1996-2007. Romania
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A detailed view of the external debt dynamics reveals that the private sector has been the
key factor behind the growth in external debt, particularly through the banking sector.
Indeed, banks funded rapid asset growth increasingly by borrowing from parent banks or
through wholesale cross-border markets. Cross-border lending to Romanian banks
accelerated after 2002 to reach almost 18% of GDP by 2008, raising the distinct possibility
of intra-group contagion. Further notable, and concerning for financial stability, has been

the shortening of the maturity profile accompanying the increasing liberalization of the
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capital account (see Figure 28). Between 2004 and 2008, the share of short-term debt in

total

increased from around 15% to almost 40%, driven by banks’ short-term funding

liabilities and the increasing presence of non-resident investors in Romanian asset

markets. That exposure proved costly in 2008, when non-residents left Romanian asset

markets after a failed speculative attack (Croitoru, 2011), leading to a rapid exchange rate

depreciation and a contraction in the share of short-term debt to 25% of total debt within a

year.

Figure 28 External debt dynamics (EUR million), 2004-2012.
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6.3 Actors and strategies on the currency market
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Recent research on institutional changes in currency markets has recognized the

increasing importance of cross-currency trading strategies known as carry-trades. Indeed,

Kohler (2009) draws attention to a qualitative shift in the process of contagion during a
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financial crisis with regional or global implications. Unlike the Asian crisis or the Russian
debt default, the global financial crisis saw a rapid contagion across the currency markets
of developing countries irrespective of the underlying economic conditions, quickly followed
by a sharp reversal. This, she argues, points to the increasing importance of interest rate
differentials and practices of carry trade. The dynamics of the Romanian currency market
illustrate well the structural changes arising from financialization.

The currency market was formally created in 1994%, and experienced little
financialization before 1997. Demand for foreign currency was generated by importers of
consumer goods or intermediary products necessary in the industrial sector and by
households and companies increasingly shifting their savings to foreign currency as
protection against inflation and rapid exchange rate depreciation. In turn, supply often
failed to match increasing demand due to poor export performance arising from industrial
restructuring, lost export markets and tight monetary policy that restricted state-owned
companies’ access to long-term investment finance (see Macroeconomic Policy). The
exchange rate depreciated rapidly before 2000, without correcting current account deficits

(see Figure 29).

22 Interbank currency auction sessions were liberalized in April 1994 and a fully fledged currency market
began fully operating from August 1994, in fulfilment of an IMF structural performance criteria (see Gabor
2010a).
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Figure 29 Nominal exchange rates (change) and central bank net international

reserves, 1990-2000
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Source: central bank data.

While formally committed to exchange rate flexibility, the central bank often tried to arrest
the rapid exchange rate depreciation (see Chapter on Exchange rate policies]). Its
interventions implicitly recognized that flexible exchange rates could not restore the
external balance since the current account remained in a structural deficit because the
productive sector depended heavily on imports of intermediary products, as developing
countries typically do. In turn, the IMF's refused to support a managed exchange rate,
instead demanding large devaluations to accompany its balance of payment support (as in
April 1991). Without IMF support, the central bank could not follow the Polish strategy of a
Zloty Stabilization Fund (Sachs, 1996) that underpinned both exchange rate and

macroeconomic stability. Instead, the net international reserves of the central bank
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remained in negative territory between 1991 and 1994, depleted by large current account
and balance of payment deficits.

After 1997, financialization picked up, driven by resident banks” market portfolios
and the central bank’s macroeconomic strategies. Indeed, the central bank enabled this
trend when it shifted, with IMF support, to a managed exchange rate strategy in early 1997.
It tailored its policy efforts to achieving sustained exchange rate appreciations that would,
through the exchange rate pass-through, support its disinflation efforts. A sterilization
game ensued, a form of carry-trade strategy through which commercial banks
intermediated capital inflows to place in two highly profitable target assets — government
bonds and central bank sterilizations (Christensen, 2004; Gabor, 2010a,b, 2012b).

Rather than simple liquidity management tools, sterilizations can alternatively be
viewed as part of strategy to attract capital inflows that the central bank needed to reduce
inflation (see section on interbank money markets). With capital controls and financial
markets too underdeveloped to create attractive carry assets [stocks for example), the
central bank offers resident commercial banks sterilization assets. Resident banks thus
become intermediators of capital inflows, obtaining significant carry-trade profits by
depositing the RON liquidity obtained from the central bank on the currency market in
sterilization instruments. Thus, the interbank segment of the currency market first
outpaced in relative importance non-bank transactions in 1998, a dynamic that the central

bank explicitly linked to speculative [(i.e.) carry trade activity:

In previous years, non-banks’ transactions accounted for a major proportion of total
forex operations but, since 1998, interbank transactions have been competing with the
non- banks’ transactions (in the beginning, with equal volumes of up to USD 550
million per month to reach, as of August 1998, more than USD 1 billion per month on
the side of banks]. The interbank forex market became increasingly transparent,

robust and steady, on the back of higher