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Abstract

This paper examines the reaction of the Romanian financial
markets to the changes of monetary policies in the US during 2013.
Using daily data for Bucharest Stock Exchange main equity index,
EURRON exchange rate, 5 and 2 year government bond price index
and 5 year government CDS (USD) price, we found a statistically
significant negative reaction to the tapering news, similar in many
respects with the reactions of other financial developed and emerging
markets in the region. Also, we found that the reactions only
manifested on the short term and were reduced in amplitude.
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1. Introduction

Financial stability, macroprudential policy and instruments are
relatively recent themes in financial literature and still needs further
development and scientific investigation.

The effects generated by the monetary policies of developed
countries on the emerging economies had generated important
debate among economists and researchers during the past years and
will continue to be of high importance during the following years as
result of accelerated globalization. The expressions of this
phenomenon are still insufficiently known to the scientific community
and the policy makers.
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monetary economics” — FME 2014, 24 October 2014, Romanian Academy,
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So far there have been only few studies to address the
reaction of capital market and foreign exchange market in Romania to
the monetary policy decisions of the most important central banks.

This article studies the reaction of the Romanian financial
market to the surprise announcement made by the US Federal
Reserve officials on the 22" of May 2013 regarding the begging and
the pace of the transition from quantitative easing to monetary
tightening. We investigated the behavior of the main stock market
index, the EURRON exchange rate and the behavior of credit
markets via CDS and government bond yields.

We concluded that the reaction was statistically significant but
reduced in size and duration, similar with the one experienced by
other emerging and developed financial markets in the European
Union.

Our conclusions are relevant for money managers and
investors since they show the importance of monetary policy events
(surprises) for the financial assets performance and also because of
their impact on financial markets stability as one of the important
objectives of national interest in the current European and
international economic and social context.

The rest of the paper is organized as follows: section 2
describes the data and the methodology that we have used; section 3
presents the results that we have obtained; and section 4
summarizes the most important conclusions.

2. Data and methodology

For our research purpose we have collected all the available
daily data during January 2007 — August 2014 for Bucharest Stock
Exchange BET Index, EURRON exchange rate, Romania 5y USD
CDS prices, and the 5y and 2y government bond indices calculated
by Bloomberg.

Because the price time series are not stationary, we used the
daily log returns for stock index and exchange rate series and the first
difference for CDS and sovereign bond yields.

Also, for comparison, we have collected and analyzed similar
data for other financial markets in EU: Bulgaria, Hungary, Poland,
Czech Republic, Croatia, Austria, Spain, Portugal, Greece, ltaly,
Germany, France, United Kingdom, Norway and Denmark.
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For all the above, we employed a number of methods in order
to study the behavior of daily returns (or daily difference in prices),
volatility and correlations.

First, we divided the sample period in two sub-periods: the
investigated period from April 1% 2013 till August 31° 2013 (which
includes the 22" of May 2013, the day of the US FED first official
announcement of tapering) and the observation period (for
comparison) from January 1% 2007 till August 2014 but without the
investigated period mentioned before. Subsequently, we studied the
Kernel Density Estimate distributions (according to Epanechnikov)
and the differences between the shapes of the distribution for each of
the two sub-periods.

Second we modeled the conditional standard deviation of the
stationarized series using GARCH(1,1) (according to Engle).

Third, we modeled the conditional correlations for each
variable between Romania and other developed and emerging
financial markets using DCC-GARCH(1,1) (according to Engle).

3. Results and interpretations

We have studied the basic stylized facts of all the financial
market variables included in our research, separately for the
investigated period and the observation period. Table 1 presented
below show that, at least for Romania, they don’t present significant
differences to the characteristics that are already documented by the
financial literature (near zero average daily returns, and non-normal
distributions with excess kurtosis). The only noteworthy difference is
the positive skewness during the investigated period (heavy left tail
distribution) in contrast with the predominantly negative skewness
(heavy right tail distribution) during the observation period.
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Table 1
Descriptive statistics for the series
Std. Skewnes
Avg. Dev S Kurtosis
Investigated period (April 1* 2013 — August 31* 2013)
BET Index daily log returns 0.000  0.007 0.139 2.831
EURRON
daily log returns 0.000  0.004 1.244 8.090
Ro 5y sovereign bond yield
first difference 0.005  0.086 1.686 12.803
Ro 2y sovereign bond yield
first difference -0.008  0.056 1.150 7.301

Observation period (January 1* 2007 - April 1* 2013 and August 31% 2013
— September 15™ 2014)

BET Index daily

log returns 0.000  0.013 -0.129 18.134

EURRON

daily log returns 0.000  0.003 0.466 11.065

Ro CDS 5y USD

first difference -0.729  5.149 -0.250 27.069

Ro 5y sovereign

bond yield first

difference -0.006  0.068  -14.427 359.10

Ro 2y sovereign

bond yield first

difference -0.004  0.042 -0.037 16.845

Source: Bucharest Stock Exchange, National Bank of Romania, Bloomberg, own

calculations

A comparison between the distribution of daily returns (or daily
differences in some cases) between the investigated period (April 1st
2013 till August 31st 2013 - which includes the 22nd of May 2013, the
day of the US FED first official announcement of tapering) and the
observation period (January 1st 2007 till August 2014, but without the
investigated period mentioned before) show a similar behavior for all
the Romanian financial market variables studied: in general heavier
tails for the distributions of returns (or first differences) during the
investigated period combined with lower kurtosis and higher positive
asymmetry (the left tail is thicker in comparison with the right one).

Figure 1 presented bellow show that this finding is valid also
for other financial neighboring financial markets (ex. Poland in the

22



Financial Studies — 4/2014

figure below but the same finding was witnessed also for the other
markets studied)

Figure 1. Distributions of daily returns (daily differences) during
the investigated and the observed period
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In order to highlight the behavior of volatility during the entire
period studied, we used a Garch(1,1) model for the daily volatility of
our time-series. In Figure 2 we present in parallel the behavior of
various financial market variables for Romania and Poland. We have
highlighted in gray the investigated period and we have marked with a
red vertical line the exact moment of FED tapering announcement. It
can be noticed that both in Romania and in Poland the FX market and
the 2y sovereign bond market witnessed a significant increase in
volatility during the investigated period, immediately after the tapering
announcement.

It is also to be noticed that the behavior of the 5y Romanian
sovereign market was not relevant due to its lack of liquidity.

Also, it is noticeably that the Bucharest Stock Exchange’s
volatility didn’t show a significant increase during the investigated
period, while the Warsaw Stock Exchange (and other emerging and
developed markets) reacted significantly to the tapering
announcement. The peculiar behavior of the Romanian stock
exchange (not only from other exchanges in Europe but also in
comparison with the Romanian FX and debt markets) can be
explained by the fact that it has lower capitalization and liquidity and
this could mean that foreign and institutional investors’ participation is
smaller and the capital outflows during the investigated period, as
effect of the tapering announcement, was not significant and didn’t
influence market behavior.

Figure 2. Evolution of the volatility during the investigated and
the observed periods
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The same conclusions are also evidenced by the alternation
of the Markov volatility regimes (Lam and Li, 1998). In Figures 3, 4
and 5 from below we show that Bucharest Stock Exchange main
market index remained in a low volatility regime during all the
investigated period, while the EURRON exchange rate and the 2y
sovereign bond yield briefly entered a high volatility regime during the
investigated period, in the immediate vicinity of the tapering
announcement.

Figure 3. BET Index volatility regimes (Markov)
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Figure 4. EURRON volatility regimes (Markov)
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Figure 5. Romanian 2y sovereign bond volatility regimes
(Markov)
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We also studied the behavior of correlations between the
Romanian market and other frontier, emerging and developed
markets. In Figure 6 from below we show the evolution of the
correlations between the main stock market indices of Romania and
Poland, respectively between Romania and Germany. The
correlations were modeled according with Chiang et al. (2007).

The results show that while the correlation between Romania
and Poland stock markets decreased immediately after the tapering
announcement, the correlation between Romania and Germany
increased. The divergent behavior can be explained by the fact that
usually the frontier and emerging markets are more correlated with
developed markets (from where the foreign institutional investors are
originating) than with similar or neighboring frontier or emerging
markets. In other words our findings also show that size
(capitalization) and liquidity matter when we are talking about the
correlation between stock markets.
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Figure 6. Romania vs. Poland and Romania vs. Germany stock
market correlations
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4. Conclusions

We studied the behavior of the Romanian financial market to
the tapering announcement made by the US Federal Reserve officials
on the 22" of May 2013, using daily data for the BET index, the
EURRON exchange rate, the 5y CDS (USD) and the 2y government
bond yields.

We concluded that FX and debt markets witnessed
statistically significant reactions, but reduced in size and duration,
similar with the ones experienced by other emerging and developed
financial markets in the European Union. Also, the results showed
that the Romanian equity market didn’t had a significant reaction,
probably because of its reduced size, liquidity and participation of the
foreign investors.

The research can be extended during in order to also capture
other FED monetary policy decisions and announcements that
occurred during 2014 and later.
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