ANALELE STIIN TIFICE ALE UNIVERSIT ATII ,ALEXANDRU IOAN CUZA” DIN IA SI
Tomul LVI Stiin te Economice 2009

THE MONETARY POLICY AND THE FINANCIAL STABILITY
IN THE CONTEXT OF GLOBALIZATION

Angela ROMAN, Irina BILAN™

Abstract

It is unanimously acknowledged at an internatioleakl that, for the long term, the stability of
prices is the fundamental objective of the monegpaticy of central banks. The international finaaici
crises that have occurred in the context of finahglobalization have determined central banks from
various countries to give special attention to pnemotion of financial stability. This attitudedsie to
the fact that a stable and solid financial systaovjales the prerequisites for the implementatioarof
efficient monetary policy, which contributes to #ehievement of the fundamental objective, that of
ensuring the stability of the prices.

This paper aims at emphasizing the relationshipveeh the stability of the prices and financial
stability in the context of financial globalizatioand the extent to which central banks can, via the
monetary policy they promote, can contribute togbleievement of these objectives.

Key words: monetary policy, financial stability, central banksancial globalization, financial
crises
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1. Introduction

In the context of the financial globalization presahat began in the '80-s, the finan-
cial systems of most states of the world registesigdificant transformations. They were
determined, mainly, by the reforms undertaken leyahthorities in order to liberalize and
modernize financial systems, as well as by the iplidation of financial innovations. The
mutations registered allowed an efficiency growthrésource allocation, but also the pro-
nounced growth of financial instability that leadlthe numerous financial crises of the last
years.

The significant growth of the financial markets andhe impact of capital movement
liberalizations, financial innovations, technicabgress, their greater role in the financing of
national economies, as well as the easy multipdinaand spread of risks, due to market in-
terdependence, determined central banks to shaat gpecern to ensure financial stability.

Ensuring financial stability represents a naturahaern of central banks, result of
some of its specific functions: lender of last rigs@gulation and supervision of the banking
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sector, regulation and monitoring of the economynpent systems and the function of for-
eign currency center. In the last years, ensuiimgntial stability became a major concern
of central banks, due to the fast propagationmdritial crises, their negative effects on fi-
nancial markets and the macroeconomic perspectivgsalso due to the economic and
social costs that they imply.

From the standpoint of monetary policy, centralksaare interested to ensure financial
stability because monetary policy is implementeugh operations on the financial mar-
kets, while the efficient transmission of monetanlicy measures onto the real economy
depends, mainly, on the good operation of financisiitutions and markets. As a matter of
fact, there is a close link between financial digband monetary policy. Thus, on the one
hand a stable and solid financial system allowsetffieient transmission of monetary pol-
icy, and on the other hand, financial disruptiorsyrbe prevented and eliminated through
the operational framework of monetary policy.

Our work is structured in the following way: sectibvo shows the relation between
price stability and financial stability from theastdpoint of the two approaches sketched in
specialized literature: the conventional approauth the "new environment" approach. Sec-
tion three presents, from the perspective of mopepalicy, the actions undertaken by
central banks, particularly with references to feeleral Reserve System and the European
Central Bank, in order to restore the normal waidkeo of financial institutions and markets
in the context of the present international cri$ise study ends with some conclusions.

2. Price Stability as a Fundamental Aim of MonetaryPolicy and its Relation to
Financial Stability

At international level, as a result of numerousd&s and further to practical experi-
ence, that stressed the significant costs of bathtion and deflation, there is a consensus
regarding price stability as a fundamental object monetary policy.

In present conditions, the statutes of most cebiaks define the ensuring and main-
taining of price stability as a fundamental airnnainetary policy.

For example, according to article 105 of the Eussp€ommunity Treatythe main
objective of the European Central Bank (ECB) is fitaintain price stability,’ but also,
without affecting the fulfillment of this goal, "&sting and non-inflationist economic
growth, a high level of employment and social pcttn”. Therefore, the Treaty establishes
a clear hierarchy of the objectives pursued byBG8, giving special attention to price sta-
bility and subordinating the other objectives tis tlnain goal.

In the U.S.A., the Federal Reserve System (FED}H@$ollowing objectives, defined
by its statute''a maximal degree of employment, price stabilitd amoderate long term in-
terest rates'[The Federal Reserve Board, 2000].

That is, unlike the ECBFED hasa multi-objective mandatén the case of the Federal
Reserve System and according to its statute, ptadglity is not defined as the priority ob-
jective of monetary policy. However, FED officialsave repeatedly stated that by "a
maximal degree of employment" they understand aximma degree of sustainable em-
ployment", that is a non-inflationist one, in sughway that the main objectives, equally
important, would be a complete labor force employthand price stability, while maintain-
ing long term interest rates at a moderate levellvbe a secondary objective.

In Romania, under Article 2 of the Law on the Ssatfithe National Bank of Romania
"the fundamental objective of the National BanRofnmania is to ensure and maintain price
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stability”, and without affecting the fulfilment of this fdamental objective, the National
Bank of Romania "supports the general economicpaif the State".

By defining price stability as the main objectiienconetary policy, monetary policy is
considered to make the most important contributiolasting economic growth, a better la-
bor force employment and social welfare enhancenidrg contribution of price stability is
stressed by its advantages, among which [Europeantr& Bank, 2004, 41-43the im-
provement of relative price transparencehich allows a more efficient allotting of
resources and, therefore, the growth of productioth population welfardts contribution
to the diminishing of nominal and real interestagtwhich stimulates economic growth and
the raise of employmenthe protection of the real value of incomes andltheavhich al-
lows maintaining social stability and cohesjan conditions of price stability the diversion
of resources from the production sector to uselessiaftétion covering operationss pre-
vented.

In specialized literature we may find numerous migéins of price stability, which
have, however, the following common elementsrfiscu, 2006]: price stability refers to the
aggregate level of prices, measured through indgxése stability is attained when money
keep their value in time or the erosion speed efrthurchasing power is very slow; the
concept of monetary stability laps over the concétrice stability.

Practice shows that central banks, which have &is filmdamental objective to ensure
price stability, use explicit (quantitative) defions of this objective. For example, in the
case of the European Central Bank, price stabditynderstood as the situation in which the
inflation rate, calculated on the bases of the loaired index of the Euro-Zone consump-
tion prices, is under (but near) 2%. In the caseesftral banks that apply the strategy of
direct inflation targeting, price stability is deéd by the comparison to the numeric target to
be attained, which can be a fluctuation band cgrégamn percentage with or without fluctua-
tion interval.

In comparison to price stability, considered easyéfine and quantify, financial sta-
bility is a complex concept (due to the complextyd dynamics of the financial system)
and up today there is no generally-accepted definiir a synthetic indicator for its quanti-
fication. For example, ECB defines financisiability as the situation in whichthe
financial system — comprising of financial interngetks, markets and market
infrastructures — is capable of withstanding shoctkereby reducing the likelihood of
disruptions in the financial intermediation procesbkich are severe enough to significantly
impair the allocation of savings to profitable irstiment opportunities]European Central
Bank, 2009a, 9].

According to the National Bank of Romania, finahsi@bility represents "that charac-
teristic of the financial system of facing systeroimcks on long-lasting bases and without
major disturbances, of efficiently allocating firtdad resources in the economy and of iden-
tifying and administrating risks efficiently [Natial Bank of Romania, 2006, 7].

The concept of financial stability is usually defthin financial stability reports pub-
lished by central banks. However, we should point that a wider definition reflects a
deeper concern to ensure financial stability arad thports are more consistent in informa-
tion and analyses.

Table no.1 presents various definitions of therfgial stability concept, derived from
the stability reports of some central banks.

From the perspective of the role of monetary poiicgnsuring financial stability, Mu-
gur lsirescu, Governor of the National Bank of Romanidersfa wide and unrestricted
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interpretation of financial stability [isescu, 2006]. The wide definition of financial stewp
gives a high importance to the functioning of thmaficial system as a whole and represents
the situation in which the financial system ensutes efficient allocation of money re-
sources and resists to chocks without significastugtions. This definition suggests that
monetary policy is very important from the standypaif the efficient allocation of resources
in the measure that it contributes to price stgbili

The definition of financial stability in a narrovesse stresses crises prevention and
represents the situation in which there are no ipgnérises and the asset prices and, spe-
cially, interest rates show a high level of stapilFrom this point of view, monetary policy
presents a high importance in ensuring financebiity, but the possibility to use its main
instrument (monetary policy interest rate) canibétéd to prevent a conflict between price
stability and financial stability.

In the last two decades, financial crises produnetie process of financial globaliza-
tion determined the intensification of debates leetmvauthorities, but also in specialized
literature, regarding the relation between priebility and financial stability.

In specialized literature two approaches regardiggrelation between price stability
and financial stability have been sketched: theveational approach and the "new envi-
ronment" hypothesis.

Table no. 1 — Defining the concept of financiabgtty under the financial stability reports
of central banks

Country Definition Location
financial stability as a situation where the fin@hsystem oper
Czech ates with no serious failures or undesirable ingpactthe presenForeword at Financial
Republic | and future development of the economy as a whdidewhow-| Stability Report, 2007
ing a high degree of resilience to shocks

financial stability as the flinanC|aI system s aiglho perform 'ts‘Forewor d at Einancial
key macroeconomic functions well, including in sgaituations S -

| Stability Review

and during periods of structural adJUStm"%vember, 2005

Germany

Financial stability is a state in which the finaal@ystem, includ-Foreword at Financial
ing key financial markets and financial institutipis capable gfStability Report, april,
Hungary withstanding economic shocks and can fulfil its kayctions| 2005
smoothly, i.e. intermediating financial resouraegnaging fi-
nancial risks and processing payment transactjons.
Poland Financial system stability is a situatiorewlthe system performEoreword at Financial
all its functions in a continuous and effective wayen when un-Stability Report, jung,
expected and adverse disturbances occur on aisagriitcale 2009
Slovenia Financial stability is defined as a ditwrain which the compd-Introduction at Finan
nents of the financial system (financial marketsaricial| cial Stability Report
institutions and financial infrastructure) functiasithout disrup4{ 2003
tion and in which each component of the financyatem
provides the greatest possible degree of flexyhifitresponding
to any shocks that occur.
Slovak Financial stability is defined as the situation wihi@ancial| Foreword at Financial
Republik system and its varied elements— such as financekets, Stability Report, 2003
financial institutions, systems for transfers oy p&nts an{

securities,and settlement systems — function flyeamtd ar
prepared to settle potential difficulties

Source [National central banks]
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The conventional approach of the relation betwe@estability and financial stability
was stressed by the American monetarist Anna St¢hywaho sustained that a monetary
policy oriented towards ensuring price stabilityntrdutes to reducing the frequency and
negative consequences of financial crises. Su@dpproach, known in specialized literature
as "the Schwartz hypothesis" sustains that prigkilgly is a condition necessary and suffi-
cient to maintain financial stability [MésonnieQ®, 70].

The conventional vision is analyzed on the basistatistical data, mostly in the works
of Bordo, Dueker and Wheelock (1998, 2001) thatssted that the most serious banking
crises appeared in periods characterized by thefisnt instability of prices. The studies
made by Bordo and others (2001) show, on the lodsitatistical data from the U.S.A. and
Great Britain, the existence of a positive relatimiween inflation and financial instability
in the periods 1790-1933 and 1972-1999. The comiuthat we may draw from the au-
thors mentioned above is that price stability aindrfcial stability are complementary and
coherent.

International financial imbalances that have ocetirsince 1997, including the present
financial crisis were generated in the context dinancial environment characterized by
stable prices, which invalidates the conventiomgraach according to which price stability
represents a sufficient condition to ensure finalngtiability.

The study made by Goodfriend (2001) stresses fofitht time the role of a credible
monetary policy (which acts against inflation) retmanifestation of financial imbalances.
This vision was also sustained in Borio and Low@802) and Borio and others’ studies
(2003), which reveal the fact that financial imedas can appear and even multiply in an
economic environment characterized by stable pritas aforesaid authors have stressed
the central role of a credible monetary policy lie taggravation of financial imbalances,
stating in an explicit way the "credibility paraddxypothesis of monetary policy.

The "credibility paradox" of monetary policy wagsrwlated in specialized literature
also under the name of "new environment" hypothesisording to which, together with the
stabilization of inflation at reduced levels, a hesonomic environment is created, in which
financial stability is not guaranteed gtescu, 2006]. Therefore, price stability represents
necessary condition, but not sufficient to ensimarfcial stability.

The "credibility paradox" of monetary policy or tHeew environment" hypothesis
stresses the fact that in an economic environmearacterized by a low and stable inflation
there might be created a clime of excessive confideghat will encourage the assumption
of considerable risks. In this context, there waseacessive increase of financial assets
price, which led to the instability of the financsystem. Even though the "credibility para-
dox" hypothesis of monetary policy could not be &ioglly verified up to-day [Mésonnier,
2004, 79] the relation between price stability diméncial stability continues to be in the
center of attention of central banks.

The present international financial crisis that dregn August 2007 in the mortgage
credit market of the U.S.A. stresses the fact thate may be situations in which ensuring
financial stability is more important than the atijee of maintaining price stability. In this
case, a monetary policy oriented to ensuring siability can accept, at least at short term,
adopting priority measures to ensure financial ibtablf there is no financial stability the
increase of monetary policy efficiency cannot bsugad and, therefore, long term price sta-
bility cannot be ensured either.
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3. The Role of Monetary Policy in Ensuring the Stattity of Prices and of the
Financial System in the Context of the Present Intaational Crisis

The sub-prime mortgage credits crisis in the U.$hAt began in August 2007 spread
fast to other markets and other states, which iegde necessity of a fast intervention of
central banks in order to reestablish the health®financial system.

From the standpoint of monetary policy, the reatiof central banks to financial tur-
bulences were different, depending on the natutbethocks that affected the economies,
on the particularities of economic and financialistures and on the transmission mode of
monetary policies onto the real economy [Noyer,80Bor example, in the U.S.A. the real
estate crisis, which broke out in a context charamtd by the over-indebtedness of the
population, slow down of economic growth and fee@nomic recession, determined the
monetary authority to modify the orientation of retary policy by relaxing it. Thus, on
September 18, 2007 the Federal Reserve Systemeetdie federal funds rate by 50 basic
points, i.e. from 5.25% to 4.75%. Such a situatieftects the deep concern of the Federal
Reserve System for the impact that the restriabibactivities in the field of real estate and
the hardening of crediting conditions could haveeapnomic growth perspectives. In the
opinion of Governor Frederic S. Mishkin, the demisto reduce the federal funds rate was a
most prudent action from the macroeconomic pointie#v, which created no conflict with
the price stability objective, as data regarding itiflation were favorable [Mishkin, 2007].
From the beginning of the crisis up to-day, thedfaReserve System reduces the federal
funds rate several times in order to reestablismtitrmal work order of the financial system
(see figure no. 1). On December 18, 2008, in otdesinchor anticipations regarding the
federal funds rate, the Federal Reserve System cmicated to the public its engagement
to keep this instrument within the fluctuation rangf 0 - 0.25% [The Federal Reserve
Board, 2008].
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Source [http://www.federalreserve.gov/fomc/fundsrate.htm
http://www.ecb.int/stats/monetary/rates/html/inaéexhtm)]

Figure no. 1. The evolution of the monetary policyriterest rate (in percent per year) of the FED
and the ECB, June 2006 - June 2009

In comparison with the U.S.A., the economic coniexthe Euro Zone, characterized
by economic growth, but also by inflationist temsip determined the European Central
Bank not to change the orientation of monetarygyplin such a way that the interest rate of
the monetary policy was maintained at the level &xésted before the crisis, i.e 4%. There-
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fore, the orientation of the monetary policy of teeropean Central Bank remained focused
on the fundamental macroeconomic objective of nadiimig price stability at middle term.

The actions undertaken by the European Central Batile period August 2007 — Oc-
tober 2008 in order to correct financial instakilitnd reestablish the normal work order of
the financial system were guided by the princidfleeparating the monetary policy, which
is defined by directing interest rates and aimattain the fundamental objective of main-
taining price stability at middle term, from assefministration, which aims to ensure the
normal work order of the interbank monetary markstwell as from the efficient transmis-
sion of monetary policy impulses onto the real @toyn [Papademos, 2009]. In the period
mentioned above, due to the high inflation rate, dlstions of the European Central Bank
were not aimed to change the orientation of theetary policy, but to adapt the monetary
policy operational framework in such a way thatidity on the interbank monetary market
might be ensured.

The aggravation of the international financial isrifsom September 2008, the confir-
mation that the economies of important states edtezcession, as well as the reduction of
the risk of inflation increase due to the fall ofges of oil and raw material, determined the
European Central Bank to announce the first rednabf the monetary policy interest rate
(from 4.25% in July 2008 to 3,75% in October 20Bg)participating in the coordinated ac-
tion to reduce the monetary policy interest rate5b basic points), in which participated at
the same time the Federal Reserve System, the &ab#&nada, the Bank of Sweden and the
National Bank of Switzerland.

In the next months, due to the deterioration of nm@conomic indexes and the fall of
the inflation rate (as a result of the fall of aild raw material prices), the European Central
Bank promoted a relaxed monetary policy, characteriby the repeated reduction of the
monetary policy interest rate, which currently amtsuo the level of 1% (see figure no. 1).
Thus, in the period October 2008 — May 2009, theetary policy interest rate diminished
by 325 basic points, which is considered as thet imggortant reduction ever achieved in
Europe in such a short period of time.

When central banks establish the monetary polityrést rate, they intend that its level
be compatible with the fundamental objective of thenetary policy, i.e. they give a sig-
nificant importance to the evaluation of the rigkat might affect it. For example, the
European Central Bank evaluates the risks that tnpégipardize price stability on the basis
of the information supplied by the two pillars & monetary policy strategy: the economic
analysis and the monetary analysis. The first pillae economic analysis, is common to
most central banks and represents the analysidobilgsupply and demand within the
economy. It intends to evaluate the risks to psiability. The second pillar, the monetary
analysis, has a more important role at Europearir@leBank level than for other central
banks, as the European Central Bank sustainshbe is a close middle and long term rela-
tion between the increase of the monetary massirdladion. Within this analysis, credit
and asset price evolution, as well as their imfiics are given a special importance.

When central banks draft the actions to undertakerder to reestablish the health of
the financial system, they take into consideratiom anticipations regarding inflation and
intend, at the same time, to keep it firmly anclkot@ the monetary policy objective of en-
suring price stability. Such a behavior of cenbrahks highlights the fact that it is necessary
to ensure price stability during financial instiliberiods, too.

In order to ensure financial stability central ben&nd especially the Federal Reserve
System and the European Central Bank, have undertédlesides the reduction of monetary
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policy interest rate, other actions as well, sushtlae operational adaptation of the monetary
policy, in such a way that it might ensure the sseey liquidity to keep a normal work or-
der of the interbank monetary market, as well asaithoption of extraordinary non-standard
measures. Such measures are called in this waydedthey differ from the classic meas-
ures adopted in normal conditions, when there aréinancial disruptions. Presented in a
synthetic way, those actions of the Federal Res8yatem and the European Central Bank,
were concretized in:

the extension of the due date for refinancing apens of commercial banks. For ex-
ample, in the Euro Zone the due date for longemteefinancing operations is
currently of 12 months;

the enlarging of the range of assets acceptedi@sigtee instrument in the refinanc-
ing operations carried out by central banks. FangXe, in the case of the Federal
Reserve System, the list of assets accepts forameding include Treasury bonds, but
also private and mortgage-backed securities;

the increase of the number of counterparts ekgfbt refinancing operations carried
out by central banks. For example, in the U.S.hanks to the creation of the Term
Auction Credit Facility, all insolvable commerciahnks and deposit institutions are
accepted for refinancing. In the case of the Ewop@entral Bank, it is foreseen that
the European Investment Bank will become an ekgtlirosystem counterpart within
monetary policy operations;

the supply of the Eurosystem of unlimited refiniagcin exchange of a very wide
range of eligible assets;

the purchase of bonds rendered and issued inliyutioe Eurosystem, in order to sus-
tain the private market of real estate securitidsich was powerfully affected by the
financial crisis;

the direct crediting of the real economy, a measumsidered as exceptional meas-
ure, because the normal practice of central bamke supply liquidities through the
bank sector.

The actions undertaken by different central bankthé context of the international fi-

nancial crisis are presented in table no. 2.

Table no. 2. Monetary policy measures adopted bipws central banks
in the period August 2007 - June 2009

Objective Measures adopted FED| ECB| BoE BoJ BoC RBA 3

Influence Modification of discount| x* X

wholesale window facility

interbank Exceptional long-term  x X2 X X X X X

market operations

conditions Broadening of eligiblg  x X X X X X X
collateral

Broadening of counterpartie

wn
x
x
b4
x
x

Inter-central bank FX swap x X X X X X X
lines
Introducing or easing X X X X

conditions for
securities lending

Influence cP| X x* x> x® x’
credit funding/purchase/collateral




The Monetary Policy and the Financial Stabilityttie Context of Globalization 151

market eligibility

and ABS | @ x° x? X
broader funding/purchase/collateral

financial eligibility

conditions Corporate bond X x| x® X

funding/purchase.
collateral eligibility

Purchase of public sectgr x** X x®
securities
Purchase of other non-publ|c X xH
sector
securities

* BOE - Bank of England; BoJ - Bank of Japan; BoBank of Canada; RBA - Bank of Sweden; SNB- Bank of
Swiss
Source:[Bank For International Settlements, 2009, 7]

The different measures adopted by central banksrdier to reestablish the normal
work order of the financial system are justifiedthe particularities of the financial system
of each country. For example, in the Euro Zoneir@ud financing through the banking sec-
tor is prevailing, while in the U.S.A. direct fingeing through the market is. In order to
illustrate this aspect, we should mention thathat énd of 2007, the contribution to the
Gross National Product of bank credits given topheate sector was 145%, as compared
to the U.S.A., where the contribution was just 8#6[Trichet, 2009]. In this context, the
measures adopted by the European Central Bankeiedhtext of financial instability, in-
cluding those taken in the present, are based ynaimithe bank sector and intended to
ensure its normal work order and to sustain theé leaediting activity for economic entities
and households.

The exceptional monetary policy measures adoptecebyral banks in the context of
financial instability are conceived so that theyl Wwe used only in crisis conditions, when
classical measures are inefficient or present agffisiency. Therefore, once confidence in
the financial markets is reestablished and macr@aoa: conditions are improved, central
banks must be ready to abandon these measuresw@themiddle and long term price sta-
bility could be jeopardized. In this context, thefting and implementation of an adequate
strategy of exceptional measure resigning will ¢itute a new challenge for central banks.

As for the monetary policy measures promoted byNh#onal Bank of Romania on
the background of the current world economic andrftial crises, similarly to those pro-
moted by other central banks, they took into actoan one hand, the risks against its
fundamental objective — ensuring the medium-teabibty of prices and, on the other hand,
the necessity to ensure the normal operation ob#rking sector and implicitly of the fi-
nancial system. In Romania, similarly to other doies of the European Union, including
the Euro area, the financial system focuses obdnéing system, yet it was not affected di-
rectly by the world crises because it has not leegosed to the toxic assets and because of
the prudent administrative actions of the NatidBahk of Romania taken in good time [ls-
arescu, 2009].

Starting with October 2008, the effects of therinédional crisis were felt indirectly by
the Romanian banking sector in the reduction ofetkternal financing volume, determined
by the decrease of the credit supply and demasgeuotively the restriction of the banking
crediting. As for the credit supply, its decreaseswletermined, besides the increase of the
cost of external financing resources and the deereéthe liquidity surplus of banks, by the
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increase of banks’ aversion to risk and the neggiarspectives regarding economic growth
and unemployment. Regarding the credit demandjetsease was determined mainly by
the increase of expenses with interests and byn8tability of the economic and financial
situation of the potential credit applicants. Agaithis background and, moreover, taking
into account the risks on price stability, the Natl Bank of Romania decided, on the one
hand, to maintain unchanged the monetary policgrést rate at 10.25% during the last
quarter of the year 2008 and in January 2009. Neekss, further to the restriction of the
liquidity surplus of the banking sector and as lsapkssed to a liquidity deficit, starting
with October 2008, the NBR decided to reduce theimmal compulsory reserve rate for the
liabilities in lei of the credit institutions fro@0% to 18% in order to ensure the normal op-
eration of the banking sector.

12
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Figure no. 2: The evolution of the annual rate of iflation and monetary policy interest rate
in Romania, July 2008 — July 2009

Starting with February 4, 2009 up to the presdrd,NBR promoted a relaxed mone-
tary policy (concretized by the decrease of therest rate and of the minimal compulsory
reserve rate), in keeping with the domestic econoaaintext, characterized by the im-
provement of the anticipations regarding inflatemd by the significant reduction of the
economic growth and of the bank crediting (seerégw. 2 and table no. 3).

Table no. 3 - Monetary policy measures adoptechbyNational Bank of Romania,
in October 2008 - June 2009

Period Monetary policy measures

2008 Oct. 30 - Maintains the monetary policy interest rate @P5% per yea
- Reduces the minimal compulsory reserve rate ®itehliabilities of bankg
from 20% to 18%

- Maintains the level of the minimal compulsoryews rate for the foreign cu
rency liabilities of banks (40%

2009 Jan. 6 - Maintains the monetary policy interest rate @R% % per yea
- Maintains the level of the minimal compulsoryee& rates for the liabilities g
banks (18%, respectively 40%

2009 Feb. 4 - Reduces the monetary policy rate by 0.25%, frOn23% to 10% per yedq
- Maintains the level of the minimal compulsoryees rates for the liabilities gf
banks (18%, respectively 40%)

2009 Mar. 31 - Maintains the monetary policy ingtnate at 10% per year

~

=
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- Reduces to zero the minimal compulsory reseneefatthe foreign currenc
liabilities that are residually overdue in over tyears, from 40%

- Maintains the level of the minimal compulsoryee& rates for the liabilities g
banks (18%, respectively 40%

2009 May 6 - Reduces the monetary policy rate from 10% per {©8.5% per yea
- Maintains the level of the minimal compulsoryees rates for the liabilities gf
banks (18%, respectively 40%

2009 Jun. 30 - Reduces the monetary policy rate from 9.5% par @9 % per yea|
- Reduces the minimal compulsory reserve rate ®tehliabilities of banks
from 18 % to 15%

- Reduces the minimal compulsory reserve rate ®ifdheign currency liabili-
ties from 40% to 35%

~

~

Source: [http://www.bnr.ro/Press-releases-1104.aspx]

Compared to other central banks, the NBR did netha call up to date exceptional
monetary policy measures (unconventional ones)kthém the particularities of the Roma-
nian banking sector and to the slight effects efebrrent crises on this sector.

The monetary policy measures adopted by the NBhnhsigtne background of the cur-
rent world financial and economic crises took iatount the fundamental objective, that
of ensuring the price stability and the necessitgdrrect the macroeconomic unbalances
and to ensure the normal operation of the finarsgiatem.

4. Conclusions

Ensuring financial stability is a natural concefrcentral banks that arises from their
specific attributions regarding the drafting andolementation of monetary policies and
their role of "bank of banks" that regulates anchitars the payments within the economy.

The significant development of financial marketstle context of the globalization
process, the increase of risks to financial stgbéind the serious consequences of financial
instability for the good work order of financialstitutions and markets, as well as for the
economic growth and price stability, determinedt@rbanks to give priority in the last
years to ensuring financial stability.

From the standpoint of monetary policy, the speicitdrest on central bank to ensure
financial stability is justified by the fact thatsalid and stable financial system contributes
to the increase of monetary policy efficiency amgblicitly to the achievement of its funda-
mental objective of ensuring price stability.

The significant concern of central banks to achiémancial stability does not mean
that they give less importance to price stabiliy the contrary, the actions of central banks
intended to ensure a normal work order of the firsystems must take into account the
need to ensure price stability at middle and largit This is due to the fact that a sable and
solid financial system allows the increase of manefpolicy efficiency, i.e. the achieve-
ment of the main objective of ensuring price stabil However, ensuring price stability
over the medium and long term can correct finarinidlalances

The international financial crises that took plat¢he last years determined the neces-
sity to reconsider the relation between price $tgtzsind financial stability. Thus, unlike the
conventional approach, that sustains that prickilgyais a condition necessary and suffi-
cient to ensure financial stability, the "new eowment" hypothesis, sketched in the context
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of the international financial disruptions of ttzest years, shows that a low and stable infla-
tion is not a condition necessary and sufficiergrisure financial stability.

From the standpoint of monetary policy, the reactié central banks to the financial
imbalances that broke out from August 2007 wasdkfiit, depending on the particularities
of the economic and financial structure of eackestdowever, the objective was the same
and namely, to restore the health of the finansigtem, in such a way that economic
growth and price stability at middle and long temitl not be jeopardized.

The exceptional monetary policy measures adoptetehtral banks, especially by the
Federal Reserve System and the European Centrél Bethe context of the present finan-
cial disruptions, were conceived so that they vai# used only in crisis conditions.
Therefore, we may assert that eventually, aftefidence in the financial markets will be
reestablished and macroeconomic conditions wilinfggroved, the drafting and implemen-
tation of an adequate strategy of withdrawal frdwe éxceptional measures will represent a
new challenge for central banks.

From the point of view of monetary policy measurbg present international crisis
stresses how important is cooperation between aepanks in order to manage instability
and prevent significant imbalances in the futureth® same time, the present financial dis-
ruptions highlight the necessity that central bagke more importance to the price of
assets, as they represent the main channels, throbigh monetary policy measures are
transmitted onto the real economy. Asset pricewiani may offer to central banks mean-
ingful information for evaluation of risks that nhigaffect the financial stability, as well as
for the adoption of measures necessary to ensere@dimal work order of financial sys-
tems.
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Note

1. Reduce rate and expand term on discount facilitgyweparticipation of primary dealers (Primary DeaCre-
dit Facility);

2. Including fixed rate full allotment operations;

3. Finance purchase of short-term certificates of deépoommercial paper (CP) and assetbacked CP (ABCP
(Money Market Investor Funding Facility, Asset BadkCommercial Paper Money Market Mutual Fund Li-
quidity Facility and Commercial Paper Funding Fagil

4. Asset Purchase Facility;

5. Increase frequency and size of CP repo operatiothdndroduce outright CP purchases;

6. Term Purchase and Resale Agreement Facility feaRriSector Instruments;

7. Acceptance of residential mortgage-backed secsii#8BS) and ABCP as collateral in repo operations;

8. Finance purchase of asset-backed securities (AB#jteralised by student, auto, credit card andemth

guaranteed loans (Term Asset-Backed Securities Eaaility);
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9. Purchase of covered bonds;

10. Expand range of corporate debt as eligible cohtend introduce loan facility against corporatétdmllat-
eral;

11. Purchase Treasury debt as well as direct obligatmhand MBS backed by housingrelated government-
sponsored enterprises;

12. Purchase of Japanese government bonds to facsitad®@th money market operations; not intended fta-in
ence bond prices;

13. Purchase equity held by financial institutions;
14. Purchase foreign currency.



