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1. Introduction

The end of communism “spelt the end of a political system that has exercised a powerful
influence over the political history of twentieth century Europe. In so doing, it also uncovered
prospects of democratization in parts of the world long deprived by them.” (Potter, Goldblatt,
Kiloh, Lewis, 1997)

So, did the bloody revolution of 1989 in Romania bring with itself new values, Western
values? Is Romania going West since 1990? A very interesting way in fact to look at
Romania’s evolution for the past two decades is to analyze its orientation after and
implementation of Western values. Democracy, free market economy, human rights, freedom
of speech and of the press are the building stones of Western values, which the victims of the
revolution have died for. This was the end of communism, the end of the Soviet Union and

the “end of history”, as Francis Fukuyama would call it.

But the scope of this master thesis is not to romanticize the high goal for which so many
young people have sacrificed their lives at the revolution, neither to debate the Western
values, but to try and quantify, Romania’s economic, mainly financial industry, development
for the past 20 years, and try to understand how much it has become a free market economy.
For this purpose it starts with a description of how democracy has been introduced in
Romania and what were the difficulties in this complex metamorphosis. Politically,
economically and socially extremely challenging for a post communist country, Western
values had now to be implemented. Queues had disappeared and prices have been liberalized,
but how was the normal person prepared to face this brusque liberation? From a centrally-
planned economy Romania had been transformed into a capitalist (dis)order economy.
Somewhere in between East and West, with Ceausescu’s Romania gone and a new landscape
trying to imitate Western values, people were feeling lost, like an animal that spends its entire

life in a cage and is suddenly left free, without really knowing what being free should be like.

This master thesis tries to present the fascinating transformation process of Romania, with
crises, strong depreciation of the national currency and increasing inflation, which are
altogether very common for emerging market economies, and to observe the increase and
development of the financial industry in a post communist country. Important foreign direct
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investment, the growth of banks and of the number of them together with the development by
these of the asset management industry in two decades time, is for certain a story worth
looking at. Furthermore, this thesis has not just the purpose of illustrating the transformation
process of Romania’s economy and the importance the financial industry started to play in the
economy as a whole, but also to try and find how dependent this industry is on political
events. Is there a connection between money flows of investment funds and political
elections? And if so, how strong could such a connection be? How far west did Romania go

and how far east did it stay?

In order to best approach the economic development I have sometimes chosen comparison
with other Eastern European countries as well as Western ones. The post communist world is
worth looking at from many different perspectives regarding transformation, but the one this
thesis is going to have as focus is the creation of the investment fund industry, its perception,

growth and development as well as its link to the political scene.

A unique process in the world history, this transformation of the Eastern post-communist
block into functioning democracies and free market economies, was not only challenging for
the people who lived through it, but also challenging for an analyzer of the metamorphosis.
How did the ideal of communism with everyone equal, and equally distributed wealth among
the people brusquely change into the concept of private ownership? Could mentalities change

that fast?
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2. Democratization and Privatization

"The substance of the eminent Socialist gentlemen's speech is that making a profit is a sin. It

is my belief that the real sin is taking a loss!" (Winston Churchill)

The end of the 1980s brought with itself important events that reinvented the geopolitical
scene when the era of communism reached its end and the fresh breeze of democratization
touched its former bastions. Romania faced a brutal and violent fall of the communist block
fossilizing a heroic end of too many innocent victims. This violent revolution had put an end
to a despotic head of state, a character around which a security apparatus has developed and
affected every segment of society. Communist Romania, characterized by totalitarian ruling,
was a closed system because of very little interaction with other countries. The moment
communism became history Romania had to become something else. The metamorphosis
required hard work on serious internal reforms of democratic nature as well as external
relations. As of 1990 the civil society in Romania was not developed enough in order to face
such changes and people were lacking knowledge regarding democracy and its procedures.
The building blocks that constitute Western democracy, such as free elections, respect for
human rights, a developed market economy, the rule of law, had to be inoculated into the
population as values for the new system. The civil society had little influence on the political
scene, as the non-governmental institutions had to grow to maturity from the embryonic state
they were in at the moment. A learning process on both sides, political and non-political, had
to be engendered, as the political actors were responsible for learning how to supply the
interest of the public, while the non-political actors had to familiarize themselves with
democratic procedures and means in order to be able to have control over the elite in power.
The remainings of the communist system with its rigid structures and a high degree of
centralization had influenced the structure of the new system and the actual decision power
and authority remained in the hands of a few, the political elite, at least for some period.
Whether this is still the case nowadays is an open question and will probably stay like this for
much longer. This is why a very important characteristic of democracy, the participation of
societal actors in the decision-making process, was, at least back then, a doubtful issue.
Because the more influence the non-elite achieves over the elite, the more a society ascended

toward democracy. (Stefan, 2009)
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From an economic as well as social perspective, Romania was left by the so-called Ceausescu
regime in stagnation. Privatizations started taking place in Romania case-by-case, contrary to
the situation in the Czech Republic, Poland and the Slovak Republic, where mass
privatizations occurred. In Romania, as well as in other former communist countries,
privatizations were key to restructuring. A very important question in transition economies is
how government may intervene in order to lead to a more quick restructuring of firms which
will in turn speed up the transition to a developed market economy. (Pohl, Anderson,

Claessens, Djankov, 1997)

2.1 Economic Transition

In the case of the Romanian economy, the long awaited transition from a centralized state
economy to a market driven economy just started with the mid 1990s. The very long delay of
the economic reforms was due to improper legislation, perpetual internal political conflicts
and last but not least the lack of experience on the part of governments. Post revolutionary
Romania was characterized by successive governments that were overpowered by the
problems they were in charge to solve and, in addition, governments were also hampered by a
society that found itself in turmoil. The aim of government was to maintain social peace and

stability at any cost, so reform had to be sacrificed.

The reform government of the Prime Minister Petre Roman quickly came to an end in 1991
after multiple violent protests during 1990 and 1991 of the miners, who at that point in
Romania were the most powerful industrial group. The years to follow have brought more
protests and towards the end of the decade, in late 1999, violent protest in many cities forced a
resignation of the government of Prime Minister Radu Vasile, which allowed a new reform
government. This was a government of technocrats under Prime Minister Isarescu. These
were the conditions, under which governments, continuing to remain heavily dependent on the
electoral support from part of the industrial workers, were not willing to support reforms
regarding restructuring of the economy. The problem of social peace was thought by the
government to be solved by keeping the unemployment rate low, artificially, through
financing state enterprises that were registering large losses and were delaying this way their

closing. Companies would not be closed down, so the jobs would still exist.
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The CDR centre right coalition government, towards the end of 1996, had unfortunately only
little time to pave the way for some ambitious reforms, as it almost immediately had to face a
full blown economic and financial crisis. Despite the deep and prolonged recession that began
in 1996 and lasted until the end of 1999, reforms have known some success and were able to
achieve large scale privatizations and also, very important, the restructuring of the banking

system. (Private and confidential information)

2.2 Economic Crisis (1996 -1999)

An economic crisis was apparently needed in order to shake the governments out of the
lethargy they had fallen into. This crisis forced the governments to act, because otherwise a
total economic collapse was threatening to set in. Prior to the crisis, very little was
accomplished in terms of economic and political reforms, as governments feared social
upheavals and only ruled with timidity. Reforms were approached in a very chaotic manner

and the truth is that the state continued to play a dominant role in both economy and society.

The year 1996 was a year with very poor conditions, a time when continuing pressures were
made on the currency, the current account imbalance was ever widening and the mass
privatization program was very imperfect. Causes behind the crisis were numerous, but the
most important one was the absence of the political will of the government to force enactment
of structural reforms from both economic and social perspectives. These weak points of the
Romanian economy had to do with continuous political interference, embryonic capital
markets, very poor competitive environment, widespread fiscal evasion, inappropriate
legislation, no compulsory corporate governance and the lack of effective supervision of the

financial system.

The emerging market crisis, which affected all CEE countries, also had an impact on the
Romanian economy and multiplied the effects of the already existing crisis. The impact that
the crisis had on the economy was illustrated by a sharp fall in GDP, the depreciation of the
Romanian currency, Lei, and the explosion of inflation. The evolution of the GDP in the post
revolutionary period reflected the absence of economic progress. The real GDP had fallen by
8,8% in 1992, it barely reached a growth rate of 1,5% in 1993, managed to rise in 1995 by

6,9% and registered a dramatic fall in 1997, reaching -6,6% and growth remained negative
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until the end of 2000. In 1999, ten years after the revolution, GDP was just 74% of its 1989
level and GDP per capita reached only 80% of the 1989 levels.

Unproductive state sector companies continued to be financed by state sector banks, which
ultimately led to a banking system crisis that required a transfer of credits and loans from state
sector banks (Banca Comerciala Romana, Bancorex, Banca Agricola and the CEC) to the
state banking recovery agency (AVAB) with the purpose of restructuring the system. This
crisis that hit the banking system has also inevitably affected the private sector banks that
were supported throughout this period by the National Bank of Romania (NBR) through
special refinancing lines. Under this climate, Romania’s domestic and external debt has risen
and servicing these amounts of debt became a significant issue. This has brought about
successive downgrades of Romania’s sovereign debt ratings in 1998 and 1999. (Private and

confidential information)

2.3 Market Liberalization and Privatization

Prior to the revolution the National Bank of Romania (NBR) was operating the Romanian
banking system and it had two different roles. On the one hand it would act as a central bank
and on the other hand it would be in charge of financing purchases for the state sector clients
of different banks like Banca pentru Agricultura si Industrie Alimentara, Banca de Investitii
and Banca Romana de Comert Exterior. After the revolution, in 1990, the NBR was only
playing a traditional central bank role. Operations and commercial assets of the NBR and of
the other banks, for which the NBR used to finance purchases, were taken over by their
successor banks. State sector banks were formed in 1991 as joint stock companies according
to the Banking Law and the Commercial Law. Private sector banks also received licenses and
their numbers grew very rapidly. These newly born banks were under the control of business
groups and domestic entrepreneurs, which, not surprisingly, were connected to political
parties that took form after the fall of the communist block. Within the Romanian banking
system, foreign participation was late to arrive and it was not until 1995/1996 that important

foreign banks (ABN Amro, ING, Citibank) made their entrance into the scene.

Privatization efforts were of different mixtures, as there did not exist a political consensus as

to how to approach the problem. Romania was ruled until 1996 by coalition governments of
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the centre left. These governments were populated with the old generation of ex-communists
that did not have a proper understanding for market reforms and a younger generation of ex-
communist technocrats that could understand the mechanism of reform, but political and
financial opportunism motivated them in a different direction. (Private and confidential

information)

These were the conditions under which in 1995 the voucher program had been introduced, as
part of the mass privatization program. This voucher program would allow people to
exchange vouchers for shares in companies that were to be privatized or placed with one of
the five POFs (Private Ownership Funds). This program turned out to be a failure given the
market conditions present at the time. 17,000,000 vouchers had been issued and by early
1996, less than 10% of these had been exchanged for shares. As a consequence of this, the
population became shareholders by default in one of the five POFs. The POFs together with
the SOF were badly managed by political insiders with no competence. The SOF (State
Ownership Fund) required restructuring in 1993 and it underwent another crisis in 1996, when
the executive manager had resigned. ' The status of the POFs was written in such a way that
concentration of ownership was prevented. Shareholders of the POFs had no possibility of
trading their shares on an open and regulated market until the POFs were converted into SIFs
(financial investment companies) and were listed in 1999. (Earle, Kaznovsky, Kucsera,

Telegdy, 2001)

Given the ill-functioning system with no effective controls, the sheer size and the number of
the holdings, managerial abuse was common. Corruption was flourishing and rules were
skewed to the advantage of business groups and domestic entrepreneurs that were related to a
political party. The SOF had also privatized part of the assets through Management Buy Outs.
These, as expected, were also mostly politically brokered deals. No wonder, the results of the
first years of privatizations were inadequate, as the private sector share of GDP only

registered 54,90% by 1996, when the crisis has set in.

No privatization in the banking sector had taken place prior to the crisis, as the governments
continued to believe in the supremacy of the state in the banking system and considered that
this would represent their key to control and manage the economic setup. But this could not
continue like that and the crisis of 1996 mirrored the total mismanagement of the economy

and of the banking system, which forced launching once more the privatization program.
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The system was characterized by many weak links, such as underdeveloped system
infrastructure, insufficient capitalization, very weak regulatory and supervisory structures, too
much political interference, a much too high concentration of the market within the state
controlled banks and the absence of a strategic move for the banking system. The resonance
of the banking crisis grew stronger and stronger and it became clear for the government that
without a serious reform, the entire system would be at risk. People would even loose that
little confidence in the banking system that managed to survive and it would inevitably lead to
a fast collapse of the entire banking system. What was to be done? It was clear that radical
changes were needed and the way to approach the problem was thought by the government to
be the following: more regulatory and supervisory power over commercial banks should be
transferred to the NBR, pyramid schemes should be banned and provisions should be made
for challenging economic times. The financing of the budget deficit through the NBR should
come to a stop. It was easier to be said than done, as both the government and the NBR were
poorly prepared to deal with such a set of reforms. Nevertheless, the situation required an
immediate remediation, so AVAB — the banking recovery agency was created. This agency
would take over the non-performing loans of important state sector companies like Bancorex,
BCR, Banca Agricola and CEC. At the same time negotiations began between the Republic of
France and Romania for the acquisition of BRD. At that time, from all the state banks, BRD
was considered the most prepared to undergo a privatization process and no later than 1998
the successful sale of BRD to the French company Groupe Societe Generale had taken place.

(Private and confidential information)

In 1999 a new reform program was introduced, one that was aiming to privatize the state
sector banks, to introduce IAS (International Accounting Standards) and improved auditing
procedures, to strengthen compliance for regulatory standards, increase NBR’s power
regarding supervision and regulation and dispose of the non-performing loans of the state
banks. After the absorption of Bancorex by BCR in the summer of 1999 and the radical
structural changes applied to the economy a series of important privatizations had
materialized: Banc Post in 1999, Banca Agricola in 2001 and BCR in 2005.

Since each of the state sector banks was eventually absorbed or privatized, they all commuted
into universal banks. Nowadays, all large banks target their products and services to both
retail and corporate client segments. All of the largest banks have enlarged their field of
activity through the development of additional financial services: brokerage, insurance,

leasing and asset management. (Private and confidential information)
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2.4 Financial Markets

Since 1995, financial markets did not get any major role in the development of Romania’s
economy. Although legislation and the required regulatory environment exist, the BSE
(Bucharest Stock Exchange) has only few companies listed, which do not represent a big
interest to investors, since they are characterized by lack of liquidity and not sufficient
financial disclosure. The return of foreign investors was not until 2004 — 2005 to which point
the capital markets were the fairway for domestic business groups and entrepreneurs. This
explains the fact that numerous high profile transactions happening in past years have become
a popular issue of interest for anti - corruption investigators. New governments are
preoccupied by examining the obvious, but at the same time dubious connection between

politics and big business.

The emerging market crisis had no great effect on Romania’s capital markets, as the
embryonic state they found themselves in did not represent an appropriate stage for the
presence of foreign investors. Despite of this fact, the investment inflows dropped hurtfully
and FDI (foreign direct investment) reached its lowest level at USD 263 Mio in 1996,
recovering in 1998 and reaching USD 2.040 Bio. The emerging market crisis also accounted
for Romania’s trade deficits between 1996 and 1999, as it has seriously affected its trade with

other CEE countries. (Private and confidential information)
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Figure 1: Foreign Direct Investment in Romania
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From the picture above, one can observe that foreign direct investment started to significantly
increase in 2002 and continued to go up until mid 2007, when the financial crisis has set in.

Since then it registered a continuous drop.

Another observed phenomenon was that many privatized companies through foreign
acquisitions experienced de-listings. The BSE registers a market capitalization of EUR
27.088.828.077,59 as of June 3rd 2011, which is largely made up of a few important
companies and therefore also few sectors of activity. As a consequence, the Bucharest Stock

Exchange is characterized by weak diversification. (Private and confidential information)
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Table 1: Stock Market Capitalization
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Figure 2: Stock Market Capitalization

Source: Bucharest Stock Exchange
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The stock market capitalization registered a very beautiful development until the end of 2003,

when it started falling and continued to drop until almost the end of 2004. The period after

that was very fruitful for the Bucharest Stock Exchange, since many foreign investors brought

foreign capital into the country and domestic investors had strong incentives to invest in

stocks. The effects of the crisis meant a sharp, hurtful fall until the end of 2008, but recovery

already started with the beginning of 2009 and by 2011 it exceeded the stock market

capitalization that has been registered before the crisis.

In the figure below the BET Index is represented in Euro points. The BET Index is the first

index to have been developed by the Bucharest Stock Exchange and it represents the

benchmark for the stock market. The BET index includes the most liquid ten companies listed
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on the Bucharest Stock Exchange. The very modest number of companies aggregated in this
index, proves once again the embryonic state of development of the Bucharest Stock
Exchange, and is therefore not even by far comparable to worldwide significant stock

exchange indexes.

Analyzing the development of the BET Index, the first sign of the crisis can be observed in
2007, continuing for the entire year 2008 and half of 2009, after which a slow recovery can be

noticed.

Figure 3: BET Index
(EURO points)
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3. Asset Management

3.1 The Role of Asset Management Companies in the Funding of the

Financial System

Asset Management plays an indispensable role in the growth of an economy. But what is
actually the main task of asset management? Asset management is there for providing a
connection between those who have the savings and those who need the funding. It links
together investors that are looking for good investment vehicles and corporations, banks as
well as government agencies that need the funding. The key finding here is that asset
managers are offering investors the means to have a good management of their risks by
diversifying their investments and reduce costs related to investments by the use of economies
of scale. The job of asset management inevitably ensures good market liquidity, which is a
vital component of well-functioning financial markets, at the same time achieving a lower
cost of capital as well as more investment. In Europe, the Assets under Management (AuM)
have reached EUR 12,4 trillion at the end of 2009, which represented a serious recovery
compared to the year before, where it only registered EUR 10.9 trillion. Economic recovery
continued to happen, as in 2010 numbers looked even better and the assets under management
had risen to approximately EUR 13,8 trillion. In order to have an even better understanding of
this number, expressed related to the GDP, the total amount of AuM in Europe is

approximated to have registered 103% in 2010, at year end. (EFAMA, 2011)

Assets under Management are made out of two parts: on the one hand there are the mandates
that the asset managers receive from high-net individuals and also institutional investors and
on the other hand there are the investment funds which are meant to serve both retail and
institutional markets. As of December 2009, the investment funds share from the total assets
under management in Europe reached 50,1%, EUR 6.190 billion, while the discretionary
mandates accounted for EUR 6.177 billion, the almost other half. (EFAMA, 2011)
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3.2 UCITS and Non-UCITS Funds

The European investment funds market is characterized by a high degree of
internationalization, since the domicile of a fund, its management, and its sales can be located
in different countries. Because of this high degree of internationalization, investment funds
are divided into two important groups: UCITS (Undertakings for Collective Investments in

Transferable Securities) and non-UCITS. (EFAMA, 2011)

Funds that enter the category UCITS represent products, which comply with the UCITS
Directive, which has the role to regulate the terms of supervision, separation of management,
asset allocation, as well as the security of assets in order to ensure the highest level for the
protection of the investor. The UCITS etiquette, a worldwide - recognized brand, is the best
way for funds’ promoters to approach the distribution of funds at a global scale. Major
improvements to the UCITS label are expected with the introduction of UCITS IV and these
enhancements are expected to increase even more the popularity and competitiveness of

UCITS on the global scale savings market and for a long-term perspective. (EFAMA, 2011)

On the other hand there is the non-UCITS category, which includes collective investment
vehicles that are subject to specific national laws. This category represents funds such as real
estate funds and special funds, which address institutional investors. The non-UCITS label
excludes funds from distribution in other EU Member States. Also in the case when these
types of funds are regulated in conformity with similar UCITS regulations, they rarely achieve

the stage of being distributed to retail investors abroad. (EFAMA, 2011)

As EFAMA (European Fund and Asset Management Association) statistics show, in terms of
assets, top investment fund domiciles include: Luxembourg, France, Germany, Ireland, the
UK, Italy and Spain. It is also interesting to observe that the financial crisis (2007-2009) has
not affected this ranking, but the market share of Luxembourg, France, Germany and Ireland

registered a slight increase from 68.5% in 2007 to 71.3% in 2009. (EFAMA, 2011)

Romania was the first Eastern European country to adopt the UCITS standards, this
symbolizing a good sign for a healthy maturation of its economy. This way Romania manages

to move towards statuses of similar funds abroad, where investment funds are subject to the
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UCITS standards as Peter de Proft, Director General of the European Fund and Asset
Management Association (EFAMA) is stating.

The AAF (Association of Fund Administrators) Deputy Chairman Dragos Neacsu declares
that the Romanian fund trustees have voluntarily adopted the standard imposed by EFAMA
and in conformity with this standard, the open-ended UCITS (Romanian acronym OPCVM)
are divided into two subcategories: on the one hand there are the standard UCITS and on the
other hand the UCITS that invest in short-term treasury bills, which have a maturity of less
than 60 days. (Romanian News Agency, 2010)

3.3 How European Funds looked like Ex Ante and Ex Post Crisis

According to EFAMA statistics, assets of European investment funds have registered a
growth of EUR 400 billion in 2007, to reach at the end of the year EUR 7.925 billion. If one
divides the investment funds in UCITS and non-UCITS, EFAMA statistics show that total net
assets of UCITS have grown by 4,2% to register EUR 6.203 billion at the end of 2007 and
non-UCITS total net assets reached EUR 1.723 billion at year end, registering a growth of
5,3%. In spite of the first symptoms of the financial crisis that was represented by net
outflows from UCITS during the third and fourth quarter of 2007, a positive development has
been achieved overall. Net outflows of UCITS were the effect of an increased risk aversion
within the European investors pool, these being aware of the first signs of a financial crisis.
Further effects of a heightened risk aversion were observed in the European fund market, as
investors changed the composition of their portfolios as the credit crisis was setting in in the
summer of 2007. The reassessment of the portfolio composition meant a transition from
investments in money market and dynamic funds to asset backed securities. Banking deposits
as well as structured products, which were compiled in the opposite direction of the
background of rising interest rates, were competing against investment funds. This has
affected investment funds throughout Europe and it is very important to underline that, it
makes sense to keep a certain proportion of long-term savings in equity, as this will eventually

optimize returns from pension savings. (Delbecque, 2008)

For 2010 facts looked as follows: in Europe net inflows of UCITS amounted in the first
quarter of 2011 to EUR 26 billion, while net sales of long-term UCITS accounted for EUR 39
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billion. Statistics showed that a sharp decrease in the net inflows of equity funds has been
registered, falling behind to EUR 5 billion. An increase has been observed though in net
inflows for balanced and bond funds of EUR 20 billion and EUR 7 billion. An insignificant
level of net outflows the money market funds have experienced amounting to EUR 9 billion
in this first quarter of 2011. This change was due to the fact that there has been a small
increase in money market rates and also due to the belief that money market funds will

become more stable portfolio assets. (Delbecque, 2011)

Furthermore EFAMA statistics show that total net assets of UCITS registered a decrease of
0.9%, to reach EUR 5.949 billion at the end of March 2011. Equity funds experienced a fall of
1.5 percent in net assets (EUR 32 billion), net assets of balanced funds grew by 1.3% (EUR
12 billion) and net assets of bond funds fell by 0.4% (EUR 6 billion) in the first quarter of
2011. In addition to this, net assets of money market funds declined by 2,6%, this representing

EUR 31 billion. (Delbecque, 2008)

3.3.1 A Brief Review of Funds in CEE countries

In the figures below, statistics assess the change in the different asset class investments from
2007 to 2010. Funds breakdown by asset class regards a group of countries of interest from

Central and Eastern Europe as comparison for Romania.
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Figure 4: Asset Classes 2007
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One can observe from the above-presented statistics that money market funds were very
popular in the Slovak Republic, Czech Republic and Hungary in 2007, while in Austria higher
investments were registered in bond and balanced funds. In Austria, more than half of the
investments into funds went into bond funds, a category that in the other presented countries
is not so strongly represented. In Romania, on the other hand, a significant portion of the fund
investments (42%) went into equity, while only approximately 8% were targeted on bond
funds. This is an important signal of pronounced risk-taking behavior from part of investors
there. Balanced funds are also popular investments among the fund investments in Romania
represented here with 36%. Poland portrays a high preference for balanced funds, represented
in 2007 with 52% of the investments. Equity funds were also a popular category in Poland
before the crisis. Hungary as well exhibits strong investment into equity funds (around 30%)

in 2007.
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Figure 5: Asset Classes 2010
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Source: Created with data from EFAMA Final Supplementary Tables 4 quarter 2010

In this second figure illustrating funds’ breakdown by asset class at the end of 2010,
investments in equity decreased overall and those in money market and bonds have
significantly increased in popularity. Compared to 2007, it is observable that Romania has
shifted strongly from investments in equity funds to investments in money market funds, and
also increased its share in bond funds. This is a typical behavior for crisis situations, as the
latter investments are more stable and therefore safer. In the case of Austria, one cannot
observe very significant changes in the asset class investment from 2007 to 2010, which

might also be a sign for a stronger, better developed and mature economic environment.

The years before the financial crisis were characterized by extensive foreign direct investment
in Romania, which inevitably increased the confidence of investors there and led to
overvaluation of stocks. Those were years when everyone that bought stocks had won without
any know how about valuation of these or understanding economic concepts. This wave of
optimism increased the price of stocks to unbelievable levels. People thought in their naivety
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that this bubble would never explode and their portfolios will keep getting fatter and fatter.
The truth was unfortunately dramatic and with the financial crisis people had lost their
confidence in equity investment, as they were also lacking economic education. And by
economic education I do not want to address an economic study, but just plain experience
with investments. Most investors were undertaking investments in Romania because they saw
their neighbor, their cousin, their friend getting rich, and they were all advising him to invest
in stocks, like anyone else did. In contrast to this, in countries with more mature economic
and financial markets, investments are something that people learned to deal with. One will
further see that a proof of this is the funds per capita ratio, which shows a more pronounced
investment education in Austria than in all other CEE countries presented here. And to put
this in one sentence, Romania has too quickly transcended from a “money in socks” culture to
almost everyone being an investor because they were advised so. This pretty much explains
the absence of a solid investment culture and of its meaning for the functioning of markets

among the big wave of naive investors in Romania before the crisis.

Regarding the rest of the countries, one notices as well only small changes in countries like
the Czech Republic, Hungary and the Slovak Republic. They all present a small decline in
equity funds investments, the exception being only the Slovak Republic, where in 2010 one
can observe a very small increase in the equity funds investments. Poland exhibits a strong
change of investment pattern. Balanced funds’ size shrunk significantly from 2007 to 2010,

while bond, money market and other types of funds gained popularity.

In the following figures and tables, statistics regarding the degree of development of the
investment fund industry in Eastern Europe are illustrated. Romania is presented here in
comparison with Czech Republic, Hungary, Poland, and the Slovak Republic and further on,
also Austria, as Austrian capital represents an important share of the foreign direct investment
in Romania. Ratios presented here are relevant for the assessment of the degree of
development of the investment fund industry, which also implies the degree of development
of the economy. The following ratios are selected here: funds per capita and funds per GDP.
Another important point shown here is the amount of assets under management (AuM). Each
of these illustrations includes two figures: one including Austria and the other one excluding
it. The first is for the purpose of portraying the huge difference between Austria and all the
other countries regarding the degree of development of the investment fund industry. The

second has the purpose of showing more clearly the development of the post-communist
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countries regarding the different ratios and assets under management, since on the first scale,
which includes Austria, they are barely visible. Since the purpose is to assess the development
in these CEEC (Central Eastern European Countries), there are three different points in time
taken here into consideration: ex ante financial crisis, beginning of financial crisis and ex
post-financial crisis. Data has been collected from IMF (International Monetary Fund) and
EFAMA (European Fund and Asset Management Association). Regarding data from IMF, the
USD/EUR exchange rate for the conversion into EUR has been calculated from the ratio
between Austria’s GDP in USD and Austria’s GDP in local currency (EUR) for each year of
interest. This exchange rate has then been applied for all the other countries for the conversion

of the data given in USD in EUR.

Figure 6: Funds per capita measured in EUR (including and excluding Austria)
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Source: Created with data from IMF, EFAMA Quarterly Statistic Release Q4 2010, EFAMA
FactBook 2009, EFAMA Final Supplementary Tables 4 quarter 2003, 2007 and 2010

As illustrated in the figure above, one could see that in more developed economies, like that
of Austria, Hungary, the Slovak Republic and Poland a very significant increase in funds per
capita has been registered in the period ex ante financial crisis (2003-2007), an increase that
was decelerated or even pulled back (Austria, Poland, Slovak Republic) by the crisis. The
Czech Republic also exhibits an important increase in funds per capita (the number has
approximately doubled) between 2003 and 2007, and experienced a fall of about one third of
the previous level in the years after (2007-2010). Romania, on the other hand registered a
higher increase in funds per capita in the recession period (2007-2010) than before the
financial crisis. Romania entering the European Union on the 1% of January 2007 could have
been a strong reason behind this. It is to be noted that, the expectations of Romania’s funds
development after 2007 were much greater than the actual result, this given the unexpected

financial crisis, which had a very hard impact on Romania’s economy.
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Figure 7: Funds per GDP (including and excluding Austria)
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FactBook 2009, EFAMA Final Supplementary Tables 4 quarter 2003, 2007 and 2010
The ratio of funds per GDP, illustrates very similar results as for funds per capita. To observe

is that in Romania the difference between funds per GDP in 2007 and 2010 is greater than in
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the case of funds per capita in these two periods, which can be explained by the fact that there
was a decrease in GDP in the crisis years. Furthermore, if one compares these results to those
of a developed, mature economy like Austria, where funds per GDP reached almost 50% in
2003, around 60% in 2007 and dropped down to around 50% in 2010, these CEE countries
prove once again to be in the developing stage, still far behind economic maturity. Here, when
observing Romania in comparison with the other CEE countries, one may conclude that
Romania hides a lot of growing potential and seems to only be at the beginning of an

important development stage.

Figure 8: Assets under Management measured in EUR millions

(including and excluding Austria)
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AuM (Assets under Management)
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Regarding assets under management, there are again very similar results to the previous two
figures. One can see an extremely beautiful increase of the amount of AuM by 2007, which
was affected in the years after, more severely in Austria, Poland, Slovak Republic and Czech
Republic, where it didn’t just decelerate the ascending trend, but it also brought to a decrease
compared to the status quo of 2007. In Romania, a nice increase is observed by 2010
compared to 2003 and 2007, but this increase was still far behind the expected development

boom.

In the tables to follow, we align all these numbers analyzed including the GDP per capita ratio
for a better comparison between the economic development of the country and its investment
fund industry. Data for Austria is also included, which sometimes was taken out in the
figures, because otherwise the other countries’ results wouldn’t have been noticeable
anymore. The country of our focus is Romania, which we present, compared with other CEE

countries.
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Figure 9: CEE Fund Statistics 2003

2003
Funds/GDP Funds/capita in EUR GDP/capitain EUR AuM in EUR millions
Austria 47,89% 13.676 28.559 111.020
Czech Republic 4,00% 328 8.221 3.351
Hungary 4,51% 343 7.603 3.477
Poland 3,55% 185 5.210 7.076
Romania 0,05% 1 2.512 29
Slovak Republic 3,19% 182 5.690 977
* funds of funds are not included
Figure 10: CEE Fund Statistics 2007
2007
Funds/GDP Funds/capita in EUR GDP/capitain EUR AuM in EUR millions
Austria 63,26% 19.947 31.534 165.584
Czech Republic 5,29% 629 11.890 6.471
Hungary 13,00% 1.251 9.618 12.590
Poland 12,58% 985 7.833 37.558
Romania 0,22% 12 5.562 265
Slovak Republic 7,51% 735 9.785 3.969
* funds of funds are not included
Figure 11: CEE Fund Statistics 2010
2010
Funds/GDP Funds/capita in EUR GDP/capitain EUR AuM in EUR millions
Austria 56,31% 17.619 31.289 147.591
Czech Republic 3,65% 465 12.720 4.883
Hungary 15,10% 1.352 8.958 13.541
Poland 8,82% 755 8.555 28.757
Romania 1,14% 60 5.246 1.282
Slovak Republic 6,19% 693 11.202 3.763

* funds of funds are not included

Source: Created with data from IMF, EFAMA Quarterly Statistic Release Q4 2010, EFAMA

Final Supplementary Tables 4™ quarter 2010

As shown in the figures above, Romania is the least developed country from the CEE region

countries represented here by the above sample. Despite of this fact, one could observe an

important progress in its development of the investment fund industry even in more difficult
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years governed by the effects of the financial crisis. Romania managed to grow from 0,05%
funds per GDP in 2003 to 0,22% in 2007 and reach 1,14% in 2010. A crucial role here played
for certain also the fact that Romania entered the European Union in 2007, which required
continuous and significant economic development, since it received important financial
support. It is admitted that its development was strongly slowed down by the economic
recession, but the forecast for the near future expects a significant development in the fund
market for Romania, as well as for Poland. If one takes a look at the GDP per capita ratio
compared to funds per capita ratio among all countries, one observes that there is significant
potential for important development also in Czech Republic and the Slovak Republic. For
example, both the Czech Republic and the Slovak Republic have a higher GDP per capita than
Hungary, but Hungary exhibits a lot more funds per capita than both these countries. The
same kind of dissonance can also be observed with Poland and Romania. Here as well, the
gap regarding GDP per capita between these and other comparable countries is a lot smaller

than the funds per capita gap between the same countries.

3.4 Brief History of the Romanian Investment Funds

The roots of the Romanian investment funds are to be found in 1993-1994, when the first
generation of open-end funds (FDI) was born. This was a time when CNVM (National
Commission of Securities) did not exist yet or other market regulations. In 1995 the next
generation of investment funds was born. In the spring of 1996 the Instruction No.6 regarding
the net asset value computation, has been introduced by CNVM. Only one month later,
FMOA (Mutual Fund of Business People) has taken the decision to decrease the unit net asset
value and after this FMOA crisis has started and redemption reached dramatically high
numbers. Causes of the crisis were overvaluation of certain assets, commercial bank crises,
and very high market sensitivity as well as the lack of capital investment instruments and of a
proper legal framework. The years 1996 and 1997 were to bring about a decrease in
redemption at a reduced capital investment volume. On the one hand there were funds that
started to develop very strongly, but on the other hand there were also funds, which slipped
into a slow depreciation. In 1998 and 1999 important developments have taken place. A very
strong increase in the number of investors has been registered: it reached more than 239.000,
which represents a number three times higher than the one at the end of 1997. The number of
units issued also increased spectacularly, growing 12 times higher than in 1997. Asset volume

amounted to 2.880 billions ROL and this was 14 times more than the accounted number at the
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beginning of 1999. More than 80% of the assets were monopolized by the FNI (The National
Investment Fund). In this fund the average unit value registered an increase of almost 3 times
and the liquid assets made up between 31% and 36% of the total, as an average value. The
portfolio was concentrated here on monetary instruments, although non-quoted stocks
represented an important part of the portfolio. Another important event took place on the 1% of
November 1999, when the Financial Investment Companies (SIFs) had been listed at the
Bucharest Stock Exchange (BSE), to become stars of the BSE not long after their listing. (The

Romanian Association of Asset Managers)

The year 2000 was the year when FNI became history. At the beginning of 2000 the
ascending trend had continued, but grave management errors were soon to be accounted for.
These management errors were embodied by lack of liquidity and of depository, which
triggered the manipulation of the computation of the net asset value. This serious
mismanagement had come to surface the moment a significant wave of redemption (May
2000) has taken place, after which it was impossible to recover. CNVM (National
Commission of Securities) suspended the management company immediately and the national
investment fund found its end. The collapse of FNI, the largest fund, represented a loss of 50
million USD for the unit holders. (Private and confidential information) (The Romanian

Association of Asset Managers)

This crisis has also spread to affect other existing funds at the time and this has brought some
negative developments of the investment fund industry during the same year: number of
investors decreased dramatically to 41.700 and the net asset volume only reached a modest
number of 196,4 billions ROL towards the end of 2000. (The Romanian Association of Asset

Managers)

A very welcome breeze of recovery came in 2001, when the net asset value has risen by 70%
and also very important, the average increase of the unit value was greater than the inflation
rate, which in turn explains a real increase. Despite of this, the number of investors registered
a 7% decrease, while the average investment has increased by important amounts. An
explanation to this phenomenon would be that the important and more versed investors have
regained their lost confidence. Although two crises have challenged the investment funds in
Romania, the number of open - end funds that are under the management of UNOPC (now

A.A.F.-The Romanian Association of Asset Managers) members would increase from 8§ in
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1997 to 3 times higher (24) towards the end of 2001, which showed significant interest in this
field of investment. This encouraged the creation of new management companies by the
brokerage companies as well as by some strong and valuable foreign investors. The concept
of fund has developed as well and investment funds had begun to diversify their objectives.
The period from 2000 to 2002 was the time governed by portfolio restructuring, the
introduction of new monetary and securities funds as well as a time when investors regained
their trust. What is realistic to expect for the future is a continuous increase in the number of
asset management companies, so more competition in the market, development of family’s
funds as well as superior performances of other different options for investment. (The

Romanian Association of Asset Managers)

3.5 Romanian Investment Funds: Facts and Figures

The UNOPC changed into AAF on May 2008, this representing the Romanian Association of
Asset Managers. The AAF is a full member of EFAMA and its present portfolio consists of
19 asset management companies (S.A.l.), 58 Undertakings for Collective Investment in
Transferable Securities (UCITS open end funds - OPCVM), 19 Non - UCITS (closed end
funds - AOPC), 5 Financial Investments Companies and 3 depositary banks. These 5
Financial Investments companies (the 5 SIFs) are Non — UCITS (closed - end investment
companies), which are based on instruments of incorporation. These instruments issue only a
limited number of shares and are, as already mentioned before, also listed on the Bucharest

Stock Exchange. (The Romanian Association of Asset Managers)

In the following tables the development of net assets for both Non - UCITS and UCITS funds
and of net sales for UCITS funds is presented.
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Table 2: Non-UCITS - Closed - end Funds — Net asset value

Non U.C.I.T.S.- closed end funds -

2011/ money market funds equity funds other TOTAL
month NAV  |agrowth funds NAV  |growth funds | NAV | growth funds NAV |growth | funds
mill.RON pcs |milLRON pcs |mill.RON pcs |milLRON pcs
Mai 0] 0.00% 0] 61.966| -7.40% 7| 1751 3.70% 12| 237.061| 0.10% 19
April 0] 0.00% 0] 66.889| -2.90% 7| 168.87| 7.30% 11] 233.361| 3.10% 18
March 0] 0.00% 0 68.92| 7.40% 7| 157.32) 2.42% 9] 226.244| 3.89% 16
Febr. 0] 0.00% 0] 64167 4.00% 7| 153.61| 15.40% 9] 217.777| 11.80% 16
Jan. 0] 0.00% 0] 61.714] 970% 7| 133.08] 8.40% 9] 194,789 8.82% 16

Year

2010 0] 0.00% 0] 56.265| 4.70% 7| 12274] 8.70% 9] 179.005| 7.40% 16
2009 0] 0.00% 0] 48.324| 30.50% 6] 84.929| 97.10% 7| 138.253| 72.30% 13
2008 0123 1.65% 1 37.04| -76.06% 6] 43.089| 55.89% 4] 80.252| -56.02% 11
2007 0.121| -99.93% 1| 154.725( 824.39% 5| 27.641|145.96% 1] 182.487| -8.73% 7
2006] 164.259| 75.20% 1] 16.738( 695.10% 3] 18.937|100.00% 1] 199.934| 104.48% 5
2005| 93.747| -632% 1 2.105 - 1 0 0 0] 97.773| -61.6% 2
2004| 25443 921% 1 0 0 0 0] 254.430 921% 1
2003 24 92 - 1 0 0 0 0] 24.920 = 1

Source: The Romanian Association of Asset Managers

In this first table one can observe the immense loss investors made with money market closed
-end funds in 2007, with a drop of 99,93% in the net asset value. Equity funds of the same
category registered amazing growth during 2006 and 2007: 695,10% and 824,39%. The crisis
left its mark and in 2008 equity funds registered a dramatic fall of 76,06%. Other funds also
seem to have been productive during 2006 to 2009, to reach only small, but good growth
afterwards. At present, equity registers negative growth, money market no growth and other
funds only very small growth. The net asset value is greatest for equity funds, amounting to

61.966 million RON.
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Table 3: Net Assets of the 5 SIFs

Financial Investments Companies, statistics of THE NET ASSET VALUE (millions RON)

Period BANAT- % | MOLDOVA | % |TRANSILVANIA| % | MUNTENIA| % OLTENIA | %
2011 CRISANA

April 1418.3 1.6 1266.9 2.1 1531.6 2.2 1488.5 1.3 1628.2| 1.2
March 1395.6 0.8 1239.9 2.8 1498.6| -1.3 1508.8 2.8 1648.7 1.9
Febr. 1384.0 0.0 1205.4 1.2 1519.4 0.1 1466.4 0.5 1617.7 1.4

Jan. 1384.5 1.7 1191.1 4.3 1517.4 0.7 1458.6 3.2 1594.1 2.3

Years:

2010 1361.4| 11.7% 1141.2 -3.4% 1506.4| -74 1412.6| -4.4% 1557.4| -5.2%
2009 1541.5| 52.4% 1M77.5] 22.9% 1627.8| 21.9% 1477.6] 6.4% 1643.4| 45.6%
2008 1011.3| -50.1% 957.9| -46.5% 1335.1|-51.7% 1389.1| -35.9% 1128.2| -59.1%
2007 2024.8| 33.5% 1789.2| 31.8% 2764.1| 76.4% 2166.3| 65.8% 2756.8| 38.0%
2006 1516.9| 54.6% 1357.7| 58.1% 1566.9| 49.0% 1306.8| 48.9% 1997.9| 53.7%
2005 981.4| 57.5% 858.7| 60.5% 1051.3| 45.6% 877.7| 66.3% 1299.7| 67.4%
2004 623.2| 21.1% 535.1] 29.1% 722.0| 42.7% 5271.7 1.9% 776.3| 39.0%
2003 514.6| 14.2% 414.6) 30.2% 506.1| -6.8% 518.1| 25.5% 558.4| 18.3%
2002 450.7| 39.6% 318.4| 78.7% 543.2| 58.7% 412.7| 29.4% 471.9| 62.4%
2001 323.0| 51.6% 178.2| 75.0% 342.3| 37.1% 318.9| 32.1% 290.5| 47.2%
2000 213.1]- 101.9|- 249.6]- 241.5|- 197.3|-

Source: The Romanian Association of Asset Managers

Table nr. 6 illustrates the net assets of the five Financial Investment Companies. These five
SIFs correspond to the main five geographical regions in Romania: Banat — Crisana,
Moldova, Transilvania, Muntenia and Oltenia. From the data in the table it is observable that
at present the highest net asset value is held by SIF Oltenia, this region being situated in the
Southwestern part of Romania. The one with the least net asset value is SIF Moldova, a
region situated in the Northeastern part of Romania. In 2007 when the crisis has started, SIF
Transilvania, followed by SIF Oltenia, registered the highest net asset value. One can observe
the severe effects of the crisis if one compares the results for 2007 and 2008; the net asset
value for all SIFs has become half. In 2008 SIF Muntenia registered the best result out of the
five SIFs. Muntenia is the region where the capital, Bucharest, is located. The regions Banat -
Crisana and Transilvania, are regions where a lot of foreign direct investment has taken place
in the last years. What is striking to observe, is that none of the five SIFs has managed so far
to reach once again the net asset value they have reached before the crisis, which shows that
they are still recovering. An additional interesting aspect of the SIFs is that legislation does
not allow either physical or juridical person to hold more than 1% share in any of the five

SIFs.
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Table 4: Net Asset Value Evolution of UCITS Funds

UCITS
2011/ money market Bond Balanced Equity Fund of funds Other TOTAL U.C.LT.S.
Month |NAV Growth | funds |NAV Growth | funds |NAV Growth | funds |NAV Growth | funds [NAV Growth | funds |NAV Growth | funds [NAV Growth | funds
mil.RON pcs|mil.RON pcs |mil. RON pcs_|mil.RON pcs _|mil.RON pcs_|mil.RON pcs _|mil.RON pcs

May |3431.024| 3.50% 7]1174.591( 2.90% 5| 310.041| -4.50% 23] 227.704| -5.20% 15] 9.586| -2.20% 1]1287.529 7.20% 7| 6440.475| 3.30% 58]
April_3316.077 0.50% 7]1141.234] 2.40% 5| 324.616] -0.60% 23| 240.214| -1.80% 14] 9.798| 0.10% 1]1201.146( 3.60% 7] 6233.085| 1.30% 57|
March | 3298.752 1.10% 7]1114.518| 6.30% 5| 326.538| 2.50% 23| 244.716) 3.10% 14]  9.793 1.90% 1]11159.320] 9.60% 7] 6153.637| 3.70% 57
Febr. |3264.383| 3.50% 7]11048.328( 6.00% 5| 318.704| 5.20% 23] 237.349| 3.60% 14] 9.609| 1.30% 1]1058.153 7.30% 7] 5936.526| 4.70% 57|
Jan. 3154.25| 3.20% 7] 989.088[ 3.70% 5] 303.079] 3.10% 23] 229.128| 1.80% 14| 9486 2.80% 1] 985.938| 3.80% 7| 5670.967| 3.33% 57|
Year 1996 - 2010

2010 | 3056.12 | 40.0% 7] 953.596 | -2.60% 5] 293.979 | 0.10% 23] 225.185 | 2.70% 14] 9.231 | 440% 1] 949.958 | 4.30% 7| 5488.071| 63.81% 57
2009 1787.47| 411.60% 5| 731.963| 197.60% 9| 257.485| 27.40% 17] 187.087(119.10% 9| 386.356|568.00% 11| 3350.358) 256.20% 51
2008 349.407| 164.67% 5| 245.954(236.37% 10| 202.122( -41.17% 18] 85.385|-78.58% 11 57.84/7.23932 8| 940.708| -1.42% 52|
2007 | 132.014] 321% 3] 73.119] 0.1931 8] 343.572| 43.32% 15| 398.536 | 95.09% 14 7.02 - 1] 954.261 | 50.70% 4
2006 127.913| 18.42% 2| 61.285[ 21.10% 7] 239.72]|121.52% 11| 204.283|182.63% 12 633.201| 86.72% 32|
2005 108.012| -9.78% 2| 50.608 99.55% 6] 108.218|134.72% 7| 72.28|285.08% 8| 339.118 61.5% 23|
2004 119.723 - 2| 25361 - 6] 46.105 - (] 18.77 - 5| 209.960( 125.0% 19
2003 93.300 2.8% 20|
2002 90.72 170% 20|
2001 33.63| 89.40% 21
2000 17.759( -93.8% 15)
1999 288.06( 189.4% 16)
1998 99.513| 428.9% 10|
1997 18.815( 105.1% 8
1996 no funds clasification 9.174 = 1

Source: The Romanian Association of Asset Managers

In the case of UCITS funds one observes mostly the same results as for the non-UCITS funds.
Equity funds here have also experienced a hard fall after the crisis has set in, effects that are
still visible today. A difference though to the non-UCITS equity funds is that the UCITS ones
have registered significant growth in the years before the crisis (285,08%, 182,63%, 95,09%),
while the non-UCITS impressed by immense growth of 695,10% and 824,39%. Money
market funds have gained here very much in popularity after the crisis, since investments in
equity before the crisis, transited to investments in money market funds afterwards, as also
shown before in the tables illustrating the funds’ breakdown by asset class. Bond funds
became as well a desired investment after stock prices registered dramatic falls and investors
became more risk-averse. Balanced funds also entered the popular ex post crisis category,
until April 2011. Funds of funds only registered a modest growth during the past years to even
achieve a negative growth in May 2011. Other type of funds have small, but positive growth

in net asset value.
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Table 5: Net Sales Evolution of UCITS Funds

Operation U.C.I.T.S. All
Period type Money | Bonds | Balanced | Equity Fund of | Other

2011 (mill.RON) | Market funds ENES
Sales 321.905| 57.875 3.724 9.295 0] 169.565 562.364
May Redemption | 226517 32971 12.311 11.882 0f 99447 383.128
Net sales 95.388| 24.904 -8.587 -2.587 0| 70.118 179.236
Sales 257.754| 46694 3.39 2.585 0 117.63 428.053
April Redemption | 223.669| 26.575 3.889 3.06 0| 68458 325.365
Net sales 34.085| 20.119 -0.499 -0.475 49.458 102.688
Sales 770.995| 206.699 19.523 14.255 0| 412685 1424157
Q1 Redemption | 583.199 66.32 6.381 14.181 0f 175638 845.719
Net sales 187.796| 140.379 13.142 0.074 237.047 578.438
Sales 3459.005) 654.297 129.752 132.442 0| 114312 5518.616
2010 Redemption | 2416.462| 500.368 155.82 94.278 0| 59257 3759.5
Net sales | 1042.543| 153.929 -26.068 38.164 0| 550.55| 1759.116
Sales 2586.883| 720.626 88.406 52.9 521.8] 3970.615
2009 Redemption | 1282.653| 289.058 73.374 26.3 42.9] 1714.285
Net sales 1304.23| 431.568 15.032 26.773 478.9] 2256.503
Sales 407434 304.111 91.044 119.625 10.132 932.346
2008 Redemption | 204 451| 149.697 114.053 137.861 11.425 617.487
Net sales 202.983| 154.413 -23.008 -18.236 S 7k 314.859
Sales 147.893| 112.825 185.066] 375.944 7.149 828.877

2007 Redemption | 151.192| 109.965 103.718] 234.912 0.094 599.881
Net sales -3.299 2.860 81.348| 141.032 7.055 228.996
Sales 180.64 76.04 160.23 181.43 598.340
2006 Redemption 146.11 68.68 39.92 63.96 323.670
Net sales 34.53 7.36 120.11 112.47 274.470
Sales 257.67 50.86 49.84 68.01 426.380
2005 Redemption 264 54 38.44 11.68 23.61 338.270
Net sales -18.87 12.42 38.16 44.4 76.110

Source: The Romanian Association of Asset Managers

This table shows once again the popularity of equity UCITS funds as well as balanced funds

in the period ex ante crisis. Investors portray here a risk-taking behavior, which immediately

changed into despair when stock market prices dropped into the abyss, so they switched their

investments to money market and bond funds. In May 2011 money market funds have

reached net sales of 95.338 million RON, while balanced and equity continue to have small to

even negative net sales. Striking in these results are the numbers for net sales in 2009 and

2010, when money market funds registered an all time high that overtakes by far the net sales

of equity funds before the crisis: 1.304,23 million RON in 2009 and 1.042,543 million RON

in 2010.
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4. A Special Fund: Proprietatea Fund

4.1 A Brief History of Proprietatea Fund

The special property of this fund comes from the purpose of its creation. Its purpose relates to
the confiscation of property by the communist state. Romania has the special statute of being
the only Eastern European country where a solution for the restitution of the confiscated
property at its actual value has been approached. It is very important to notice that this
solution attempts restitution at its actual value of the property that has been confiscated by the
communist state. And the name to this solution is Proprietatea Fund. Why a fund as a
solution? The problems that existed with the restitution process had two dimensions. On the
one hand there would be the legislative framework with respect to the juridical regime which
applies to nationalized real estates and on the other hand, the cases where restitution in kind is
not available. At the same time an efficient and rapid to implement solution that would offer
fair compensations was needed. The solution was called S.C. Fondul Proprietatea S.A. and
this fund would deliver the necessary financial resources in order to indemnify people that
were victims of abusive expropriation by the communist regime. The compensation works the
following way: real estates that cannot be returned in kind are evaluated and their actual value
is given back in shares. To put it simpler: shares were granted proportionate to the suffered
loss. After fulfilling the necessary stages imposed by law, titleholders of the rights regarding
compensation become shareholders in this special fund: Proprietatea Fund. (Fondul

Proprietea, Company Information, 2011)

The Romanian Government created Proprietatea Fund in December 2005. The funds’ activity
is under strict law regulation and presents a high level of interest for the public authorities in
Romania, as well as for the media and nonetheless its shareholders. Regarding the restitution
process, this task is completely independent of the funds’ activity. The National Agency for
Property Restitution is in charge of this process and this specialized legal entity is part of the

central administration. (Fondul Proprietatea, Company Information, 2011)

As of 31 of December 2010, ex ante listing of the fund at the Bucharest Stock Exchange, the
shareholding structure of Proprietatea Fund was as follows: the Romanian Government held

38,9% of the shares, private individuals 41% and the rest of approximately 20% were
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corporate holdings. (Fondul Proprietatea, Shareholding Structure, 2010) In case of new
eligible claimants, the Romanian Government indemnifies these by reallocation of their shares
to the claimants. The number of shares that is being transferred to them depends on the value
of the compensation securities, which they are entitled to. The intention is for the Romanian
Government to only remain a minority shareholder of the fund with time. It is very important
to understand that Proprietatea Fund represents a joint stock company controlled by the
general assembly of shareholders and not a governmental institution. (Fondul Proprietatea,

Company Information, 2011)
4.1.1 Eligible People for Shareholders in Proprietatea Fund

All natural persons that already had been equivalently compensated for the loss of property
during communism or will be indemnified in the future as subject to the following laws have
the right to become shareholders in Proprietatea Fund. A listing of the relevant laws to this

subject is the following:

(a) Law no. 10/2001 with respect to the juridical regime regarding some of the real estates
that were part of the abusive expropriation between the 6™ of March 1945 and the 22" of
December 1989, reissued, including also the ones related to the claims that regard the

enforcement of Art. 32 within Law 10/2001;

(b) Urgency Governmental Ordinance No. 94/2000 which handles the retrocession of some
real estates that were belongings of Romanian religious cults, including modifications and

completions;

(c) Urgency Governmental Ordinance No. 83/1999 concerned with the retrocession of some
real estates that were property of communities of national minorities in Romania, including

modifications and completions;

(d) Law of the real estate fund No. 18/1991, new issuance including any subsequent

modifications and completions;

(e) Law no. 1/2000 regarding restitution of the property right with respect to agricultural

fields and forestry surfaces.

Proprietatea Fund was admitted by legal procedure to the listing on the Bucharest Stock

Exchange as of the 25" of J anuary 2011. As a consequence to this, titleholders of this fund are
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free to trade their shares on regulated markets. Efficacious compensation of previous owners
of nationalized real estates is accomplished through the capitalization of shares, which can
work either through selling them or through collecting annual dividends earned through the

funds’ activity. (Fondul Proprietatea, Company Information, 2011)
4.2 Shareholding and Portfolio Structure

The shareholding structure of this fund looks as of 30" of June 2011 as shown in the table

below.

Table 6: Shareholding Structure of Proprietatea Fund

Shareholder Type Share of Capital
Ministry of Finance 18,90%
Romanian private individuals 37,02%
Foreign institutional shareholders 27,33%
Foreign private individuals 8,69%
Romanian institutional shareholders 7,91%,

Source: Fondul Proprietatea, Shareholding Structure (2011)

As observable from this table, the Romanian Government’s share of capital has dropped from
the initially mentioned 38,8% which were held by the 31 of December 2010 to 18,90% at the
end of June 2011, mainly due to the listing of the fund on the Bucharest Stock Exchange.
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Figure 12: Portfolio Structure: Breakdown by investment type

Portfolio Structure

¥ Net cash

i Electricity utilities: generation

“ Electricity and gas utilities:
transport, distribution, supply

£ 0il and gas

 Infrastructure

= Other equities

Source: Fondul Proprietatea, Presentation for Investors, 2011

As one can see the great majority of investments of this special fund are targeted upon energy
markets, a profitable and at the same time low risk industry sector. Another relevant aspect to
present is the fact that 35% of the investments is located in listed shares, while the other 65%
are in unlisted shares. Stocks of OMV Petrom represent 77% of all the funds’ investment in
listed shares. From the unlisted companies that make up the portfolio of the fund, the main
one is Hidroelectrica with 36%. So, one may conclude that the part of the portfolio invested in
listed shares is very poorly diversified as well as the portfolio as a whole, as 85% of the
portfolio investment is located in the energy sector. Another important aspect to notice about
Proprietatea Fund is that its portfolio bares a lot of country risk, as all investments are targeted
on Romanian companies or foreign companies with important investments in Romania (e.g.
OMV Petrom, Erste Group AG). (Fondul Proprietatea, Reports prepared by the Fund’s
Manager as of December 2010)

The Proprietatea Fund presents a desirable portfolio, having holdings in important compani