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Summary

The Romanian economy continues to grow at a robust pace.  In the first half of 2004 (H1), GDP grew by 6.6% yoy, strengthened by strong domestic demand and investment growth. Considering the encouraging agricultural performance, the National Prognosis Commission (CNP) has increased their projection of GDP growth for this year to 6.5% yoy. Fiscal policies have so far been satisfactory, though they may deteriorate in the second half of the year. The consolidated budget deficit in the first half of 2004 amounted to 0.65% of forecasted full-year GDP. To restrain considerable budget expenditures in the second half of the year (H2), the government and the IMF agreed to further cut this year’s fiscal deficit target to 2% of GDP. Additional expenditures may be incurred, however, in the run up to the general elections. Inflation accelerated slightly in July to 12.1% yoy, although the general disinflation trend was not significantly jeopardized. To show the progress in disinflation, the National Bank of Romania (NBR) again reduced its intervention interest rate to 19.25% at the beginning of August. The current account (CA) deficit widened by 25.3% yoy, amounting to about 3% of forecasted full-year GDP in H1. Recent macroeconomic developments may threaten the year-end inflation target of 9%.
Economic growth

In the second quarter of 2004, the Romanian economy continued to grow at an accelerating pace, but revealed considerable imbalances among sector growth rates. Strong economic performance in the first half of the year facilitated a rise in employment. The official unemployment rate fell from 6.8% in May to 6.2% in July (compared to 7.2% in July 2003). Given rising employment, the ongoing expansion in credit to the private sector and growing imports, domestic demand continued accelerating (+8.8% yoy). Gross fixed capital formation outperformed domestic consumption, registering 10.4% yoy growth in H1 and becoming the major driving force of economic development. The share of investments in gross value added increased to 23.5% (compared with 22.3% in H1 2003).
Although agriculture increased by only 5.3% yoy in H1, it is expected to contribute to GDP growth in the second half of the year. In mid-August, the Ministry of Agriculture, Forestry and Rural Development announced that the harvest of grain crop this year is three times larger than in 2003. The CNP has increased their projection of GDP growth for this year to 6.5% yoy (up from 5.5%). The sectors that made the largest contribution to GDP growth were construction (+8.6% yoy), industry (+5.9% yoy), and services (+6.5% yoy), which constitute 83.9% of total GDP.

Despite some restrictive measures on banks’ lending capacity, demand on mortgages remains very high, which contributed to the expansion of the construction sector (+8.6% yoy in H1 2004). The sector will also benefit from large infrastructure and motorway projects planned by the government during the summer/fall of this year (e.g. the upgrade of Constanta railway station, scheduled for this fall; construction of Brasov-Bors motorway, started in early summer). In June, industrial output growth slowed to 2.2% yoy, after reaching its peak growth of 9.5% yoy in March. In the first half of 2004, industrial production was up 4.2% yoy. The slowdown was mainly caused by declining yoy growth in manufacturing, continued reduction in utilities, and sluggishness in the extracting sector. At the end of June, food and beverages, textiles and fuel processing continued to stagnate (-4.6%, -3.4% and -2.5% yoy, year-to date (ytd), respectively). After a sharp increase in May (+10.2% mom), a 0.6% mom reduction was registered in manufacturing in June. The sector, however, marked a 2.9% increase compared to the same month last year due to robust increase in metallurgy (+16% yoy, ytd), chemical (+25.7% yoy, ytd) and wood (+14.5% yoy, ytd) industries. The auto industry is also among the best performing sectors this year. According to the Association of Car Producers and Importers (APIA), domestic production of cars grew by 36.1% yoy in the first quarter of 2004 driven mainly by high domestic and external demand (while the import of cars increased 33% yoy, exports surged by 133% yoy). In the utilities sector, despite a slight increase of 0.5% mom in June, utility generation has contracted by 28.2% since February, registering a 3.8% decline in yoy terms during the first half of the year.  The reduction amounted to 8.5% in June (down from a 5.2% yoy increase in January). The extracting sector, on the other hand, recovered to 3.6% yoy in June after a two month reduction. However, this rebound may be temporary due to the last year’s low starting point. 

Industrial Output Growth by Sector in January-June, % yoy
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Source: National Statistics Board (INSSE), Intellinews, The Bleyzer Foundation calculations

Fiscal Policy
Since the beginning of the year, the general consolidated budget deficit amounted to 0.65% of forecasted full-year GDP. The favorable budgetary development was achieved thanks to faster growth of real consolidated budget revenues than of expenditures (12.6% and 11% yoy in real terms, respectively). Higher-than-expected budget revenues, in turn, were the result of high economic growth, wage increases and improved fiscal discipline. However, budget dynamics may deteriorate in the remainder of 2004, since expenditures tend to increase considerably in the fall (due to seasonal patterns and the general elections), and revenues may not be as high as in the previous half-year. 

In late July/early August, the Romanian government and the IMF agreed to further cut this year’s fiscal deficit target to 2% of GDP. The adjustment was made just after the government passed a law setting a 2.1% fiscal gap target in accordance with the early July IMF agreement (down from the initially estimated 3% of GDP). The reduction in the deficit, however, will not affect the forecasted level of expenditures. It is expected that the lower target will be achieved by increasing revenues, boosted by robust economic growth and more effective tax collection.

The new deficit target may turn out to be too ambitious considering promises made by the government leading up to the forthcoming elections, various subsidies and debt write-offs. For instance, the government granted subsidies amounting to ROL 11.23 trillion (EUR 277.1 million) to animal farmers and plant producers in H1 2004, and wrote off EUR 48 million of three railway companies’ debts in July. In the middle of August, the government announced that the budget would be revised at the beginning of September (for the second time this year) increasing the social budget expenditures by an additional ROL 11,000 billion (about EUR 250 million). The government already increased social budget spending by ROL 6,800 billion (approximately EUR 155 million) just a few months ago. This time, the government is also going to increase pensions by 10%, starting on September 1st of this year (pensions were initially planned to rise in January). Such a pension increase will require about ROL 3,000 billion (EUR 75 million). The government also plans to allocate more funds to the healthcare sector, local authorities and for social benefits to low-income families (ROL 2,200 billion, 1,200 billion and 4,350 billion or EUR 55 million, 30 million and 109 million, respectively). 

Consolidated Budget Balance, % of GDP
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Source: Ministry of Public Finance, Intellinews

Since 2003, external public debt has decreased by US$145.8 million, mainly due to repayment of external credits to IFIs. The external debt outstanding amounted to US$12 billion at the end of June, which represents 17.4% of the approved ceiling for 2004.
 The external public debt situation can be considered stable, which is reflected in a 5.7% debt service to exports ratio at the end of June (the ceiling is 25%). About 24% of external credit was used to finance budget deficits, 12.8% to support balance of payments, and 4.9% to increase official foreign reserves. The largest part, however, was directed at financing the development of various sectors of the economy (transportation received 17.9% of funds, energetic sector – 6.4%, health – 3.7%, industry – 3%). 

Structure of External Public Debt, end of period
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Source: Ministry of Public Finance of Romania
Monetary Policy

In July, CPI inflation accelerated slightly to 12.1% yoy (12% yoy in June). The CPI increase of 1.3% mom was the highest since the beginning of the year, putting the year-to-date figure at 5.1% (up from 3.7% in June). Services showed the slowest growth in prices (0.3% mom), although their rate of increase remains the highest on an annual basis (16.5% yoy). Food prices rose by 0.8% mom (8.2% yoy) in July. Over the month, non-food prices accelerated at 2.1% mom (14.5% yoy) backed by the recent increase in natural gas and electricity fees (prices on these items grew by 5% and 7.8%, respectively), and a rise in the excise tax on cigarettes (prices of tobacco and cigarettes grew by 2.9%). The recent acceleration of inflation, considerable budget expenditures in the second half of the year, high oil prices on the international markets
, increasing energy prices
 (which drive PPI inflation), and domestic credit expansion may jeopardize the year-end inflation target of 9% yoy. However, the government is very optimistic, affirming that the situation is under control and that year-end inflation could even be below the official target at 9% yoy. 

CPI and Broad Money (M2) Growth, yoy % change
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Source: INSSE, National Bank of Romania (BNR)

At the beginning of August, the NBR reduced its intervention interest rate for the third time this year, from 20% to 19.25%. The practice of small rate adjustments taken relatively often is expected to continue through the end of the year if the disinflation trend persists, with the benchmark rate to be reduced to 17-18%. 
According to the NBR, money supply (M2) expanded by 30.4% yoy to ROL 506.6 trillion (EUR 12.7 billion) in June. This represents acceleration from the growth rate of 29.4% yoy achieved in May and 26.9% yoy in April. Net foreign assets grew by 23.4% yoy in June to ROL 276.8 trillion (EUR 6.9 billion) due to the growth in the NRB’s convertible currency position. Net domestic assets recorded a 3.6% mom increase to ROL 229.9 billion (EUR 5.7 billion). Narrow money (M1) advanced 5.9% mom to ROL 125.9 trillion (EUR 3.1 billion), as cash in circulation picked up 5.7% mom (31.2% yoy) and demand deposits gained 6.2% mom (44% yoy). Quasi-money expanded at 2.4% mom to ROL 380.7 trillion (EUR 9.5 billion), with household savings increasing 2.7% mom (23.7% yoy) to account for 22.9% of broad money (up from 20.8% at the end of May). The share of foreign currency deposits expressed in national currency declined slightly to 47.5% (down from almost 49% in May) due to a 0.9% mom reduction in corporate foreign currency deposits to EUR 4.5 billion. The reduction in currency substitution may reflect increasing confidence in the national currency since the authorities succeed in their disinflation efforts. On the other hand, households still prefer to use foreign currency for their savings: their foreign currency deposits increased by 1.9% mom to EUR 2.3 billion. 
Further increases in the stock of domestic credit, at a rate of 3.1% mom or 40.4% yoy in June to ROL 345.9 trillion (EUR 8.5 billion), cast doubts on the government’s expectations of a 35% growth rate of domestic credit for 2004.  This forecast may be too optimistic. By June, non-government credit grew 57.2% yoy to ROL 351.5 trillion (EUR 8.7 billion). The share of foreign currency loans in bank portfolios continues to grow: about 58.4% of total non-government credit in June (up from 54.6% in January). The stock of foreign denominated credit increased 59.9% yoy in June. At the same time, government credit showed a negative balance of ROL 5.6 trillion due to contraction of treasury deposits, a widening balance of foreign currency denominated deposits of MPF with the NBR, and an issue of ROL-denominated government securities on the domestic market. 
Rapidly growing domestic credit could further accelerate in the second half of 2004, considering the probable reduction of capital requirements for commercial banks in accordance with legislative amendments designed to harmonize bank regulations with EU practice. The NBR, however, took some preventive measures to moderate credit growth and to spur financial intermediation in the national currency. At the beginning of August, the NBR decided to increase minimum reserve requirements for foreign currency denominated deposits to 30% from 25%. 
In July, the flow of the Central Bank’s hard currency reserves (excluding gold) posted a twofold increase compared to the previous month (EUR 852.5 million). As a result, the stock of reserves reached an all-time high of EUR 8.6 billion. The rise was due to the NBR’s purchase of EUR 630 million on the foreign exchange market, the inflows of EUR 207.4 million under the IFIs’ programs, reserve management incomes of EUR 18 million, and other net inflows of EUR 89.3 million. The main outflows were comprised of payments to service external public and publicly guaranteed debt of EUR 91.5 million. Including the gold stock, the international reserves stood at EUR 9.7 billion at the end of July. The Central Bank expects the foreign exchange reserves to continue their upward trend due to expected inflows of foreign funds from several high profile privatizations. 
	FX Reserves: M-o-M Change and Total (January 2003- July 2004)
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	Source:  BNR, The Bleyzer Foundation calculations


International Trade and Capital

While Romania has made progress in balancing its internal position (through continuation of disinflation and tight fiscal policies), it is far from achieving a balance in its external position. In the first half of 2004, its trade deficit stood at EUR 3.0 billion, representing a 27.8% yoy increase. FOB exports stood at EUR 1.6 billion in June, the highest amount since 1990, advancing 29.1% yoy and 4.3% mom. But CIF imports reached EUR 2.3 billion, up 29.6% yoy and 1.4% mom. During the first half of the year, FOB exports were at EUR 9.0 billion, 20.2% higher yoy. Textiles, machine and equipment, metallurgical products, mineral products and footwear accounted for 69.7% of total exports over the period. During the same period, however, imports outpaced exports. Imports amounted to EUR 12.0 billion, 22.0% higher yoy. Machinery and equipment, textiles, minerals, automotive and chemicals products accounted for a combined 66.3% of imports over this period. The EU markets accounted for 73.7% of Romanian exports and 65.1% of imports during the same period, with Italy remaining the top-trading partner (22.1% of total exports, and 18.2% of total imports).
Romania’s Foreign Trade Performance
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Source: INSSE, The Bleyzer Foundation calculations
In the first half of 2004, the current account (CA) deficit widened to EUR 1.6 billion, 25.3% higher yoy, amounting to about 3% of forecasted full-year GDP. In 2003, the CA deficit reached EUR 2.9 billion, representing 5.8% of GDP. While all categories of services (except for transportation) recorded negative balances, transfers increased 26.8% yoy, mainly due to increased remittances from workers abroad and EU funds. Despite worsening export opportunities (reflected in decelerating export growth rates), the government may still keep the deficit within the target of 5.5% of GDP agreed with the IMF due to favorable deficit financing.
The widening of the CA deficit is somewhat softened by the country’s good financing structure; foreign reserves grow fast and net FDI improved at 47% yoy to EUR 1.2 billion in H1 (mainly due to the sale of 25% of Banca Commerciala Romania, a capital increase at Dacia car producer, Michelin and Unilever). Net foreign investments on the stock exchange (BVB) significantly declined in July to EUR 1.7 million compared to June and May indicators (EUR 4 million and EUR 7.4 million, respectively), which can be attributed to the vacation period.
International Programs

In the middle of August, the government finalized the Supplementary Letter of Intent with the IMF, which refers to the second budget revision and the draft budget for 2005. In accordance with the IMF agreement, the target budget deficit for 2005 is set below 2% of GDP.  In the letter, the government assures the IMF that BNR is ready to introduce direct inflation targeting next year. The IMF, in its recent evaluation report, states that there are still important changes to be introduced (to information collection procedures, analyses and decision-making process) before shifting to the policy of direct inflation targeting. 

Romania is actively working on the EU accession negotiation chapter on justice, the assessment of which is scheduled for the end of August by the European Commission (EC).  A positive report will facilitate negotiations with the EU since justice and public administration reforms are considered to be the most sensitive issues.

Other Developments

At the end of July, the Law on Currency Denomination was published in the Official Gazette. It signals the government’s confidence that galloping inflation is now in the past. On July 1, 2005, the domestic currency will be denominated at a ratio of 10,000:1—the “new Leu”. New banknotes and coins will remain in circulation until the end of 2006. According to the new law, financial statements for 2005 are to be prepared using the new currency.  

In mid-August, considering recent positive economic developments (progress in privatization, success in disinflation, prudent fiscal policy, and signing the two-year agreement with the IMF), Fitch changed the outlook on Romania’s sovereign rating from stable to positive. The long-term domestic currency rating is BB+, while the rating for long-term foreign currency debt is BB. The agency considers rapidly growing credit, which has put pressure on the CA balance, to be the main constraint on Romania’s benchmark sovereign rating. 
� Each year the parliament of Romania approves a ceiling for external public indebtedness – an amount that does not exceed the country’s ability to pay the external debt service. For 2004, this ceiling is EUR 3.5 billion.


� In mid-August, two of Romania’s largest oil companies, Petrom and Rompetrol, announced price increases of about 10% in response to external oil shocks.


� Due to the price adjustment strategy agreed by the IMF, World Bank, and the power sector regulating body of Romania.





