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Summary

Due to the vacation period, Romania’s industrial production contracted by 6.1% month-over-month (mom) in August. Since the beginning of the year industrial output registered a 4.3% increase. Gross domestic product (GDP) is expected to accelerate in the third quarter of the year on the back of strong domestic and external demand, increased investment activity, modest budget deficit (only 0.2% of GDP for the first eight months) and favorable export opportunities. Despite slight acceleration in the last two months, annual inflation continued its decrease, reaching 11.1% year-over-year (yoy) in August, the lowest level in 14 years. At the same time, the current account (CA) deficit widened by 46.6% yoy to 3.8% of expected full-year GDP. The current trend may threaten the government’s target of keeping the CA at 5.5% of GDP. At the same time, the CA deficit has been financed by large inflows of foreign direct investments (FDI). For January-August, FDI increased by 43% yoy and is expected to exceed EUR 2 billion in 2004 (representing 3.6% of GDP) on the back of several high-profile privatization deals. 

Economic Growth

According to the National Statistical Board (INSSE) data, in August 2004 Romania’s industrial production declined by 6.1% mom (against 1.5% mom increase in July). This industrial output drop should be attributed to the vacation period and is regularly observed in the corresponding months of previous years (10% in August 2003, 4.3% in August 2002, and 1.9% in August 2001). However, since this year reduction was less than last year, industrial output registered 6.5% yoy increase. The year-to-date (ytd) growth was 4.3% , which is more than 3.3% yoy achieved in the corresponding period last year, while the government expects industrial output to reach 5.5% yoy in 2004. However, high world prices for crude oil, accelerating producer prices, deceleration of credit growth in August, real appreciation of the national currency, and worsening of export opportunities (due to appreciation trend of national currency) make this expectations slightly overoptimistic. For the January-August period, the growth leaders in industry were wood (31.1% yoy), chemical (30.2% yoy), automobile (24.1% yoy) industries, construction materials manufacturing (16.1% yoy), and metallurgy (13.5% yoy). The robust growth in these branches is primarily due to strong external demand for these products (exports of this group of goods account for 50.7% of total exports). The growth outliers were foods and textile and apparels, which registered 6.5% yoy and 1.4% yoy decline. The extractive sector grew by 2.6% yoy, mainly based on the 8.0% growth of the oil extracting industry, while utilities sector lost 4.6% over the period.
GDP grew by 6.6% yoy growth in the first half (1H) of the year. Given the outstanding agricultural harvest, the large expansion of domestic credit in January-July, good productivity growth and strong external demand, the third quarter will probably show further acceleration of GDP growth. The Romanian minister of finance expects GDP to reach 7.6% yoy in 2004. On the other hand, the modest performance of industry, worsening of the CA and inflationary pressure may result in GDP growth slowing down till the end of the year. 
Industrial Output Growth by Sector in January-August, % yoy
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Fiscal Policies
According to the Ministry of Public Finances (MFP), in January-August the general consolidated budget deficit reached 0.2% of forecasted full-year GDP, which is almost three times less than in the corresponding period last year. This favorable budgetary development was achieved by a combination of fast growing revenues and containing of expenditures. On the back of improved financial discipline, revenues increased by 12.2% yoy in real terms since the beginning of the year, representing 66.2% of the projected full-year level. For the same period, expenditures recorded a modest 9.3% real yoy increase. Since the official target for the fiscal deficit in 2004 is set at 1.64% of GDP, the government may opt to increase expenditures till the end of the year. This would pressure domestic demand and may threaten the 9% year-end inflation target. 
Consolidated Budget Balance, % of GDP
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In the middle of October, the government approved the draft 2005 budget with 1.5% of GDP target for the consolidated fiscal budget. Consolidated budget revenues are projected to reach ROL 815.8 trillion (EUR 19.2 billion) or 31.2% of GDP. Expenditures will amount to ROL 855.9 trillion (EUR 20.1 billion) or 32.7% of GDP. GDP in 2005 is forecasted at ROL 2615 trillion (about EUR 61.5 billion) with a real growth rate of 5.3%. The 2005 targets for inflation and CA deficit are set at 7% and 5.4% of GDP, respectively. The corresponding targets are slightly higher than recently modified performance criteria established in the IMF precautionary Stand-By Agreement program (6% for inflation and 5.2% of GDP for CA deficit). At the same time, the Romanian government forecasts GDP growth by 0.3 percentage points higher than the IMF estimate. 

The draft of 2005 budget was prepared based on the tax reform that will become effective starting January 1, 2005. It will cut the enterprise profit tax (EPT) rate by 6 percentage point (to 19%); narrow the income tax range to three brackets (from current five) with 4 percentage point and 2 percentage point rate reductions in the lowest and highest brackets, respectively (to 14% and 38%, correspondingly); and gradually lower social security contribution from current 49.5% to 47.5%. Cutting of the tax rates are aimed at improving the business climate and strengthen Romania’s competitive position. The reduction in taxes is forecasted to have a negative effect of 0.5-0.6% of GDP on budget revenues. The expected loss in tax revenues will be compensated by the introduction of the land tax, increase in the tax rate on dividend revenues from individual deposits (from current 5% to 10%) and considerable increase in excise taxes, scheduled for July 2005. Moreover, the positive impact on budget revenues will have further improvement in tax collection procedures and reduction of tax evasion. 
Monetary Policy
CPI and Broad Money (M2) Growth, yoy % change
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In September 2004, the consumer price index (CPI) increased by 0.9% mom, putting the ytd figure at 6.6%. Although monthly inflation slightly accelerated (0.5% mom in August), the yearly inflation rate declined to 11.1% (down from 12.4% yoy in August). As in the previous month, food prices made the lowest contribution to both monthly and yearly CPIs: 0.7% mom and 9.7% yoy. Food prices (42.3% of CPI basket) are benefiting from a high crop harvest this year (prices on mill and bakery products fell by 0.4% mom). At the same time, due to poor harvest last year, meat and meat product prices continue rising (10.3% ytd). The highest increase of 1.4% mom was registered in the service sector (16.4% of the CPI basket) on the back of 3.5% mom and 3.9% mom price increase in water supply and urban transportation, respectively. Prices on non-food products grew by 1% mom in September, resulting in 8.3% ytd increase. The rise was primarily driven by the high world prices on fuels, which grew by 3.7% mom in September. For the same reason, the largest Romanian oil company Petrom has announced an increase in fuels’ price starting October 1st. The rises in public utilities tariffs (5% on natural gas, 5.6% on rail transportation) together with high international prices and strong domestic demand, may jeopardize the 9% year-end inflation target.
Considering persistent high oil prices in the international markets, the MFP has revised upwards (from 6% to 7%) the 2005 year-end inflation target. Inflationary pressure may complicate the inflation targeting process to be enforced in January 2005. Although the reference interest rate was several times reduced during July-August (by a total of 2.5 percentage points to current 18.75%), it remains too high for the planned full capital liberalization. Further cuts in interest rates will depend on the BNR progress to reduce inflation and meet 2004 year-end target. For the time being, it was decided to postpone the capital account liberalization by one quarter; and it may be postponed further depending on macroeconomic conditions at the end of this year-beginning of the next one. 
In August, the BNR data showed the continuing monetization of the Romanian economy. Money supply (M2) expanded to ROL 548 trillion (EUR 13.4 billion) in August, which constitute 4.4% mom increase compared to 0.9% mom increase in CPI. M2 recorded 34.6% yoy growth, the highest increase in about a year and a half. Narrow money (M1) expanded by 6.5% mom (up from 4.7% mom in July) mainly due to the jump in demand deposits by 11.3% mom (up from 2.7% mom in July) and 2.7% mom increase in currency outside banks. Quasi money advanced at 3.7% mom to ROL 407.9 trillion (EUR 10.0 billion), driven by a 9.3% mom increase in the ROL-denominated corporate deposits. In yoy terms corporate deposits in national currency leapt by 74.4%. Residents’ foreign currency deposits expressed in national currency were ROL 189.1 trillion (EUR 4.6 billion) or 2.1% mom higher in August, further reducing their share to 46.4% (down from 47.1% in July and almost 49% in May). Faster growth of deposits in national currency reflects increased confidence to national currency and expectations of robust economic development in the future. 
Net foreign assets advanced 5.1% mom (25% yoy) due to the 6% increase in the BNR’s convertible currency position as a result of purchases off the foreign currency surplus on the forex market. After net domestic assets declined by 5% mom in July, in August it showed 3.5% mom increase on the back of continuing expansion of domestic credit by 3.5% mom. Credit growth, however, slightly decelerated in yearly terms to 49.9% in August (down from 52.8% yoy in July). Even considering slowdown in the growth of non-government credits (from 59.2% yoy in July to 54.6% yoy in August), just four months to the end of the year the official ceiling of 35% growth of domestic credit for 2004 seems doubtful to achieve. The stock of foreign denominated credit grew by 63.5% yoy in August (slightly down from 67.2% yoy in July), increasing the share of foreign currency loans in bank portfolios to 60.2% (up from 56.8% a year ago). The modest increase in credit denominated in national currency should be primarily attributed to high real interest rates charged for this kind of credit. The good news is that maturity structure of both national and foreign currency denominated credits is improving: in August the share of short-term credits declined to 52.5% and 43.6%, respectively (down from 53.1% and 44.5% in July and almost 54% and 46% at the end of 2003). Government credit recorded a negative balance of ROL 32.6 trillion (EUR 796 million). 

In September, the BNR’s hard currency reserves (excluding gold) increased by EUR 414.3 million due to the central bank’s purchases of EUR 524.4 million on the foreign exchange market, short-term deposits of EUR 81.8 million, and incomes from international reserve management worth of EUR 16.8 million. The main outflows were EUR 92.3 million of principal and interest repayments on external public and publicly guaranteed debt, EUR 72.6 million of redemption of government securities issued by the MFP. Including the gold stock, international reserves reached EUR 10.87 billion, representing about 4.1 months of imports.

International Trade and Capital
Following the decline in industrial output in August -- as a result of the vacation period-- Romania’s FOB exports also declined by 22.4% mom in August.  On a year-to-year basis, however, exports registered a 15.2% yoy increase. Although CIF imports also declined by 14.9% mom in August, the yearly growth rate of imports was almost twice as higher (31.6% yoy) as of exports. As a result, FOB/CIF trade deficit of EUR 596 million almost doubled in August 2003.  Since the beginning of the year, exports reached EUR 12.3 billion by the end of July, (an increase of 20% yoy), while amounted to EUR 16.4 billion (a 23.3% yoy increase). The cumulative trade gap amounted to EUR 4.1 billion, an increase of 34.6% yoy. 
The structure of the exports revealed a modest 7% yoy increase in textiles and apparel, the largest export category (23% of total exports). On the other hand, the share of machinery, appliances and equipment (17.7% of exports) showed a 37% yoy growth rate in January-August, and metallurgical products (14.8% of total exports) grew by almost 40% yoy. The highest increase in imports was in vehicles (84.1% yoy), metallurgical products (33.3% yoy), mineral products (31.3%), and machinery, electrical appliances and equipment (24% yoy), together representing 53.3% of total imports. The EU markets accounted for 73.6% of Romanian exports and 64.9% of imports during the first eight months of 2004, with Italy and Germany remaining the top-trading partners of Romania.
Romania’s Foreign Trade Performance
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Source: INSSE, The Bleyzer Foundation
In January-August, due to the widening of the trade deficit in goods and services by 46.3% yoy and a worsening of the income account (by 11.5% yoy), the CA deficit widened to EUR 2.1 billion, 3.8% of full-year projected GDP. Just in August, the CA deficit widened by EUR 344 million contributing more than 0.6 percentage points of GDP to the cumulative figure. At the same time, the CA benefited from higher current transfers, which reported 30.3% yoy increase for January-July, reaching EUR 1.4 billion. This year, the CA deficit increased faster than in the corresponding period last year. Moreover, historically more than half of the yearly gap is recorded in the last four month of the year. This makes the 5.5% of GDP target for the CA deficit (in accordance with the stand-by agreement with the IMF) quite a challenge to achieve. 
At the same time, the ability of the country to finance the CA deficit remains encouraging. Net FDI grew by 43% yoy in January-August, amounting to EUR 1.4 billion. It is expected that in 2004 FDI will exceed EUR 2 billion, accounting for 3.6% of GDP (during last 5 years FDI did not exceeded 3% of GDP). The increase of the FDI is due to large privatization deals, which include Petrom (oil and gas, integrated), Distrigaz Nord and Distrigaz Sud (gas distribution) and Electrica Banat and Dobrogea (power distribution).
At the end of August, the country’s medium and long term debt reached EUR 17.4 billion, jumping by 11% yoy and representing about 31.7% of the projected full-year GDP.  Private external debt, representing 41.3% of total external debt, grew faster than public (38.5% of total) and publicly guaranteed (20.2% of total) debts, by 19.8%, 3.6% and 9.5% ytd, respectively. During January-August, the external debt service ratio declined to 18% (down from 20.6% in 2003).  In January-July, internal public debt showed modest 8% ytd increase, reaching ROL 131.5 trillion (EUR 3.2 billion), or 5.8% of GDP. As of July 2004, total public debt amounted to 24.1% of GDP (down from 31% in 2000) and is among the lowest in Romania’s peer group.
International Programs

At the beginning of October, the IMF released its country report devoted to the first quarterly review of Romania’s 24-month Stand-By Agreement. Romanian authorities continue treating the agreement as precautionary. The Executive Directors admitted the progress in stabilization and structural reforms, but emphasized the need for stronger implementation of the agreed policies. The Fund has also revised the end-December performance criteria and modified the conditionality for 2005. According to the revised program, the real GDP growth was upgraded from 5% to 5.8%, while the CA deficit ceiling was revised to 5.3% of GDP (up from previous 5.2% of GDP). The program for 2005 includes the requirements to limit minimum wages, to approve budgets for state-owned enterprises, to increase hydro-power electricity price and eliminate the national development tax. It also updates the benchmarks for privatization.
Other Developments
At the end of September the Parliament nominated Mugur Isarescu, current governor of BNR and president of the Board of the BNR, to remain at his position for the next five years. Mr. Isarescu set the policy of inflation targeting (and further reduction of inflation to 2-3% yoy in a ten year perspective), currency re-denomination and full capital account liberalization in 2005 as a core objectives of the BNR.
In the middle of October, Transparency International has slightly improved the Romania’s Corruption Perception Index by 0.1 points from 2.8 to 2.9 (out of maximum 10). Romania’s rank is still quite poor compared to other EU accession countries (Bulgaria got 4.1, Croatia 3.5, Turkey 3.2), the 10 new EU members (average of 4.66), and the EU-15 countries (average of 7.71).
The Romania’s microeconomic competitiveness has considerably improved: the World Economic Forum has ranked Romania 56th (up by 20 places), according to competitiveness study results released in the middle of October. According to the survey, the improvement was driven by higher FDI and slightly larger expenditures on research and development (R&D). Corruption was identified as a major problem to Romanian business.






