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Summary

The Romanian economy showed an impressive growth through the January-September 2004 stimulated by robust domestic demand and investment.  Real gross domestic product (GDP) soared by 8.1% year-over-year (yoy) driven by outstanding results in agriculture, construction and industry. Based on this economic performance, the government expects economic growth in 2004 to reach 7.6% yoy. Higher-than-expected growth contributed at keeping the consolidated budget deficit at a relatively modest level of 0.26% of the projected full-year GDP. Despite certain loosening of fiscal policy expected till the end of the year, the favorable budgetary performance makes the 1.64% of GDP budget deficit target for 2004 quite feasible. 

Inflationary pressures and widening current account (CA) deficit are the main areas of concern. Although consumer inflation continues decelerating, recording 10.8% yoy in October, officials of the National Bank of Romania (NBR) admitted that the 9% end-year inflation target will not be met. At the same time, they are confident that inflation in 2004 will not exceed 10%. Despite inflationary pressure, BNR reduced its intervention interest rate twice in November to 17.75%. The rate cuts were induced by the need to reduce the spread between domestic and foreign interest rates in the run-up of full capital liberalization next year. At the same time, to help further disinflation the BNR liberalized the exchange rate policy allowing for greater flexibility of exchange rate. However, stronger appreciation of the national currency may have a negative impact on trade deficit and CA developments. 
Presidential elections, which led to the victory of the opposition leader Mr. Basescu, are unlikely to affect the EU integration strategy. The major uncertainty that remains in the country is the process of forming the new government and the Prime Minister. At the same time, the current macroeconomic trends will most probably remain unaffected.
Economic Growth

The Romanian economy continues developing at an accelerating pace. According to the National Statistical Board (INSSE), GDP expanded by 8.1% yoy, driven by fast growing consumption and investment over January-September. Considerably higher nine-month growth compared to the first half of the year (6.1% yoy) suggests an impressive 10% yoy GDP growth in the third quarter (Q3) alone. On the back of rising employment, increasing population revenues (for the nine months the average wage grew by 8.8% yoy) and ongoing expansion in credit to households, private consumption increased by 9.8% yoy during January-September. Gross fixed capital formation reported 13.7% yoy growth, implying about 17% yoy growth just in Q3. 
On the supply side, agriculture, construction and industry were the fastest growing sectors. Good harvest this year  resulted in outstanding 19.7% yoy growth in agriculture during the first three quarters. Given quite modest performance in the first half (H1) of the year (5.3% yoy), this should transfer into almost 25% yoy increase in Q3. A record high output in agriculture was achieved on the back of favorable weather conditions and significant subsidies for farmers (according to the latest report of the Ministry of Agriculture, Forestry and Rural Development, for three years subsidies grew by 71% and amounted to ROL 15.3 trillion or about EUR 377 million in 2004). Robust agricultural development will also contribute to the GDP growth in Q4 but to a lesser extent than in Q3. According to the BNR and government officials’ estimates, the GDP growth is expected at 7.6% yoy for the whole year. 
Strong demand for mortgages contributed to the 10% yoy expansion of the construction sector during the first nine months of the year. Although decelerated to 6% yoy for nine months (down from 6.5% yoy in H1), services remain the largest contributors to the growth of the total value added (the share of services in VA amounted to 48.7%). Industry has accelerated at 6.2% yoy, up from 5.9% yoy in H1, reflecting the gradual shift to more value added industries. 
The industrial output growth rebound at 5.9% month-over-month in September after seasonal 6.1% mom decline in August. For January-September, industrial production grew by 4.4% yoy primarily on account of the processing sector, which advanced by 5.4% yoy. At the same time, utilities declined by 4% yoy and extractive sector grew by a modest 2.1% yoy. During the period, chemicals and metallurgy expanded by 33.9% yoy and 11.1% yoy, respectively, driven by favorable external demand. The other growth leaders were wood processing (up by 34.9% yoy), construction materials (up by 16.6% yoy), transportation means (up by 23.4% yoy). The car industry accelerated at 34.8% yoy, driven by favorable external and domestic demand. Recent development of a new model of Dacia Logan by Renualt may further encourage the rapid expansion in this industry. However, the industry remains concentrated mainly on car parts rather than on vehicles. The rest of auto industry (bus, tractor, lorry and off-road production) showed quite poor performance this year. The growth outliers remained textiles (down by 1.2% yoy) and apparel (down by 0.9% yoy), and foods (down by 6.3% yoy).
Industrial Output Growth by Sector in January-September, % yoy

[image: image1.emf]Utilities Extracting 

Sector

Total 

Industrial 

Output

Manufactur

ing

-4%

-2%

0%

2%

4%

6%

2003 2004


Source: INSSE, The Bleyzer Foundation
Fiscal Policies
According to the Ministry of Public Finances (MFP), in January-September the general consolidated budget deficit reached 0.26% of forecasted full-year GDP, almost half  the deficit in the corresponding period last year. Such favorable budgetary development makes the fiscal deficit target of 1.64% of GDP attainable despite expected loosening at the end of the year due to seasonal factors and election campaign. Since the beginning of the year, on the back of improved financial discipline revenues increased by 11.7% yoy in real terms, representing 74.5% of the projected full-year level. The largest contribution to consolidated budget revenues was made by excises and value added taxes, which nominally grew by 36.7% yoy and 24% yoy respectively. At the same time, the fastest increase was registered by the enterprise profit tax, up by 52.2% yoy. Consolidated budget expenditures recorded a modest 9.4% real yoy increase. Modest growth of budget expenditures on the back of increased social-cultural spending was achieved due to lower interest payments to public debt this year compared to the previous one.
Consolidated Budget Balance, % of GDP
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At the beginning of November, after discussing about 400 amendments to the draft budget, the parliament approved the 2005 state and social security budgets. According to the Budget Law, the consolidated budget deficit for 2005 was set at 1.5% of GDP. The budget was prepared based on forecast of 5.3% for GDP growth, 7% for inflation and 5.4% of GDP for CA deficit. Consolidated budget revenues, which are forecasted at 31.2% of GDP next year, were estimated taking into account tax reform. Stating January 1st, the enterprise profit tax will be 19% (down from current 25%), the income tax in the lowest bracket will be reduced from 18% to 14%, while in the highest one – from 40% to 38%, employers’ contribution rate to the social security fund will be reduced by 2 percentage points.
To secure needed deficit financing and public debt refinancing, the government has raised funds from both domestic and external sources with the prevalence of the latter ones. Domestic funds were raised through the issuance of national- and foreign currency-denominated government securities offered for sale to banks, their clients and households. Non-banks remain the primary buyers of government securities. At the end of September, domestic debt amounted to ROL 137 trillion (approximately EUR 3.39 billion). The medium- and long-term external debt reached EUR 17.5 billion at the end of September, which is 11.8% year-to-date (ytd) higher, or 31.3% of GDP. Commercial external debt grew by 20.9% ytd, accounting for 41% of total. Public and publicly guaranteed debt (59% of total) increased by 6% ytd. In January-September, external debt service ratio increased by 0.5 percentage points from 18% in January-August, however was still less than 20.6% at the end of 2003.
Monetary Policy
CPI, PPI and Broad Money (M2), yoy % change
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In October 2004, consumer inflation accelerated at 1.2% mom, bringing the yoy figure to 10.8%. As in the previous months, food prices made the lowest contribution to both monthly and yearly CPIs: 0.9% mom and 9.4% yoy. The 5.2% ytd rise in food prices (42.3% of CPI basket) can be to a large extent explained by 12.1% ytd growth in the price of meat, whose share account for almost 24.7% of the food basket (10.4% of total consumer basket). The prices for mill and bakery continue benefiting from a high crop harvest this year (for tow last months they declined by 1.2%). The non-foods price index (41.3% of total basket) increased by 1.5% mom, putting the yoy figure at 9.9%. Since the beginning of the year, prices on utilities and fuels, which have the largest shares in the non-food basket (10.8% and 6.8%, respectively), grew by 15.8% and 17.1% correspondingly. In October, 3.1% mom increase in the price of utilities was the result of adjusting mechanism of administratively regulated prices: this month tariffs on natural gas were up by 5.0% mom and heating up by 7.2% mom. Since the beginning of the year, service prices grew by 9.9%, mainly on the account of higher transportation tariffs (12.9% yoy in October), mainly on the account of higher water supply (up by 19.6% ytd) and transportation tariffs (up 14.5% ytd and 13.2% ytd for town and inter-town transport).
Although consumer price index (CPI) continued decelerating in yoy terms from 14.1% at the end of 2003 to 10.8% in October, just two months to the end of the year it remained too high to meet the 9.0% official inflation target for the whole 2004. At the beginning of November,  BNR officials admitted the likelihood of missing the year-end inflation target due to the wage increase in the budget sector in the run-up of elections and unforeseen impact of high world oil prices. At the same time, the BNR is confident that the end-of-period (eop) inflation will not exceed 10.0% (inflation is seen at 9.6% eop). The reduction of inflation to one-digit level is crucial for the integration in the Euro zone: the BNR sees inflation at 7% in 2005 and 3-4% in 2007. At the same time, adjustment of the regulated prices, especially on services and utilities, to the level of the EU countries together with strong domestic demand makes this task quite a challenge for Romanian authorities.
Despite inflationary pressure, at beginning of November, BNR has cut its intervention interest rate by 0.5% to 18.25% and reduced it again by 0.5%  in the middle of the month. The measure is destined to reduce the spread between domestic and foreign currency rates to mitigate the impact of speculative short-term capital inflow after Romania liberalizes its capital account next year. At the same time, such decision came as surprise since a recent central bank inflation report suggests a rebound of yearly inflation in Q1 next year. Capital account liberalization will be carried out in two steps: in April, non-residents would be allowed to access ROL-deposits, and in June -  short-term instruments. The capital account liberalization is necessary to meet the Copenhagen economic criteria to achieve the status of economy ‘able to cope with competitive pressures and market forces within the European Union’. This requirement Romania is going to achieve in 2005.
At the beginning of November, the BNR has relaxed the exchange rate policy by limiting the central bank interventions on foreign exchange market. The larger flexibility of exchange rates is seen by BNR officials as a complementary measure to BNR’s decision to  switchi to an inflation targeting regime and capital account liberalization. Taking into account strong hard currency inflow to the country, high level of central bank’s reserves and favorable coverage degree of the current account deficit through FDI, faster national currency appreciation may help reducing inflationary pressures. The loosening of the exchange rate policy is made, however, at a cost of higher exchange rate volatility and, thus, predictability (just for two days after announcement, national currency has appreciated by 3.2%) and negative impact on the trade deficit development.
In September, the BNR data showed the continuing monetization of the Romanian economy. After reaching an 18-month record in August, the money supply (M2) expanded to ROL567.4 trillion (EUR 13.8 billion) in September, up 36.9% yoy. In September, M2 gained 3.5% mom against 0.9% mom growth of CPI. Narrow money (M1) rose at 1.7% mom to ROL 142.8 trillion (EUR 3.5 billion) due to 1.9% mom rise in currency outside banks and 1.4% mom increase in demand deposits. Quasi-money advanced at 4.1% mom to ROL 424.6 trillion (EUR 10.3 billion) with household savings and corporate deposits moving up 2.3% mom and 4.9% mom respectively. ROL-denominated foreign currency deposits grew by 4.9% mom to ROL 198.3 trillion (EUR 4.8 billion). 
Net foreign assets expanded at 4.7% mom to ROL 337.0 trillion (EUR 8.2 billion) due to a 5.4% mom increase in BNR’s convertible currency position. In September, the yearly growth of net domestic assets slightly accelerated to 51.6% (up from 51.1% yoy in August) despite decelerating domestic credit to 46.4% yoy (down from 52.8% yoy in July). The non-government credit reached ROL393.4 trillion (EUR 9.6 billions) following a 3.3% mom rise, up 51.1% in yoy terms. The stock of foreign currency denominated credit grew at 63.7% yoy, slightly up from 63.5% yoy in August, while credit denominated in national currency revealed relatively modest increase of 35% yoy. As a result, the share of foreign currency loans in bank portfolio continued increasing (up by 0.7 percentage points to 60.9%). At the same time, the share of short-term loans continue declining, thus improving the maturity structure of both national and foreign currency denominated credits. Net government credit posted a negative balance of ROL 38.8 trillion (EUR 0.9 billion) mainly due to increase of government deposits at Treasury account and redemption of ROL-denominated government securities launched by MPF on the domestic market. 
At the end of September, BNR’s hard currency reserves (excluding gold) have reached EUR 10.0 billion. An increase of EUR 204.3 millions in October was due to BNR’s purchase of EUR 218.1 millions on the foreign exchange market and EUR 25.1 million worth of incomes from international reserve management. The outflows were due to EUR 19.6 million of principal and interest payments on external public and publicly guaranteed debt, and EUR 19.3 million of other net outflows. Including the gold stock, international reserves reached EUR 11.07 billion at end-September, representing 5 months of imports.
International Trade and Capital
Following a sharp reduction of 22.4% mom in August, Romania’s FOB exports rebound at 19.6% mom in September. On a year-to-year basis, exports registered a 26% yoy increase. CIF imports also increased, however, at a much more modest rate - by 11.6% mom in September, reducing the yearly growth rate to 20.7% yoy in September, down from a record high 31.6% yoy in August. As a result, the FOB/CIF trade deficit has narrowed to EUR 552 million, just 7% yoy higher than in September last year. The October deceleration of growth was observed for both exports and imports although to a different extent. Exports grew by 21.4% yoy while imports showed just 10.2% yoy. However, for the January-October 2004, the growth rate of imports still outpaces that of exports, registering 21.4% yoy and 20.8% yoy respectively. Despite narrowing growth paces of exports and imports, the cumulative trade gap widened to EUR 5.3 billion, by 23.6% higher than in January-October 2003. 
Despite decelerating production (from a peak of 28.2% yoy in March to 5.6% yoy in August and -4.1% yoy in September), the growth of metal exports accelerated to 44.8% yoy in January-October, on the back of growing world prices on metals. At the same time, imports of metals have been deteriorating despite an appreciation trend of the national currency. During the period, metal imports grew by 31% yoy, down from 35.3% yoy in March 2004. Considering that metallurgical products are the third largest export group (representing 15.2% of total exports), the slowdown of growth or reduction of world metal prices may have strong negative impact on CA balance. Export performance of machines and transportation equipment remains impressive, registering 33.6% yoy and 34.6% yoy growth during January-October. This high-value added group represents almost 24% of total Romanian exports. 
Despite slowing down to 6.4% yoy in January-October, textiles and apparel is still the largest export group. At the same time, its share has declined from above 25% of total exports at the end of 2003 to just 22.6% at the end of October. Footwear exports have lost 4% yoy during the period. Considering heavy reliance of light industry exports on the EU market (about 85% of total textile and footwear exports are destined for the EU), it will continue decelerating as a result of stronger competition of Chinese products. According to the light industry producers, Romania’s textile and footwear exports may decline by 10-15% next year as a result of abolition of import quotas on Chinese light industry products by the EU.
Mineral products and machinery and equipment, the two largest groups in the structure of imports (23.6% and 13.2%, respectively), grew by 20.9% yoy and 30.2% yoy during January-October. Robust growth of mineral products imports should be partly attributed to high world prices and increased domestic consumption of energy resources. Imports of vehicles continue expanding at an impressive 77.3% yoy during the period. Import of machinery, equipment, and transportation means reflects strong domestic demand on capital goods. Geographically, the EU markets accounted for 73.3% of Romanian exports and 65.1% of imports during January-October 2004, with Italy, Germany, and France remaining the top-trading partners of Romania.
Romania’s Foreign Trade Performance
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In January-September, the CA deficit widened to EUR 2.28 billion, 4.1% of full-year projected GDP. The deficit was 38.1% yoy higher due to the widening of the trade deficit in goods and services by 42% yoy and a worsening of the income account (by 15% yoy). Moreover, services, which reported EUR 40 million surplus in the corresponding period last year, recorded a deficit of EUR 130 million. The ten-month income deficit was 15.2% yoy wider on the back of income repatriation from direct and portfolio investments. At the same time, the CA benefited from higher current transfers (wage remittances and EU funds), which increased by 36.7% yoy for January-September, reaching EUR 1.65 billion. Although the initial CA deficit target of 5.5%of GDP will not be achieved, the BNR officials are confident it will be kept below the 6% of GDP ceiling. Higher-than expected economic growth this year will help to contain the deficit within the ceiling, increasing the reference basis. The European Commission and International rating agency Fitch also see Romania’s CA deficit at 6% of GDP this year.
At the same time, the financing of the CA deficit remains encouraging thanks to increasing levels of  FDIs. According to the foreign investment agency (ARIS), the net inflows of FDI amounted to EUR 1.64 billion in January-September, about 40% yoy higher. As of now, FDI covered 72% of CA deficit. Payments for Petrom privatization, expected by the end of the year, will increase the inflow of FDI to a record high EUR 3 billion. FDI is expected to increase further next year on the back of improving investment climate and supported by privatization of several Electrica branches, Distrigaz and others. At the same time, recent report of the Organization for Economic Cooperation and Development (OECD) stated that the current inflow of FDI in Romania is lower than it could have been attracted considering the level of investments in the neighboring countries and Romania’s GDP per capita. 
International Programs

Romania has hoped to complete EU accession negotiations by the end of November. However, the deadline was extended to mid-December partly due to the election campaign in Romania. At the end of November, Romania closed two chapters - “Environment” and “Other” - out of four negotiation chapters. The remaining articles “Competition” and “Justice and Home Affairs” are seen as the most difficult. Under “Competition” the issue of heavily subsidized industries like metallurgy and mining should be settled. At the beginning of November Romania’s proposals for “Justice and Home affairs” were judged by the  EC as unsatisfactory and  requiring further revision. Moreover, Romania has asked to re-open the “Taxation” chapter to make amendments to several transition periods (for implementation of excises on petrol, diesel, and natural gas sold to households, heating oil and electricity). According to government officials, the possible date of completing accession talks is December 17th. The European Council is scheduled that date and it is expected also that it will specify the date of signing the Accession Treaty by both Romania and Bulgaria. 
Other Developments and Reforms affecting the Investment Climate
According to the final results of the Central Electoral Bureau (BEC), Mr. Basescu  -- the Bucharest Mayor and  opposition candidate of the National Liberal Party (PNL) and the Democratic Party (PD) D.A. alliance --  won the presidential elections on December 12, 2004, receiving 51.23% of the votes. The Prime Minister Mr. Nastase, the candidate of the Social Democratic Party (PSD) and the Romanian Humanist Party (PUR), was supported by 48.77% of voters. According to the Romanian constitution, the President appoints the Prime Minister from the party or coalition holding absolute majority in the Parliament. At the same time, the PNL-PD alliance was the runner-up in the general elections on November 28, 2004, holding 34.3% of seats in Lower and Upper Houses, while PSD-PUR obtained 40.3% of seats. The PNL and PD have already confirmed the preservation of the alliance after elections. However, in order to be endorsed by Parliament, a  PNL-PD led government will need the support of an absolute parliamentary majority through the formation of a coalition with others. On the other hand, should PSD build such a majority, President-elect Basescu would be forced to appoint a PSD-led Prime Minister.

The PSD ally in the election run-off, the Humanist Party (PUR), has declared their “independence” shortly after the BEC announced the preliminary election results indicating the opposition leader as a most probable winner. The support of the PUR is seen as critical for PNL-PD to form a stable majority in the parliament. The Hungarian minority party (UDMR), which holds about 6.8% of seats in both houses and which supported the PSD-PUR alliance in the elections, has announced its openness to any proposals. The formal support from a Nationalist Party (PRM) is not plausible since it will reduce the credibility of such alliance abroad. 

Hence, there are three possible scenarios for Romania: (1) based on a migration of PSD and other parties’ members to the PNL-PD, with the formal support of UDMR and ethnic minorities, and with the informal (or formal) one of PUR, there will be a Presidential majority in the parliament; (2) there is still a chance that PSD-PUR with support of UDMR will form a coalition in the parliament; (3) should President Basescu appoint a PNL-PD Prime Minister but the parliament will fail to endorse him twice, Mr. Basescu could dissolve the Parliament and call for early elections.

The new Romanian President has pledged to reduce poverty and corruption in the country. Mr. Basescu declared the EU accession as one of his priorities. However, in the run-up of the presidential lections, he accused the Prime Minster Nastase of accepting tough terms as he raced to close negotiations before the elections. Hence, Mr. Basescu urged for re-opening of the negotiations over the Competition and Energy chapters. At the same time,  EU officials have expressed concerns on the possibility to re-open several negotiation chapters but expressed confidence that it will not affect the deadline of signing the Accession Treaty in late-April or early-May.
On November 17, 2004, the Fitch rating agency upgraded Romania’s long term foreign and local currency sovereign ratings by two notches to ‘BBB-’ and ‘BBB’. Also, the short term rating was upgraded to ‘F3’ from ‘B’ and Country ceiling to ‘BBB-’ from ‘BB’. All ratings have a Stable Outlook. According to Fitch, Romania’s accession to the EU is the main policy driver. The rating agency praised Romania’s prudent fiscal policy, recent successful privatizations in the energy sector and strong GDP growth. At the same time, the main concerns refer to the CA widening and rapid growth of foreign exchange denominated credits.
On November 17th, the board of the World Bank (WB) approved two loans for Romania, amounting to $275 million aimed at assisting Romania in modernizing its transport system and farming sector. Both projects are to be implemented during the following five years. The $225 million of the sum is earmarked for transport restructuring. The other project is aimed at assisting farmers in modernization of their production activity. Earlier on November 10th, the WB decided to grant $120 million loan for the restructuring of the mining sector.
In its recent Transition report, released at the beginning of November, the European Bank for Reconstruction and Development (EBRD) has recognized the progress of Romania, Bulgaria and Croatia towards more developed  market economies. According to the report, these countries progressed in banking reforms and infrastructure improvement, Bulgaria and Romania also in privatization. The other countries of former Soviet Bloc showed much more modest progress. According to EBDR report, the major risk for Romania’s macroeconomic stability in the medium-term is relaxation of fiscal policy (tax rate cuts in 2005) in the run-up of elections without appropriate reduction in subsidies and arrears.
