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Summary

® Romania continued to demonstrate solid economic
performance, registering a real 5.8% year-over-year
(yoy) growth of gross domestic product (GDP) in
January-September.

® The consolidated budget reported a surplus at 0.12%
of GDP in the first ten months of 2007.

® On November 20™, the Romanian parliament ap-
proved a law on the state budget for 2008 with a bud-
get deficit of 2.7% of GDP.

® In the first ten months of 2007, the total stock of me-
dium and long-term external debt increased by
22.8% ytd, driven by private borrowings and inflow
of non-resident deposits.

® Consumer prices grew by 0.93% month-over-month
(mom) in November, translating into a 6.67% yoy in-
crease in annual inflation.

® Money supply (measured as aggregate M3) grew by
34.6% yoy in November, following a 55.1% yoy in-
crease in non-government domestic credit.

® Over January-October, the merchandise (FOB/CIF)
trade deficit widened by 53.24% yoy, approaching
EUR 17.2 billion.

® A surge in imports left the current account deficit
highly unsustainable, as only 44.5% of the gap was
financed by net FDI inflow.

Economic Growth

Contributions to Real GDP Growth by Sector,
percentage points
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In the first nine months of the year, the Romanian
economy continued to demonstrate solid perfor-
mance, as the gross domestic product (GDP) in real
terms reported robust growth of 5.8% yoy. Notably,
the third quarter was marked with better than pro-
jected real GDP growth at 5.7% yoy, accelerating
from 5.6% yoy in the second quarter. The economic
growth remained generally broad-based, underpinned
by increasing value added in all sectors, except agri-
culture. Meanwhile, domestic-oriented sectors such
as construction and services continued to develop at
outpacing rates, increasing their contribution to the
formation of the GDP. Services were the most signifi-
cant driver of economic growth, contributing 58.6%

to areal increase in gross value added. The role of con-
struction in the Romanian economy has been strength-
ening rather rapidly, increasing by a striking 34.4%

yoy in January-September 2007. Thus, the weight of
the construction sector in GDP extended to 34.5%

compared to 11.5% in the respective period last year.
On the downside, economic growth was restrained by

low proceeds from product taxes in the first quarter of
the year and by decreasing value added in agriculture.
Agriculture demonstrated rather poor performance

this year, as gross agricultural output dropped by

18.3% yoy in January-September on the back of
unfavorable weather conditions.

A positive evolution of the GDP was achieved primar-
ily on the back of strong domestic demand, growing
in total by a real 13.3% yoy. Household consumption
remained the main driver of economic growth. How-
ever, private consumption also remained rather unsus-
tainable, being supported mainly by increasing bank
debt and growing incomes ahead of productivity
growth. In the first nine months of the year, real
wages grew by 14% yoy, while growth of labor pro-
ductivity advanced by only 10.3%. The contribution
of investments to the economic development of the
country has been increasing due to high investment ac-
tivity Thus, gross capital formation continued to accel-
erate its growth pace, climbing by a striking 25.3%
yoy during January-September. Investments grew by
an impressive 29.1% yoy in the first nine months of
the year. However, investments stimulated primarily
the development of domestic sectors rather than ex-
port-oriented ones, which is ineffective from the per-
spective of generating economic growth in the me-
dium run. The major beneficiaries of investments
were new construction and equipment. In particular,
new construction absorbed 48.9% of total invest-
ments. On the other hand, persistent domestic con-
sumption also spurred demand for imports, which cre-
ated a significant downward pressure on economic
growth. Net exports negatively contributed 8.6 per-
centage points to 5.8% yoy growth of GDP.

Contributions to Real GDP Growth
by Expenditure, percentage points
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Over January-October, industrial production stayed
in good shape, increasing by 5.8% yoy. In October
alone, industrial production grew by 5.9% yoy, accel-
erating from a modest 3.2% yoy reported last month.
Sound industrial performance was maintained by
gains in food processing, chemical industry, metal-
lurgy, automobile production, and in machinery and
equipment, which compensated for the decline in out-
put in light industry, fuel processing and utilities sup-
ply. Strong private consumption favored increasing
production of food processing, which added 11.4%
yoy in the first ten months of the year. At the same
time, high investment activity in the country as well
as external demand stimulated consistent develop-
ment of automobile production and of machinery and
equipment, which grew by 15.7% yoy and 1.8% yoy
respectively. Favorable conditions on international
commodity markets supported robust growth in
chemical production and metallurgy, posting 8% yoy
and 4.7% yoy respectively.

Industrial Output by Sector, % ytd yoy
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Fiscal Policy

Robust economic growth in January-October pro-
vided a good base for successful performance of fis-
cal revenues. Growing nominal incomes of house-
holds and firms as well as persisting domestic con-
sumption stimulated an increase in tax receipts and,
therefore, in consolidated budget revenues. Thus, bud-
get revenues grew by a nominal 21.2% yoy over the
first ten months of the year, totaling RON 105.8 bil-
lion. At the same time, the Romanian government con-
tinued to run rather expansive fiscal policy, devoted
mainly to generous social programs. Consolidated
budget expenditures increased by a nominal 30.9%
yoy, amounting to RON 105.4 billion. A major part of
state expenditures was directed at social assistance
(28% of total budget spending) and to paying wages
for state employees (19.5%).

Thanks to strong tax proceeds, the budget balance
was still in surplus, totaling RON 450 million (0.12%
of GDP) in the first ten months of the year, despite ex-
pansionary income and social policies. As budget rev-
enues were growing at a slower pace than expendi-
tures, and taking into account that the government pro-
jected a significant increase in expenditures in the last
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two months of the year, the budget balance is going to
turn into a rather significant deficit at the end of 2007.

Consolidated Budget Balance, % of full year GDP

Monetary Policy

Medium and Long-term External Debt,
EUR billion
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On November 20", the Romanian parliament ap-
proved a law on the state budget for 2008, drafted by
the Liberal-led government. The law projects a bud-
get deficit of 2.7% of GDP, up from 2.4% of GDP set
for 2007. Meanwhile, total budget revenues are
planned at RON 172.8 billion (up by 21.6% compared
to the budgeted amount in 2007), and total budget ex-
penditures are set at RON 184.7 billion (up by
21.8%), including payments to the EU budget. The
budget is based on macroeconomic forecasts anticipat-
ing 6.5% yoy real GDP growth, 3.85% annual infla-
tion and a current account deficit at 13% of GDP. To
finance the extended state budget deficit, the govern-
ment plans to borrow RON 11 billion (EUR 3.45 bil-
lion) on the domestic market, to issue Eurobonds
worth EUR 500 billion, and to privatize state prop-
erty. The weak minority government is obviously fail-
ing to remedy procyclical fiscal loosening that is to
compound macroeconomic imbalances, fuel inflation
processes and to contribute to the accumulation of
state debt.

In the first ten months of 2007, the total stock of me-
dium and long-term external debt increased by 22.8%
ytd, up to EUR 35 billion. Foreign borrowings of the
private sector provided about two-thirds of the in-
crease, while growing non-resident deposits in the Ro-
manian banking system contributed another
one-third. The private sector (primarily, commercial
banks with foreign capital) continued to borrow
heavily from abroad in October. Thus, external debt
of the private sector reported a strong 29.5% ytd
growth in January-October 2007, despite escalating
international financial turmoil. In 2007, non-resident
deposits began to play an important role in the struc-
ture of external debt, as they were attracted by good
developments in the banking system and recent EU
membership. On a negative note, the increased a
share of short-term foreign deposits contributed to ex-
cessive volatility of Romanian external debt and its
vulnerability to speculative sentiments of foreign in-
vestors. In the third quarter of 2007, the attraction of
short-term foreign deposits by commercial banks
brought to 44.2% increase of the total external debt of
Romania, which climbed up to EUR 53.2 billion.
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In November, the consumer price index (CPI) contin-
ued to advance under the influence of both supply and

demand-side factors. On the supply side, a rise in real

wages and industrial producer prices drove up manu-
facturing costs, which inevitably passed-through to

consumer prices. Also, the evolution of consumer

prices followed a general upward growth trend of
prices for foods and energy resources on the world

markets. The depreciating Romanian leu caused ser-
vice tariffs to increase, as some tariff rates are denomi-
nated in euro. Meanwhile, growing incomes of house-
holds and expansion of banking credits further cre-
ated demand pressure on consumer prices. The recent

depreciation of the RON partially switched domestic

demand from imports consumption to domestic con-
sumption. Strong domestic demand affected primar-
ily food prices, as foods take up about 40% of the con-
sumer basket, and the most of the demand for foods is

usually satisfied domestically. Nevertheless, inflation

reported a marginal slowdown of monthly growth in

November after continuing acceleration during the

previous three months in a row. Thus, consumer

prices grew by 0.93% month-over-month (mom),
translating into a 6.67% yoy increase in annual infla-
tion. As in the previous month, inflation was mostly

spurred by growing prices for foods, registering at

1.17% mom. Prices of non-food stuffs posteda 0.61%

mom increase, mainly due to growing prices for fuel

(1.63% mom). Growth of service tariffs accelerated

to 1.21% mom, driven by a 2.47% mom increase in tar-
iffs for post and telecommunication. At the same

time, growth of consumer prices switched to a deceler-
ation trend in November, as food prices in all product

groups grew at a slightly lower rate than the month

before, likely due to a high base effect.

Developments of monetary aggregates also contrib-
uted to increasing inflationary pressure. Money sup-
ply in the economy (measured as aggregate M3 ac-
cording to a broad definition) grew by 34.6% yoy in
November, visibly accelerating from 28.8% yoy re-
ported a month ago. Expansion of money supply was
driven by a 55.1% yoy increase in non-government do-
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mestic credit, as high demand for banking loans, from
households in particular, persisted in November.

CPI by Components, eop % yoy
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Steady, high incomes, improving standards of living
and standards of banking services have been stimulat-
ing Romanians to apply for banking loans. House-
holds built up the stock of their banking debt by
76.7% over the last twelve months. At the same time,
money supply in terms of the major components ex-
panded primarily due to the increasing amount of cur-
rency behind the banking system and demand depos-
its rather than to increasing term deposits. In Novem-
ber, the amount of liquid money grew by 69.9% yoy,
while term deposits rose by only 9.3%, compared to a
respective 44.8% yoy and 18.4% yoy growth reported
a year ago. As a result, the share of liquid money
(cash and demand deposits) extended to 53.5% of
broad money supply from 30% a year ago. This ten-
dency indicates that individuals preferred to borrow
and spend rather than save, thus increasing demand
pressure on current prices. Moreover, individuals bor-
rowing from banks increased their current expendi-
tures rather than investment spending (like on either
real estate or durable goods), which further stressed
inflation pressure. Thus, according to the NBR,
around 70% of loans to households are consumer cred-
its, and only 30% are mortgage credits. Another risky
factor of continuing bank credit expansion is related
to the increasing share of forex-denominated credit in
total non-government credit. The share of forex-de-
nominated credit expanded to 53% in November 2007
compared to 47% a year ago, thus spurring exposure
to exchange rate risks. These risks are further
strengthened by the very likely depreciation of the
RON.

The RON continued to experience depreciation pres-
sure in November, as the RON/EUR exchange rate
rose by 4.8% mom in nominal terms at the end of the
period on the back of worsening sentiments of foreign
investors. Investors remained rather risk-averse con-
sidering the unsustainable external deficits of Roma-
nia in the context of the persisting credit squeeze
around the world. A rise in the policy interest rate of
the National Bank of Romania (NBR) by 50 basis
points on October 31 was not powerful enough to cor-
rect the downward trend of the RON. Only indirect in-
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terventions of the central bank prevented the Roma-
nian leu from even sharper depreciation in Novem-
ber. The national currency remained very exposed to

further depreciation due to the size of the current ac-
count deficit and liquidity constraints on international

financial markets. Nevertheless, depreciation of the

national currency seems to be the only remedy for bal-
ancing large external deficits. And there is a risk of a

sharp depreciation of the local currency in the me-
dium term, which may negatively impact economic

developments and spur inflation.

Money Supply and Non-Government Domestic
Credit, % yoy
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Although the annual inflation rate remained one of
the lowest in Eastern Europe, attaining the inflation

target is an important task for the NBR in the frame-
work of the program of convergence to the Euro zone.
The disinflation process that was successfully main-
tained since 2000 was suspended in the third quarter

of the year due to shocks from both supply and de-
mand sides. It became quite obvious that the disinfla-
tion efforts of the central bank alone are not enough to

successfully reach the inflation target due to the depre-
ciation of the RON, exogenous shocks of world com-
modity markets and imprudent income and fiscal pol-
icy of the government. Furthermore, the NBR intro-
ducing measures for tighter monetary policy faces a

serious trade-off between inflation on the one side

and appreciation of the national currency and

economic growth on the other side.

International Trade and Capital

In October, international trade reported an acceleration

of growth rates of both exports and imports compared
to the previous month. Thus, (FOB) exports grew by an

impressive 23.4% yoy, a record monthly growth rate

for the year, accelerating by more than twice from the

11.1% yoy registered in September. At the same time,
(CIF) imports accelerated to 28.1% yoy, up from

22.5% yoy a month ago. Despite visible improvement
of export performance in October, persisting import ex-
pansion, coming mostly from the European Union,
drove a (FOB/CIF) trade deficit to a monthly historical

wide gap at EUR 2.2 billion. Over the total period of
January-October, merchandise (FOB/CIF) trade defi-
cit widened by 53.24% yoy, approaching EUR 17.2 bil-
lion. In terms of a foreign trade deficit, Romania ranks

fifth in the European Union.

Monthly Foreign Trade Balance
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Under the downward pressure of the consistently dete-
riorating merchandise trade balance, the current ac-
count deficit widened to EUR 13.3 billion as of Octo-
ber, up by 71.8% yoy. A surge of imports left the cur-
rent account deficit highly unsustainable, as only
44.5% of the gap was financed by net FDI inflow.
Moreover, about 10% of the current account gap was
covered by short-term foreign debt, which made the
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external imbalance rather vulnerable to international
credit terms. In short, it is high time to introduce a
good mixture of tight monetary and fiscal policies.

Current Account Components, monthly flows
EUR million
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In October, net inflow of foreign direct investments

(FDI) was at EUR 923 million, only slightly below

the previous month's level, when FDI reported a re-
cord high inflow. In January-October, net FDI inflow

amounted to EUR 5.9 billion, declining by 25% yoy

due to a high statistical base in October 2006. Roma-
nia remained quite attractive for placement of foreign

investments thanks to still comparatively cheap labor

force, the favorable business environment, low taxes,
and a large domestic market. The most attractive sec-
tors for investors are those demonstrating the most dy-
namic developments such as industry, energy

production, construction and services.

Strong inflow of foreign capital in October helped not

only to finance the current account gap but also to

slightly replenish the foreign exchange reserves of the

NBR. The forex reserves increased by EUR 4.1 mil-
lion, amounting to EUR 25.2 billion as of October. The

stock of the forex reserves was at a level high enough

to finance 6.1 months of imports.
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