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Summary

Romania’s real sector demonstrated excellent performance in 2004. Based on 5.3% yoy growth in industry, one of the major contributors to GDP growth, the overall level of economic growth is expected to exceed 7.6% yoy in full 2004. Despite some fiscal loosening in the end of 2004, the fiscal authorities managed to meet the consolidated budget deficit target of 1.64% of GDP in 2004. Fiscal outlook for 2005 is generally positive despite the recent tax reforms pose a challenge for maintaining prudent fiscal parameters. During the last year, a combination of prudent fiscal and accommodative monetary policies allowed steady disinflation trend. Consumer price index (CPI) grew by a relatively modest 9.3% yoy at the end of the year. Over 2004, the current account (CA) deficit widened to EUR 4.4 billion or 7.7% of the expected GDP on the back of high trade deficit. CA gap was financed by an impressive FDI inflow that covered 92% of the gap. In 2004, FDI inflows reached a record high level of EUR 4.0 billion due to large privatization receipts. 
Economic Growth

In 2004, Romanian real sector performed remarkably well. Industry, one of the major contributors to GDP growth, demonstrated robust growth of 5.3% yoy in 2004. This figure is much better than 3.2% yoy of industrial growth achieved in 2003. Substantial acceleration took place in December when industrial production expanded by a high 12.3% yoy. Such an impressive performance is attributed to expansion of production in the manufacturing and extractive industry. Of the manufacturing sector industries that posted the highest expansion over 2004 were wood processing, chemicals and automotive industry. Encouraged by high external demand throughout 2004 wood processing and chemicals increased their outputs by 34.4% yoy and 42% yoy, respectively. By the same token, metallurgy showed a robust 13.5% yoy growth over the last year. Automobile industry was one of the best growth performers as its output increased 24.3% yoy in 2004. At the same time, utilities has been stagnating during the second half of 2004 and ended the year with 3.2% yoy decline. To some extent such dynamics may be explained by high cost of energy inputs and administrative regulation of electricity and gas prices that make this type of activity less profitable. However, with the administrative adjustment of utilities prices to the cost recovery level in January 2005, utilities sector performance should improve. 

Based on the real sector performance in January-September, real GDP growth is expected to reach 7.6% yoy or even higher in 2004. This would be the highest rate of growth since 2000. In the first three quarters of 2004, GDP expanded 8.1% yoy as economic output soared up 10% yoy just in the third quarter. Strong domestic demand and buoyant investment activity continued to be the main drivers of Romanian economic development. On the supply side, the largest contributors to GDP growth in 2004 were agriculture, construction and industry, joined contribution of which account for about 53% of total GDP.

Romanian economy has good prospects for growth in 2005, although its slight slowdown relative to last year’s growth rate is expected. Encouraged by further expansion of domestic consumption real GDP growth is forecasted to reach 5.5% yoy in 2005. The slowdown will be due to larger negative contribution of the net exports, as acceleration of investment activities and appreciating ROL might induce stronger import growth. Nevertheless, the economy will benefit from expected progress in structural reforms and booming investment activities. Progress in privatization and investment rating upgrade obtained in 2004 will contribute to further growth of investment demand in the country. 
Industrial Output Growth by Sector, % yoy
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Fiscal Policy

The robust economic growth in 2004 supported good fiscal performance during the year. The Ministry of Public Finances (MFP) reported that the consolidated budget deficit reached ROL 4.2 trillion (EUR 104.3 million) over January-November. This is equivalent to 0.2% of full-year expected GDP. Therefore, there are grounds to assert that the official target of 1.64% of GDP fiscal deficit was met in 2004. According to the preliminary estimates, the deficit accounted to 1.2% of GDP in 2004. In January-November consolidated budget revenues stood at ROL 636.4 trillion (EUR 15.6 billion), while expenditures reached ROL 640.6 trillion (EUR 15.7 billion). 

Fiscal outlook for 2005 is generally positive despite the recent tax reforms pose a challenge for maintaining prudent fiscal parameters. The elections held at end-2004 brought to power a coalition led by PNL-PD, whose first major action was to announce the introduction of a flat tax of 16% for both corporate profits and individuals’ income. The prior-to-election Budget Law for 2005 also envisaged the rate cuts for the respective taxes, although not so drastic. The changes in the tax rates were made taking into account reduction of fiscal deficit to 1.5% of GDP in 2005. Tax levels currently in force for 2005 are presented below versus the 2004 level of the taxes.  

Fiscal Changes Introduced by the New Government

	Tax rates effective of:
	2005
	2004

	Corporate profit tax
	16%
	25%

	Individual income tax
	16%
	18-40%

	Individual dividend tax
	10%
	5%

	Micro-enterprises tax
	3%
	1.5%

	Social security (payroll) taxes
	49.5%
	49.5%


Source: Ministry of Public Finance

The loss in budget revenues from the introduction of the flat tax is estimated at ROL 32.0 trillions (EUR 800 million), or 1.2% of the expected 2005 GDP. Hence, ceteris paribus, fiscal deficit may reach 2.5% of GDP in 2005. However, the new government earlier pledged to preserve the 2005 budget deficit target at 1.5% of GDP, taking some measures to balance the loss in revenues: several other taxes were raised, or expected cuts were cancelled. In particular, micro-enterprises will be taxed by 3% of their turnover, up from 1.5% in both 2004 and initial plans for 2005. Also, social security taxes will not be reduced to 47.5% as it was initially planned for 2005. The government also expects that an important part of the shadow economy will turn legitimate due to the tax cut, thus increasing the tax base. However, if in the case of corporate tax this move has quite high probability, for individual taxes it might not be that straightforward due to still high social security taxes.

In order to analyze the effects of the tax cut, an IMF mission arrived in Bucharest at the beginning of February 2005. However, an agreement on the supplementary Memorandum of Understanding was not signed. The IMF team suggested reducing fiscal deficit target to 0.2% of GDP for 2005, which would be consistent with further progress in disinflation and CA deficit at 6.9% of GDP. At the same time, Romanian officials agreed on 0.4-0.5% of GDP fiscal deficit target, while CA deficit is seen at 7% of GDP. Also, it was agreed to increase energy prices, excises, taxes on capital gains and interest rates. To compensate the loss in budget revenues and further reduce fiscal deficit to 0.2% of GDP in 2005, IMF suggests to increase VAT to 25% (up from current 19%) and postpone pension increases. However, the government refused to implement the latter recommendation because it might negatively affect inflation dynamics. 

Consolidated Budget Balance, % of GDP
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During 2004, medium and long-tem external debt grew by 12% yoy to reach EUR 17.5 billion. The overall debt level remained at a reasonable level of 31% of expected full-year GDP. Growth of foreign debt occurred on the account of 25.3% expansion of private debt, which reached EUR 7.5 billion at the end of last year. Public and publicly guaranteed debt increased only marginally by 3.6% yoy to a combined EUR 10.0 billion at end-2004. Due to decelerating exports external debt service ratio increased to about 22% over 2004, up from 20.6% over previous year. In 2005, the payments to service external debt will post threefold decline to the amount of EUR 1.3 billion.

Monetary Policy 

CPI and Broad Money (M2), yoy % change
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During 2004 inflation declined to a single-digit value for the first time since 1989. CPI growth dropped to 9.3% yoy in 2004, only a little bit higher than the official target of 9.0%. This inflation level is regarded as a great achievement taking into account the pressures associated with elections and accelerating dynamics of the international oil prices. Steady disinflation throughout the year was the result of a combination of prudent fiscal and accommodative monetary policies. During the year, the NBR used the exchange rate as a monetary anchor in order to curb prices growth. However, in November 2004 the NBR allowed for greater exchange rate flexibility, thus making inflation targeting efforts more challenging exercise. 

After robust deceleration over the last months of 2004, consumer prices grew by 0.8% month-over-month (mom) in January. The acceleration is attributed to an increase of administered prices for electricity and gas. The annual inflation, however, continued to decline reaching 8.9% yoy growth in January. The growth of food prices remained virtually unchanged during the first month of 2005 having grown by 7.4% yoy. At the same time, prices of non-foods and services decelerated in January. Service tariffs increased 8.1% yoy in January compared with 8.7% yoy growth a month before. The slowdown occurred mainly as a result of phone rate cuts. The rates for phone services are set in foreign currency that is why the recent nominal ROL appreciation against foreign currencies led to phone rate cuts. January’s growth of non-food prices slid to 10.8% yoy after 11.4% yoy in December despite an increase in the electricity and gas cost. 

In 2005, inflation is expected to decline further as official target is set at 7.0%. However, to meet these targets is a rather challenging task for Romanian authorities. First, according to agreements with international organizations, energy prices, which have about 11% weight in consumer basket, will be raised to cost-recovery levels every half-year starting 2005. Second, the increase in the aggregate demand, stimulated by the real wage growth, tax rate cut and rapid expansion of credit to private sector, will also put pressure on prices and contribute to further widening of foreign trade deficit. 
In attempt to alleviate effects of large speculative short-term capital inflows, BNR continued its policy of reducing interest rates, thus narrowing the spread between domestic and foreign currency rates. During January-February, interest rates continued to decline amidst high liquidity in the market. BNR cut the intervention interest rates two times and it dropped by 150 basis points to 15.75%. Intervention interest rate is the maximum rate at which BNR attracts deposits from the money market. However, there is evidence that BNR attracted funds at an interest rate as low as 10.94%, thus implying further intervention rate cuts in the future. 

Throughout 2004, broad money supply (M2) picked up 40.1% yoy (28.1% yoy in real terms) reaching ROL645.3 trillion (EUR 16.3 billion) in December. This represents the largest increase in the last two years. Growth of narrow money (M1) slowed to 36% yoy to ROL 153.6 trillion (EUR 3.9 billion) due to deceleration of demand deposits expansion down to 42% yoy in December. Quasi-money growth advanced 42% yoy following acceleration of household savings. In December, volume of household savings expanded 36% yoy supported by steady income growth. Over the same time, the rate of corporate deposits growth dropped to 58% yoy compared with 74% yoy in November. 

During December, the pace of net foreign assets growth picked up to 44% yoy to ROL 361.3 trillion (EUR 9.1 billion) on the account of tangible BNR’s convertible currencies increase. Net domestic assets slowed down to 36% to ROL 284.0 trillion (EUR 7.2 billion) as domestic credit increased 21% yoy to ROL 365.6 trillion (EUR 16.3 billion). Non-government credit decelerated to 38% yoy, amounting to ROL 418 trillion (EUR 9.5 billion), while net government credit balance advanced to ROL 52.4 trillion (EUR 1.2 billion). 

In 2004, gross international reserves of BNR reached EUR10.8 billion that is more than five months of imports. In January, international reserves of BNR kept increasing following sustained upward trend. Over the month, the BNR hard currency reserves reached EUR 11.3 billion, up EUR 430.4 million. The increase is attributed to forex purchases from the local market, and net inflows linked to higher mandatory foreign exchange reserves deposited by commercial banks. Including the gold stock, international reserves made up EUR 12.4 billion at end-January. 

During February, appreciation of ROL against the Euro accelerated significantly and BNR tried to counterbalance the nominal appreciation by buying out excess foreign exchange. After several interventions, the exchange rate for Euro picked up to ROL 36,422 from 35,515 on February 14, before the intervention. In the largest intervention, BNR bought EUR 600 millions pushing the exchange rate up 7%. However, the effect of the recent interventions was only temporary because of large amount of speculative capital flowing into the country. Since November last year, the central bank has switched to a policy of limited intervention on the foreign exchange market. As a result, the ROL nominally appreciated 11% against the Euro since that time. Nominal appreciation of domestic currency along with continuing disinflation means lower exports competitiveness, thus posing challenge of increasing productivity for exporting industries.  

On the February 10th board meeting, BNR decided to allow unrestricted access to foreign currency for domestic companies. Up to now, in order to acquire foreign exchange, domestic companies had to prove they needed the currency to acquire imports or to make foreign payments. Another decision taken in a board meeting during February is intended to limit the foreign exchange credits in Romania. BNR extended the reserve base to foreign denominated liabilities with maturities longer than two years, thus these instruments became subject to 30% of reserve requirement. The interest rate for US denominated required reserves was increased to 0.8%, up from 0.75%. Both measures became effective since February 24th.
International Trade and Capital

During 2004, the FOB/CIF merchandise trade deficit expanded almost 32% yoy to EUR 7.3 billion. The gap widened despite strong exports performance and due to substantial imports expansion. In 2004, exports gained 21.3% yoy, while the growth of imports outpaced that of exports reaching 24% yoy. In the first month of 2005, export grew faster than imports in yoy terms, but this trend is expected to reverse on the back of high demand for investment goods in the country. The FOB/CIF trade deficit is estimated to widen at EUR 9.0 billion over 2005. January FOB exports advanced 24% yoy, with three of the largest six export groups posting extremely large increases. Metallurgical products jumped 77.8% yoy, mineral products soared 45.4% yoy and transport means gained 59.4% yoy. Machines and electrical equipment also increased a robust 14.1%. At the time, textiles and footwear showed only modest increase (less than 2% yoy) because starting January 2005 textiles and footwear exports have been hurt by not only the ROL appreciation but also stronger competition from Chinese goods, for which EU removed the import quotas. CIF imports expanded 20.4% yoy in January, with four out of the six largest groups recording growth in excess of 29% yoy. Textile imports remained virtually unchanged yoy (up 0.2% yoy), as they are closely linked with exports. Most of the textile imports are re-exported under outward–processing arrangements. The European Union remained the largest trade partner, accounting for 73.7% of the exports and 62.6% of the imports. 

Romania’s Foreign Trade Performance
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Source: INSSE, The Bleyzer Foundation
Over 2004, the current account (CA) deficit widened 44% yoy to EUR 4.4 billion. This represents 7.7% of the full year expected GDP under the new methodology. The new methodology includes the foreign companies’ reinvested profits as outflows in the current account and as foreign direct investment (FDI) in the financial account of the balance of payments. The increase in deficit is mainly due to a 35% yoy higher trade deficit, reaching EUR 5.3 billion (FOB/FOB). Current transfers, also posted a robust 23.1% increase, moving up to EUR 2.5 billion level, thus partially covering the trade deficit. Over the last year, CA gap financing was not a problem thanks to an impressive FDI inflow that accounted for 92% of the CA deficit. In 2004, FDI inflows reached a record level of EUR 4.0 billion. One reason for the large FDI inflows was receipts from privatization of the largest Romanian company Petrom (oil and gas, integrated), which brought EUR 1.5 billion in investments. Significant progress in energy sector privatization gives grounds to expect massive FDI inflows in 2005. Several privatization deals have been already closed in late 2004, but they need formal approval of the Parliament. Among the recently privatized companies are Distrigaz Sud, Distrigaz Nord (both gas distribution), Electrica Banat and Electrica Dobrogea (electricity distribution). Therefore, the receipts from privatization of these companies will be reflected in 2005 statistics.

International Programs

European Commission has endorsed on February 22nd Romania’s accession treaty to the EU. This decision followed the closure of accession negotiation in December 2004 and finalization of treaty during February. Next stage will be the signing of the treaty on April 25, this year, while accession is set for January 2007. The treaty includes a safeguard clause that could delay accession by one year, should Romania not implement reforms agreed with the EU. The EU started thorough monitoring of the reform progress using criteria set in 31 negotiation chapters as well as some additional political and economic criteria. In addition, Romanian authorities agreed to postpone the initial phase of capital account liberalization (non-resident’s access to ROL-deposits) by two-month period as it was recommended by the EU. 

The government and the IMF have already identified the necessary steps aimed at solving the macroeconomic challenges of 2005. Among these challenges are the targeted size of fiscal deficit, tax rate cuts and external imbalances. According to the Precautionary Stand-By Arrangement with the IMF, measures affecting the budget should be first discussed with the IMF. According to Romanian legislation, any changes to the Fiscal Code must be made before the start of the year it applies to. Since the government was endorsed by the Parliament on December 28, 2004, it only had several days to introduce the necessary changes, so the new government was short of time to held talks with the IMF on tax reform issues. In order to analyze the effects of the tax reforms, an IMF mission arrived in Bucharest at the beginning of February 2005. However, an agreement on the supplementary Memorandum of Understanding was not signed. The precautionary stand-by agreement with the IMF is likely to be amended in March, after additional negotiations. 

Other Developments and Reforms Affecting the Investment Climate

On March 2nd, Moody’s upgraded Romania’s country ceiling for foreign currency bonds by two notches, to Ba1 from Ba3. Country ceiling for foreign currency bank deposits was raised to Ba2 from B1 and government rating to Ba1 for both foreign and local currency bonds. The outlook for all ratings is positive. Local currency guideline is now Aa3. Moody’s based its action on Romania’s EU accession prospects and improved situation of external liquidity and government finances. The rating agency also noted the risk of overheating the economy and of moving to an inflation targeting while liberalizing the current account in the same time. Moody’s action was expected, in spite of a stable outlook, as ratings were unchanged since December 2003. The new foreign currency country ceiling of Ba1 is one notch below investment grade. Of the three largest rating agencies, only Fitch rated Romania investment grade. S&P rating, BB+, is like Moody’s, one notch below investment grade, with a positive outlook and we expect S&P to upgrade the rating to investment grade in the second part of the year. 

	Agency
	 
	Foreign Currency
	 
	
	Local Currency
	
	Last Upgrade

	 
	LT
	ST
	Outlook 
	LT
	ST
	Outlook 
	 

	Moody's
	Ba1
	n.a.
	Positive
	Aa3
	n.a.
	Stable
	March 2, 2005

	Fitch 
	BBB-
	F3
	Stable
	BBB
	n.a.
	Stable
	November 17, 2004

	S&P
	BB+
	B
	Positive
	BBB-
	A-3
	Positive
	 September 14, 2004














































































































