
Summary

• In January-August, industry posted robust growth,

increasing by 6% year-over-year (yoy).

• The consolidated budget reported a surplus at

0.32% of period GDP over the first eight months of

the year.

• In September, consumer prices advanced by

6.03% yoy. Inflation has been accelerating for the

second month in a row, propelled by surging prices

of foods.

• Broad money supply increased by 28.2% yoy in

September, while non-government credit ex-

panded by 52.9% yoy.

• On October 31st, the National Bank of Romania

(NBR) raised its policy interest rate by 50 basis

points to 7.5% to curb inflationary pressures.

• The current account gap approached EUR 10.2 bil-

lion, increasing by 72.7% yoy, as the merchandise

trade deficit widened to EUR 10.8 billion, up by

67.3% yoy.

• The net inflow of foreign direct investments (FDI)

remained substantial, increasing by an impressive

82% yoy in August alone.

• In August, NBR forex reserves amounted to EUR

24.7 billion, increasing by 22.5% yoy.

Economic Growth

Over the first eight months of the year, industrial

production continued to post robust growth, increas-

ing by a real 6% yoy, slightly decelerating from the

7.2% yoy registered a year before. After achieving

impressive 7.7% yoy growth in 1Q 2007, industrial

output leveled out due to the high statistical base ef-

fect of the previous year. Industry was driven by

manufacturing, which gained 7.1% yoy during Janu-

ary-August. Meanwhile, mining and quarrying re-

ported a marginal gain of 0.9% yoy, while utilities

declined by 1.1% yoy. Strong performance of manu-

facturing was led by growth of value added in auto-

mobile production, food processing, the chemical

industry and metallurgy. At the same time, leading

manufacturing industries reported rather uneven

growth dynamics over the first eight months of the

year. Automobile production continued to grow dy-

namically, posting impressive 16.4% yoy, on the

back of buoyant domestic demand and increasing

exports. High incomes of households and a favor-

able external environment triggered a robust 12.3%

yoy growth in food processing. The performance of

machine building unexpectedly revived in August,

improving the cumulative dynamics of this sector to

a modest decline of 0.3% yoy in January-August.

Metallurgy demonstrated steady performance, in-

creasing by 5.6% yoy during the first eight months

of the year. Positive developments in metallurgy

were aided by favorable conditions on external mar-

kets as well as strong domestic demand. However,

growing competition from imports is likely to slow

growth in chemical and light industries. Indeed, the

chemical industry decelerated to 8% yoy, compared

to the bright 19.2% yoy growth posted the year be-

fore, while imports of chemical products registered

strong growth. Light industry continued to stag-

nate, as production of clothing articles declined by

19.5% yoy, and manufacturing of leather and foot-

wear contracted by 0.1% yoy. Fuel processing con-

tinued to shrink as well, as its output contracted by

11.0% yoy in January-August.

In August alone, industrial output grew by 4.5% yoy,

decelerating from 7.1% yoy registered a month be-

fore. This slowdown is mostly related to weaker per-

formance in manufacturing and utilities. In particular,

manufacturing increased by 4.6% yoy, as compared to

8.1% yoy in the previous month. A visible decelera-

tion of manufacturing was triggered by contraction in

the chemical industry (by 10.2% yoy) and a signifi-

cant slowdown in automobile production (up by a

modest 0.6% yoy against 34.2% yoy a month before).

In August, a decline in light industry further deep-

ened. Production of textiles continued to fall (-0.5%

yoy) after a temporary revival in the previous two

months. The production of ready-made clothes con-

tracted by a sharp 28.2% yoy, while leather and foot-

wear decreased by 21.1% yoy. On a positive note, ma-

chinery and equipment unexpectedly grew by an un-

precedented 16.3% yoy in August — the highest rate

in the last three years. At the same time, utilities

shrank by 2.3% yoy, while the mining industry posted

rather strong performance, increasing by 7.7% yoy.

The outlook for industrial growth remains quite posi-

tive. Given the good developments in the main manu-

facturing industries, such as automobile production

and food processing, industrial output is expected to

gain a real 5.8% yoy by the end of the year. Thus, in-

dustrial growth is going to slightly decelerate from the

7.1% yoy registered in 2006. A marginal slowdown of

industrial growth is likely to be attributed to the decel-

eration of metallurgy and the chemical industry on the

back of the worsening external environment.

Fiscal Policy

Since 2006, the Romanian government has been pur-

suing relatively loose fiscal and income policies. As

a result, higher spending on social benefits, pen-

sions and wages in the public sector increased the

budget deficit in 2006 and 2007. According to the

Ministry of Economy and Finance, consolidated

budget expenditures grew by a nominal 27.1% yoy

in the first eight months of the year, significantly ac-

celerating from 16.25% yoy a year before. Mean-

while, budget revenues increased by a nominal

19.0% yoy, slightly slowing from 22.2% yoy regis-

tered a year ago. As a result, the consolidated bud-

get reported a surplus at 0.32% of period GDP dur-

ing January-August, decreasing from a surplus of

1.58% of GDP in the same period of 2006.

In January-September, fiscal revenues remained on

a robust uptrend, increasing by 18.59% yoy. Collec-

tions of personal and corporate income taxes ad-

vanced by 44.01% yoy and 33.73% yoy respec-

tively, supported by gains in incomes and employ-

ment At the same time, proceeds from indirect

taxes, VAT (up by 10.2% yoy) and excises (up by

8.7% yoy) decelerated due to a simplified trade re-

gime after accession to the EU.

On October 10th, the government drafted the 2008

budget law and passed it to the parliament for discus-

sions and final endorsement. According to the law,

the budget deficit is to be increased to 2.7% of GDP

in 2008, which is in line with the expansionary and

socially oriented fiscal policy. The consolidated bud-

get expenditures are expected to grow by 21% yoy.

The budget project assumes significant spending on

social programs such as education, social security,

health care and transportation. In particular, pen-

sions and social expenditures are planned to grow by

11.9% yoy. At the same time, taxes are not to be

raised, as fiscal policy is declared to be stimulating.

The projections of strong 6.5% yoy real GDP growth

(to a nominal EUR 138 billion) and modest inflation

(3.8% yoy) are anticipated to widen the tax base,

which will allow for a 20% increase in consolidated

budget revenues in 2008.

The central bank and international organizations

judged the 2008 budget law as too expansionary

and questioned the assumptions of its macroeco-

nomic projections. Essentially, a massive growth of

social payments and increasing minimum wages

will fan domestic demand, threatening macroeco-
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nomic balances and the inflationary outlook. More-

over, the budget deficit is set alarmingly close to the

upper limit imposed by the EU (3% of GDP), while

budget revenue projections are heavily conditional

on the unlikely strong growth of nominal incomes.

As a result, the budget deficit may become unsus-

tainable, which risks putting the economy on a path

toward an explosion of public debt above the target.

The NBR petitioned for fiscal tightening to contain

the inflationary processes. Recently, widening ex-

ternal imbalances and soaring inflation prompted

the Ministry of Economy and Finance to revise this

year's budget by lowering the budget deficit from

2.7% to 1-1.2%. However, under political pressure

from the opposition, a 30% hike in pensions in No-

vember followed by another 7.4% increase in Janu-

ary was approved. Thus, the target for the 2007 bud-

get deficit may be feasible only if spending on 2007

infrastructure projects is significantly curtailed. Ap-

parently, pressure on the government to grant con-

cessions to the opposition has serious implications

for macroeconomic stability. Indeed, fiscal policy

measures are frequently justified by political

pressures rather than by prudent economic sense.

In August, the stock of public debt declined to

16.4% of GDP (down from 18.9% at the end of

2006) due to the strong performance of budget reve-

nues. However, the first Eurobond placement since

October 2003 (up to EUR 0.5-1.0 billion in the last

two months of this year) is being considered by the

government to secure funds for an unscheduled in-

crease in social payment at the end of 2007.

As of August, the stock of medium and long-term

external debt amounted to EUR 33.87 billion, in-

creasing by 22.2% since the beginning of the year.

Private external debt grew by 27.0% year-to-date

(ytd), while the public sector diminished its foreign

debt by 2.6% ytd. In addition, high interest rates

and the recent EU membership improved the attrac-

tiveness of Romanian banks, prompting a 3.29

times surge of the stock of non-resident deposits

compared to the end of 2006. As a result, the share

of non-resident deposits in total external debt

sharply expanded to 9.4% during the first eight

months of the year.

The recent global liquidity tightening is likely to re-

strict foreign borrowing by the private sector in 2008.

At the same time, the growth of public external debt

will be spurred by the planned Eurobond placement.

Monetary Policy

In September, strong inflationary dynamics per-

sisted, as consumer prices (CPI) soared to 6.03%

yoy, the highest inflation level of the past 12

months. The annual evolution of the CPI gained an

additional percentage point against the previous

month, following the record high monthly inflation

reported at 1.08% mom in September. At the same

time, Romania still managed to achieve the lowest

inflation in Central and Eastern Europe.

September's annual inflationary developments were

primarily driven by a rapid 8.17% yoy evolution of

food prices, spiking for the third month in a row on

the back of a shortfall in agricultural output. In partic-

ular, prices of bread and vegetables, the heaviest in-

flationary components in the food basket, skyrock-

eted by 12.02% yoy and 22.98% yoy respectively. In-

flation of utility tariffs (up by 9.58% yoy) stood as

the second most significant inflationary driver. In

general, prices of non-foods have been on a smooth

downtrend since the beginning of the year, decelerat-

ing from 8.33% yoy at the end of 2006 to 4.1% yoy

in September. Finally, service tariffs changed insig-

nificantly in the past several months, growing by

6.03% yoy in September mostly due to increasing

rents and water supply prices.

The acceleration of consumer price growth for the

second month in a row was propelled mainly by con-

tinuing food inflation. Food prices increased by

1.94% mom, up from 0.86% mom in August,

pushed by a 14.47% mom surge in prices of vegeta-

ble oil, and by continuing increases in prices of

bread (1.75% mom), vegetables (2.66% mom), and

eggs (15.11% mom). Service tariffs continued to

grow for the second month in a row as well on the

back of a 2.42% mom increase in post and telecom-

munication tariffs prompted by the recent RON de-

preciation. At the same time, an increase in prices

for transport services was observed.

Notably, volatile prices affected by supply-side

shocks are not the exclusive factors for the deterio-

rating inflation environment in the last two months.

Booming domestic demand, growing at rates almost

twice as high as the rates of real GDP growth, has

been recently absorbed primarily by import expan-

sion on the back of the appreciation of the domestic

currency. However, since the weakening of the

RON in August, excessive consumer demand has

begun to exert upward pressure on domestic prices.

Thus, the core CPI, the indicator calculated exclud-

ing all volatile and regulated prices, advanced by

1.12% mom in September, accelerating from a

0.8% mom increase in August.

Monetary developments also contributed to acceler-

ating inflationary tendencies. Broad money supply

(aggregate M3) advanced by 28.2% yoy, amounting

to RON 126.679 billion, marginally accelerating

from 27.0% yoy in August. The evolution of money

supply followed steep growth of non-government

credit, which expanded by 52.9% yoy in Septem-

ber, up from 50.2% yoy in August. The credit expan-

sion was driven primarily by increasing loans

granted to households, which grew by 44.6% yoy

and 66.2% yoy, denominated in RON and in forex

respectively. By major components, broad money

supply increased due to growing currency in circula-

tion (31.1% yoy) and overnight deposits (72.3%

yoy), while term deposits increased by a modest

6.2% yoy. As a result, expanding cash and over-

night deposits explained about 70% of the total

growth of money supply compared to a 40% contri-
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8M 2006 8M 2007

Share,
% of TED

Growth,
% ytd

Share,
% of TED

Growth,
% ytd

Private sector 53.0% 15.5% 58.7% 27.0%

Public sector 43.7% -2.8% 31.9% -2.6%

Non-resident
deposits

3.3% 0.87% 9.4%
3.29
times

Total M&LT
external debt

100.0% 4.9% 100.0% 22.2%

Stock of Medium and Long�Term External Debt

Source: NBR, The Bleyzer Foundation
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bution last month. It is likely that households in-

creased their borrowings to finance current

consumption, as higher inflation put a downward

pressure on real interest rates.

Annual inflation, accelerating to 6.035% yoy in Sep-

tember, overshot the NBR inflation target of 3-5%.

As growth of food prices is expected to persist and

continue to promote further inflationary develop-

ments, the NBR's inflation target is unlikely to be

achieved in 2007. Furthermore, ability to maintain

low inflation in the targeted boundaries is important

for the NBR in order to join the Euro zone in 2012.

Thus, on October 31st, the National Bank of Roma-

nia (NBR) raised its policy interest rate by 50 basis

points to 7.5% to curb inflationary pressures.

International Trade and Capital

Over January-August, the foreign trade balance

(FOB/CIF) continued to deteriorate, reporting a

trade deficit of EUR 11.5 billion. Although exports

(FOB) posted robust growth in the first eight

months of the year, increasing by 11.8% yoy, im-

ports (CIF) continued to outpace them at 27.5%

yoy, exerting a downward pressure on the trade bal-

ance. As a result, the trade gap widened by 36.7%

yoy in January-August.

Good performance of exports in January-July was

supported by increasing deliveries of such major

product groups as machinery and mechanical appli-

ances (22.6% yoy), ferrous metals (33.3% yoy), ve-

hicles and transport equipment (35.1% yoy), ac-

counting together for 51% of total exports. On the

downside, exports of textiles and mineral products

continued to decline, contracting by 2% yoy and by

36.8% yoy respectively in the first eight months of

the year. At the same time, sustained investment

and consumer demand on the back of strong domes-

tic currency prompted rapid import expansion. In

particular, imports of machinery/mechanical appli-

ances and vehicles/transport equipment, which to-

gether account for 38.6% of total imports, grew by

36.5% yoy and 66% yoy respectively in Janu-

ary-July. Imports of the other substantial product

groups, ferrous metals (61.1% yoy) and chemical

products (32.8% yoy), have been expanding in

response to the needs of growing industry.

During the first eight months of the year, external

imbalances continued to worsen under the pressure

of the widening trade deficit. The current account

gap approached EUR 10.2 billion, increasing by

72.7% yoy over the respective period last year, as

the merchandise trade deficit widened to EUR 10.8

billion, up by 67.3% yoy. At the same time, the in-

come balance deteriorated as well due to increasing

interest payments on the growing stock of foreign

debt and direct investments. Thus, the income gap

deepened by 48.0% yoy in January-August, com-

pared to 20.6% yoy registered in the same period a

year ago. On a positive note, current transfers grew

at an outpacing 50.6% yoy rate, strongly accelerat-

ing from 7.1% yoy reported a year ago. On the back

of increasing transfers of Romanians working

abroad, a surplus of current transfers amounted to

EUR 3.5 billion over the first eight months of the

year, compensating for the income balance deficit

of EUR 3 billion.

The net inflow of foreign direct investments (FDI)

remained substantial, increasing by an impressive

82% yoy in August alone. Over the first eight

months of the year, net FDI inflow amounted to

EUR 4.1 billion, which is 93.7% of the FDI amount

registered a year ago. Robust inflow of foreign capi-

tal consisting of both debt and direct investments

provided the accumulation of foreign exchange re-

serves with the NBR despite strong deterioration of

the current account. Thus, NBR forex reserves

amounted to EUR 24.7 billion as of August 2007,

up by 22.5% yoy over the first eight months of the

year, which is even higher than the 14.5% yoy

increase reported in the previous year.

Other Developments Affecting the

Investment Climate

On October 31st, the World Economic Forum re-

leased its new Global Competitiveness Report

2007-2008. Romania's competitiveness rank was

downgraded to 74th (of 131 countries rated this year)

from 68th (of 125 countries rated in 2006). Uncom-

petitive tax rates and tax regulation, inefficient gov-

ernment bureaucracy, corruption, and access to fi-

nancing are judged as the most problematic factors

that damage the country's business environment.

Fitch confirmed the Banking System Indicator

(BSI) for Romania at D with a stable outlook. Fitch

explained that the current rating corresponds to

some weaknesses in the banks' intrinsic stance. The

future trend for the banking sector's rating is driven

by potential system risks, balanced by credible im-

provements in operating and structural indicators.

The bank credit expansion is expected to continue,

since the ratio of banking assets to GDP remained at

a rather low 50% and due to continuing economic

development.

The international rating agency Coface has con-

firmed Romania's rating at "A4", however worsen-

ing its outlook from stable to negative. The negative

outlook reflects rapid external leveraging by Roma-

nia's private sector, during a period of relatively

high short-term capital outflows. Coface expressed

concerns that the recent depreciation of the RON

may negatively affect the payment behavior of cor-

porations that accumulated a substantial debt in

foreign currency.

October was marked with a new round of aggravat-

ing political tensions. The government survived a

no-confidence vote initiated by the Social Demo-

cratic Party, its former supporter in the parliament.

However, the pressure to make concessions to the

parliamentary opposition parties remains rather sub-

stantial. Furthermore, the latest corruption scandals

in the Cabinet spurred tensions between the govern-

ment and the president. Although the political envi-

ronment remained fragile, EU membership and

strong commitments of Romanian politicians to ac-

celerate the country's convergence with EU eco-

nomic and institutional standards ensures the

continuation of prudent economic reforms and

market-oriented policy.
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