
Summary

• In January-September, the growth rate of industrial

output remained strong and stood at 7.2%

year-over-year (yoy).

• Over the first nine months of the year, the consoli-

dated budget surplus increased to RON 5.6 billion

(EUR 1.6 billion) or 1.69% of projected full-year

GDP. In November, the fourth ratification of the

2006 budget was passed, maintaining a year-end

consolidated budget deficit at the previous level of

2.5% of GDP.

• Disinflation continued to accelerate as the consumer

price index (CPI) increased by only 4.8% yoy in Oc-

tober. The central bank confirmed its commitment to

proceed with tight monetary policy to offset infla-

tionary pressures stemming from fiscal loosening

and a faster growing economy.

• In January-September, the merchandize trade deficit

(FOB/CIF) continued to widen, totaling EUR 9.6 bil-

lion or up by 45.6% yoy over the same period of the

previous year.

• Over the first three quarters of this year, the current

account deficit widened to EUR 6.7 billion. On a

positive note, about 73% of the current account gap

was covered with FDI inflows that amounted to EUR

4.9 billion or 32.4% higher than in the same period of

2005.

• The International Bank for Reconstruction and De-

velopment agreed to lend Romania $180 million to

improve the quality of transportation infrastructure

in the country.

Economic Growth

In January-September, the growth rate of industrial

output remained strong and stood at 7.2%

year-over-year (yoy). Although the expansion of out-

put in extracting sectors continued to lose speed,

growing by 3.4% yoy, manufacturing remained the

main driver of industrial production, posting 7.7%

yoy growth. During the first nine months of this

year, the growing output in food processing (by

16.4% yoy), chemicals (17.5% yoy), the automobile

industry (19.5% yoy) and furniture and wood pro-

cessing industries (22.9% yoy and 6.8% yoy) sup-

ported high growth rates of manufacturing. The

growth rates in metallurgy remained positive,

though exhibited a steady tendency toward decelera-

tion as the production of metallurgical products

grew by only 1.8% yoy. Weak performance of the

machine building sector exerted a downward pres-

sure on the growth of industrial output as well. In Jan-

uary-September, output in machine building shrunk

by 1.9% yoy. Furthermore, on the back of lower

world prices of oil, output in the fuel processing in-

dustry continued to decline for the fourth month in a

row, falling by 2.5% during the first nine months of

2006. In January-September, output contraction in

light industry further accelerated as the production

of textiles and clothing fell by 16.3% yoy and 8.6%

yoy respectively. Despite a deceleration of output

growth in the utilities sector in September, strong

output performance in this sector during the previ-

ous months supported a 5.5% yoy growth rate over

the first three quarters of 2006.

In September, industrial production grew by 6.7% yoy,

increasing slightly slower than in August due to

weaker performance in the mining sector, where out-

put contraction was registered for the first time since

January. In September, output in manufacturing accel-

erated to 7.9% yoy from 7.1% yoy in August on the

back of higher growth rates in the food processing in-

dustry (17.6% yoy), automobile industry (30.5% yoy)

and furniture processing and other sectors (34.4%

yoy). At the same time, the evolution of the chemical in-

dustry was somewhat disappointing as the output in

this sector decelerated to 5.1% yoy from 56.4% yoy in

August. However, this deceleration can be partially ex-

plained by the particularly weak performance of the

chemical industry in August 2005 when output in this

sector shrunk by about 24% yoy. As a result, the record

high growth rate of the chemical industry in August

2006 can be largely explained by the low statistical

base. In September, production in fuel processing and

machine building continued to decline by 12.3% yoy

and 5.8% yoy respectively, though at a slower rate than

in the previous month. The growth rate of the metallur-

gical industry was on a downtrend as well and output in

this sector fell by 2% yoy in September after a modest

0.7% yoy recovery in August. Finally, output in utili-

ties noticeably decelerated from 14.2% yoy in August

to -0.5% yoy in September.

The overall performance of the economy during the

first three quarters of this year is encouraging. In Janu-

ary-September, the amount of construction works in-

creased by 17.8% yoy, retail trade (excluding vehi-

cles) grew by 24.8% and the volume of market ser-

vices rendered to the population increased by 8.4%

yoy. Since these growth rates, including the growth

rate of industrial production, are higher than in the

first half of 2006, GDP growth over the first nine quar-

ters of the year is likely to exceed 7% yoy.

Fiscal Policy

In January-September, consolidated budget revenues

grew by 22.1% yoy in nominal terms totaling RON

76.5 billion. Consolidated budget expenditures posted

a slower growth rate of 17.4% yoy and amounted to

RON 70.9 billion. As a result, the consolidated budget

surplus increased to RON 5.6 billion (EUR 1.6 billion)

or 1.69% of projected full-year GDP.

On the back of an improved macroeconomic forecast

for 2006, the Government of Romania passed the

fourth rectification of the 2006 budget on November

20th, maintaining a consolidated budget deficit at

2.5% of full year GDP. The principle purpose of this

revision is to achieve a more efficient utilization of

budget resources through the reallocation of financ-

ing between public institutions as well as a redistribu-

tion of redundant funds accumulated by ministries.

The Ministry of Transportation, the Ministry of Labor

and the Ministry of Administration and Internal Af-

fairs are to receive the highest amounts, while the con-

solidated budget deficit was widened by RON 109.1

million (EUR 30.9 million). In addition, the value of

the pension reference point will be raised by 16.8%

on December 1st from RON 339.3 to RON 396.2, gen-

erating a RON 55 average increase of payments for

pensioners in the public pensions system.

A record high adjustment of wages in the public sec-

tor is projected to occur in the coming year. The gov-

ernment approved a 22% wage hike in education in

2007 and a 44% wage increase for public servants em-

ployed in the sanitary sector in 2007-2008. Both pro-

jected wage increases in the public sector and the up-

ward adjustment of pensions at the end of 2006 will

fuel aggregate demand and put additional pressure on

the central bank's efforts to maintain the 2007 infla-

tion target. Furthermore, the government's bias to-

ward fiscal loosening is likely to increase as incum-

bent politicians will be more inclined to approve

higher spending on social programs before parliamen-

tary elections.

Preliminary data on fiscal revenues released by the

Ministry of Public Finance reveals a slight decelera-

tion of consolidated budget revenues, as budget reve-

nues amounted to RON 81.7 billion in January-Octo-

ber increasing by 17.6% yoy. A slowdown of fiscal

revenues is rooted in slower growth rates of proceeds

from excise taxes (down to 10.8% yoy growth rate

from 16.7% yoy posted in January-September) and

custom duties (down to 19.3% from 28.5% yoy) as

well as a minor deceleration in VAT collection (down

to 23.9% yoy from 25.3% yoy). On a positive note,
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over the first ten months of 2006 fiscal revenues from

income taxes hit a record high growth rate of 40.4%

yoy. In addition, proceeds from the corporate profit

tax grew at faster rate as well, increasing by 21.3%

yoy — their highest growth rate in 2006.

In September, the stock of medium and long-term exter-

nal debt, excluding bank deposits by non-residents, to-

taled EUR 25.1 billion increasing by 2.1% since the be-

ginning of the year (ytd). The accumulation of external

debt is mainly driven by the growing stock of private

external debt, which grew by 16.3% ytd to EUR 14.2

billion. In contrast, the stock of public and publicly

guaranteed external debt was on a downtrend trend and

decreased by 4% ytd to EUR 10.9 billion. In the third

quarter of 2006, the amount of total external debt, in-

cluding short-term debt and inter-company lending,

stood at EUR 36.8 billion with the share of inter-com-

pany lending in total external debt settling at 17%.

Monetary Policy

In October, disinflation continued to accelerate as the

consumer price index (CPI) increased by only 4.8%

yoy as compared to 5.5% yoy in September. For the

first time since the beginning of the year, CPI infla-

tion fell below the 2006 inflation target of 5% yoy. Fa-

vorable inflationary developments were largely

driven by relatively flat prices of food commodities,

which inched up by only 0.9% yoy, and a slowdown

in inflation of service tariffs to 6.9% yoy from 8.3%

yoy in September. Steady disinflation is an evidence

of the developing capacity of the central bank to per-

form effective monetary policy. In addition, growing

aggregate demand appears to be largely absorbed

through higher aggregate supply of both domestic and

imported products rather than increasing prices. Mod-

est inflation of prices of food commodities provides

strong support for this argument. If in October 2005

higher prices of foods (on the back of poor perfor-

mance of agriculture) explained about 30% of yoy

CPI inflation, the contribution of increasing prices of

foods to CPI fell below 1/10 in October 2006 and was

more than three times lower than in the same month of

the previous year. In addition, inflation developments

are supported with lower prices of imported commodi-

ties due to slower growth rates of prices of imports,

lower world prices of energy resources and a stronger

national currency against the Euro and US dollar.

Higher prices of non-food commodities and service

tariffs are the main factors that shape the inflationary

outlook in 2006. Furthermore, the impact of increas-

ing prices of non-food products has the tendency to in-

crease, as their contribution to CPI inflation exceeded

2/3 in October — up from 1/2 in the same month of

the previous year. In October, the contribution of

higher tariffs of services to CPI exceeded 1/5 due to

the growing tariffs of water supply (up by 19.4% yoy)

and higher transportation tariffs. At the same time,

moderate inflation of telecommunication tariffs (only

2% yoy in October) supported slower growth of price

index of services.

In October, CPI had grown by only 2.98% since the

beginning of the year (ytd) or more than 2 times

slower than in the same month of the previous year.

As a result, the 2006 inflation target of 5% yoy is

likely to be met by the central bank. Notably, low in-

flation in 2006 is supported by the deflation of prices

of foods, which have been falling on a year-to-date ba-

sis for the third month in a row, posting 1.35% ytd de-

flation in October. Thus, the inflation is primarily

rooted in the higher prices of non-food commodities,

which grew by 6.1% ytd during the first ten months of

this year. Increasing prices of non-food commodities

are, in turn, driven by higher prices of three groups of

commodities: utilities, tobacco and fuels. However,

due to the relative stability of world oil prices, the im-

pact of higher prices of fuels is declining. However,

upward revisions in administered prices as well as in-

creasing excise duties on tobacco remain principle

sources of CPI inflation as well as major threats to the

disinflation process. In addition to growing pressures

from the demand side due to fiscal loosening and

faster growing economy, further adjustments of ad-

ministered prices and a harmonization of excise taxes

with EU regulations pose a considerable risk for price

stability. On a positive note, most CPI inflation in

2006 was determined by non-monetary factors

(higher administered prices and excise taxes).

In September, the growth rate of the money supply re-

mained the same as in the previous month and settled

at 28.1% yoy. Notably, the expansion of non-govern-

ment domestic credit continued to decelerate, falling

to 55% yoy from 57% yoy in August. This decelera-

tion was driven by the slower expansion of both

RON- (to 123.3% yoy in September from 126% yoy

in August) and forex-denominated (to 47% yoy from

50% yoy) credit issued to households.

In November, the National Bank of Romania (BNR)

issued its quarterly "Inflation Report" with an up-

dated inflation forecast of 4.7% yoy for both 2006 and
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2007. The inflation targets were kept the same at

5.0% and 4.0% for 2006 and 2007 respectively, with a

+/- 1.0% deviation band. The central bank decided to

proceed with tight monetary policy as the policy inter-

est rate was kept unchanged at 8.75% and tight con-

trol over market liquidity is maintained. Starting Janu-

ary 1, 2007, the earlier adopted regulation on the expo-

sure of credit institutions to unhedged borrowers of

foreign-currency denominated credits will be re-

moved. This regulation, introduced in the last quarter

of 2005, limited the forex denominated credit expo-

sure of banks to three times their own funds.

International Trade and Capital

In September, exports (FOB) further decelerated to

6.1% yoy from 7.4% yoy in August. A similar trend

was registered for imports (CIF), which posted a

slower growth rate of 18.8% yoy as compared to 24%

yoy in August. As a result, the merchandize trade defi-

cit (FOB/CIF) amounted to EUR 1.2 billion, increas-

ing by 52.1% yoy.

In January-September, exports (FOB) totaled EUR

19.1 billion, increasing by 16% yoy, while imports

(CIF) amounted to EUR 28.7 billion, growing by

24.5% yoy. Faster deceleration of exports and a minor

slowdown of imports continued to widen the

merchandize trade deficit (FOB/CIF), which grew to

EUR 9.6 billion or by 45.6% yoy over the same period

of the previous year. During the first nine months of

2006, the slower growth rate of exports was driven by

decelerating exports of chemicals (down to 13.1%

yoy from 19.3% yoy in January-August), machinery

(down to 35.8% yoy from 38.3% yoy) and transporta-

tion means (down to 53.7% yoy from 63% yoy) as

well as declining exports of textiles (down by 1.5%

yoy). At the same time, the exports of metallurgical

products have been accelerating since April and

posted 12% yoy growth in January-September. A

slight deceleration of imports was registered due to

the slower growth of exports of mineral products (on

the back of lower world oil prices) and machinery.

Over the first three quarters of this year, the current ac-

count deficit widened to EUR 6.7 billion, increasing

by 46.7% yoy. A deceleration of the growth rate of

the current account deficit from 51% yoy in Janu-

ary-August was supported by the larger surplus of

trade in services in September as well as a slower

growth rate of the deficit of incomes transfers, which

grew by 11.3% yoy as compared to 20% yoy in Janu-

ary-August. About 73% of the current account gap

was covered with FDI inflows, which amounted to

EUR 4.9 billion or 32.4% higher than in the same pe-

riod of 2005.

In October, foreign exchange reserves of the central

bank (including monetary gold) approached EUR

22.75 billion or about 12% higher than in the previous

month. The accumulation of foreign reserves was

driven by a EUR 2.1 billion inflow from the privatiza-

tion of Banca Comerciala Romana (BCR).

Other Developments Affecting the

Investment Climate

In November, Germany and Denmark ratified the Ac-

cession Treaty of Romania and Bulgaria to the Euro-

pean Union. As a result, the Treaty is now ratified by

all members of the European Union.

The International Bank for Reconstruction and Devel-

opment (IBRD) and the Ministry of Public Finance of

Romania signed a loan agreement in the amount of

$180 million for the modernization of national roads

and railways networks. The project is to be launched

in 2007 and is designed to improve the quality of the

transportation infrastructure in Romania after EU ac-

cession.
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