
Summary

• In January-September, real GDP grew by 7.8%

year-over-year (yoy) on the back of robust economic

performance in the third quarter of 2006.

• Industrial production continued to accelerate in Jan-

uary-October, increasing by 7.4% yoy — its highest

growth rate in 2006.

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

dated budget surplus grew to RON 6.87 billion (EUR

1.95 billion) or 2.04% of projected full year GDP.

• In December, the Parliament of Romania adopted

the Budget Laws for 2007, which envisions a consol-

idated budget deficit of RON 8.7 billion or 2.8% of

full year GDP.

• In November, the consumer price index (CPI)

slightly decelerated to 4.67% yoy from 4.8% yoy in

the previous month. However, monthly inflation hit

its highest level in 2006.

• During the first ten months of the year, the

merchandize trade deficit widened to EUR 11.24 bil-

lion or about 12% of projected full-year GDP.

• In January-September, the current account gap to-

taled EUR 7.75 billion and was fully covered by the

inflow of foreign direct investments in the amount of

EUR 7.9 billion.

• In December, the Government of Romania cancelled

the privatization of the Casa de Economii si

Consemnatiuni (CEC) — the eighth largest bank in

the country.

Economic Growth

In December, the National Institute of Statistics re-

leased preliminary data on GDP growth during the

first nine months of 2006. According to this data, real

GDP grew by 7.8% year-over-year (yoy) in Janu-

ary-September on the back of robust economic perfor-

mance in the third quarter of this year. In Q3 of 2006,

faster growth rates of value added were registered in

all sectors of the economy as real GDP posted 8.5%

growth up from 7.8% yoy growth observed in Q2 of

2006. Notably, agriculture posted a stronger growth

rate, increasing by 5.2% yoy in July-September and

by 3.5% in January-September. As a result, the contri-

bution of this sector to real GDP growth was positive

for the first time since the second quarter of 2005,

which is an indication of the encouraging signs of re-

covery in the sector.

Value added in industry, construction and services

grew at an accelerated speed as well, increasing by

7.1% yoy, 17.5% yoy and 7.8% yoy in January-Sep-

tember respectively from the 6.5% yoy, 16.5% yoy

and 7.2% yoy growth rates achieved in the first half of

this year.

On the expenditure side, GDP growth was driven by

strong domestic demand as over the first three quar-

ters of 2006, households' final consumption grew by

12% yoy and gross fixed capital formation expanded

by 13.7% yoy — its highest growth rate over the last

two years. Notably, starting in the last quarter of

2005, the growth rate of gross fixed capital formation

has been outpacing the growth rate of private con-

sumption. In addition, higher growth rates of exports

in 2006 mitigated the negative impact of the growing

trade deficit on GDP growth. Although the contribu-

tion of net exports was negative and settled at -4.6 per-

centage points in January-September, it was still be-

low the 5.7 percent average negative impact of net ex-

ports in 2005.

Outstanding economic performance in 2006 is built

on several factors. First, brisk domestic consump-

tion is fueled by rapidly growing real consumer in-

comes (on the back of lower inflation and faster

GDP growth), expanding domestic credit and loose

fiscal policy. Second, the expansion of aggregate

supply is supported by stronger external demand,

more stable weather conditions that helped avoid dis-

ruptions of the supply of agricultural products, as

well as less volatile world prices of oil and energy re-

sources. Finally, favorable transformations of Roma-

nia's investment climate and the country's accession

to the European Union have notably improved Roma-

nia's attractiveness for foreign investors contribut-

ing to the vast inflow of foreign direct invest-

ments — about EUR 8 billion during the first ten

months of 2006.

In January-October industrial production continued

to accelerate increasing by 7.4% yoy — its highest

growth rate in 2006. Although the growth rate of out-

put in the mining sector was on a downward trend,

slipping to 3.2% yoy from 3.4% yoy in January-Sep-

tember, the output expansion in manufacturing re-

mained strong as production in manufacturing grew

by 8% yoy — up from 7.7% yoy in January-Septem-

ber. Food processing (up by 16.9% yoy in Janu-

ary-September), chemical industry (up by 15.9%

yoy) and automobile industry (up by 20.6% yoy)

were the key sectors that supported strong perfor-

mance of manufacturing. In January-October, the

output recovery in metallurgy was sluggish (up by

only 1.5% yoy), while the machine building industry

continued to shrink (by 1.3% yoy), though at a

slower speed. On a positive note, stagnation of light

industry decelerated slightly as the production of tex-

tiles and ready-made clothes declined by 15.2% yoy

and 8.2% yoy respectively — down from 16.3% yoy

and 8.6% yoy declines posted in January-September.

Finally, the output in the utilities sector grew by

5.4% yoy supported by the better performance of

this sector in October.

In October, industrial production notably accelerated

to 10.2% yoy from 6.2% yoy in September, driven by

output growth in food processing (up by 20.7% yoy),

automobile industry (up by 29.5% yoy), wood pro-

cessing and furniture production (up by 14.8% yoy

and 33.6% yoy respectively). Although positive out-

put growth in fuel processing (up by 19.4% yoy) was

registered for the first time since June, it can be

largely explained by the weak performance of this sec-

tor a year ago (up by only 1.9% yoy in October 2005)

as on a month-over-month (mom) basis output in fuel

processing grew by only 2.7% mom against Septem-

ber 2006. On a positive note, the performance of ma-

chine building in October revealed potential signs of

recovery as output in this sector increased by 3.5%

yoy against October 2005 and by 6.4% mom as com-

pared to September 2006.
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Fiscal Policy

In January-October, consolidated budget revenues

grew by 21.4% yoy to RON 87.34 billion, outpacing

the growth rate of consolidated budget expenditures,

which increased by 18.7% yoy to RON 80.5 billion.

The consolidated budget surplus further increased to

RON 6.87 billion (EUR 1.95 billion) or 2.04% of pro-

jected full year GDP.

According to the Ministry of Public Finance, consoli-

dated budget revenues amounted to RON 90.05 billion

in November increasing by 22% yoy in nominal terms.

The robust performance of fiscal revenues is a princi-

ple driver of budget revenues as proceeds from all prin-

ciple taxes continue to increase at fast growth rates, fu-

eled by the growing economy, increasing incomes and

corporate profits. In particular, the collection of in-

come tax continued to be the most dynamic component

of fiscal revenues setting another record in terms of the

growth rate, as the proceeds from the income tax grew

by 42.2% yoy in nominal terms in November. Two

other principle sources of budget revenues — VAT

and profit tax — registered strong performance as

well, both growing faster than by 20% yoy (in Janu-

ary-November, VAT collection is up by 22.8% yoy

and profit tax collection is up by 22% yoy). However,

the proceeds from excise taxes and custom duties decel-

erated to 10% yoy and 17.6% yoy respectively.

Although the government targets the year-end consoli-

dated budget deficit at 2.5% of GDP, the year-end con-

solidated budget deficit might fall below its projection

due to slow growth of government expenditures and

strong performance of fiscal revenues. However, if the

government decides to meet its target deficit in 2006, a

significant increase in government spending at the end

of the year poses a risk of inefficient utilization of pub-

lic funds. In addition, the implied acceleration of spend-

ing on pensions, wages and salaries in the public sector

exacerbates demand pressures, jeopardizing price sta-

bility and widening external imbalances in 2007.

In December, the Parliament of Romania adopted the

Budget Law for 2007, which envisions a consolidate

budget deficit in the amount of RON 8.7 billion or

2.8% of full year GDP. The approved law closely re-

sembles a draft budget prepared by the Ministry of

Public Finance with some modifications of the bud-

gets of the Ministry of National Defense and the Min-

istry of Education. The expenditure on national de-

fense was increased by RON 841 million (EUR 240

million) through cuts in the budget of the Ministry of

Administration and Internal Affairs and the Ministry

of Public Finances. A reallocation of RON 420 mil-

lion (EUR 120 million) from investment expenditure

items to salaries and wages expenditure items was ap-

proved for the budget of the Ministry of Education.

According to the macroeconomic projections built

into the budget, 2007 real GDP is expected to grow at

6.4% in the next year (about EUR 100 billion) while

annual inflation will not exceed 4.5%. Romania's con-

tributions to the EU budget are estimated at 1.1% of

GDP and co-financing of various EU adjustment pro-

grams should reach 1.6% of GDP. At the same time,

Romania is to receive EU funds in the amount of

2.1% of full year GDP.

In December, two electronic systems (VAT Interna-

tional Exchange System and System of Exchange of

Excise Data) that allow tracking and exchange of in-

formation on VAT and excise collection became oper-

ational in Romania. Upon accession, the Romanian

tax administration will be able to exchange VAT and

excise information with all member states. The inte-

gration of Romania's informational systems on direct

taxes into the EU network is crucial because the com-

mon market has strict regulations on VAT and ex-

cises, which are used as a basis for calculating the con-

tribution of each member state to the EU budget.

In October, the stock of total medium and long term ex-

ternal debt stood at EUR 25.8 billion, increasing by

2.8% month-over-month (mom). While the stock of

public and publicly guaranteed external debt continued

to decline, the stock of private external debt grew to

EUR 15 billion — up by 5.3% mom or 23% since the

beginning of the year. In January-September, the stock

of gross external debt, including short term debt, stood

at EUR 36.8 billion with EUR 6.23 billion in the form

of direct investment intercompany lending.

Monetary Policy

In November, the consumer price index (CPI) slightly

decelerated to 4.67% yoy from 4.8% yoy in the previ-

ous month. The price indexes of food products and

non-food commodities leveled out and stood at 1% yoy

and 7.6% yoy respectively while the price index of ser-

vice tariffs continued to slow for the fourth month in a

row, settling at 5.9% yoy in November. Due to higher

prices of tobacco (up by 28.1% yoy in November) and

utilities (up by 13.9% yoy), year-end inflation of

non-food commodities is unlikely to fall below 7%. On

a positive note, falling telecommunication tariffs

(down by 0.5% yoy in November) mitigate inflation of

service tariffs, almost half of which is driven by higher

tariffs of water supply (up by 20.7% yoy in Novem-

ber). As a result, year-end CPI of 5% appears to be a

feasible target for the National Bank of Romania.

In November, the monthly inflation outlook wors-

ened as CPI grew by 1.1% month-over-month

(mom) — its highest level in 2006. Faster monthly in-

flation was driven by the record monthly growth of

prices of foods (up by 1.3% mom due to higher prices

of new crops and upward seasonal movements of

prices of meat and milk) and higher prices of

non-food commodities (up by 1.23% mom as a result

of a 5.1% mom increase in prices of utilities). On a

positive note, declining prices of fuels (down by

1.25% mom in November) and falling telecommunica-

tion tariffs (down by 1% mom) diminished the nega-

tive impact of unfavorable developments in monthly

inflationary dynamics.

In October, the growth rate of the money supply nota-

bly decelerated to 24.1% yoy and monetary aggregate

M2 amounted to RON 100.6 billion, marginally up

from RON 99.35 billion in September. Slower growth

of money supply was driven by increasing net govern-

ment credit (RON 21.4 billion in October as com-

pared to RON 11.5 billion in September) due to the in-

creased balance of the General Account of the Trea-

sury (up by RON 1.91 billion as a result of quarterly

tax collection) and higher foreign currency holdings

at the National Bank of Romania by the Ministry of

Public Finance (up by RON 7.9 billion as a result of

proceeds from the privatization of Banca Comerciala

Romana (BCR)).
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In addition, the growth rate of non-government do-

mestic credit leveled out and stood at 55% yoy, con-

tributing to the deceleration of money supply. In Octo-

ber, non-government credit increased to RON 89 bil-

lion from RON 85.3 billion in September on the back

of faster growth of forex-denominated credit, which

expanded by 26.4% yoy in October up from 23.2%

yoy in September. In October, short-term and

long-term credit issued to households were the most

dynamic components of forex-denominated credit, in-

creasing by 170.5% yoy and 67.1% yoy respectively.

At the same time, the stock of medium-term forex-de-

nominated credit declined by 4.3% yoy due to the de-

creasing holdings of this type of credit by house-

holds — down by 16.5% yoy. Finally, the growth rate

of RON-denominated credit decelerated to 93.9%

yoy from 101% yoy in September as a result of the

slower growth rates of all types of domestic credit de-

nominated in RON. Notably, the share of RON-de-

nominated credit in total non-government domestic

credit increased by 10 percentage points from 42% in

October 2005 to 52% in October 2006.

International Trade and Capital

In October, exports FOB amounted to EUR 2.25 bil-

lion, notably accelerating to 15.8% yoy from 6.10%

yoy in September. Imports CIF grew by 26% yoy, to-

taling EUR 3.88 billion. As a result, the merchandize

trade deficit (FOB/CIF) widened to EUR 1.63 billion

in October — its highest level in 2006.

In January-October, exports FOB totaled EUR 21.35

billion growing by 16% yoy, while imports CIF

amounted to EUR 32.59 billion increasing by 24.7%

yoy. Thus, during the first ten months of the year, the

merchandize trade deficit grew by 42.3% yoy, widen-

ing to EUR 11.24 billion or about 12% of projected

full year GDP. The growing trade deficit is driven by

strong growth rates of the main imported commodi-

ties: imports of machinery, vehicles, metallurgical

and mineral products, which account for over 60% of

all imports, posted average growth rates of over 27%

yoy during the first ten months of 2006. On the back

of appreciating national currency, rapidly growing

consumption and investments as well as likely fiscal

loosening at the end of the year, the growth rates of im-

ports of these commodities are not expected to decel-

erate. As a result, year-end imports (CIF) may exceed

EUR 40 billion, bringing the year-end merchandize

trade deficit to about 15% of GDP. On a positive note,

exports of metallurgical products continued to acceler-

ate, growing by 14% yoy in January-October. Exports

of machinery and vehicles, exports groups that posted

the highest growth rates in 2006, slightly decelerated

yet still registered outstanding growth of 35.2% yoy

and 49.2% yoy respectively.

In January-October, the growth rate of the current ac-

count deficit accelerated to 48.3% yoy from 46.7%

yoy in January-September, and the current account

gap amounted to EUR 7.75 billion or about 7.5% of

full year GDP. The widening of the current account

deficit is driven by the growing incomes deficit,

which speeded up by 20% yoy increasing to EUR

2.52 billion. At the same time the performance of the

current transfers balance slightly improved as current

transfers surplus accelerated to 12.5% yoy, totaling

EUR 3.13 billion. Although the surplus of trade in ser-

vices (EUR 370 million in January-October) slightly

mitigates a growing current account deficit, a widen-

ing trade in goods deficit will bring the current ac-

count deficit to more than 10% of full year GDP in

2006.

In January-October, the inflow of foreign direct in-

vestments (FDI) amounted to EUR 7.9 billion (includ-

ing EUR 2.2 billion proceeds from BCR privatiza-

tion), up by 88.1% yoy against the ten months of the

previous year. About 1/3 of FDI inflows represented

intercompany lending, while 2/3 of FDI came in the

form of reinvested profits and equity investments. As

a result, the current account gap was fully covered by

FDI inflows. Finally, in November, foreign exchange

reserves (including monetary gold) of the National

Bank of Romania increased to EUR 22.9 billion.

Other Developments Affecting the

Investment Climate

On December 22nd, the Government of Romania can-

celled the privatization of the Casa de Economii si

Consemnatiuni (CEC) bank due to the lower than an-

ticipated offer received from the National Bank of

Greece (NBG) — the only buyer that submitted a qual-

ifying bid. NBG offered EUR 560 million for CEC,

which is the eighth largest bank in Romania in terms

of assets with market share of about 4% at the end of

September. In addition, following the termination of

CEC privatization, the Prime Minister of Romania an-

nounced plans to increase the capital of the bank by

about EUR 150 million.
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