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I. INTRODUCTION

L. The Article IV staff discussions were held in Bucharest during October 8-11,
followed by discussions on the third review under the Stand-By Arrangement during October
12-18."

2. In concluding the last Article IV consultation in November 2000, Executive
Directors commended the authorities for progress in stabilization and reform, but
noted that Romania still lagged behind most transition economies in Central and
Eastern Europe. Directors pointed out the importance of further fiscal consolidation, along
with restrained monetary policy, financial discipline in state-owned enterprises, and rapid
privatization, which were seen as crucial for strong growth, successful disinflation, and
strengthening Romania’s external position. These issues were subsequently addressed under
a Fund-supported program approved on October 31, 2001. In completing the first and second
reviews, Directors welcomed the progress in reducing inflation and containing the current
account deficit, while reiterating the need to eliminate the quasi-fiscal deficits, contain wages
in state-owned enterprises (SOEs) and accelerate structural reforms, which would be key to
improving economic efficiency and the outlook for sustained growth.

3. The completion of the third review under the SBA has been delayed owing to
repeated slippages in wage policy in state-owned enterprises (SOEs). The PC on wage
bills in SOEs was again missed at end-September, rendering the end-December 2002 target
beyond reach. The observance of a revised target is one of the prior actions for Board
consideration of the review in February or March 2003.

4. The World Bank’s Board approved the second Private Sector Adjustment Loan
(PSAL II) on September 12. The loan supperts privatization and reforms in the financial
and energy sectors, and improvements in the business environment (Appendix II).

5. The European Commission recently assessed Romania’s progress as positive,
but concluded that Romania had not yet completed the transition to a fully-functioning
market economy. In its 2002 progress report, the Commission emphasized that
macroeconomic stabilization needed to be underpinned by the stronger enforcement of
enterprises’ financial discipline, improved tax administration, accelerated privatization, and
readiness to liquidate loss-making enterprises. The newly created institutions for fighting

! The mission, led by Mr. Mates, included Messrs. Westphal, Gueorguiev, and Carnot (all EU1), Lall
(PDR), Harjes (AFR), Ms. Rivera (administrative assistant EU1), and the resident representative,

Mr. Cosse. Ms. Schadler, EU1 Deputy Director, participated in Article IV discussions. The mission
met with Prime Minister Nastase, Governor of the National Bank of Romania (NBR) Isarescu,
Minister of Public Finance Tanasescu, Minister of Labor Sarbu, Minister of Industry Popescu,
Minister for Privatization Musetescu, Minister for Forecasting and Development Cazan, Minister for
EU Accession Puwak, representatives of two opposition partics and the Council of Foreign Investors.
Ms. Marinescu, Advisor to the Executive Director for Romania, participated in most of the meetings.



corruptton, which remained a cause for serious concern, had yet to prove effective.
Moreover, the executive’s involvement in judicial affairs had not yet been reduced.

6. The government commands firm support in Parliament. Following Romania’s
invitation to join NATO, the ruling party is discussing the option of calling elections in early
2003. Regular elections would be due in 2004.

7. Romania accepted the obligations of Article VIII, Sections 2, 3 and 4 of the Articles
of Agreement in March 1998, and maintains an exchange system free of restrictions on the

payments and transfers for current international transactions. The statistical base is broadly
adequate for surveillance and program monitoring (Appendix III).

II. BACKGROUND TO THE DISCUSSIONS

8. Until recently, Romania’s macroeconomic performance in the course of
transition was weak and characterized by boom-and-bust cycles. Policies often fell prey
to electioneering and the instability of coalition governments. The high and variable fiscal
and quasi-fiscal deficits, financed largely through money creation, repeatedly led to
unsustainable current account deficits and high inflation (Figure 1). Output collapsed in
199798, while domestic saving and investment rates dropped and have not yet recovered to
levels recorded in other CEE transition economies. Romania compares unfavorably with
these countries with respect to FDI, privatization, the perception of corruption and the
business climate. However, having begun the transition with virtually no debt, it remains one
of the least indebted transition countries (Figure 2). The performance under five Stand-By
Arrangements approved in the 1990s was weak, and all programs went off track.

9. Over the last year and a half, the economy has experienced an exceptional
combination of disinflation, a declining current account deficit and strong growth (Text
Table 1). Following an election-triggered boom in domestic demand in late 2000 and early
2001, the authorities implemented a program of budget restraint, energy price adjustments
and attempted to firm up wage controls. This dampened domestic demand and reduced the
current account deficit. On the other hand, export and GDP growth were among the highest
in the region, reflecting the fruits of private investments in export-oriented consumer goods
industries over the last few years and the gains in competitiveness from the 1999 depreciation
(Figure 3). Moreover, investment picked up, supported by expansion in credit to the private
sector. The decline in employment, characterizing the 1990s, has recently bottomed out, and
the unemployment rate has stabilized for the time being at about 84 percent, a moderate
level for a transition economy.” Inflation was brought down from 36 percent in mid-2001 to
19 percent in October 2002, owing to a gradual reduction in the depreciation rate supported
by a slowdown in nominal wage growth (Figure 4),

? According to the ILO methodology, the unemployment rate was even lower, only
6" percent, reflecting substantial employment in the informal sector. Labor market issues are
discussed in the Selected Issues paper, Chapter III.



Figure 1. Romania: Inflation, Current Account and Government Deficit, Money Growth,
Economic Growth, Savings and Investment Rate, 1991-2002 1/
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Figure 2. Selected EU Accession Countries: Comparison of Economic Indicators, 2001
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Table 1. Romania: Main Economic Indicators, 2001-03

(annualized percentage changes, except where indicated)

2001 2002 2002 2003
H1 H2 Q1 Q2 Q3
Est. Proj. Proj.
GDP 4.7 5.5 31 57 4.7 4.5 4.9
I'inal domestic demand 6.4 55 33 36 4.8 4.0 5.1
Total consumption 6.5 53 31 3.0 35 3.3 38
Gross fixed capital formation 6.4 6.2 4.8 63 9.8 7.6 10.9
Nel exports (contribution to GDP grawth) 4.6 2.8 1.1 2.6 -0.8 -0.2 -0.4
Exports of goods and services 20.8 6.3 38 10.6 8.4 15.4 8.1
Imports of goods and services 297 12.8 1.1 2.0 193 12.1 72
Cuwrrent account (In percent of annual GDT) -3.4 -2.5 -5 -1.5 0.6 -4.8 -4.7
Inflation {eop) 357 30.3 251 240 19.8 19.0 15.0
Official reserves (eop, US$ billion) 4.6 49 5.1 57 6.1 6.8 7.6

Sources: National Institute for Statistics; Ministry for Economic Development and Forecasting; and Fund staff projections.

Figure 3. Romania: Industrial Production and

Exports, 2000-02 1/
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Figure 4. Romania: Consumer Price Index (CPT)
and Wages. 2000-02
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The balance of payments considerably strengthened. In 200102, the increase in

net official reserves reached about US$3.6 billion; gross reserves rose to 4 months of imports

and 188 percent of short term debt by remaining maturity. In this period, Fitch and S&P
upgraded Romania’s sovereign risk by two notches, and Moody’s by one. The spreads on

Romania’s sovereign issues dropped to 270 basis points above comparable bunds.



11. Rising productivity, complemented by moderate economy-wide wage growth,
has preserved competitiveness despite the slowing rate of depreciation. The CPI-based
real effective exchange rate (REER), adjusted

for increases in administered prices (which Figure 5. Romania: Real Bffective Exchange
affected primarily households), has recently Rate, 1996-2002

appreciated only modestly, driven by terms-of- 120 {3-Month Moving Average)

trade gains and possibly the Balassa-Samuelson 4 .
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12.  The successful stabilization has reflected progress in imposing hard-budget
constraints on SOEs, but further efforts in this area are needed. Throughout the 1990s,
owing to persistently weak governance, SOEs incurred large losses, which were monetized
by the central bank or financed by state-owned banks, arrears to the budget and to energy
suppliers. SOEs access to bank credit was curtailed following the 1999 banking crisis and the
subsequent reform, which closed the largest state-owned bank, Bancorex, and restricted the
activity of Banca Agricola, until it was privatized in early 2001. Since then, the level of bank
credit to SOEs has remained modest, equivalent to about 1% percent of GDP. However, the

3 A discussion of Romania’s equilibrium real effective exchange rate is included in the
Selected Issues paper, Chapter L.



energy sector continued to subsidize other loss-making SOEs and households, as its prices
were kept below the cost recovery level and the practice of nonpayment remained
widespread. After the energy sector losses sharply increased in 2000 and early 2001, the
government implemented substantial price adjustments. Between mid-2001 and mid-2002,
the gas price for households was raised by over 85 percent in U.S. dollar terms, the heating
price was doubled, and the electricity price for all users was increased by 42 percent.
However, losses in the energy sector are still estimated at about 2% percent of GDP in 2002,

owing to only modestly improved collections and the remaining disparity in gas prices
relative to costs of imports (Text table 2).

Table 2. Budget Deficit and Quasi-Fiseal Deficit in the Energy Sector

(In percent of GDP)
1998 1599 2000 2001 2001 2002 2003
H] H2 Proj. Proj,
Deficit of the General Conselidated Government 54 16 40 13 1.8 33 29 245
Total [mplicit Subsidies and Losses ir. the Energy Sector 49 63 9 48 27 1.8

Sources: Ministry of Public Finance, ANRE (electricity regulatory agency), Termoelectrica and Distrigaz Nord and Sud; Warld Bank;
and Fund stafl estimates.

13. The results of wage policy in the state-owned sector have been mixed (Figure 8).
Weak financial discipline in SOEs and their excessive wage growth, which often carried over
to economy-wide wages, derailed disinflation efforts in the past, including under the 1999—
2000 SBA. In January—September 2002,

econom‘y_wide real wages grew by Figure 8. Rommania; Real Wage Growth, 2000-02 1/ 2/

(percent change over 12-months earlier)

4 percent year-on-year, in line with 20

productivity growth. However, SOEs 15

wages continued to outpace those in the 04—

private sector.* Moreover, labor unions, 5 VA S

which are strong primarily in the state- 0 f—freimn \ '
owned sector, successfully pressed the SN —
government to approve a 43 percent hike M e :

in the minimum wage-—-scheduled for ;Z e Statc-owned snierprises |

January 2003——which might trigger an 2000 2001 2002

increase in overall wages and be a setback Source:Romanian authorities,and Fund staffestimatcs.
¥ Net o fwithho lding taxes.

fOl' dlSlnﬂﬂthIl. UHIOHS representlng 2/ The particularlylowincrease in December20G1and the
budget sector emp]oyees are ah’eady spike at the beginning 0 £ 2002 are primarily due to a
. . pastponement o fbonus payments.
pushing for a wage increase of 35 percent
in the same month. And while the present legal framework for employment and wage

* This was due primarily to the weak ownership of the wage program in the Ministry of
Industry.
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settlements in the private sector appears to be sufficiently flexible, the authorities are now
proposing a new draft labor code, which according to preliminary information received after
the mission, would strengthen the role of the trade unions in the wage bargaining process and
might render layoffs more difficult.

14.  Fiseal policy supported the reduction in imbalances. The consolidation, which
started under the 1999-2000 SBA, was intertupted by the 2000 elections, but continued in
2001 and 2002 (Text Table 2). To address the substantial revenue loss caused by various tax
incentives extended in 2000 and early 2001, the authorities implemented a far-reaching
reform of the VAT and profit tax legislation in 2002, which eliminated many distortionary
incentives and improved the business climate. In the same year, the extremely high payroll
taxes were reduced by 3 percentage points. They will be cut by another 5 percentage points
in January 2003, The authorities have also approved the new Law on Public Finance, which
is an important step forward in improving fiscal transparency, although further work will be
needed to include in the budget reporting on quasi-fiscal activities as recommended by the
recent fiscal ROSC report. While the authorities maintained pension expenditure in this
period roughly constant relative to GDP, they decided to correct pensions unfairly treated in
the past in several steps in 2002-04. This will increase annual pension expenditure by about
¥ percentage point of GDP by the end of this period.

15. Monetary policy supported disinflation by reducing the crawling rate while
keeping the policy interest rate high. The targeted average monthly depreciation rate was
reduced from 2.1 percent in early 2001 to

about 1.1 percent in the first half of 2002 Figure 9. Romania: Evolution of Nominal
(Figure 10). The frequency of intervention 100 Interest Rates, 2000-02
has, however, been reduced to allow for a 50 1\ N :Emm i ’
greater variability of the exchange rate and go I\ ... Commercial Baak Tine Deposit
thereby reduce incentives for short term 0 \l \ Commercial Bank Teading | |
inflows. In June, the NBR switched its 0 \ “ B
benchmark from the U.S. dollar to a basket sp | 3
(60:40 euro/U.S. dollar) to better reflect the wl o 8
weight of the euro in Romania’s trade and o I
financial transactions. In January—October,
against strong upward pressures on the leu, 20

2000 2001 2002

the NBR had to engage in massive
purchases of foreign currency, which
reached US$1.7 billion. The main policy
interest rate was cut by 16 percentage points during the same period (Figure 9), but in real
terms based on forecasted inflation, it has fallen from 14 percent to the still high 7% percent.

Source: Romanisn suthonties and Fund staffes timates.



-11 -

Figure 10. Romania: Reserves, Exchange Rates, and Bond Spreads, 2000-02
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16. The soundness of the banking system has improved, but recently a rapid
expansion of bank credit has cansed concern. Following the 1999 banking reforms,
commercial banks were recapitalized, and the system-wide capital adequacy ratio is now

27 percent; while all banks meet the mandatory 12 percent ratio, 27 out of 30 have ratios
above 18 percent. The banking sector is profitable, with return on equity generally in the
range of 21-24 percent since mid-2001. Except for the largest bank, Banca Comerciala
Romana (BCR), only two other banks remain state-owned; the Savings Bank, which is in the
process of restructuring, and Eximbank. Foreign banks account for the majority of bank
assets. However, recent rapid growth, albeit from a low base, in banking credit to the
nongovernment sector of about 35 percent in real terms, primarily in foreign-currency-
denominated credit, has raised concerns. The credit surge is spread across almost all banks.
The reported below-standard loan ratio remains low, 5-6 percent, but this may reflect an
inadequate classification rule, which provides opportunities for evergreening. A clearer
picture will be revealed in 2003, when a new regulation on loan classification and
provisioning will require that borrowers’ financial performance is taken into account, in
addition to their repayment history. The authorities have requested participation in the FSAP,
with a view to having an independent assessment of the potential vulnerabilities in the
financial sector.

17. The slow progress in privatization continues to hold back Romania’s economy.
In 2001, the private sector accounted for 67 percent of GDP, one of the lowest shares among
EU accession candidates. Collusion between the management of state-owned enterprises,
trade unions and some factions within the government has often derailed privatization efforts.
Despite a few notable successes in 2001 (including the largest steel mill Sidex and Banca
Agricola), privatization has in general been slowed by restrictions on labor retrenchment and
mvestment requirements. The privatization of BCR, the only remaining state-owned bank of
systemic significance, has now been delayed. The government was disappointed by the weak
response of potential investors to the first invitation to express interest, when only two
consortia applied, both of which encountered legal difficulties. When the authorities
reannounced the tender in November, albeit with limited enthusiasm, no investor
participated. The authorities are now exploring the option of selling about a quarter of shares
to the EBRD and IFC, as a transitory step to the final privatization.

HI. POLICY DISCUSSIONS

18.  The aunthorities affirmed that joining the EU in 2007 is their overarching
medium-term goal. To achieve the status of a fully functioning market economy by the time
of the next EU accession report, the authorities were in the process of adopting an action plan
to accelerate structural and institutional reforms to address the core deficiencies identified by
the EU and in line with the objectives incorporated in the SBA and PSAL II. At the same
time, however, they considered it crucial that the reforms and renewed growth produce
tangible benefits for the general populace, as otherwise political support for the reform
endeavor would be at risk. They also noted that social considerations required a gradual
approach to reforms.
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19.  While acknowledging progress in macroeconomic stabilization and invigorating
growth, staff emphasized that it was critical to proceed expeditiously with reforms and
avoid another cycle of instability. The weak governance in SOEs, the still large quasi-fiscal
deficits and the long privatization agenda continued to weigh on the medium-term
macroeconomic outlook, in particular on the prospects for achieving a low inflation rate and
containing the current account deficit. Another bout of slippages in enforcing financial
discipline could reverse the current favorable macroeconomic performance and compromise
the objective to join the EU in 2007. Staff noted that the authorities” preference for a more
aradual approach to reducing the quasi-fiscal deficit would come at the price of requiring
stronger budgetary consolidation than would otherwise be necessary.

A. Mediom-Term Macroeconomic Framework

20. The authorities were optimistic about short- and medium-term macroeconomic
prospects, With consumption growth having been reduced to a sustainable rate and exports
doing W_ell* the Table 3, Macroeconomic Adjustment, 2001-05.
authorities felt
confident that the 2003 2001 2005
objectives of reducing PEP Staff
inflation to GDP growth (average 2002-05 in percent) 53 5.1 4.9
14-15 percent,
containing the current In percent of GDP
account deficit to Current account balance -6.0 -3.5 -4.7
4.7 percent of GDP, and  Government overall balance -3.3 2.7 223
sustaining output Non governmemnt investment 18.7 20.7 20.2
growth at 5 percent, O/W energy sector ' 2.8 3.1,
o Non government saving 16.0 19.8 17.8

were within reach. They , i

; . ; u/w energy sector 1.0 2.8
reiterated their
consolidation Df_ Foreign debt 29.6 28.5 28.7
¥, percentage point of  puplic Debt 26.0 26.0 24.0

GDP, measures to
further reduce energy
sector losses relative to GDP by about ! percentage point, and more effective wage discipline
in SOEs. Pointing to the successtul stabilization and the recent improvement in the business
climate, the authorities were confident that strong growth of about 5 percent would continue
over the medium-term, as envisaged in their 2002 Pre-Accession Economic Program (PLP)
(Text Table 3 and Table 7). The depth of the 1997-98 crisis rendered it likely that the
medium-term growth rate of the Romanian economy would exceed those in neighboring
transition countries.

Source: Romanian authorities and Fund stafY estimates.

21. Staff emphasized that sustaining such growth rates over the medium-term, while
possible, would require a significantly faster pace of structural reform (Box 1). To
release resources for the development of the private sector, the authorities would need to
proceed more rapidly with privatization and impose strict financial discipline on state-owned
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enterprises. Moreover, more vigorous efforts to improve the business climate would be
necessary. Staff commended the authorities’ drive to make up for the disappointing growth
performance of the 1990s, but recommended that medium-term fiscal plans be based on more
conservative assumptions to avoid painful choices should the outcome be weaker.

Box 1: Romania’s Medium-Term Growth Potential

Romania’s GDP growth averaged only 1.2 percent annually in 1992-2001. Over this period,
employment dropped by about 17 percent. The capital stock is estimated to have increased by
about 10 percent over the period, contributing 4 percentage point to the annual growth rate.
Growth accounting suggests that total factor productivity (TFP) contributed about 2.0 percent
to the annual growth rate. The privatization and restructuring process have gradually improved
utilization and allocation of factor inputs by reducing hidden unemployment and raising labor
productivity. '

Looking ahead, a 5 percent annual output growth over the medium term could be feasible,
provided productivity accelerates and capital accumulation becomes a major driving force. Due
to the renewal of the capital stock over the 1990s and the induced lower depreciation rate, an
increase in the investment rate by 1.3 percentage points would suffice to push up capital’s
contribution to output growth to about 2-3 percentage points. The recent expansion in
production and exports of new consumer good industries bodes well for such prospects. The

decline in employment should come Romania's Growth Potenttial

to a halt as job creation in new

industries and services is expected GDP Growth Contributions

to broadly match the unemployment Capital Labor  TFP

effects of further restructuring.

Institutional improvements, rgore 1992-2001 .2 04 -3 20
2002-2005 5.0 2.5 0.0 25

efficient management and human
capital accumulation will be Note: Capital share assumed to be 0.4,

required to sustain and accelerate

productivity gains. To arrive at 5 percent real growth, annual TFP growth would need to reach
2--3 percent, about 0.5-0.7 percentage point higher than in recent years (Selected Issues paper,
Chapter II).

22.  The authorities indicated, and the staff concurred, that the gradual disinflation
strategy remained appropriate as long as wage inertia prevailed in the state-owned
sector. Targeting a faster pace of disinflation in such circumstances could prove to be either
unrealistic or damaging for competitiveness and growth. Staff pointed out that wage policy
remains the most serious obstacle to faster disinflation: both the recent excessive wage
growth in SOEs and the decision to increase the minimum wage in January 2003 were major
concerns. The authorities reiterated their commitment to contain the effects of the minimum
wage increase, and were confident that they would overperform in reducing inflation in 2003,
as they did in 2002.
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23, On the medium term fiscal stance, which was the main issue in discussions on
the macroeconomic framework, the authorities argued that there was no need for
further fiscal adjustment after 2003. In their view, the need to catch up with neighboring
transition economies in improving health, education and infrastructure, and the costs of EU
accession spoke in favor of maintaining the general government deficit over the medium
term at its level targeted for 2003 (2.7 percent of GDP). They emphasized that the levels of
foreign and public debt were very low and that other accession countries had been running
higher deficits, notwithstanding significantly higher debt ratios. Attempts to shift
infrastructure investment projects to the private sector had not been successful in other
transition economies, and the authorities therefore indicated their intention to expand the use
of government guarantees for investment in infrastructure. Such a fiscal position was in their
view consistent with reducing the external current account deficit to about 3% percent of
GDP and strong growth in investment, as they expected that the non-government saving rate
would increase by almost 4 percentage points.

24, Staff argued that macroeconomic stability over the medium term could only be
preserved with a more vigorous approach to eliminating the losses in SOEs and a
tighter budget stance. Staff expressed concern that the PEP did not clearly address the need
to further reduce losses in the SOEs, particularly in the energy sector. In staff’s view, the
private saving rate is unlikely to increase substantially over the medium term, as profit
margins decline as competition intensifies, and the households' savings rate falls once their
access to bank credit and the expectations about the permanent incomes improved. Thus,
even an improvement in the non government saving rate of about half that in the authorities’
projections, could only be achieved by proceeding forcefully with the elimination of losses in
the energy sector. In staff’s view, containing the current account deficit at about 4% percent
of GDP, which would keep the foreign debt to GDP ratio stable, required the elimination of
the energy sector losses and improvement in the saving-investment balances of other SOEs,
combined with the reduction in the general government deficit to no more than 2% percent of
GDP by 2005. Staff also argued that additional fiscal tightening would be required in case of
a surge in foreign exchange inflows, to prevent upward pressure on the leu and a
deterioration of the current account, developments that could leave Romania vulnerable to 2
consumption boom, misallocations of resources, and ultimately a crowding out of needed
mvestment.

B. Fiscal Policy

25.  Im staffs view, the approved 2003 budget is consistent with the authorities’
macroeconomic objectives. The targeted fiscal contraction of about % percentage point of
GDP and the reduction in the energy sector losses of 1 percentage point were considered
sufficient for compensating the impact of the surge in private investment on domestic
demand. Moreover, the 5 percentage points cut in social tax rates will facilitate further
improvement in competitiveness and the business climate. While the revenue projection
appears prudent at this stage, staff shared the authorities” view that should a revenue shortfall
occur, a supplementary budget would be needed to cut expenditure, preferably in the area of
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subsidies. Staff reiterated that the fiscal stance would need to be tightened if the authorities
do not succeed in containing the spill-over effects of the minimum wage increase.

26.  The discussions on a medium-term fiscal strategy are in an early stage and a
debate is ongoing about further tax cuts, possible gains from improving tax collections,
and expenditure priorities. The PEP assumes gains in tax collections of almost

2 percentage points of GDP as a result of improved tax administration between 2003 and
2005, and an increase in primary spending of a similar size, reflecting the government’s
priorities to increase social Tabk 4: Fiscal Adjustment 2003-05

spending and investment

X 2003 Change 2003-2005
(TeXt Tdblﬂ 4) AI] (in percentage points of GDP}
alternative scenario Budget. PEP 2/ Staff 2/
developed in the context of
. Taxrevenue 281 21 06
the 2003 budget, envisaged  primary expenditure 1/ 299 19 02
1 o/w capital expenditure 1/ 37 06 02
a further reduction of the
ial . b Primary current expenditure 1/ 261 1.3 00
soclal secunty tax rates OY  oyerall bulance 265 0.0 04
7 percentage points in _ _
2004-06 to build on the ?‘fo;;c;:].z:a&;agn;::;homlcs und Fund staff estimates.
pOSitiVﬁ re-action Of the 2/ While the PEP does not assume taxcuts in 2004-05, the staff estimate assumes a further cut
private sector and labor in social security contributions in January 2004 with a revenue impact of 0.6 percent of GOP.

unions to the cuts in 2002

and those scheduled for 2003. Moreover, in line with their election program, the authorities
considered introducing a second, lower VAT rate, which they argued, was a common feature
in EU countries.

27. Staff supported further cuts in social security taxes, but not the lower VAT rate.
As the high social security taxes have created significant distortions in the labor market and
fostered the growth of the informal economy, staff welcomed further reductions,
emphasizing that their scope would depend on success in broadening the base of social
security contributions and improving collections, as well as further pension system reforms
(see below). The authorities and staff agreed on the need to gradually reduce the national
development tax on electricity consumption of industrial users—the last remnant of the pre-
transition tax system. In staff’s view, there was no scope for cuts in other tax rates, which
were generally in line with neighboring countries. A split VAT rate would adversely affect
an already weak tax administration and should be avoided.

28.  Staff concurred that there was substantial scope for increasing collections by
strengthening tax administration and broadening the tax base of social security
contributions. Comparisons with other countries suggest that tax collections are low for the
given tax rates (Text Table 5). The authorities have therefore decided to implement a
comprehensive tax administration reform, in line with FAD technical assistance
recommendations, and to broaden the social security tax base by curtailing exemptions for
the so-called civil contracts. Staff strongly welcomed the resolve to improve collections, but
estimated the revenue effects more conservatively, at about 1 percentage point of GDP.



-17 -

Table 5. Cross Country Companison of Revenue Collection and Tax Rates in 2001

VAT Social Security Personal Income Tax Profit Tax
Revenue in Standard Reduced Revenue in Contribution Revenue in Maximuen Revenue in standard

Percent of GDP Rate Rate Pereent of GDP Rate Percent of GDP Rate Percent of GDP Rate
Bulgaria 83 20 7.8 427 36 38 38 280
Czech Republic 7.0 22 3 14.7 47.5 49 32 43 31.0
Slovak Republic 7.6 23 10 £2.2 508 4.6 42 2.3 290
Slovenia 2.6 19 85 13.6 3840 6.3 30 1.5 20.0
Hungary 8.0 25 12 13.0 4240 6.8 4G 2.1 18.0
Poland 13 22 713 9.9 450 32 40 1.8 30,0
Romania 6.4 19 10.9 57.0 32 40 LY 25.0

Sources: Authorities data and Fund staft estimates.

29. Staff pointed out, and the authorities concurred, that mere detailed medium-
term expenditure plans were not formulated with sufficient concreteness to provide a
clear view on the affordability of the planned tax cuts. Staff welcomed intentions to
continue downsizing employment in the budgetary sector but pointed to the importance of
providing resources for improving public administration, the judicial reform, and for
strengthening the institutional capacity for absorbing EU grants, which require the
recruitment of well-qualified civil servants. Staff also advised the authorities to undertake a
comprehensive review of social transfers and subsidies, combined with measures to downsize
public enterprises, to free sufficient resources for financing EU accession-related
expenditure.

30.  The authorities acknowledged that further reforms were needed to contain the
deficit of the public pension system. Staff pointed out that a combination of social security
tax cuts and the compensatory adjustments of the pensions unfairly treated in the past will
increase the deficit of the pension fund relative to GDP by almost 1 percentage point by
2006. While the overall pension expenditure at 7 percent of GDP would not be high relative
to the other transition economies, this would still put pressure on other spending. Staff
therefore recommended exploring the scope for accelerating the scheduled increase in the
retirement age and equalizing it for men and women. The system should also be made more
transparent and predictable to participants, in particular by reducing the authorities’
discretion in setting the parameters of the pension system, including the indexation
mechanism. However, these changes should not result in a substantial increase in the
replacement ratio. The authorities were somewhat more optimistic in respect to prospects for
improving collections, but they agreed with the need for greater transparency in determining
the parameters of the system.

C. Monetary, Exchange Rate, and Financial Sector Policies

31.  The authorities and the staff agreed that the current exchange rate regime with
targeted depreciation used as a nominal anchor remains appropriate until inflation has
been brought down and wage discipline in state-owned companies strengthened. Such a
framework combines guidance to inflation expectations with sufficient flexibility for the
exchange rate to react to adverse shocks. An outright switch to inflation targeting under the
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current rigidities and inertia in SOEs’ wage setting, combined with the steady excess supply
of foreign exchange would likely result in an excessive real appreciation relative to what can
be justified by the trends in the country's terms of trade, FDI and productivity differentials
refative to trading partners (Selected Issues paper, Chapter I). At the same time, the
authorities emphasized and staff concurred that the current regime is transitional. When
control over SOE wages improves and inflation declines to single digits, it should be
replaced by inflation targeting, a framework suitable for period leading to the EU accession.
Until then, staff added, the liberalization of capital flows should be cautious, especially with
respect to investments by non-residents in short-term instruments.

32.  The overriding concern of the NBR was the large surplus in the foreign
exchange market, which prompted discussions on the appropriate policy response—
lowering the rate of depreciation and/or lowering interest rates. Having already reached
the 2002 annual target for increasing official reserves in September, the NBR was concerned
that further purchases would expose it to criticism for depriving the economy of credit while
incurring sterilization costs. In its view, the foreign currency inflows were not attracted by
high lei interest rates, but by improved investment opportunities and a surge in workers’
remittances. Furthermore, real positive deposit interest rates were seen as necessary for the
stability of demand for domestic currency assets. The authorities were therefore partial to
slowing the purchases and lowering the depreciation rate. The NBR acknowledged the
potential negative impact on competitiveness, but considered it manageable particularly in
light of booming exports.

33. Staff argued in favor of reducing interest rates (Figure 11). The improvement in
the country risk perception has rendered the policy of high interest rates inconsistent with the
targeted depreciation rate, despite the existing restrictions on short-term capital inflows. The
policy interest rate—at 24 percent in October—was providing an unduly strong incentive for
inflows, which would further strengthen if the

depreciation rate were reduced. While prudent  Figure 11. Romania: Evolution of Real Interest

cuts in lei interest rates would switch, on the Rates, 2000-02

margin, demand from lei time deposits to 45 T e

foreign currency deposits (and thereby relax ;”5) T ————EJER Deposit _ _
the upward pressure on the exchange rate), 30 |“"“\—ow e Dok Lo "0
this would not affect overall household 25

financial savings, which were mostly 20 1

motivated by the precautionary motive. Staff ig )

accepted that the depreciation target could be 5 o
lowered somewhat in line with the reduction 0 ettt s b

in the inflation target, but argued that the NBR {5) 1
. . -1
should er inflation
0 not tI'y t.O undershoot t.he. Jan-00 Jul-00 Jan-01 Jui-01 Jan-02 July-02
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- . Source: Romanian Authorities; and Fund staffestimates
more than a small amount. Owing to nominal based on 2-month forward-projected inflation,
inertia in wages and the budget, any faster
reduction in depreciation would put competitiveness at risk and could result in an

inappropriate increase in aggregate demand. Since the mission, the authorities have cut the
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policy interest rate by 2% percentage points and have guided the exchange rate roughly
consistently with the revised inflation target.

34.  Staff expressed concerns about the recent rapid growth of bank credit, in
particular in foreign currencies. At such speed, the quality of banks” assessment of
borrowers’ creditworthiness was likely to deteriorate, and unhedged borrowers were
assuming excessive exchange rate risk translating into higher credit risk for banks. The
authorities noted that the stock of bank credit to the nongovernment sector was low—

12 percent of GDP—that on average bank capital had recently increased even faster than
credit exposure, and that growth in credit reflected the improved business climate. They
expected, however, that the new regulation on Joan classification, effective in January 2003,
would press the banks to lend more selectively. On other possible measures to curtail credit
growth, they were reluctant to increase the weights of foreign currency-denominated loans in
calculating capital-adequacy ratios, as this was not a customary practice and it might be
interpreted as a new restriction on capital flows. In any event, most banks had capital
adequacy ratios well above the statutory floors. The authorities agreed, however, to increase
the reserve requirements on foreign currency deposits from 22 percent to 25 percent, and
reduce those for lei deposits from 22 percent to 18 percent, creating incentives for a more
balanced currency composition of credit. (The existing requirements were contributing

5.5 percentage points to the lei deposit-lending spread, compared to 1.4 percentage point for
foreign currencies; the difference will now be reduced by 1% percentage point.) Staff
encouraged the authorities to monitor the situation vigilantly, and implement the new
regulation on loan classification and provisioning forcefully, including by targeting on-site
inspections to banks with the highest increase i foreign currency lending.

35.  The authorities are proceeding with preparations to adopt a fully-fledged
inflation targeting framework (IT) by 2004, when inflation is expected to fall to single
digits. These include the legislative changes to ensure full independence of the NBR in line
with the commitments agreed in the context of BU accession, as well as developing technical
capabilities for IT with the help of external technical assistance, including from the Fund.
The switch to IT will also require strengthening of instruments for open market operations,
and a gradual disengagement from frequent interventions in the foreign exchange market.
While generally supporting the adoption of IT, staff warned that the capacity for developing
reliable inflation forecasts was still limited, and that the transmission of interest rate changes
to prices was weak. Staff also suggested that, in preparing economic agents for the new
regime, a joint announcement by the NBR and the government of annual inflation targets and
supportive fiscal and incomes policies would increase the credibility of the target and commit
the government to consistent macroeconomic policies.

D. Policies for the State-Owned Sector

36. The authorities recognized that establishing wage discipline in the state-owned
sector was critical for improving financial discipline and reducing losses. Staff reiterated
concerns about the recent non-observance of wage discipline in several large companies and
the need for vigilance regarding the effects of the sharp minimum wage increase in January
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2003. If this increase feeds through into the overall wage scale in SOEs, macroeconomic
stabilization would be seriously endangered. The authorities pointed out that in 2003,
avoiding the problems caused by the reorganization of several industrial enterprises, wage
policy would be better coordinated based on the experience acquired in 2002. They
reconfirmed their commitment to limit the wage adjustment to employees with wages below
the new minimum wage.

37.  The authorities intend to eliminate the deficits in the energy sector in a gradual
fashion. They pointed to the drastic 2001-02 price increases as evidence of their
commitment, but noted that too fast an increase in the natural gas producer prices toward
import prices (which are about twice as high) would be socially disruptive and could
endanger competitiveness in some industries. Social concerns also motivated the authorities
to postpone the gas user price adjustment from US$82.5/tcm to US$90 from January to
March 2003; in July 2003, the price will be raised o US$93/tcm. Staff noted that a sustained
improvement in the financial performance of energy companies required further adjustments
in gas prices and improvements in the collection performance in the entire energy sector. The
increase in gas prices was also crucial for creating conditions for new exploration and
avoiding rising dependency on imports. Regarding collections, the staff suggested to build
upon the progress achieved by implementing disconnections of perennial nonpayers in the
first half of 2002, While generally concurring with the importance of improved collections,
the authorities insisted that in some cases disconnections or the liquidation of nonpayers
could result in social hardship and acute unrest, particularly in regions that already suffered
from de-industrialization.

E. Privatization and Business Climate

38.  While the authorities presented an ambitious privatization agenda, staff pointed
out that an acceleration of privatization would crucially hinge on avoiding investment
and employment conditions. Privatization has so far proceeded slowly, but a relatively large
number of projects are now in the pipeline. Moreover, by end-2003 the Ministry of
Privatization plans to offer all companies in its portfolic for sale, with about

154,000 employees or 12 percent of public employment outside of the budget sector. The
authorities argued that imposing employment and investment conditions on Investors was
necessary for ensuring socially responsible behavior. Staff emphasized disincentives to
potential purchasers and delays caused by such conditions, which also often give rise to
subsequent costly legal disputes.

39.  The authorities had decided to proceed with the privatization of BCR, but
pointed to the weak market conditions. They noted that the terms of sale would need to be
fully commensurate with the value of this large and profitable bank. Staff concurred, but
pointed out that prospects for recovery in the market were highly uncertain, so that delaying
the sale may not be optimal.

40.  Discussions with representatives of the private sector suggested that the business
climate had improved, but further efforts were crucial for increasing private
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investment. Foreign investors, who noted improvements in the predictability of economic
policies and tax legislation, considered that administrative hurdles continued to be significant
obstacles. They also noted that while minority shareholders’ rights needed to be protected,
the recent legislative changes on their mandatory compensation were imposing an
unreasonable burden on majority shareholders. In discussions with the authorities, staff
welcomed the authorities’ recently announced program for improving the business
environment by eliminating red tape, but noted that reinforcing the fight against corruption,
in line with EU recommendations, was imperative. Greater transparency in the area of tax
rescheduling and timely payment of VAT refunds would also be helpful.

41. The authorities are contemplating a revision of labor legislation, but its overall
direction remains unclear at the moment, and the private sector has complained about
the absence of appropriate consultations. In the mediuvm term the working age population
is expected to grow modestly, at about % percent a year, and the participation rate to remain
constant. With inevitable further restructuring in the state-owned sector, which still
comprises over 30 percent of employees, preventing an increase in unemployment will
require strong growth, a reduction in the tax wedge between gross and net wages, and
flexible labor markets. In that regard, the new labor code should avoid introducing restrictive
regulations, particularly on hiring and firing, that could hamper the growth in private sector
jobs.

42.  Romania has a relatively liberal trade regime. Trade in industrial products with the
EU is free from tariffs, but agricultural tariffs are expected to be eliminated only upon
accession. Romania also maintains a large number of Free Trade Agreements with the CEE
countries, and it is in negotiations with some South East European countries. The authorities
noted that through annual government decisions, appreved in consultation with employers,
labor unions, and end-users of imports, the tariffs on imports from other countries are
reduced below the official MFN tariff rate, especially for imports from developing countries.
Staff welcomed the ongoing efforts at liberalizing trade with non-EU partners.’

> The trade regime is free from tariffs for industrial products trade in the EU area.
Agricultural tariffs are expected to be eliminated upon accession to the EU. Negotiations on
the liberalization of trade in some “sensitive” agricultural products, however, may be
completed by early 2003. Romania maintains a large number of Free Trade Agreements with
the countries of Central and Eastern Europe, and is in negotiations with some South East
European countries under the Stability Pact. Negotiations with Macedonia, Yugoslavia,
Albania and Bosnia-Herzegovina are nearing completion. The average overall effective
barriers to trade are small and the average effective tariff rate, measured by import duty
revenue relative to imports, is low, about 2 percent in 2001.
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IV. VULNERABILITIES AND BALANCE OF PAYMENTS PROSPECTS

43.  Vulnerability indicators point to reasonably low short-term risks, but medium-
term prospects crucially hinge on persevering with stability-oriented policies and
structural reforms. Foreign, public and publicly-guaranteed debt to GDP ratios are on the
low side, and the level of official reserves relative to imports, money aggregates and short-
term debt is high (Appendices IV and V provide an assessment of external and public debt
sustainability), However, Romania has yet to show that the current reform efforts can survive
a full electoral cycle. Reform stalling or an outright populist switch in political priorities
would lead to a deterioration in fiscal and/or quasi-fiscal positions and ultimately to a
reversal of disinflation and current account trends. FDI would weaken, and GDP growth
would slow. Losing access to external financing seems unlikely, but the credibility loss
would be severe, and the chance of significantly improving living standards and acceding to
the EU later in the decade would evaporate under such a scenario. The first upcoming test of
the authorities resolve to resist populist pressures will be their effort to limit the spill-over
effect from the minimum wage increase. While the direct impact of this measure appears
limited (about ¥ percent of GDP in additional wage payments), the authorities’
determination will be key to prevent it from translating into overall wage increases.

44,  In general, the outlook for growth and inflation is expected to be robust to
moderately adverse changes in the external environment. Recent export resilience in a
slow partner demand environment speaks to the likelihood that Romania could weather
without disruption a slow recovery in western Europe. An outright recession in Europe,
however, would require that fiscal policy be revisited to avoid a deterioration in the external
current account. Higher oil prices may result in a temporary rekindling of inflation pressures,
but the current account is unlikely to be seriously affected, as Romania exports a significant
amount of petrochemicals based partly on local oil and gas production.

45.  The balance of payments outlook in 2003 and over the medium term appears
favorable. The authorities believe that improved confidence in the economy’s prospects in
the aftermath of the invitation to join NATO and the road map to accession provided by the
EU will spur an increase in foreign direct investment and improve private sector access to
foreign credit. Public sector borrowing will be reduced in line with the lower budget deficit.
They also emphasized the importance of maintaining a sustainable external debt term
structure. Staff generally concurred, pointing out that the {avorable prospects would crucially
depend on maintaining the debt ratios at their relatively low existing levels.

46.  Banking system vulnerability remains low for the immediate future; however,
the current speed of credit expansion appears excessive. In terms of stocks, the overall
indebtedness of the private sector and its exposure to foreign currency denominated credit
(both to domestic banks and foreign creditors) are low compared to other accession countries,
which reduces risk for domestic banks (Text Table 6). Owing to the openness of its economy
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and the substantial inflows of Table 6. Debt of Non-Government, 2001
remittances, it is likely that (in percent of GDP)

foreign currency denominated
borrowing will continue to

o/w in foreign currency

grow, although disinflation Bulgaria 30 20
should reduce the bias against  Croatia 68 30
borrowing in lei. Should, Czech Republic 72 42
however, the current obviously — Hungary 47 23
excessive pace of overall credit  Poland 61 35
expansion continue, the Romania 19 15
"y Slovak Republic 71 43
authorities would need to Slovenia 61 2%
implement additional measures
to protect the solvency of
banks. Source: National authorities and Fund staff estimates

V. STAFF APPRAISAL

47.  Romania has made impressive progress in addressing several long-standing
weaknesses and is now reaping the performance to match. A laggard in transition during
the 1990s, Romania has made substantial progress in addressing its budget and broader
public sector deficits, particularly in the energy sector, and made some, albeit insufficient
progress in improving wage policies in the state-owned sector. The resulting reduction in
macroeconomic imbalances has boosted confidence and investment, leading to a strong pick-
up in growth over the past two years. Inflation has fallen and both the saving and investment
rates have risen. The considerable strength of exports despite the protracted economic
weakness in the EU suggests improved supply conditions.

48.  Continued strong performance over the medium term requires sustaining
macroeconomic stabilization efforts and accelerating structural reform. The
macroeconomic framework and policy mix for 2003 remain adequate, although adjustments
could be needed if a weak recovery in the EU cuts into projected export growth. Beyond
2003 monetary and fiscal policies will need to remain oriented toward disinflation and
containing the current account deficit. The key challenge will be to continue with decisive
structural reforms to improve the financial position and efficiency of state-owned enterprises
while accelerating privatization. Such efforts will improve the business environment and
attract foreign investment. Combined with the underutilized but skilled labor force and
competitive wages, they should provide an excellent basis for strong growth. Actual
performance will, however, hinge crucially on whether stop-and-go policies, which
repeatedly derailed stabilization and reform efforts in the past, are avoided.

49.  Efforts to contain the general government deficit will need to proceed in tandem
with measures to improve the structure of revenues and expenditures. While the PEP
puts fiscal policy on a path consistent with the Maastricht criteria, a larger adjustment is
likely to prove necessary to support further disinflation and protect the current account in the
face of a much needed acceleration of private investment. Within this envelope, social
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security contribution rates need to be lowered and expenditures must be carefully prioritized
to make room for accession-related spending on infrastructure and other investments.

50.  Completing the task of stabilization crucially hinges on progress in imposing
hard budget constraints in the state-owned enterprise sector. Large and volatile losses of
these enterprises, particularly in the energy sector, have undermined stabilization efforts in
the past, either directly when financed by borrowing, or indirectly by affecting tax collections
and reducing resources for investment. Policies to improve financial performance and
enforce a hard budget constraint in the state-owned sector will therefore remain crucial in the
medium term. In the energy sector, the emphasis must be on stepping up the fight against the
nonpayment of utility bills and tax arrears; quick closure of nonviable debtors; and further
increases of gas prices to the import parity level, a position supported by the World Bank, as
well as timely adjustments of electricity and heating prices in line with costs.

51.  Rapid wage growth in SOEs has plagued both enterprise finances and
disinflation efforts. Growth in SOE’s already-high wages has substantially exceeded that in
the private sector and should be contained. The signal effect of recent SOEs excesses for
private sector wage settlements has been limited, but this could change, particularly if the
role of the unions in private sector wage negotiations is strengthened. The authorities would
be well advised to make every effort in limiting the spillovers from the large minimum wage
increase in January 2003. Further real increases in the minimum wage, now that it has been
raised to a high level compared to the average economy-wide wage, should be avoided, A
more systematic approach towards wage policies in the SOEs, accounting for changes in
productivity and labor market conditions would be welcomed.

52.  Better discipline in state-owned enterprises, however, is only a bridge to the
imperative of privatization. It is heartening that the authorities plan to put up for sale by
end-2003 most of the companies remaining in their portfolic outside of the energy sector. But
successful completion of these sales may prove impossible if conditions for preserving
employment and committing to large investments are attached. Social hardship arising from a
temporary decline in employment would be better addressed with the social safety net and by
eliminating barriers for setting up small- and medium-size enterprises.

53. The new labor code, the main features of which remain under discussion, should
avoid imposing restrictive regulations on employers and should not complicate the
downsizing of state-owned companies. Further reduction in employment in state-owned
enterprises is a necessary condition for reducing losses and accelerating privatization.
Moreover, the new law needs to strengthen incentives to create new employment in the
private sector, which would be significantly weakened by restricting layoffs. For Romania to
escape the sharp increase in unemployment that has plagued the later years of transition in
many other Central European economies, the authorities must spare no effort in maintaining
flexible labor market conditions and creating an environment conducive to private sector

growth,
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54.  The authorities are aware that comprehensive institutional reforms are
necessary for further improving the business climate. Catching up with other EU
accession countries requires institutional reforms in several areas; perhaps most importantly,
the fight against corruption, perceived as a key impediment for expanding business activities
in Romania, needs to be stepped up. Among other measures, in this regard, reform of the
judiciary system to improve its effectiveness and independence stands out. Also important
will be implementing an efficient bankruptcy mechanism for insolvent enterprises, an area
where Romania lags behind all other EU accession countries.

55. The current policy of guiding the exchange rate consistently with the inflation
target has been successful and it remains appropriate in the near future. Falling risk
premia create scope for further interest rate cuts, which will reduce upward pressures in the
foreign exchange market. To assure that credit growth remains sound, the authorities will
strengthen bank supervision and strictly enforce the new regulation on classification and
provisioning. White the overall exposure of the private sector to foreign currency risk is
currently limited, should the rapid growth in foreign currency loans continue, additional
measures will need to be kept under review.

56.  As sound policies succeed in reducing inflation to single digits and EU accession
draws nearer, it will be appropriate to move to an IT framework for monetary policy.
The introduction of IT needs to be well prepared by establishing the institutional, operational
and analytical prerequisites for its success. This includes the strengthening of the NBR’s
independence in line with Maastricht requirements. A joint announcement by the NBR and
the government of annual inflation targets, and supportive fiscal and incomes policies, would
increase the credibility of the target and commit the government to consistent
macroeconomic policies.

57.  Itis suggested that the Article IV Consultation with Romania be held on the standard
twenty-four-month cycle, subject to the provisions of the decision on consultation cycles
approved by the Board on July 15, 2002.
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Table 1. Romania: Main Economic Indicators, 1998-2003

19498 15999 2400 2001 2002 2003
Program Prajections Prujections
Reai econonty {change in percent) L/
Real GDP 5.4 1.2 W8 5.3 5.0 4.3 4.9
Final domestic demand 0.7 -9 L6 39 4.0 4.4 49
CFI (end of pericd} 406 hE R 40.7 303 220 19.0 15.0
CPl (period average) 9.1 458 45.7 345 26.0 227 17.6
Unemplovment rate (end of period; percent) B0 1.8 105 8.6 B0 10.0 3.0
Greoss national saving (percent of GDP} 0.8 12.0 158 16.0 141 167 18.0
Giross domestic investment (percent of GDPF) 179 16.1 19.7 z19 9.7 215 22.8
Public finance (gencral government, percent of GDP)
Chverall balance 5.3 -36 ~4.0 =33 -2.9 2 -29 22,7
Primary balance 0.7 2.4 09 06 0.8 0.3 0.3
Teral public debt (in percent of GDP) 3/ 238 269 26.3 26.0
Money ard credit (end of year, pereent change)
Reas domestic credit 4/ 20.5 1.6 2.2 256 26.% 294 20,1
Bread money 48.7 46.4 332 47.8 295 36 242
Tnterest ruies {percent}
NBR interest rates (end of peded) 5/ 105.0 88.7 60.1 39.9
Treasury bill rate {period average) 103.8 99.9 39.4 46.T
Ralance of payments (percent of GDP)
Trade balance -5.3 -35 -4.6 -7.5 -7.4 -6.5 +£.2
Curtent accaunt balance -7 -4.0 -39 -5.0 -3.6 4.8 4.7
[xternal debt 21.5 24.8 27.7 26 304 286 2%,
Official reserves (end-year, US$ million) 2,299 2472 3,396 EXH] 5,038 6,767 7,502
Reserve cover (months of prospective imports) 2.4 2.1 2.5 3.2 32 EX 4.3
Exchange rate -
Lei per USS (end of period) 7.98% 18,250 23526 31,597 33,524 ‘6
NEER appreciation (+} {annual average in percert) -39 -39.8 -22.8 -22.6 -5 7
REER appreciation (+} (CPl-based, annual average in percent) 16.5 -14.8 2.5 1.6 344
REER eppreciation (+} (CFT excl. admin. prices, annual average in percent) . a.0 1.9 08 7
REER appreciation (+) (ULC-based, annual average in percent) 379 -21.8 0.2 49 ER N

Sources: Romanian authorilies; and Fund staff estimates.

1/ In 2002, national accounts data staring 1998 have been revised due to methodological change (adoptiont of ESA93 guidelines),
2/ The origina! (arget for the nominal budget deficit was equivalent to 3.0 percent of GDP, The upward revision of the nominal GDP was reflected in a lower

deficit target in terms of GDP,

3/ Including demestic pubiic debt and extemal public debt (public and publicly guaranteed).
4/ Credit to nongovermnmeni sector. From 1999 onwards, weighted average of real lei credit growth and 1.5, doliar-measured {oreign currency credit

growth,

5/ NBR deposit anction inlerest mie.
6 End-Ogtober 2002,

7 Jan-Aug 2002 over Jan-Aug 2001



Table 2. Remania; Bafance of Payments, 2000-02
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(In millions of U.3. dollars)

2001 2002 2003

ol @ a3 o2} or = @ @& 7 -

Act. Prog, Act Agt Proj Proj. Proj. Prog Proj Praj.  Proj.  Pron PBroj.

Curment acoaint. -2.385 2,205 By ) 285 -974 -2,157 2284 380 630 365 -1.057 <2432
Ratio to annual GOF 5.0 -4 .4 -4 -0t Redel -4.8 <34 -0.7 -2 -0.7 -1.1 47
‘Trade balancs -2.969 -1,781 -473 -G08 -5BE -1.160 -2,E8T -3,038 -571 -562 SR -1.253 -3,204
Expaorts 11,385 1L8l% 2000 1316 3,758 3,264 13,238 12,609 3105 2658 4188 3585 14,536
lmpuotts -14.354 -14,500 -3373 0 -3084 -4,344 -4,424 -16.125  -15.738 3,676 4320 4906  -4838 -7, 740
Services acuount, et -591 -465 -103 <148 37 210 523 -433 -36 268 33 121 Rxy)
Receipte 1281 2.288 497 B4R 0z 713 2,560 2,587 564 it 73 TR 2833
Paymean’s -2372 -2,753 &0 -BoE ~563 -323 -1,085 -3,020 -afl 966 -738 -l001 -3,355

Of which: [aterest. =t -304 470 54 -6l -20 -173 -409 A58 a9 -4 1 s 323
{Inrequited frans fers (net) 1175 951 199 295 264 396 1.254 1178 287 ann 300 417 1,304
Capitai ecount U113 3215 473 268 499 638 2,477 2,580 595 13461 573 497 3,027
Chrecl mavestment and capital transfsrs 1,257 1,219 153 243 _331 388 1,213 1,457 344 33 444 531 1,354
Porttolio mvestment K L 4 0 10 29 34 50 13 1t 10 15 50
TGorrowing by public ssetor 1/ 1,103 1,401 a0 e 85 30 833 673 €3 £8Y 25 -B3 455
Loans (net) 314 61l 81 a5 85 301 02 330 3 : 25 54 T
Dislrarseraents 1,337 1805 339 q 40 693 1,773 1.670 373 N EIT 352 1,420

Of shich: Thireat debt 465 00 114 109 156 540 918 840 172 237 2w 3 2

Of which: (rovemment guarantaed 87 204 25 B 235 153 B44 83 201 142 L4 51 508
Amorhzation 1,023 -994 -287 303 316 -39 1,271 -1.140 -3k -289 200 .293 1,363
Bonds {rnet) 78e 70 22 352 [} Q 331 143 0 440 N -l44 156
Disbursements 90 790 -2 44l [+ il 641 440 ] 400 0 0 400
Amortization -1 ] 0 -289 0 i3 =311 =297 ] 0 0 144 -144
Borrowiw by private sectar fnet) 493 295 58 17 3 -7 230 399 12 379 144 -14 &30
Dishursements a3t 841 168 293 366 373 1,200 1,075 UG 378 257 030 2,064
Amorization -3 -548 -110 -123 -293 -444 |70 <670 -178 -19% =413 “Gdd 1,434
Trade eredit fnet) 133 13} oF 53 1] o L66 J 30 50 50 kg 00
wiw short-term {nel} 1E8 2060 i 35 0 1] 144 il 50 30 a0 S0 200

Net srars and omissions 1,074 A7 -227 135 67 BT 847 300 ] i) ( (1] 1]
Overal] balancs i.803 1,422 <31 382 281 535 1,167 587 215 63l U8 -560 593
Finaneing -1,803 1,422 31 =382 <281 =535 -1,187 -587 <214 ~632 308 559 -593
Net foreign assets NBR (increase, -} -1,809 -1.484 <195 665 -357 -512 -1.829 =307 -244 682 334 51% 715
Assets {increase. -} -1.484 b -174 -626 -453 484 -1,737 -621 2 -ae -31a 572 -B23
Liabilitizs -325 163 -2l -39 kL) -128 52, 114 98 77 -2 -43 110
[MF, net -50 -51 =21 pei] a5 R g 114 98 ) 22 -43 L1
Purzhases T a7 ] 1] 105 o 105 111 05 106 1] 0 212

Repurchases -117 -118 -2 -39 -10 38 -58 -7 8 =24 -12 -3 102

thers, net -27% =412 V] u 0 -1 -4 4 o ] i 0 i)
Shart-tenn [ -100 ] 0 0 -100 -100 [ o} a 3 1] 0

Medium and long-term. net =375 3i2 0 b} i} 0 & a i} a 2 o 0

Met fnesign assets DMBs (increage, -) 4 82 226 283 6 7 (34 =80 30 30 kil 30 123
Assels (incraase, -3 -9 130 167 14 g ¥ 324 -80 ] ] il o 9
Linbilities 163 -G8 2 169 T 40 338 i 30 30 30 30 123
Finanong gap ] ¢ L] a @ q 0 0 0 0 0 0 2

Memorandurm 1tems:

Cugrent account balance plus FDH -1.128 -1.075 -242 -§34 Brii:4
Ralio te GDP 2R -2.8 . . -1l -0 . L3
Export prowth {percent) 9.8 11.4 0% 17.5 26.6 129 i6.3 7.4 71 103 .4 9.8
Irport growth {percent) 149.1 212 -1 6.6 313 13.3 123 TH 2.4 84 e 100
Terms of frade {percentage change) 23 -2.3 0.2 -6 -1l
Extarngl debt {L'S§) 11,742 11,220 12911 12,467 14,464
(3f which: Public and publicly puarantzed 7,716 7874 8,456 8,661 9,359
Extemal debtGOP (percent) 79.6 295 8.6 N4 8.1
Debt service {SE) 2,462 1,814 3,434 A.070 3817
Debt seriice 1ate 185 19.9 223 201 215
Gross official reserves of the NBR 2/ 4,880 4417 6,767 5,038 7,592
(in months of mmpors of poods and services) 32 3.0 35 32 42

(a5 prercent of short=teem debt) 159.6 1857 190.4 183.4 174.1

Net external financing of the budget (US3 min} BRZ 1,038 645 Tl 663
Nominal (3DP (US$ bin) 9.7 B0 45.1 48 514

Sources: Romanian atfhorities; and Fund staff estimates.

1/ Including public enterprises.
% Inclades gold.



Table 3. Romania

. Summary of Censolidated General Government, 1999-2006

1959 2000 2001 2002 20413 2004 2005 2006 1959 2000 2001 2002 2003 2004 2003 2000
Actual Actnal Actual Supplem. Budget Staff Stuff Staff Avtual Acta] Actual Supplent Rudgpet Studf Stall’ Sufi
dget 5/ approved estimate cstimate estimale bewdiget approved cstimate csiimate cstimats
31-0¢1-02  13-Nav-(2 F1-Oet02 13Nov-02
{in billions iciy (irt pereent of GIE)
Total revenue and granis 173,858 251,008 351,741 451,202 SH2457 655068 749,878 $33,347 3L 314 305 362 0.4 0.2 3.4 305
Current 173,337 249,945 351,108 450,499 561,200 657008 T8, 747 532,005 3.8 3z 3n4 30 03 30.1 304 3.5
Tax 164,026 233,048 26,699 423,634 523,368 615,422 6,825 TH0,326 a0l 2494 28.3 284 283 28.2 28.7 29.0
Profits 17,037 20,334 22206 28,093 30,596 47,085 33,787 a0 142 EN 2.5 19 1.9 2.1 22 12 2.2
Wages and salaries 1/ 17.834 26,998 37,203 42,600 59,434 69,575 79.145 BTA18 E) 314 iz 2.5 32 32 2 3.2
Social security 1/ 37,667 86,557 125, ¥ 160,628 195,760 226,000 200.729 2451.531 10.6 104 10.8 14 10.6 [DX) 146 1.7
(ther direcs waxes 8,276 8,081 13,023 13,020 189,151 12,347 25302 18,233 1.5 1.0 1.1 0.9 1.0 L.t Lo 1.0
WAT 32,471 50,439 73,604 133,366 (24,372 149,598 172,587 194,880 6.4 6.3 6.4 6.9 6.7 6.4 70 71
Customs 7,847 8,702 9,038 9,000 #,163 7,596 ®,429 a,135 14 14 0.8 3.6 0.4 1.3 3 0.3
Excise 16,958 20,630 37,293 33,7492 45,880 55637 64,816 F24%3 3l 26 2.4 2.3 215 2.8 2.0 7
Other indirec! taxes 3.9%% 13,301 19,224 24,155 3412 36,083 41,829 46,308 b 1.7 1.7 1.6 1.7 1.7 1.7 17
Nontax 4,313 14,897 24,409 26,843 37.234 41,646 41,022 41,704 1.7 14 2t [ ] 2.0 1.9 1.7 1.5
Capital 297 426 387 498 R4y 1,000 1,131 1,232 0l 0.1 na 0o [iAi} a0 .0 0.0
Grants 204 313 246 205 405 g [ ] 0. un 0 0. Y 0.0 0.0 0
Toial expenditure 193,567 283,351 334,321 494 402 611,977 712,549 806,570 893,389 5.8 354 KEN] 30 331 27 3z 327
Current 177,835 235,273 356,794 445,310 541,467 627,548 TU7.5903 TELAYT ErXi 3% 0.5 298 202 288 287 286
Wagces and salaries 26,259 473,894 58,174 14,299 50,994 104,610 118,320 130,595 4.8 5.5 50 50 49 4.8 4.8 4.8
Materials and operating expenditures 57504 56,503 R1,119 104,672 125,811 145 207 167,062 183,376 10,5 7.1 7.0 Tk 6.8 6.8 HB 6.8
ofw: health insurance fund 22,597 24,997 36,770 47,924 55,184 68516 #1.063 02,437 4.1 2l 32 32 30 32 3 34
Interest 28,796 384973 44,610 48,070 54,317 60,225 64,986 68832 5.3 4.9 9 32 24 2.8 2.6 L5
Suhsidies and transfers 80,239 115,905 167891 218,136 269,166 3n9,142 352,094 90,637 14.7 14.3 145 14.6 4.3 14.2 143 14.3
Subsidies 9,303 17,5581 24,204 30.795 11,6016 28,334 27,116 27,294 1.7 22 e 2.1 3 B3 L1 L0
Transfers 70,936 9¥,324 143,597 187,341 235,550 280,808 324978 363.340 130 123 12.4 123 127 12.9 13.2 13.3
o/w: Pensions 37,854 53,579 79,578 103,928 124,964 156,923 175,954 199,221 6.9 a7 6.9 7.0 6.8 7.2 7.3 73
Capital 15,015 24 482 3g,544 47,884 08,923 32,4821 96,140 109,162 2.3 EN 3.2 3.2 iz 38 3. 4.0
Lending minus repaynicnts 717 3,594 978 LA08 i.586 3,180 2,405 1729 0.t 04 a1 [ ¢l 0.1 0.1 0.1
Overall balanee {cash, including grants) -19,729 -32,236 -37,580 43,200 -4 520 -54.481 -36,692 -6i,042 -3.6 -4.0 -313 =28 W27 -13 213 232
Finagcing 18080 28,322 36,948 43,200 43,520 3 33 32 9 27
Domestic 8,614 -1,913 10,730 13,603 18,500 1.6 -2 05 09 1.4
External 2,360 22,575 20,104 23.4%7 25,0340 0.4 24 1.5 1.6 1.4
Privatizalion proceeds 3,859 5,062 3460 4,600 4,000 1.3 0.6 3 03 0.2
Bank ussel recoveries 247 2,597 2,654 2,100 1500 0.0 0.3 0z 0.l A1
Digcrepancy 2/ -1,649 23,834 -632 0 4] 03 0.8 =01 0.0 0.0
Memarandum ftems:
EU granis 3/ 3,276 11,636 25,516 20,103 25.576 31,128 . 0.3 & L4 95 1.0 1.1
Primary cxpenditure 4/ 160.956 244,167 344,711 446,326 537,660 651,335 741,584 824,357 2835 30.5 9.9 AR 301 299 30.1 302
Primary ¢uwrrent expenditure 4/ 149,039 216,302 307,184 347,234 487,150 566,324 642 479 712,666 273 270 RIT%H 266 26.3 20.0 26.1 26.1
Primary balunce (cash, including grants) 3/ 12,883 6,928 7030 4,876 4,707 0,743 #2944 U0 34 08 0.6 0.2 .3 03 0.3 03
Nominal GDP (hillions lei) 545,78 200,308 1,154,120 £,454 223 1451197 2079310 2465128 2725,056 545,730 f00.308 1,154,120 i.494,223 1 451,097 2179510 2405126 2,729,038
Sources: Ministry of Public Finance; and Fund staff estimates.
1/ 1999 actual values adjusted for the eollections of health contributions (3,484, 5 and 10,483 2 billion lei, respeetively) which were proviosuly classified as wage taxes undet the program.

2/ Overall balunce (cash, including grants) plus financing.

3¢ Awthorilies avd staff estimates. It grants {except for RICOP) are neither included under grants not ander expendinires.

4/ Excinding FUT grants and cash expenditure for bank restructuring.

5¢ A3 the 2003 budget incorporated various catrabudgetary revenues und expenditures, the budaets for 2002 and 2003 aro not fully corparable. On a comparable basis,

revenues and expendiluze in the 2002 budger are hizher by about 0.3 percent of GDP, Jeaving the overall balance unchanged.

8¢ -
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Table 4. Romania: Monetary Survey, 2000-02

(Tn hillions of lei, actual/program exchange rates)

2001 2002 2003
Seprember  Septernber  December December March March Tume June éep{ember Septernher December  December March Tune September  December
prograin actual progran actual program actual IeV. Program artual ey, Progrim actual rev. proglain  projection progiam [HEERAT program i ogiam
WMonetary Survey

Net foreign assets (including valuation changes) 146, 192 135,922 159.27% 171,866 169,198 78,368 201,736 197,564 202,918 209,139 200913 239,897 254,113 283,990 300,823 285,713
In miflions of LI.S. dellars 4,789 5108 4,580 3,438 5,074 3,424 5,8%3 5,501 3910 6,327 5955 7.M72 7,227 7,858 8,146 7,606
£} which - Commercial banks 738 1,039 788 866 808 634 325 156 236 180 145 207 173 143 113 &3
NHR 4,001 4,079 4,192 4,573 4.26(: 4,783 5,560 5,345 5,674 6,047 3,810 6,809 7,654 2705 &,053 1.523
Net domestic assets Wi 79223 92,958 98,646 89,723 96,958 45,328 103,347 108,218 108,193 139,350 112,085 113,475 109,464 107,585 158,969
Domestic credit 129,803 129,349 139312 143,245 (49,943 155,234 LRS,&R I bad 421 177,430 170,243 204,330 196,179 213,115 227.578 243,308 269,106
Giovernmenl 26,856 26,119 28,061 24,990 31453 24,997 33,659 17,154 17,210 13,241 26,667 20 505 24,3119 26.063 26,541 33,740
Of which : T-bills tor bank restructuring 1/ Pk 21506 14,681 630 14,294 16,652 17,449 16,392 13,523 9,543 621 §,647 £.044 3,820 2,664 1,718
Non-gavemment 102,948 103,230 111,251 118,254 119,490 130237 152,223 147,267 160,230 157,002 177,863 175,674 1E8, 7906 L5105 216,986 735,966
In foreign currency 40,563 41,332 65215 70,721 49,593 TRE2T 96 846 Od 486 il Bk et 98,923 111,478 110,868 kL7620 125671 132,064 143,982
{in milltens of 115, dollars) 1,984 2,013 2,039 2238 2,087 7,391 2,825 2,822 2,966 2,993 3,847 1,241 3,345 3490 3,612 3,820
In Jei 42,383 41,898 46,034 47,533 49,897 51,600 35377 52,781 58,388 38079 66,383 a4 B0a ATT 75,844 81,922 91,984
Orlier iteins el -50,642 -50,124 -46,154 -44 598 -6(220 -58,276 A911,553 -61.,074 69,217 -62,050 -65, 180 277,004 9% 640 -118,i 14 -135,972 -110,736
Broad maney 215353 235,145 252,237 270,512 258,921 175,316 297,063 360,919 3144 317,332 350,263 358,982 367,590 392454 408,408 445 683
Of which : Lei denominated {M2) 124,614 128,348 143,490 154,728 142,875 157,746 171,241 176,348 183,75% 189,458 217,429 224,050 224,785 245,112 256,583 288,440
Curreney in circehation 32 32,645 34,703 15,638 31.602 33416 36,956 20615 41,74 42,334 46,077 46,032 44,011 30,078 53,304 54,906
Lei depesit 93,344 035,703 108,787 119,092 1273 124330 134 283 136,733 142,014 147,124 171,352 175,027 180,724 195,033 .17 231,53%
Toreign currency deposits 100,740 106,797 108,747 115,784 LL6,046 FI7.580 125,623 124,564 127,383 127,874 132,834 137,927 142,805 147,342 131,825 157,243
In milliens of T1.8. dollars 3,300 3,506 1,400 3,664 3,480 3573 3,670 3,721 3,700 1.869 3,750 4,031 4,061 4,001 4121 417

Memarandum items: 37
Broad maney (M2X) growth 3RO 440 363 462 352 437 4% 5 443 313 50 9.5 327 315 3.4 187 242
‘NFA contribution 56.6 2.6 49.1 559 39 6.7 315 295 200 26 148 751 P 28.4 8.9 13.0
WA contrihution -18.6 -85 -12.8 9.8 3.2 T 1.0 14.8 123 123 15.0 7.6 o0 2.0 -02 111
Lei-denominated money growth (M2) 35l 350 a2 A4 3ie 437 44.4 487 431 476 40.5 429 425 o 154 0s
Growth of currency in circulation 374 43.4 348 kL2 329 LX) 24.7 314 rrAl 3.7 29.3 292 319 26.4 254 2316
Real broad money growth 54 97 57 12.2 56 48 [4.8 16.4 76 127 6.1 1.5 123 il4 97 &0
Real lezi-denominated money growth (M2} ol 24 0.9 78 31 i6.4 ts.4 194 16.4 233 152 A 198 187 PS4 13.5
Read growth of currency in circutation 49 9.3 43 6.3 kR 12.3 0.5 77 4.0 83 6.0 8.6 109 80 73 7.5
Growth of lei credit to nongovernment, adjusted 2/ 475 439 484 363 4494 <45 487 41.7 9.4 386G 397 153 3749 437 44.5 419
Growth of ci credit 10 nongovernment, adjusted, reat 2/ 12.6 112 ish 20.0 16.7 235 15.3 14.3 13.3 157 145 14.6 16.0 22.8 231 34
Growth of fortign cummency credit, adjusted, in US% 2/ 77 3i.1 17.3 292 127 KRy 40.1 40.4 42.7 452 343 383 n7 212 19.7 175
Growth of credit to nongovemment, compesite 2/ 4/ 219 233 6.6 2356 145 28.1 326 ind 331 344 6.9 296 6.4 230 2o 196
CPT inflation 30 31.2 290 303 5.0 25.1 241 140 ny 198 228 bR 188 1.0 173 15.0
M1X (Broad Money) velocity 5.0 51 44 4.3 51 5.1 50 50 5.0 4.8 47 4.5 4.8 47 4.6 4.4
M1 {Domestic Rroad Money) velocity 9.4 %4 B& 8.4 46 5.0 86 835 R4 B0} T.6 1.2 79 7.5 7.4 68
M2X4Thitl velocity 4.5 4.5 4.3 43 4.7 4.5 44 4.3 43 4.2 4.1 4.0 4.3 412 4.1 4.0
MIXATLHI prowth 50.7 488 41.1 403 344 439 41.4 435 XN 353 7 312 9.1 27.8 200 2.5

Sources: Romanian authorities; and Fund stuff estimates.

i/ Bonds issued 10 resuricture Bancorex and Banca Agricola.
2 Adjusted for writc-offs in the last 12 months and changes in the USS/EUR exchange rate, Owing to large-scale write-nffs and reclassifications. credit growth rates are estimated
3/ Al changes are 12-month rutes of change, unless oterwise indicated.
4/ Rea! lei credit growth and foreign currency credit growth, weighted by their respective shares.

6C -
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Table 4. {continued) Romania: Balance Sheet ol the National Bank, 2000-02 1/
(In billions of le1, actual/program exchange rates, monthly averages)

70| 2002 2003
September  September  Decernber December March March June Jupe Seprember  Seprember Decerber December March June September  Trecember
program actual program actual program Actnal Tev. Program actual e, Program actaal rev. progian  projection Prograrnt progran program program

NWational Bank of Romania

Met foreign assers {incinding valuation) 2/ 100,243 99,834 1LL98 114,590 118,385 127,410 160,612 157,476 160,128 L6, 157 169,768 183,529 202,570 231,389 249,090 234,910
In millions 6f 1U.5. doMars 3,318 3,302 3,501 3,641 1,575 3,889 4716 4.7i6 4,687 07 4813 3,542 5,787 6,448 5786 6,256

Net domestic assets 40,597 -35.392 48,102 48,929 -56,184 -59.972 -45 673 ~R2286 -79.768 -54.518 -80,571 =95 (18 -110,139 =179 571 -l14L.073 -L1B 120
Total credit -12,152 -15,776 -17,748 -21,036 -22,097 28,853 45,218 56,753 -56.077 60443 -56,71F -57,063 -56,994 -79.541 -§2.875 -61,075

Credit 10 banks -14,937 -17.517 -20,234 ~20,593 -25,523 -31.246 -35.853 -19,0E0 42,568 -51.250 47 835 -53,072 -33,777 -62,582 -68,787 -56,603
NER refinancing {including to DGF and Law L(H) - 5I80 5,239 4,988 4,900 4,601 4,684 4,655 4,626 3,794 3,751 3,161 N 1B ERAE 2,785 2,785 2,152
NBR refinancing to litigous debtor 284 234 234 284 84 284 284 234 284 284 254 284 284 284 284 284

NBR credit line to Deposit Guarantee Fund 3,847 1832 3,547 1500 3,547 3,543 3500 3,481 3,510 1457 2,877 1834 2,634 2,501 2,501 1,368

Law 101 (Bancorex} & Special creditto BA 1,148 1,123 1,148 1,105 RS | 898 851 24l il [i] 0 [} i 1] [t} a

Depasit tking speratinns 5904 20,844 20,901 24,835 -15,903 13,956 39,689 42,847 45,543 54,072 50,237 -55,261 55,966 -65,366 STL572 58754
Reverse repo . 4313 1,912 -4,313 -1,038 -4,313 -1974 819 =190 -B19 L] -814 -928 42K 0 0 0
Credit o gavernment 2,785 1741 2,486 43 3,427 2,393 19,363 17,743 -13,509 9,393 8816 -3,592 3217 -16.960 -14,088 5473
Treasury balance (+deficit, -surphas) 7702 8324 ES Ty 7,762 4,77 4748 15,577 224,776 -18,071 14,973 11436 6471 5473 -16,960 -14,08% 5473
Treasuny overdraft -1,000 -2.295 3 3,158 -1,299 -3.511 -3,168 3,168 3,168 -9.054 -3.163 -2.554 -1,55%4 -2,554 -2,5%4 -3.554

Fremory sdeposiis 6,702 6,730 577 4,605 3477 1,235 22,418 21,608 14,903 5919 BI6R 3,919 2918 14,406 11,534 2,919

Treasury bills 10487 10,266 8,203 7718 &,20% 7,139 6214 7,033 4,562 5,380 2,620 2,482 2,256 ] 0 ]

Onther items net 28,445 -23.617 -30L3354 -27.893 -34,087 -3LLe 30,457 25,533 23,692 R ERTH -23,861 -37,978 =33, 146 ~50,230 -58,199 -56,Df15

Tl seserve money 3/ 6/ 59.647 0,442 63,096 65,961 62,202 67438 74938 75,190 80,360 8,639 89,197 93,491 42,430 10L,508 108,017 116,789
Cumrency 2.7t 12,894 35,465 ¥7,747 31,714 35,407 39,499 19,495 43,71 44,727 48,072 49753 46,055 52,618 57616 58911
Bank deposits & 27443 27,548 27,632 18213 29,487 0351 15,430 35,684 16,539 36,912 41,125 43738 45476 48001 54,004 57858

Memorandum ftems: 4/

Lei reserve money growth 30 10 230 28.6 205 RLLx:} 303 ElN) 310 351 41.4 4.7 kXA 35.0 344 249
NFA contribution 137.9 1370 124.7 129 118.9 136.4 l4La 1362 99.8 1097 928 lila L1L.% 983 o7 496
NDA contribution -108.0 -105.4 -101 6 -13.2 -08.3 -105.8 -liL4 <[5 5 -66. 8 -147 =513 099 744 633 -76.3 -24.7

Real reserve money growth (adjusted) 5/ 4.3 56 a5 69 29 142 14.8 152 121 165 162 198 153 154 146 8.6

Adjusted lai reserve monrey grawth 5¢ 369 38.6 335 393 37 4290 424 4319 379 4410 41,7 426 371 350 34.4 249

NDA contribution -1ots 930 B.YR-S -89.7 -87.1 933 -99.1 -93.1 -56.9 -64.3 -43.% -1 -70.6 ~66.5 -TR3 AL
NEA contribution 138.4 136.6 1213 128.9 1187 136.2 1415 136.0 248 1043 852 1027 Nl 893 1015 454
CPT inflation 310 32 200 303 280 231 241 4.0 230 12.8 22.0 L4 189 174 17.3 150

Sources: Romanian authorities; and Fund staff estimates

L/ For program purposes, all values are defined on a monthly average basis.

2 Program definition excludes deposits of comnercial banks to meet required reserves against foreign eureeney deposits. Thidh, anil Uie Fact Urat Ui figures here are monthly averages, explain the differences fro

3/ Indicative targets based on which the NDA PC is set.
4 All changes ure { 2-momb raies of change, unless otherwise fndicated.

5 Adjusted for both (i) shortfalls in reported reserve money and (i) changes in mininwm reserve requirements.

(i} Shortfalls in reported reserve money occared in 1999 and early 2000 owing 1o failure of soie banks to ohgerve Ui reserve requirements end the time lag given to BCR to absork cersain

transfered deposits from former BX, in the first part of 2000. Small deficiencies persisted throughout 2000 and 2001 and disappeered since mid- 2002,
{iiy Mininmnzmy reserve requirement for Iei deposits was decreased in 2001 from 30 percent o 27 percent on July | and further to 25 percent on Ovtober 1.
In 2602, further cuts were made (1o 22 percent in Aprif and Lo L8 percent m December).

&/ Adjusted to correspond o A 25 pereent reserve rEQUiTENELE.

m the monetary survey.
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Table 5. [mplicit Subsidies and Losses in the Energy Sector 2000-03

2000 2001 2001 2001 2002 2002 2003
(w/o adjusiments) Program Aziual Program Projections Projections
2/
Termoelectrica's losses
Heating
Cost recovery prece {$/Geal} 4/ 22 20 0 20 20 22 24
Current prices (3/Geal, year-average} il 10 12 12 17 17 20
Termeelectrica's heating outpul seld (millzon Geal} z3 26 16 23 26 23 23
Tuermoslectrica's josses [rom heating (Sm) 257 249 198 179 T7 154 23
Electricity
Custrecovery price {$/Mwh) 4/ 33 40 400 37 40 19 19
Actual prices (B/Mwi, year-uverage) 35 29 32 2 18 kL] 9
Termoelectrica's clectricity oulput soid (million Mwh} 26 29 4 28 24 28 28
Termoclectiica's losses from elvetricity {3m) 12 329 234 141 47 25
Tolal losses ftom operations (Jm} 264 578 432 320 124 159 23
1n percent of GDP 0.7 1.5 1.1 0.8 63 et 0.0
Collection rate (in percent) 82 ? 95 #h 08 90 95
Laosses from non-colleclion ($m} 210 270 Ll 171 38 [45 78
Tatal josses including non-coliecticn ($r) 479 448 493 492 162 304 101
In percent ol GOF 13 21 1.2 1.2 0.4 0.7 6.2
Lmplivit Sohsidies from Natural Gas
Nauilural Gas Prodoctien
impait price (average, Sem} s 130 3¢ 130 120 e 110
Domestic wallread price (average. $Aem) 35 26 53 i5 46 40 48
Domestic autput {miliion remy 4.0 14.0 14.0 13.0 14.0 123 120
Loss {rom fow prices (5m) 1246 1436 1327 1230 1023 6] 780
Tola! supply to end-uszrs, inel transs. & dist, ($m) 566 1103 1103 974 1133 1015 i0ac
Colleetion rate ¢in percent) 87 76 25 8l 98 95 ot
Losses from nen-colleenon ($im) T4 270 55 135 25 51 3z
ot lowses aed iplicit subsidy ($m) 1320 1726 1382 415 1034 912 817
[nn percent of GDF 3.6 4.3 3.5 a6 23 20 1.6
Tatal Implicit Subsidies und Losses 1790 2574 1875 1507 1216 12148 913
1n percemt ol GDF 4.9 6.5 4.3 4.8 37 3 1.8
Chonge in lesses rolative 1o the previaus vear 1.6 +(h2 -0.1 -2.1 -2t -0.9
Eslimaled change in saving - invesimant balance of public enterprises 4/ <05 0.1 0.0 .7 0.7 0.5
Memprandum irem:
GDP (in US$ M1 36,730 39,721 39,721 19,721 45,132 45,135 51,424

Soutces: ANRE {glcctricity reuulstory agency), Termueleciriva and Distrigaz Mord and Sud: World Bank: and Fund staiF estimales,

1/ Coat recovery price estimates are based on WEQ fuel price projections as of September 16, 2002,
2/ Fslimates, as of September 2001, based on the assamption that the adjustments as envisaged under the program were nol implemented,
3/ For 2002 and 2003, Termoelestrica's data as shown inclndes atl externalized units.

4¢ The reductisn in fosses only partially anslatcs inte an issprovement i the saving-investment balance, ewing 1o three effsering factors: (1) incrensen lossis 1n other public enterprises;

{ii} higher tax payments of the energy scetor: {() higher investment in the energy setor. For 2003, this effect 15 estimated at 172,
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Table 6. Romania: Medium-Term Balance of Payments Qutlook. 2000-06

{In millions of 15.5. dollars}

2000 2001 2002 2003 2004 2005 2000

Act, Act. Proj. Proj. Proj. Proj. Praj.

Current account -1,435 -2,383 -2, 1587 «2,432 -2,662 -2,868 -3,089
Ratio to GDP -3.9 -6.0 -4.8 -4.7 -4.7 -4.7 -4.6
Trade balance -1,684 -2,969 -2,887 -3,204 -3,447 -3,678 -3,902
FExpmts 10,366 11,385 13,238 14,536 15,846 17,180 18,626
Imports -12,0%0 «14354  -16,125 -17,740 -19,293 20,858 -22,527
Services account, net -254 -391 -325 -332 -614 -724 -841

Of which: interest, net =382 -394 -409 =323 =328 =360 -396
Unrequited transfers 860 1,173 1,254 1,304 1,401 1.534 1,653
Capital account 2,738 3,115 2,477 3,027 3,554 4,016 4,360
Drirect investment and capital transfers 1,087 1,257 1,215 1.654 1,992 2,074 2,19
Portfotio Investment 50 70 34 50 50 50 50
Bomwowing by public sector 1/ 882 1,103 833 493 471 508 773
Loans {net) 805 314 502 236 =209 -95 -227
Disbursements 1,544 1,337 1,773 1,420 1,368 1,398 1.380
Amortization =739 -1,023 -1,271 -1,183 -1,577 -1,493 -1,607

Bonds (net) 77 789 331 256 6RO a3 1,000
Distnisements 259 790 641 400 829 900 1,600
Amortization -182 -1 -311 -144 -149 297 0

Beotrowing by privale sector 748 493 230 630 841 1,178 1,147
Disbursements 1,059 958 1,200 2,064 2.363 2,541 2,731
Amportization =311 =463 -970 -1.434 -1,522 -1,363 -1,384

Short-term (net) 5 188 144 200 200 200 200
Credit extended -34 3 22 0 4] o 0
Net errors and onunisions 264 1,074 847 i 0 0 0
Owerall balance 1.567 1,805 1,167 393 852 1,142 1271
Financing -1,567 -1,805 -1,167 =593 -392 -1,142 -1,271
Net forsign assets NBR {increase, -) -1,094 -1,809 -1,829 =115 -752 -083 -9%9
Assets (increase, -} 028 1484 1,737 -825 -691 -909 347
Liabilities -166 =325 -92 110 -101 =74 -153

IME, net 20 -50 8 110 =101 -4 -133
Purchases 115 67 105 212 ] 0 0
Repurchases «95 =117 0% =102 -101 =74 -153

Other, net -184 -275 =100 0 n 0 o]

Net foreign assets DMI3s (increase, -) “A73 4 662 120 -100 -159 272
Assets (increase, -) <334 -99 324 0 -100 -159 272
Lialxlities -137 103 338 120 0 0 [t
Financing gap 0 0 0 0 0 0 ¢
Export growth (pecoent) 219 23 16.3 9.8 9.0 3.4 8.4
Import growth (percent) 23.7 12.1 123 10,0 88 8.1 3.0
Fdemnal debt/GIIP (percent) 27.8 296 286 28.1 28.2 28.8 22.3
Public and publicly guaranteed debt/GDP {percent) 18.8 19.6 19.0 18.0 16.8 16.1 15.6
Net Esternal Indebtodness/GDP (Y4} 14.6 13.3 10.8 10.9 11.1 11.3 L1.&
Debt service rativ 16.9 18.5 22.3 215 229 21.0 20.4
Cirnss reserves of NBR. {in USS$ mns.) 2/ 3,394 4880 6,767 7,592 8,283 9,192 10,038
{over short-term debt by remaining maturily) 179.0 1396 150.4 174.1 186.6 193.3 216.6

{in months of imports of following year) 2.5 3.2 19 4.2 4.2 43 44

Sources: Romantan authorities; and Fund staff estimates.

1/ Including public enterprises.
2/ Includes gold.
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Table 7. Romania: Medium-Term Projections, 2000-06

2000 200t 2002 2003 2004 2005 2004
Projected
Income and prices
Nominal GDP (in triflions of lei) £00.3 1,154.1 14942 1,851.2 21795 2,465.1 2,729.1
Nominal GDP {in billions of USS) ELiRY 397 45.1 51.4 5632 614 67.1
Real GDP 13 53 4.5 4.9 5.0 5.0 5.0
Domestic Demand 4.1 8.1 4.3 4.8 52 51 51
Household consumption -0.9 6.7 KR 3.6 34 32 3.0
Government conswumption in4d 1.4 33 2.6 31 2.6 2.5
Gross fixed mvestment 4.6 6.6 7.9 11.8 11.0 122 11.9
of which: private 43 6.1 7.5 9.3 11.0 12.0 12.0
of which: public 8.8 11.3 1.7 349 13.0 13.7 11.0
Increase in stocks (contribution} 1/ 2.5 2.4 0.0 0. 0.6 0.4 0.5
External Demand (contribution) -2.3 -3.3 -0.2 -0.4 1.7 -0.6 0.7
Exports of gonds and serviees 24.1 10.6 15.4 8.1 7.0 6.2 6.2
tports of goods and services 281 175 12.1 72 7.0 2 6.2
GDP deflator 44.1 37.0 239 151 121 77 5.4
CPlL c.op. 40.7 303 19.0 15.0 10.0 6.0 5.0
CPl,pa. as.7d 345 227 17.6 121 7.7 5.4
Saving and investment balances
Total domestic saving 14.5 139 15.0 163 7 174 18.5 19.8
Net factor receipts and transfers from abroad 14 2.0 1.8 1.8 1.8 1.8 1.7
Total national saving 15.8 159 167 18.0 19.1 203 21.6
Non-government 16.8 16.0 16.3 16.5 17.2 17.8 18.8
of which: energy seetor 1.2 1.0 20 2.5 27 2.8 29
Govenunent -1.0 -0.1 0.5 1.6 1.9 2.5 2.8
Total investment 19.7 218 213 22.8 23.9 25.0 26.2
Non-government 16.6 18.7 18.1 18.5 19.4 202 21.1
of which: energy sector 2.9 28 3.0 3.3 32 3.1 2.8
Government 3.1 32 34 43 4.5 4.8 3.1
Savings - investment balance =34 -6.0 -4.8 -4.7 -4.7 -4.7 -4.6
Non-government 0.1 -2.7 -1.9 -2.1 -2.2 23 -2.4
of which: energy sector -1.5 -1.8 -1.0 -0.8 0.5 -3 0.1
Govemment -4.0 -3.3 -2.9 -2.7 -2.5 -2.3 2.2

Sources: Romanian authorities; and Fund stafl estimates and projections.

1/ Includes statigtical discrepancy.
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Table 8. Romania: Indicators of External Vulnerability, 1997-2002 1/

(In pereent of GDP unless otherwise specified)

1997 1998 1999 2000 2001 2002 2003

proj.
Financial indicators
Public sector debt 281 217 303 30.0 277 25.0
Broad money (percent change, 12-menth basis) 1048 48.9 449 380 46.2 327
Credit to non-government {percent change, 12-month basis) 2/ 337 64.7 432 503 57.7 54.2
Real credit to non-government (percent changs, 12-month basis) 2/ -46.9 17.0 =62 74 26.0 29.6
Monthly weighted average t-bill rate 1335 824 105.2 62.4 474 243 4
Monthly weighted average real t-bill rate 3/ -3.3 146 40.7 115 13.0 38 &
External Indicators
Exports {percent change, 12-month basis in US3$) 4.6 -1.6 2.4 219 9.8 16.3
Imports {pereent change, 12-month basis in TUS$) -i4 4.8 -1z 237 19.1 12.3
Terms of Trade (percent change, 12-month basis) 9.0 -4.0 .2 2.7 23 0.9
Current account balance -5.4 -0.9 -1.0 -39 -6.0 -3.8
Current account balance after FDI -19 -2.0 -2 -0.9 -2.8 -2
Efrors and omissions 32 1.4 22 &7 27 19
Gross official reserves (in USS miilions) 3,075 2,299 2472 3,399 4,880 6,767
(in months of imports GNFS of the following ycar) 2.9 24 2.1 23 32 4.0
Central Bank short-term foreign liabilities (in US$ millions) 100 0 170 100 1Q0 0
Gross reserves of the banking system (in US§ millions) 4,763 3,789 3.633 4,893 6,476 3.039
(in months of imports GNFS of the following year) 4.5 3.9 3.1 36 42 48
Short termm foreign liabilities of the commercial banks (in US$) 267 188 221 2235 371 577 5/
Open forcign currency position of the commercial banks (in US$) 1,400 1,933 724 372 355 361 5710/
Official reserves/Broad money (M2) 40.3 272 33.6 47.6 37.0 64.5
Official reserves/Narrow money (M0) 6/ 242.6 107.1 144.2 183.7 2318 2727
Total short tcrm cxternal debt by remaining maturity 7/ 8.0 6.5 4.7 5.1 1.7 79
in percent of reserves 913 118.7 67.8 359 62.7 52.5
lu percent of total debt 274 29.6 238 i8.5 26.0 27.5
Total external debt (in US$ millions} 9.467 9,903 8,771 10,273 11,742 12911
Of which: Public and Publicly guaranteed debt 6855  7.001 6,160 6955 7716 8456
Total external debt (in percent of exports of G&S) 95.1 104.0 88.9 847 28.1 839
Total external debt/ GDP 269 235 24.5 27.8 286 286
External interest payments (in percent of exports of G&S) 5.0 5.7 5.1 44 4.4 4.3
External amortization payments (in percent of exports of G&S) 159 18.0 239 125 4.1 179
Exchange rate (per USS, period average) 7,195 8,881 15274 21688 25,056
REER appreciation {(+) (12-month basis} 16.5 300 -14.8 9.5 1.5
Financial Market Indicators
Foretgn currency debt ratings
Moody's Ba3 B3 B3 B3 B2 Bl &/
Standard and 'oor's BB- 8- B- B- B B+ &/
S$pread of benchmark bonds (basis points, end of period) 350 1,360 780 406 421 282 9/

Sources: Romanian aunthorities; and Fund staff estimates.

1/ All stocks are measured end-of-period.
2/ Adjusted for bad loans written off. Real credit growth is weighted average of real lei credit growth and U.S. dollar-measured foreign currency growth.
3/ Real rate is based on cx-pest 12-month CPI inflation.

4/ Actual as of Scptember 2002,
5/ Actual as of October 2002,
6/ Narrow money is defined as currency plus lei-denominated sight deposits.
7/ Defined as short-term debt by original maturity basis plus amortization falling due on medium-term loans and bonds.
8/ Actuat on December 19, 2002.
9/ [1t 2001 the benehmark bond is the '05, while for carlicr yeats it is the '02, Actual on December 19, 2002,
10/ On-balance-sheet anly. The overall apen curtency position, including off-balance-sheet items and capital paid in foreign exchange, was US$16 million as of end-October.
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ROMANIA—RELATIONS WITH THE FUND
{As of October 31, 2002)

L Membership Status: Joined 12/15/72; Article VIII

1I. General Resources Account: SDR million % Quota
Quota 1,030.20 100.00
Fund holdings of currency 1,367.46 132.74
I, SDR Department: SDR million % Allocation
Net cumulative allocation 75.95 100.00
Holdings 438 5.77
IV.  Outstanding Purchases and Loans: SDR million % Quota
' Stand-By Arrangements 274.42 26.64
Systemic Transformation 62.84 6.10
V. Financial Arrangements:
Expira- Amount Amount
Approval  tion Approved Drawn
Type Date Date  (SDR _million) (SDR million)
Stand-By 10/31/01  04/29/03 300.00 134.67
Stand-By 08/05/99 02/28/01 400.00 139.75
Stand-By 04/22/97 05/21/98 301.50 120.60
Stand-By , 05/11/94  04/22/97 320.50 94.27
Stand-By 05/29/92  03/28/93 314.04 261.70
Stand-By 04/11/91 04/10/92 380.50 318.10

VI.  Projected obligations to Fund (SDR million; based on existing use of resources and
present holdings of SDRs):

Overdue Forthcoming

07/31/01 2002 2003 2004 2005 2006
Principal 22.34 79.61 7896 58.02 6733
Charges/interest 2.69 10.24 7.64 536 3.82
Total 25.03 89.85 86.60 63.58 71.15

VII. Exchange Rate Arrangements

From August 1994, a decentralized direct dealing interbank market has been in operation.
The official reference rate published by the NBR is an average of rates reported for interbank
and client transactions. Romania has accepted the obligations of Article VIII, Sections 2, 3,
and 4, with effect from March 25, 1998. Romania’s exchange system is free of restrictions on
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the making of payments and transfers for current international transactions. Romania
maintains de jure a managed floating exchange rate regime with no preannounced exchange
rate path, while the de facto regime is an unannounced crawling band.

VII. Article TV Consultation

Romania is on a 12-month consultation cycle. The last consultation was concluded on
November 29, 2000.

X, Technical Assistance

The transition in Romania has been supported by substantial technical assistance from
mmultilateral agencies and bilateral donors. The Fund has provided support in a number of
areas with more than 40 technical assistance missions since 1990, although the authorities
have had a mixed record with regard to implementation. Expert Fund assistance has focused
on a number of key areas, including: fiscal reforms; modernization of the central bank and
the banking system; creating a market-oriented legal structure; training; and improving the
collection and reporting of statistics. A comprehensive tax administration reform, scheduled
to be implemented in several steps in 2003 and 2004, is being designed in line with the
recommendations of several technical assistance missions of the Fund’s Fiscal Affairs
Department. In May 2002, a fiscal ROSC mission of the Fund’s Fiscal Affairs Department
visited Bucharest.

X. Safeguards Assessment

Under the Fund's safeguards assessment policy, National Bank of Romania (NBR) is subject
to an assessment with respect to the Stand-By- Arrangement, which was approved on
October 31, 2001 and is scheduled to expire on April 29, 2003. A full safeguards assessment
of the National Bank of Romania (NBR) was completed on May 13, 2002, The assessment
identified certain weaknesses and made appropriate recommendations, as reported in
EBS/02/150, which the authorities have begun to implement.

XI.  Resident Representative

The Fund has had a resident representative in Bucharest since 1991. Mr. Stephane Cosse
assumed the post in December 1999,
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ROMANIA: RELATIONS WITH THE WORLD BANK
Partnership in Romania’s Development Strategy

L. The Romanian authorities are pursuing a strategy designed to maintain
macroeconomic stability and establish sustainable economic growth and poverty reduction,
moving towards the eventual goal of accession to the European Union. Key elements of this
policy include tightening payments discipline throughout the economy, especially in the
energy sector, hardening budget constraints for state-owned enterprises, actively pursuing
enterprise and banking privatization and restructuring, and strengthening the social safety
net. Over the medium term, continuation of the current economic recovery will depend
critically on the maintenance of reform momentum and moving steadily ahead with
governance and private sector development reforms. Such reforms would stress transparency
and accountability in government, improvements in the business environment, and actions to
strengthen the regulation and oversight of financial and capital markets.

2. In broad terms, the IMF has taken the lead in assisting Romania in maintaining
macroeconomic stability, As such its program focus is on the fiscal framework, monetary
policy and those elements of the structural reform program that have a direct bearing on the
macroeconomic situation. The main vehicle for its dialogue with the authorities is an 18-
month Stand-By Arrangement (SBA) covering the period October 2001 to March 2003. The
First and Second Reviews under the SBA were completed successfully in August 2002, while
the conclusion of the Third Review is expected to be considered by the IMF Board in
February or March 2003.

3. The World Bank has taken the lead in policy dialogue on structural issues, including
poverty reduction measures, private sector development, institution building and governance.
It has a range of instruments through which it conducts dialogue, including adjustment
lending operations such as PSAL 1 and PSAL 2, a planned series of Programmatic
Adjustment Loans, several sector investment operations and economic work such as the
recently completed Public Expenditure and Institutions Review (PEIR), and a planned
Country Economic Memorandum (CEM).

4, In some areas where the Bank takes the lead in the dialogue, its analysis is shared
with the IMF and is used as input for the fiscal framework, but there are no directly
corresponding structural benchmarks or policy conditions in the IMF SBA. In other areas
where the Bank takes the lead, the SBA does reflect certain elements in its conditionality.
These are generally structural reform measures which have important fiscal implications,
such as energy sector reform and restructuring. There are further areas of formal joint
responsibility such as the Financial Sector Assessment Program (FSAP).

5. Overall the IMF and World Bank staff maintain a close collaborative relationship in
supporting the Government’s reform program and are coordinating their policy advice to the
Romanian authortties.
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IMF-World Bank Collaboration in Specific Areas
Areas in which the World Bank leads and there is no direct IMF involvement

6. The policy areas in which the Bank leads and which are not directly incorporated into
the IMF program or country dialogue include strengthening the social safety net, revitalizing
the economy in rural areas, institution building and governance, and improving the business
environment. Bank policy dialogue for strengthening the soctal safety net includes poverty
monitoring, social assistance, pension reform, child welfare reform, health sector reforms,
and labor retraining and redeployment. These have been supported by the Bank’s
Employment and Social Protection Loan, the Social Sector Development Loan, the Social
Development Fund and the Mine Closure Loan. They are further supported by economic
work such as the recently completed Poverty Profile and the Local Services Delivery Study,
and by planned economic studies on poverty and vulnerability, pension reform and gender
assessment,

7. The Bank has a range of programs to revitalize the economy in rural areas. These
include the Rural Finance Loan which supports income generation activities and will be
complemented by a Rural/Urban Linkage Growth Study to set the stage for a Rural
Development Loan supporting infrastructure development and improved governance at the
community level. The Trrigation Rehabilitation loan supports infrastructure rehabilitation and
institutional reform. Other supporting economic work includes the Community Networks
Study and the Jiu Valley Development Study.

3. The Bank has a strong institution building and governance program. This builds on
recent reforms in local public finance and taxation and deceniralization. Policy dialogue has
been facilitated the recently completed Public Expenditure and Institutions Review (PEIR)
which included analysis and recommendations relating to 1) improved resource allocation in
the health sector; 2) delivery of social assistance at the local level; 3) pension reform; 4)
institutions for budget management 5) fiscal decentralization; and 6) reforms to the budget
process in the judiciary. The policy dialogue will continue through a Country Financial
Accountability Assessment (CFAA) to be launched shortly. The Bank completed a
Diagnostic Survey of Corruption in Romania prior to the Government’s preparing of its
National Program for Prevention of Corruption. Work is now beginning on a series of
Programmatic Adjustment Loans (PAL) the first of which will focus on institutional and
governance reforms in the public service and the judiciary as well as public expenditure
management. This will be supported by a $18.6 million Private and Public Sector Institution
Building Loan (PPIBL) which will provide technical assistance for these activities and others
relating to privatization. Other institution-building support includes financing of a cadastral
and land titling project, a project on the environmental aspects of mine closures, a hazards
mitigation project cofinanced by a GEF grant which focuses on damage from earthquakes,
floods toxic wastes and other hazards in high risk areas, and by a regional project on Trade
and Transportation Facilitation in South East Europe.

9. Policy advice and support for reforms in the business environment have been offered
by the Bank in several areas. Through PSAL 1 and PSAL 2 the Bank has focused on
reducing barriers to entry for firms and joint ventures, implementing internationally



239 APPENDIX IT

recognized accounting standards and introducing improved bankruptcy and liquidation
procedures. The PALs will also address business environment issues, and all these initiatives
will be supported by technical assistance provided under the PPIBL.

Areas in which the World Bank leads and its analysis serves as input into the IMF
program

10.  The Bank supports the GOR’s privatization program through PSAL 2 which includes
targets and timelines for privatization of commercial SOEs and financial institutions. The
program builds on the progress established under PSAL 1 and identifies pools of SOEs from
which set minimum numbers of enterprises are selected for case-by-case privatization and
workout, Specific enterprises including Alro, Alprom, and Petrom, were also wdentified. Key
to the success of this program is agreement with the Bank on strategies for the privatization
of theses entities and the subsequent adoption of a clear, open and transparent tender process
using the services of qualified investment advisors in a manner consistent with Bank policies.

11.  The Bank has led the dialogue on restructuring, reform and eventual privatization of
enterprises in the electricity, district heating and gas industries and on the adoption of
regulatory legislation in preparation for privatization to strategic investors. As part of this
process the Bark is supporting, inter alia, energy tariff reforms and the glimination of arrears
in the electricity, district heat and gas sectors, and these objectives are woven into the policy
conditions of PSAL 2, along with conditions related to the privatization of electricity
distribution enterprises. These conditions have been closely coordinated with the IMF since
the SBA also includes provisions for structural reforms in the energy sector including tarift
setting, arrears clearance and collection rates, as well as one industry structure condition
requiring the shift of seven heat-producing units to local municipalitics. The Bank is leading
the 1F1 dialogue with the Government on such critical long-term issues as power generation
sector restructuring and the integration of the Romanian power sector with the South East
European Regional Electricity Market and with the EU’s electricity market, and provides
assistance on the associated regulatory and market operation issues. The Bank is also
providing technical assistance to the Ministry of Industry to establish a system of pricing and
taxation of gas consistent with attracting further investment into the industry. Policy dialogue
in these and other areas, notably including the district heating sector, will be further
facilitated by ongoing dialogue with the Government on the recently completed Energy and
Infrastructure Strategy paper and its operational recommendations. Again, the series of PALs
will be used as vehicles for incorporating policy advice in these areas into Bank lending
operations.

12.  The Bank has taken the lead in dialogue and policy advice regarding regulation,
restructuring, privatization and liquidation of banks. Under PSAL 1 the Law on Bank
Privatization was modified and transparent privatization procedures established. Liquidity
and solvency requirements of the NBR were tightened and provisions introduced for
improved compliance with prudential regulations and external audits conducted according to
International Accounting Standards. Legal and institutional reforms were introduced for
orderly disposition of non-performing assets. These policy changes underpinned liquidation
of the most troubled bank (Bancorex ) while Bank Agricola was restructured and eventually
privatized as were two smaller state ownled banks. This policy agenda is continued under
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PSAL 2 with steps to complete the sale of Banca Comerciala Romana (BCR) and to
restructure the Savings Bank (CEC). These initiatives have been supported by the IMF which
has included Stand-By performance criteria relating to privatization of BCR and prior actions
related to NBR provisioning requirements. The Bank is continuing dialogue with the
government on the need to move forward with further improvements of the legal and
regulatory framework for the securities and insurance sectors as well as the banking sector.
The PPIBL will provide funding for these activities.

Areas of shared responsibility

13. While the Bank has taken the lead in privatization and in structural reforms m the
energy sector as described above, the IMF has a strong interest from a macroeconontic
perspective since privatization revenues are used to retire public debt, and quasi-fiscal
deficits of the SOEs present a threat to macroeconomic stability. Accordingly, there is high
degree of consultation and coordination between the two institutions on these matters. The
IMF has introduced into its SBA conditions relating to electricity tariff rates, arrears in gas
and electricity collections as well as the privatization of a subset of the enterprises covered
under the Bank’s program. While the terms of the respective programs are mutually
consistent and supportive, the focus and motivation for the Bank’s program are on the
efficiency of the resulting market structures, improved enterprise operation, service delivery
and financial performance, and the transparency of the process and improvement in overall
sector governance, and that of the IMF are on immediate revenue generation and expenditure
control, and containment of ongoing tfiscal burdens.

14. The Bank and the IMF have a formal agreement to conduct jointly a Financial Sector
Assessment Program on which work will be completed this fiscal year.

Areas in which the IMF leads and its analysis serves as input into the World Bank
program

15.  While the Bank has focused on simplifications to the taxation system as a means of
improving the business enviromment the Fund leads the dialogue on fiscal matters. In
addition to the achievement of overall fiscal targets the Fund’s Stand-By program mcludes
structural benchmarks and performance criteria relating to introduction of new VAT and
profits tax laws, increases in specific excises, and elimination of tax preferences under the
customs duty and profit tax systems. The IMF is also providing technical assistance in
support of unification of the payroll tax systems.

16. The IMF leads the dialogue on certain polices to contain certain expenditures in the
public sector. These include policies regarding wage-setting in both the public service and
SOEs. The IMF requires monitoring reports of the budgets of a set list of SOEs and has
conditions in its Stand-By program relating to the containment of the wage bill in these
enterprises and to the achievement of agreed layoff targets. In addition the JMF leads the
discussions relating to requirements for disconnections of nonpayers in the gas and electricity
sectors.



41 - APPENDIX II

17.  Inthese areas the Bank takes into account the policy recommendations of the IMF
and ensures that its own policy advice is consistent.

Areas in which the IMF leads and there is no direct World Bank involvement

18.  The IMF is fully responsible for the dialogue on monetary policy, interest rates, the
exchange rate regime, the balance of payments and all the related statistical and measurement

1SSues.

World Bank Group Strategy and Lending Operations

19. A Country Assistance Strategy (CAS) for Romania was presented to the World
Bank’s Board on June 19, 2001, The CAS defines the Bank's lending and advisory services
based on the Government’s priorities of poverty reduction and EU accession, and builds on
the work initiated under the Comprehensive Development Framework, for which Romania
was one of the pilot countries. About one half of the FY02-04 lending program 1s adjustment
lending. Two distinct lending scenarios were outlined. A low case in which Romania pursued
a hesitant pace of reforms would result in significant reductions in Bank Group support to a
level of $60 million during F'Y02-04 with actions centered on a few poverty focused
interventions. However, Romania has successfully remained in the high-case lending
scenario under which Bank commitments of up to $995 million during FY02-04 were
envisaged, compared with $600 million in FY98-00. This reflects the fulfillment of the high-
case triggers, which included progress in establishing a macroeconomic environment
conducive to lower inflation and sustainable growth as well as progress on structural issues
including privatization as initiated under PSAL 1, initiation of the privatization and work-out
process for a number of remammg large state-owned enterprises, agreement on a plan and
schedule for reducing energy arrears, agreement on a method and timetable for privatization
of Romanian Commercial Bank and the Savings Bank, improvements in the financial sector
legal and supervisory framework, an agreement on an anti-corruption strategy, and approval
of social assistance legislation.

20.  The high-case scenario embodies a program of accelerated structural and sectoral
reforms that will pave the way for Romania’s eventual accession to the EU. The first stage of
this program has now been launched with the approval of PSAL 2 by the Bank Board in
September 2002, and the delivery of the Public Expenditure and Institutions Review (PEIR)
in July 2002. In the second stage to follow PSAL 2, the Bank would offer support through a
series of Programmatic Adjustment Loans (PALs) focusing on institutional and governance
reforms, completion of the privatization agenda, implementation of the recommendations of
the Energy and Infrastructure Strategy Paper and improvements to the business environment,
as well as a Country Financial and Accountability Assessment.

21.  The World Bank has been active in Romania since 1991 and has butlt up a portfolio
of 35 Bank-financed operations with total commitments of US$3.6 billion. Romania's
portfolio is the second largest in ECA in terms of number of projects and the fourth largest in
terms of commitments. The active portfolio as of September 30, 2002 consists of 19 projects
with aggregate net commitments totaling $1,032.5 million and a total undisbursed balance of



-42 - APPENDIX T

$508.3 million. Sector composition in terms of net commitments is dominated by energy and
infrastructure (58 percent, seven projects) and the social sectors (28 percent, also seven
projects).

22.  The quality of the Bank’s Romania portfolio has been improving over the past several
vears, While the overall performance indicators are positive, several cross-cutting
implementation issues persist. These include: (i) the need for special attention to monitoring
and evaluation capacity building; (ii) the need to align financial reperting requirements with
international best practice; and (iii) the need to strengthen the Government’s budget priority-
setting process, to ensure adequate IBRD loan disbursements and counterpart funding, in
order to yield maximum development impact from the Bank’s portfolio.

23.  IFC has dedicated substantial resources to implementing a strategy intended to
advance structural reform, assist the development of capital markets and infrastructure
(utilities and telecommunication), and provide support for small and medium enterprises
(SMEs). To date, IFC has approved over US$200 rullion, in 25 projects amounting to over
US$950 million (including regional projects investing in Romania). In addition to
investments, IFC has undertaken a number of advisory assignments aimed at supporting the
privatization and restructuring of large state-owned enterprises, public utilities and the health
sector. The degree of TFC’s future success will be dependent to an extent on the
Government’s willingness to demonstrate a sustained commitment to accelerated reform,
particularly with regard to transparency in enterprise privatization, reform of the banking and
financial sector, restructuring and deregulation of the energy sector, fiscal decentralization,
land privatization and continued reform of the agricultural sector, access to quality education
in rural areas, and reform of the pension system to ensure sustainability in the context of an
aging population. The ultimate success will also be dependent upon the ability of Romania to
attract foreign direct investment.

Questions may be referred to Ron Hood (473-0115) or Myla Williams (473-6997)



-43 - APPENDIX I

ROMANIA: STATISTICAL ISSUES

1. Romania’s data collection and reporting is adequate for surveillance and program
monitoring. The authorities have made limited progress in improving their statistical base
over the past three years with the help of Fund TA missions, although more needs to be done,
in particular in the areas of balance of payments and fiscal statistics, and the consistency
between monetary and fiscal data. Romania has participated in the GDDS since February
2001. A STA mission visited Romania in November 2000 to assist the authorities in
preparing metadata. The mission also prepared a data module for the ROSC, which 1s posted
on the IMF website.

Real Sector

2. The national accounts statistics produced by the National Institute for Statistics (INS)
for quarterly and annual series on Gross Domestic Product (GDP) are methodologically
sound, but arrive with lag of about 3 months. Furthermore, harmonization of quarterly and
annual national accounts is not done on a regular basis and late revisions can sometimes be
significant; the 1999 GDP growth rate, previously reported as -3.2 percent, was revised to
-2.3 percent in April 2001. The INS has moved to update the framework from the European
System of Accounts 1979 (ESA79) to ESA9S, and data based on ESA95 were released at the
end of 2000. The INS staff has been downsized significantly over the past two years, which
might affect the quality and timeliness of the data.

3. The Consumer Price Index (CPI) is subject to the standard annual re-weighting, and it
is considered to be a reliable source. However, the INS reduced the coverage of the Producer
Price Index (PPI) from the value of all shipments of the covered industries to shipments for
domestic uses only, beginning with 1998 data. The INS planned to reinstate export coverage
with the next index revision sometime in 2001,

Public Finance

4. Consolidated data on central government operations are yearly reported for the GFS
Yearbook and quarterly reported for IFS, while the EU1 department receives monthly budget
data. Transaction data, but not debt data, through 2001 are soon to be in the GFS Yearbook
2002. A multi-sector statistics mission visited Romania in December 1999 and recommended
that all major fiscal categories be reported on a quarterly and monthly basis. The mission also
called for the documentation and reporting of all government transactions related to the
Agency for Bank Asset Recovery (AVAB),which has received large amounts of
nonperforming bank claims in exchange for the bank receipts of government securities. The
multi-sector mission also recommended the introduction of detailed financing and debt
classifications in the Treasury’s chart of accounts and budget classifications. These
recommendations have not yet been implemented as of end 2002. Work continues on the
establishment of a new aid coordination unit to monitor data on grants.
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Monetary and Financial

5. The National Bank of Romania (NBR) reports money and banking statistics for /FS
on a regular and timely basis. The NBR adopted accrual accounting as part of the
introduction of a new chart of accounts. However, loans extended by the NBR and the
commercial banks continue to be recorded on a cash basis. Also, in contrast to the Monetary
and Financial Statistics Manual and the fifth edition of Balance of Payments Manual
residency recommendations, NBR’s foreign assets and liabilities exclude the central bank’s
claims on, and liabilities to, international organizations (except liabilities to the IMF), which
are treated as domestic assets and liabilities. STA will consider 1n its RAP for FY2003 a
monetary statistics TA mission request expressed by the NBR in November 200Z.

Balance of Payments

6. The NBR routinely reports balance of payments statistics in a timely fashion. Data
collection and compilation have improved following technical assistance. The ROSC data
module of November 2001 noted that the authorities were in the process of implementing a
program of improvements to the data collection and compilation systems for the balance of
payments and international investment position data. It noted particular concerns with (1) the
coverage of the direct investment data (stocks and flows) and related income flows and

(2) the quality of data on current transfers, in particular with the general government sector.
Improvements planned included the introduction of a survey of direct investment in Romania
to address (1) above; improvements to the monitoring of aid flows into Romania to address
(2); and an improved international transactions reporting system that would provide more
detailed information to facilitate improved classification of transactions between residents
and nonresidents of Romania. A technical assistance mission is scheduled to visit Romania in
spring 2003 to address BOP data issues, including large errors and omissions and recording
of repatriated earnings.



Table 1: Romania: Core Statistical Indicators
as of December 9, 2002

Central Ovecrali External
Intema- Bank Reserve/ Consumer Current | Govern- Debt/
Exchange tional Balance Base Broad Interest Price Expoits/ | Account ment GDP/ Debt
Rates Reserves Sheet money Money Rates Index Imports | Balance | Balance GNP Service
Dec 9, Dec 6, Oct. Dec. 6, Oct. Oct. Nov Oct. Sep Oct. Q3 Sep.
Date of Latest 2002 2002 2002 2002 2002 2002 2002 2002 2002 2002 2002 2002
Observation
Dec. 9, Dec. 6, Nov. Dec. 6, Nov. Nov. Dec. 9, Dec. Dec. Nowv. 25, [ Dee. 5, Nov.
2002 2002 2002 2002 2002 2002 2002 2000 2002 2002 2002 2002
Date Received
Daily Daily Monthly Daily Manthly Daily Monthly | Monthly | Monthly | Monthly | Quarterly | Monthly
Frequency
of Data
Daily Daily Monthly |Bi-Weekly| Monthly Daily Monthly | Monthly | Monthty | Monthly | Quarterly | Monthly
Frequency of
Reporting
National Nationai National National | National National National | National | National MoF National | National
Source of Update Bank of Bank of Bank of Bank of | Bank of Bank of | Institute of | Institute { Bank of Institute of | Bank of
Romania/ | Romania Romania | Romania | Romania | Romania Statistics of Romania Statistics | Romania/
Bloomberg Statistics MoF
Electronic | Electronic | Electronic | Electronic | Electronic | Electronic | Electronic |Electronic| Electronic | Electronic| Electronic | Electronic
Mode of Reporting
Published | Published | Published | Published | Published | Published | Published |{Published| Published {Published| Published | Published
Confidentiality
Daily Monthly Monthly | Monthly | Monthly Daity Monthly | Monthly | Quarterly | Monthly | Quarterly | Quarterly

Frequency of
Publication

-.-gt_
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EXTERNAL SUSTAINABILITY SIMUGLATIONS

Romania is a relatively open economy, with foreign trade equivalent to some 65 percent of
2002 GDP. The current account deficit of US$2.2 billion is financed mainly through FDI and
capital transfers (US$1.2 billion), public and publicly gnaranteed external borrowing
(US$0.8 billion), and private sector borrowing (US$0.2 billion). There is little portfolio
investment into domestic financial markets, and the exposure to short-term debt is low. The
presence of significant controls on capital flows do not allow short term investment in the
domestic fixed income market. The domestic equity market is relatively small and 1lliquid.
Significant restrictions on the contracting of short-term external debt have also limited short-
term exposures of both the public and private sectors to external refinancing risks.

The main sources of vulnerability therefore lie in the Total External Debt (USS mn)  13193.7
potential inability to roll over maturing medium- and M edium #ad Loag Torm 12767 7
long-term debt from private sources, a pull back in FDI, . 656
. . u e 2 .
or an outflow of foreign currency deposits from the Marucity 1-5 years 135.4
banking system and its flight from Romania. These could Maturily » 3 years 2302
be motivated by either adverse developments in Publicly Guaranteed 21979.3
. : - . Maturity 1-5 years 1GR3.7
international cgpltz'll markets for.emcrgmg market ‘ Maturity > S yoars (8605
borrowers, or rise in the perception of country specific
. k f . 1 1 d - f h Private 4422.8
risks for Romania. Also, a sharp depreciation of the Maturity 1.5 yoars 3385 9
currency prompted by, for example, a terms of trade Maturity > 5 years 2036.9
shock and a widening of the current account deficit, could  suost Term 426
increase the external debt burden. Dacuments in tran sit e
Letters of Credit 158
* Other 95
Romania’s total stock of external debt amounted to July 2002,
US$13.2 billion at end July 2002 (29.3 percent of USS mn % of tatal
. . I o 0L Lola
GDP), almost all of which was medium and long term External Public Debt 5726.6 100.9
(MLT). By debtor composition, public debt as a ratio of ~ Official 39723 69.4
DP i blicl d debt i Multilateral 37559 65.6
GDP is 12 percent, public y guaranteed de tis Bilateral 2164 s
7 percent and private debt is 10 percent of GDP. In Private 1754.3 30.6
o . PP T Banks 1.6 0.0
addition, extc?rr_lal interbank credit lines totaled Bonde and Notes 17981 ey
US$113.1 million (0.25 percent of GDP), mostly of Other 28.6 0.5
5-12 years maturity. More than 50 percent of the total
A . External Publicly Guaranteed Debt 2980.8 100.0
external public debt has a maturity of greater than ten O Fficial 455 d 28.7
years. In terms of currency composition, 51 percent of Mullilateral 330.3 11.1
total MLT debt is denominated in dollar and 46 percent o4t AL
is denominated in euro. Banks 1658.6 55.6
Bonds and Notes 2659.5 9.0
Other 157.3 6.6

From the point of view of creditors, some 56 percent of

total public debt is from official creditors. Furthermore, ~— August2002.

two-thirds of the direct debt outstanding is to multilateral creditors while bond financing is
30 percent. Refinancing risk from market sources for external public debt arises therefore
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mainly from rolling over bonds. Bond amortizations are approximately US$150 million in
2003 and 2004 each, US$450 million in 2005 and US$300 million in 2006.

Of the publicly guaranteed debt, 29 percent is to official creditors while bank finance
comprises the majority of private creditor financing. Some 63 percent of the private creditor
financing is of maturity greater than five years, however, mitigating any risks from
refinancing at higher market spreads.

Of the stock of outstanding private sector debt of US$4.44 billion, US$716 million is from
multilateral creditors and US$66 million is from bilateral creditors. The remainder

(US$3.6 biilion) is identified as (nonguaranteed) supplicr’s credit which would normalily be
linked to conditions in trade and is somewhat immune to adverse financial market
developments.

On the external front therefore, the main categories of debt that could be subject to some
refinancing risk and adverse market conditions are sovereign bond issuances

(US$1.7 billion), and publicly guaranteed bank and bond financing of maturity between

1-5 years (USS81 billion). Nonetheless, the amortization profile of debt (see chart) and the
composition of this debt suggests rollover risk of external debt for Romania under plausible

financing conditions appears low.
Short Term Deht (Residual Maturity)

The results of the external »
sustainability exercise show that
stress tests do not alter the debt
dynamics towards dangerous -
trends under the general

assumptions of the exercise. In any  »
event, the composition of creditors

i1 the case Of Romania also [ et as percent of total debt

w0 as percent of rescrves

mitigates the risks. The most R S e
notable increase in debt ratios ‘
results from the application of a g
shock to the GDP deflator, which :
reflects the high standard deviation  “ux o - 2 zma o s
(17.2 percent) of this component as

a consequence of the transition from high inflation. This leads to an expected rise in the debt
ratios which then stabilize once the shock is removed. The other notable case of a

deterioration in debt dynamics when historical averages are used results from the low

average real GDP growth over the past ten years (0.3 percent). However, with the recent
strengthening of GDP growth and success with disinflation, the results of the sustainability
exercise are likely to exaggerate the likely risks. Other shocks such as a sharp increase in
nominal interest rates, or a one-time 30 percent nominal depreciation, do not endanger
Romania’s debt dynamics.




Table —. Romania: Exlemal Sustainability Framework, 1997-2007
(In nereent of GDP, unless otherwise indicated)
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Actaul Projections
1997 1598 1999 2000 2001 2002 2003 204 003 2006 2007
I, Term Projedi

i Externad debt 27.0 2335 256 P N6 9.5 B8 5.8 293 29.8 g
2 Chunpe in external debt 14 213 3 12 1.7 -L1 -0.7 8.1 0.5 G5 1.0
3 Elontified external deht-crmting flows (4+8+11) 1.9 24 53 Q. 1.0 -[.5 -1.8 -7 0.6 -0b -0.2
4 Curent avoount deficit, exchading interest paymenss 4.7 58 a7 24 4.4 33 33 33 v kR| Ll
H Defeit in balance of goods and services 6.3 72 9 5.3 i3 0.3 [ ) 6.4 %] 6.3
G Exports 8 3.2 280 39 316 34.1 7 324 2 .3 g
7 Imports 3.1 3.4 L% L1 A al.6 40.6 132 F0 385 L1 N 182
B Nel nun-debt crezting capltal infdlows (nepative) 4.3 -5 3 3.0 A 24 a0 -0 29 27 2.7
9 Net fioreign direst investmont, equity is 48 19 23 2.9 2.6 19 3.4 2.8 7 7
10 Net portfolio investment, squity 0.5 0.3 0.2 02 o.n o0 0.0 0.0 X 0.0 oG
LE Automatic debt dynnmics L/ 1.3 -3l 56 0.7 0.5 -2 21 il -1.0 -1.0 0.6
1z Contributivn from nominal interest eate L4 13 14 13 1.4 1.3 L5 15 1.3 15 15
13 Conuibution from zcut GDT growth 1.4 1.4 0.3 A4 -l4 -1.2 13 -13 ‘1.3 -1.3 -4
14 Contribution from price and exchange mte changes 2/ -13 55 kA -4 0.6 2.5 -3 -1 -l -hd 0.3
14 Residual, inet, chunge in gross lorcign assets (2-3} 1LE L =31 32 0.7 0.4 Ll 0.5 1.1 1.0 1.3
Extermal dubi-to-exqrorts ratio {in percent) 3.7 L3 glh 878 91 %3 HR3 882 L4 9.7 96.6
Gross external Hnaneing need (in billions of US doblars) 3¢ 73 X 13 a7 51 57 6.4 6.5 6.8 73
in percent of GDP 17.2 17.8 i5.0 al 1.7 LS 1.1 114 10.6 16.2 181

ey Macroecenanic and External Assumplinns
Real GDP growsh {in percens) 6.0 4.8 -l 1.8 33 4.5 49 340 50 S0 5.0
Exchange rale sppreciation {US dollar vaiue of local currency, change in pete -37.1 -19.0 -41.9 24.6 234 =122 -8.0 -2 -14 -i3 -3
GOP detlater in US dollara (change in percent) 59 158 -14.1 L5 2.3 88 4.6 41 4.0 4.0 7
Notminal gxternal interest rate (in percent) 4.0 5.8 5l 6.1 5.9 5.6 37 36 5.6 36 55
Growth of exports (US dollar terms, in percent} 146 36 13 213 9.9 154 8.2 8.6 81 LR 8z
Growth of imports (US dollar terms, in pereent) 13 56 -1 17 17.4 10.9 94 23 8.1 ] 8.

I Stress Tests for External Deht Ratio

1. Real GDP growih, nominal inteest 2ate, dollar deflator. nun-inkerest curzent account, and not-dkbt inflows are uf historical average in 2003-2007 25 3z 361 19.7 43.2 469
3, tamnina! interest tatc is at historical average phs two standard deviatiens in 2003 and 2004 205 9.0 294 299 k1) 313
3. Rgal GDF growth is m historical average minus two standared diviations i 2003 and 2004 9.5 334 ELE] a0 391 339
4, Change in US dultar GDP deflator is at historical average mimus bwo standaid deviations in 2003 and 2004 29.5 41,8 63.9 633 62.6 &2
5 Mn-interest currenl account is at historlead mvernge minus two standard devistions in 2003 and 2004 29.5 33 kA n3 ELAS 323
6. Combination of 2-5 using ot standard deviation shocks 29.5 421 57.9 574 ST 574
7, Ong tme 30 percent nominad deprecation in 2003 20.5 374 3Tl 3n4 Ry B4

Historical Sintistics for Key Variables {past 16 years)

Current account deficit, excluding interest payments
Net non-debi oreating cupitsl inflows

Nominal interest rate (in percent)

Real GDP growth {in percent)

GDF deflator in US dollars (change in percent)

"
Higtorical
Avernge

4.2
22
LA
03
44

Bramdard
Dievizlion

1.9
N
0.8
53

17.2

1# Deerived asr - g - pi 1+g) + saf 1)) rghprrgpd times previous peviod debt stok, with = = nomiral effective interest mate on externat debt; p = changs in domestic GDP deflator in US doilar terms,
£ =Teal (ROP growth rate, ¢ = noatinal appreciation (increase in dotlar value of demestic currency), and o = share of domestic-currency deneminated debit in tota] cxternal debt.
3/ The eontribution from price and exchanpe rare changes is defined 85 [-p(l+8) + e 1-r)}{ L+ighprten) ims previaus period debt stock, p increases with an sppreciating domestic surrency {2 > 0)

and rising infiation {based on GDP deflator).

3/ Dicfined a8 non-interest current account deficit, plus interest and Bmortization en medium- and Jong-term debt, plus short-term debt a1 end of pravious period.
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FISCAL SUSTAINABILITY SIMULATIONS

Total public debt is about 26 percent of GDP in 2002 and is projected to decline slightly in
the next five years. This is based on the assumption of continuing fiscal consolidation and a
gradually declining real interest rate, as EU accession draws nearer.

Stress tests indicate that, while the debt-to-GDP ratio is susceptible to several shocks, the
most dangerous shock combinations are unlikely to occur. In contrast, the most likely shocks
increase the debt-to-GDP ratio only moderately.

Two stress factors could potentially double the debt-to-GDP ratjo:

(1) a combination of a recession in 2003-2004 with a real interest rate of 25 percent and a
primary deficit of 1.7 percent of GDP. This compares with a baseline of 5 percent growth, a
real interest rate of 4-5 percent, and a primary surplus of 0.2-0.3 percent of GDP. Although a
recession combined with high interest rates did occur in 1999, the situation at that time was
clearly exceptional, with Romania being cut off from international financial markets owing
to the risk of default;

(i1} an average real interest rate on the total public debt in excess of 40 percent. This is a
statistical artefact generated by the high variability of the real interest rate in transition and
the particular method of calculating the real interest rate.

Further fiscal adjustment over the medium term than envisaged in the PEP is critical
for sustaining rapid medium-term growth without jeopardizing hard-won progress in
stabilizing the economy. The process of macroeconomic stabilization has not been
completed and the credibility of fiscal policy is yet to be established. The private sector
saving rate remains low by regional standards and fiscal policy will need to make room for
private investment. Medium-term fiscal plans should therefore aim at further reducing the
general government deficit and fully eliminating the quasi-fiscal deficits.

The most likely (in a relative sense) shock is a fall in the revenue-to-GDP ratio two standard
deviations below the historic average, to 28.2 percent in 2003-04 from 30.3 percent in 2002.
This is a policy risk, generated by possible delays in improving tax and social security
collections in line with the rapidly growing GDP and leading to a fall in the overall income
elasticity of revenues. Under this scenario, debt will increase for two years, reaching

31 percent of GDP in 2004 and stabilizing thereafter at this not particularly high level.
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Table 1. Romania: Public Sector Debt Sustainability Framework, |997-2007
(In percent of GDP, unless otherwise indicated)

Actual Projcctions
1997 L9938 1999 2004 2001 2002 2003 2004 2005 2006 2007

I. Baseline Medium-Term Projections

| Public sectar debt 1/ 254 238 26.% 263 26.0 258 25.1 249 4.8 24.7 25.0
ofw forergn-currency denominaced 19.4 lo.6 17.3 18.8 19.4 9.1 182 18.0 17.6 17.3 7.1
2 Change in public sector debt 3.0 -16 kA -0.6 -0.4 -0.2 0.6 -0.2 -0.1 -0.1 0.3
3 Identified debt-creating flows {4+7+12) 150 -7 8.2 26 08 1.1 0.2 i.0 0.4 0.l 0.2
4 Pomazy deficit 1.4 0.7 -1.7 -0.9 -0.6 04 0.2 -0.3 -03 -0.3 -0.3
3 Revenue and grants 28.6 w7 319 34 30.7 303 308 3z IR 319 319
[ Primary (roninterest) expenditure 30.0 304 302 30.5 302 299 3006 399 I3 3.6 316
7 Automatic debt dynamics 2/ 143 -2.1 e 3.9 1.3 1.3 0.1 1.8 03 0.0 01
8 Contribution from interest ratefgrowth differential 3/ -3.9 -6.4 -1.3 -4.5 -5.2 -1.2 -1.4 -0.4 -0.3 -0.2 -0.1
9 Of which contribution from real interest rate 4.5 -6.8 -3.5 -4.2 -4.2 -0.3 0.4 0.6 0.3 0.8 10
(1] Of which contribution fton ceal GDP growth 0.4 0.8 0.2 -0.3 -10 -4 -1.0 -1.1 -i1 -1 il
11 Contribution from exchange rate depreciation 4/ 237 4.4 133 8.4 6.5 26 1.5 1.4 0.6 0.2 0.2
12 Other identified debt-creating Hows -1.3 -1.4 -0.7 -0.4 0.1 02 03 0.3 04 04 04
13 Privatization receipts {negative) -1.7 -1.8 -1.3 -0 -0.5 -0.4 4.3 -0.3 -0.2 -0.2 -0.2
14 Recagnitinn of implicit ar contingent liabilities 0.5 04 0.5 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6
13 Other (specify, e.g. bank recapitalization) 0.0 0.0 0.0 0.9 0.4 0.0 0.0 0.0 0.0 0.0 0.0
16 Residual, including asset changes (2-3) -12.0 1.1 -5.1 -32 -1.2 -1.3 0.8 -1.2 -0.5 -0.2 0.1
Public secior debt in percent af revenues 1/ 48.7 80.2 845 239 R44 84.9 815 798 783 RS 785
Gross financing 5/ 83 0.4 111 1.7 0.8 9.8 o1 9.5 03 74 0.9
in billions of U.S. dollars 2.9 4.4 4.0 4.3 39 4.4 4.7 53 5.7 50 7.9

Key Macr ic andd Fiscal A plions
Real GDP growth (in percent) -fi.1 -4.8 -12 1.8 53 4.5 4.9 5.0 50 5.0 50
Average nominal interest rate on public debt (in percent) 6/ 141.4 41.1 83.6 526 40.6 233 172 138 1.7 9.3 87
Average real interest rate (nominal rate minus change tn GDP deflator, in percent) -5.8 14,2 35.9 8.5 kX -0.6 -0.9 la 4.4 43 4.7
Naminal appreciation (increase in US dollar value of local cuency, in percent) -57.1 -19.0 -41.9 -29.6 -25.4 -12.2 -8.0 =12 <34 -1.3 -1.3
Inflatien rate {GDF deflatar, in percent) 147.2 35.3 477 44.1 37.0 239 18.1 12.1 7.7 5.4 4.0
Growth of real primary spending (deflated by GDP deflator, in percent) -12.4 -3.6 -1.9 28 4.1 37 72 6.1 6.3 39 50

I1. Stress Tests

1, Real GDP growth, real interest rate, and primary balance aze at hislotical averages in 2003-2007 258 281 0.3 326 348 ILé
2. Real interest rate is at historical average plus two standard deviations in 2003 and 2004 258 35.0 47.7 47.9 478 48.2
3. Real GDP growth is at historical average minus two standard deviations in 2003 and 2004 5.8 28,9 333 134 35 4.0
4, Primary balance is at historical average minus two standard deviations in 2003 and 2004 258 28.3 s 314 314 L7
5. Combination of 2-4 using one standard deviation shocks 58 354 48.2 48.4 48.5 49,0
6. Ctne time 30 percent real depreciation in 2003 7/ 25.8 399 4.3 40.4 40.3 40.7
7. 10 percend of GDP increase in other debt-creating flows in 2003 258 35.1 353 353 352 356
8. Impact on debt-to-GDP ratio if revenue-to-GDF ratio is at historical average minus two standard deviations in 2003-04 258 2.7 36 30.5 0.5 30.8
8a, Impact on debt-to-revenuc ratio if revenue-to-GDP rafio is at historical average titus two standard deviations in 2003-04 84.9 98.2 1084 926.5 95.5 96.7
Historical Statisties for Key Variables (past 10 years) Historical Standard

Average Deviation
Primary deficit 94-01 0.4 13
Real GDIP growth (in percent) 94-01 1.5 4.8
Nominal interest rate {in percent} 6/ 97-01 718 42.6
Real interest rate (ji percenc) G701 5.6 19.1
[nflation rate (GDP deflator, in percent) 97-01 66.2 457
Revenue to GDP malie 9401 3ng 1.3

1/ Gross debi of the generml povemment.

2/ Derived as [(r - w{1+g) - g+ ae(l+r)}{1+g+to+gn)) times previous period debt ratio, with r = interest rate, n = growth rate of GDP deflator; g = real GDP growth rate; o = share of toreign-currency der
3/ The real interest rate contribution is derived from the denominator in footnote 2/ as ¢ - w (1 +g) and the real growth contribution as -g.

4/ The exchange rate contribution is derived from the detominator in footnowe 2/ as e (1-1).

5/ Defined as public ssctor deficit, plus amortization of medium and long-term public sector debt, plus shart-term debt at end of previous period,

6/ Detived as nominal interest expenditure divided by previeus period debt stock.

7/ Rea) depreciation is defined as nominal depreciation (measured by percentage fall in dollar value of local cutrency) minus domestic inflation (based on GDP deflator).



Statement by the IMF Staff Representative
January 8, 2003

1. This statement summarizes macroeconomic information that has become available
since the release of the staff report. The staff appraisal remains appropriate.

2. Recent data confirm that macroecononiic developments remain favorable:

¢ In January-October 2002, the current account deficit was only 2.5 percent of
annual GDP, compared to 4.1 percent in the same period of 2001, This
suggest that the annual 2002 deficit is unlikely to exceed 4% percent of GDP.

e Inflation in December is preliminarily estimated at 1.6 percent, which would
bring the 12-month rate to 18 percent, compared to the authorities’ original
target of 22 percent.

3 In December, Parliament adopted a new Labor Code. The Code, which aims inter alia
at harmonizing Romanian with EU legislation, appears to have introduced substantial
restrictions on layoffs, imposed costly administrative procedures on employers and extended
industry-wide collective agreements to non-participating employers, to the detriment of small
and medium-size enterprises. The World Bank is currently involved in discussions with the
authorities on possible revisions in the law, and staff welcome such efforts.



INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS
Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 03/08 International Monetary Fund
FOR IMMEDIATE RELEASE 700 197 Street, NW
January 17, 2003 Washington, D. C. 20431 USA

IMF Concludes 2002 Article IV Consultation with Romania

On January 8, 2003, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with Romania.’

Background

Until recently, Romania’s macroeconomic performance was weak and characterized by boom
and bust cycles, driven by loose fiscal policy and weak financial discipline in state-owned
enterprises (SOEs). Since mid-2001, a combination of budget restraint, ambitious energy price
adjustments and prudent monetary policy moderated domestic demand and reduced the current
account deficit. At the same time, export and GDP growth were among the highest in the region,
reflecting the fruits of private investments in export-oriented consumer goods industries over the
last few years, and the gains in competitiveness from the 1999 adjustment in the real effective
exchange rate. Rising productivity, complemented by moderate economy-wide wage growth,
has preserved competitiveness despite the slowing rate of depreciation and allowed Romania to
expand its share in its main export markets.

The far-reaching reform of the VAT and profit tax legislation in 2002, which eliminated many
distortionary incentives, has contributed to improving the business climate. Moreover, the
extremely high payroll taxes, which have contributed to the growth of the informal sector of the
economy and narrowed the tax base, were reduced by 3 percentage points in 2002 and will be
cut by another 5 percentage points in January 2003. Monetary policy contributed to disinflation

" Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.
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by reducing the rate of crawl while keeping interest rates high. The soundness of the banking
system has improved, but the recent very rapid expansion of credit to the private sector, which
supported the pick-up in investment, is of concern owing to its potential implications for the
quality of the credit portfolic of commercial banks.

The successful stabilization has reflected some progress in imposing hard-budget constraints
on SOEs. However, wages in state-owned enterprises have continued to outpace those in
private sector. An additional risk for disinflation has been created by the sharp minimum wage
increase in January 2003. Collections of the largest utilities have improved only modestly, and
natural gas prices remain much below import prices. The slow progress in privatization
continues to hold back Romania’s economy and, as a result, the private sector has one of the
lowest shares in GDP among EU accession candidates. Privatization has in general been
slowed by restrictions on labor retrenchment and investment requirements.

Executive Board Assessment

Directors commended the authorities for Romania’s progress in addressing several long-
standing economic weaknesses. Macroeconomic performance had been encouraging; the
budget and the broader public sector deficits, especially in the energy sector, reduced:; inflation
brought down; and the external position strengthened substantially. The authorities’
commitment to stabilization and reform had served to boost investor confidence and investment,
and had contributed to the strong pick-up in growth over the past two years.

Directors noted that continued strong performance over the medium term would require a
steadfast commitment to macroeconomic stabilization and accelerated structural reforms that
would include a strengthening of the efficiency of SOEs, completion of privatization, and
increased efforts to improve the business environment. It would be important not to revert to the
stop-and-go policies of the 1990s. Directors encouraged the authorities to continue orienting
monetary and fiscal policies toward macroeconomic stabilization, with focus on a further
reduction of the still high inflation rate, and containing the current account deficit; and to address
vigorously the problem of losses and quasi-fiscal activities of SOEs. These efforts would also be
crucial for completing Romania’s transition to a fully operational market economy and for paving
the way for EU accession.

Directors strongly welcomed the recent reduction in Romania’s extraordinarily high social
security contribution rates and the recent reforms in the area of VAT and profit taxation, which
contributed to improving the business climate. They supported further cuts in the social security
tax rates, but pointed to the need to broaden the tax base and improve tax administration in
general. To make tax cuts affordable and avoid putting at risk the fiscal balance, Directors saw
a need for the authorities to develop detailed medium-term expenditure plans. They noted that
expenditures should be carefully prioritized to make room for accession-related spending on
infrastructure and other investments. Most Directors recommended that the authorities aim at a
somewhat tighter budget stance than envisaged in Romania's Pre-Accession Economic
Program submitted to the EU in August 2002,
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Directors noted that completing the task of stabilization would require rapid progress in
eliminating the still substantial losses in the state-owned companies, particularly in the energy
sector. While commending the ambitious increase in energy prices as a key step toward
reducing losses in this sector, Directors considered that further progress in enforcing hard
budget constraints would depend on stepping up the fight against the nonpayment of utility bills
and fax arrears. They urged the authorities to accelerate the closure of nonviable enterprises, to
implement further gradual increases in gas prices to import parity levels, and to ensure timely
adjustments of electricity and heating prices in line with costs. Directors also stressed the
importance of proceeding with privatization in the energy sector.

Directors welcomed the authorities’ plan to offer for sale by end-2003 most of the state-owned
companies outside of the energy sector. They noted with concern the government’s intention to
continue imposing conditions for preserving employment and committing buyers to large
investments, a practice that has deterred investors and significantly contributed to the
disappointingly low speed of privatization. Directors strongly encouraged the authorities to
continue reducing employment in SOEs as a necessary conditicn for reducing losses and
accelerating privatization. They noted that social hardship arising from restructuring should be
addressed by further improvements in the social safety net and by stimulating private sector
growth, notably by eliminating barriers for setting up small- and medium-size enterprises.

Directors emphasized that establishing wage discipline in the state-owned sector is critical to
improving financial discipline and reducing losses. They were concerned about the continuously
poor performance in this area, which had often undermined disinflation efforts in the past, and
called for vigilance in efforts fo prevent the sharp minimum wage increase scheduled for
January 2003 from feeding through to the overall wage level. Moreover, they cautioned against
further real increases in the minimum wage, which would adversely affect employment.
Directors stressed that a convincing performance in this area and a full adherence to the related
performance criteria on SOE wages, agreed under the Stand-By Arrangement, would be
preconditions for completion of the delayed third review under the program.

Directors pointed out the importance of preserving flexible labor markets, which are seen as
crucial to keeping the economy on a fast growth path and completing the far-reaching
restructuring process in the Romanian economy. They urged the authorities to review, in close
cooperation with the World Bank, provisions in the new labor code that could adversely affect
this flexibility and impose a particularly heavy burden on small- and medium-size enterprises,
and welcomed the fact that discussions had already begun.

Directors commended the authorities for progress in improving the business climate, but
emphasized that further institutional reforms and a stepped-up fight against corruption, which
they considered a key impediment, are needed for private investment to gain further strength.
They strongly encouraged the authorities to complete the reform of the judiciary system with a
view to improving its effectiveness and ensuring its independence, and to implement an efficient
bankruptcy mechanism. Directors urged the authorities to continue with their efforts to liberalize
foreign trade, with the medium-term goal of full harmonization with the EU, as well as to
continue to reduce tariffs with non-EU partners.
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Directors agreed that the current exchange rate regime, which, in the context of capital controls
and lingering credibility issues, features a gradually declining targeted depreciation rate as a
nominal anchor, had been one of the key factors for the recent success in reducing inflation
while protecting external competitiveness. In the context of the persistent surplus in the foreign
exchange market, several Directors saw some scope for a further gradual reduction in interest
rates; several others, in light of the still high inflation rate, suggested erring on the side of
caution and instead accepting some slowing in the rate of depreciation of the exchange rate.
Directors noted that the current regime would remain appropriate until inflation had been
brought down to single-digit levels and wage discipline in SOEs strengthened. They considered,
however, that once these conditions had been met, inflation targeting would be a sustainable
medium-term framework. Concomitantly, Directors encouraged the authorities to step up
preparations for establishing the institutional, operational, and analytical prerequisites for its
introduction, inter alia, by strengthening the National Bank of Romania’s independence in line
with Maastricht requirements.

Directors expressed concern about the recent rapid growth of bank credit, in particular in foreign
currencies, which indicated that commercial banks might be overstretching their credit portfolio
at the expense of a prudent assessment of borrowers' creditworthiness. They welcomed the
authorities’ measures to strengthen banking supervision and their intention to strictly enforce the
new regulation on classification and provisioning with a view to ensuring that credit growth
remained socund. While the overall exposure of the private sector to foreign currency risk was
low, Directors recommended that additional measures be considered should the brisk pace of
the growth in foreign currency loans continue. Directors supported the authorities’ request to
participate in the Financial Sector Assessment Program exercise.

Directors encouraged the authorities to make rapid progress in preparation for subscribing to
the Special Data Dissemination Standard.

Directors commended the authorities for the passage of anti-money laundering legislation and
for their actions to prevent the funding of terrorist activities.

Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (i) following
policy discussions in the Executive Board at the decision of the Beard. The Staff Report for the 2002
Article IV Consuitation with Romania is also available.




Romania: Selected Economic Indicators

1998 1999 2000 2001 2002 (Proj.}
Real GDP growth -5.4 -1.2 1.8 5.3 4.5
Final domestic demand 0.7 -2.9 1.6 59 4.4
CPI (eop) 40.6 54.8 40.7 30.3 18.0
Unemployment rate 10.4 11.8 10.5 8.6 9.0
(eop)
Overall balance 5.5 -3.6 -4.0 -3.3 -2.9
Primary balance -0.7 24 0.9 0.6 0.3
Public debt 238 26.9 26.3 26.0
Real domestic credit 20.5 -7.6 9.9 25,6 30.0
Broad money 487 46.4 39.2 47.8 3041
Trade balance -6.3 -3.5 -4.6 -7.5 -6.5
Current account 7.1 4.0 3.9 6.0 4.8
External debt 23.5 246 277 2986 288
Official reserves 2.4 21 25 3.2 4.1
(months of prospective
impoits)

Sources: Romanian authorities and |MF staff estimates.



Statement by J. de Beaufort Wijnholds, Executive Director for Romania
January 8, 2003

On behalf of the Romanian authorities, I would like to thank staff for the
constructive discussions and continuous efforts to assist Romania in its transformation to a
functional market economy. In the authorities’ opinion the staff report is a comprehensive
and convincing assessment and the additional analysis in the Selected Issues paper is equally
welcome.

Since the last Article IV discussion, the Romanian economy has experienced rapid
growth, among the highest in the region, accompanied by improved macroeconomic stability.
At the same time, the Romanian authorities have proven their reform commitment by
adopting a realistic economic strategy and implementing a number of much-needed measures
to consolidate the macroeconomic performance. Their efforts have been supported by a new
Stand By Arrangement approved in October 2001. Furthermore, a World Bank PSAL 11
program, aimed at supporting the restructuring and privatization strategy, was approved in
September 2002.

EU accession has become a key driving force behind the country’s adjustment and
reform efforts. Trade with the EU is growing steadily. In the first nine months of 2002 more
than 68 percent of Romania’s total exports went to the EU countries (compared with
64 percent in 2000). By end-2002, negotiations on all chapters of the acquis communautaires
had been opened and 17 of them had been provisionally closed. The country’s goal is to
complete the accession negotiations in 2004 and assume the obligations of the EU
membership by 2007, as envisaged at the Copenhagen summit in December 2002.

With the Romanian authorities being committed to accelerate the reform process,
they are aware how challenging it will be to sustain the achievements made so far and
translate them into a long-term strategy to move forward in a number of key areas and to
address still existing weaknesses of the economy.

Recent economic developments and outlook

Macroeconomic developments and policies have improved during 2001-2002 and
fiscal tightening combined with an ambitious energy price adjustment have consolidated the
favorable performance. As a result, after a strong GDP growth of 5.3 percent in 2001, 2002
economic growth is estimated at about 4.5 percent, driven mainly by exports and investment,
consolidating the favorable trend started in 2000. Inflationary pressures receded, and the 12-
month inflation rate declined significantly from 41 percent in 2000 to 30 percent in 2001 and
18 percent by end December 2002 (well below the program target). The current account
deficit was contained below 6 percent in 2001 and is projected at close to 4.5 percent in 2002
(also below the program target). The increase in international reserves was significantly
stronger than initially estimated and the end December 2002 reserves level in terms of import
coverage was already reached in August, amounting to 4 months of prospective imports. The
prudent fiscal policy has borne fruit and the fiscal deficit has been steadily reduced from 4.0
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percent of GDP in 2000 to an expected less than 3 percent in 2002. Romania improved its
credibility on the international financial markets. The good performance on the
macroeconomic front and in implementing further market-oriented reforms has led all major
credit rating agencies to upgrade Romania’s sovereign risk three times in the last year. Under
these circumstances, the country accessed the markets at attractive conditions, while spreads
on its foreign bonds have continued to narrow significantly.

The whole economic strategy should be seen in the context of the aim to accelerate
the process of integration with the EU ecenomy and attain full membership by 2007. The
Romanian authorities see the near-term economic outlook as broadly favorable and further
policy implementation is aimed at ensuring the long-term sustainability and strategic
objectives of the country, presented in the Pre-Accession Economic Program (PEP).
Economic growth is projected to average 5 percent annually in 2003-2005, while inflation is
expected to fall to 15 percent in 2003 and to reach single digits by 2004. A fiscal deficit of
2.65 percent in 2003 will support the disinflation trend. Exports, current account deficit and
international reserves level will continue to develop favorably. From this perspective, [
would like to point out a few challenging tasks still facing the Romanian authorities in the
period ahead.

Fiscal policy

The authorities are determined to continue the fiscal consolidation, which will
remain at the center of their economic strategy in the next years. They are aware that the
budget has to accommodate substantial fiscal costs related to NATO and EU accession, and
at the same time maintain a sustainable fiscal position over the medium term. Under these
circumstances, the 2003 budget was already approved by the Parliament with a deficit
objective consistent with the fiscal consolidation commitment and a continuation of the
disinflation efforts and containment of the current account deficit. The budget is oriented
toward fiscal consolidation and could create scope to increase capital expenditure and
improve the social safety net. At the same tine, it states the commitment to maintain the
current income tax rates and a prudent wage policy, while continuing to downsize overall
budgetary sector employment. The authorities agree with staff that revenue collection,
despite some improvements, is below potential. New steps have been considered and
approved in 2002 in order to address more forcefully this issue. Therefore, new regulations
on excises and new VAT and profit tax laws were approved, with the main objective to
reduce tax exemptions and distortionary tax incentives. In the same vein, the government
intends to broaden the tax base of pension and unemployment funds. More importantly, on
the expenditure side, the government is consolidating further the management of public
funds, strengthening the expenditure management, and imposing better transparency. To
meet these goals the authorities will pursue the way to prioritize and manage public
spending. During discussions they expressed concern about the growth in budget expenditure
in the next years. This should be driven by increased commitments to allocate resources for
investment, as the government is determined to increase investment in projects that will bring
infrastructure in compliance with EU requirements and promote economic growth in the
medium term.
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The authorities will remain vigilant and stand ready to take any corrective measures
if the fiscal target is put in danger. They are also committed to implement the tax
administration reform which has been initiated in line with the FAD technical assistance
missions. A separate tax administration department has been set up in the Ministry of Public
Finance and legislation for establishing a common agency for collection, audit and
enforcement of social security contributions under the Ministry of Public Finance on
January 1, 2004 has recently been approved.

Monetary policy and banking sector

The current monetary policy in Romania is focused on promoting gradual
disinflation without putting external competitiveness at risk. There is full agreement between
the authorities and staff that this policy has been successful so far and remains appropriate in
the near future. Nevertheless, in order to encourage economic convergence and integration
with the EU area, as well as to harmonize trade and competitive conditions with those
existing in the EU, the National Bank of Romania has taken preparatory steps to replace the
currently used euro/US-dollar basket with the lei/euro exchange rate as the reference
exchange rate in Romania, which will mark another significant step towards European
integration. At the same time, as agreed with staff, the central bank is giving more weight to
the real exchange rate appreciation issue as the tight fiscal and monetary policies have
recently resulted in an excess supply of foreign exchange. Moreover, steps have been taken
to slow down the rapid expansion in foreign currency denominated credits. In October the
NBR differentiated the reserve requirements in lei and foreign currency, to 18 and
25 percent, respectively (from their common level of 22 percent) and continued to exercise
close supervision of the most active lenders. The new regulation on loan classification and
provisioning in force from January 2003 will encourage commercial banks to closely monitor
their portfolios with a view to reassess the credit risk stemming from the rapid credit
expansion. The intreduction of a fully-fledged inflation targeting framework is considered for
2004 when inflation is expected to fall to single digits and the legislative and technical
capabilities will be in place.

The banking sector has been strengthened considerably and banking legislation is
now at a high degree of alignment with international standards. There are only three state-
owned banks and their share in the total net assets will decline significantly after the BCR
privatization. The share of foreign banking institutions has also increased steadily, as the 32
foreign owned banks and branches account for more than half of total banking sector net
assets and three fifths of all loans. The clean up and restructuring process in the banking
sector has been completed, and, as a result, the share of non performing loans in total loans
fell from more than 71 percent in 1998 to 2.8 percent by mid-2002.

Restructuring and Privatization

Progress is being made as regards structural reforms. The process is aimed at
strengthening financial discipline, financial sector stability and improving the business
climate. The cornerstones of the ambitious structural reform agenda are restructuring and
privatization of the large state-owned companies. Despite important progress in some sectors,
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the authorities agree that restructuring and privatization is still incomplete and that
performance in this area requires continuous attention. The World Bank PSAL II program is
now supporting these efforts.

In order to ensure stronger public sector wage discipline which was one of the
weaknesses of the past programs, corrective measures have already been taken to contain the
wage bills in the SOEs as agreed with staff and the 2003 budgets of monitored SOEs have
already been approved by the Cabinet. At the same time, employment reductions in these
companies have been made. The authorities are carefully monitoring the developments in this
area and stand ready to take the necessary measures to limit any spillover from the minimum
wage increase in January 2003.

To address weak financial discipline, mainly in the energy sector, special
mechanisms have been set up to improve revenue collection: significant price adjustments to
cost-efficiency levels, disconnections to the larger non-payers and transfer of some activities
to local municipalities have been implemented. At the same time, in order to accelerate
competition within the sector, the privatization of two electricity distribution companies, as
well as the o1l company Petrom, has been initiated.

The private sector has continued to grow and the authorities are giving due
consideration to accelerating the process. Since the last Board discussion in August 2002 six
large companies have been privatized and 8 others are in final stages of negotiations. The
large scale privatization program is to be completed within a year. In considering the slow
pace of privatization so far, the unfavorable market conditions and the limited attractiveness
of some large loss making enterprises should be taken into consideration.

After two failed attempts to sell the majority stake of BCR, the largest commercial
bank, the Romanian government is considering a change in the privatization strategy to allow
the transitory participation of the EBRD and the IFC with a view to facilitating the sale of a
majority package to a strategic investor as international market conditions improve. The
authorities do reiterate their commitment to complete this process.

Other Issues

In the area of combating money laundering, the National Office of Prevention and
Control of Money Laundering is now operational and the increase in its investigative activity
is noticeable. The authorities are intensifying their fight against fraud and corruption. A
National Anti-Corruption Prosecutor’s Office was established in July and has begun
functioning in September. '

The Romanian authorities would like to restate their determination to continue the
prudent policy course aimed at getting ready for EU accession.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

