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1. Recent economic developments and medium term outlook



Ongoing economic recovery on the external markets
Delayed economic recovery in Romania

Economic activity is expanding already for several
guarters both in developed and emerging economies

Quarterly GDP changes (% qoq)
10QT 10Q2 10Q3 10Q4

us ® 09@® 04@® 04@ 08
Japan ® 1@ 04@ 09@ -03
Canada ® 15® 05@® 04
Euro area ® 049 10® 03@® 03
Germany @ 06@ 22@ 07@ 04
France @ 03@® 0@ 03@® 03
ltaly @ 04@ 05@ 03@ 0.1
Spain ® 01@® 030 00@ 02
UK ® 03@ 1..@® 08@ -03
Slovakia @ 07@® 09@ 09@ 09
Czech Rep. @ 07@® 08@ 09@ 05
Hungary @ 4@ 02@ 06@ 02
Poland @ o07@®@ 12@ 13
Romania @ 0380 03@ -07@ 0.1
Bulgaria @ 05@ 05@ 07@ 17
Estonia @ 100 19@ 07@® 23
Latvia @ 120 03@ 09@ 17
Lithuania ® 4@ 10® 03@® 17

Real GDP is on an upward trend in all new EU member
countries except Romania
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Large macroeconomic imbalances at the beginning ofisis
explain the large contraction and delayed recoverin Romania
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Economic contraction was deeper in
countries with the largest macroeconomic
disequilibria

Strong recovery in the last quarters in all
countries except Romania

Romania had the largest disequilik
when small countries (LV, LT, EE) are
excluded

Recession was less profound in Romania
compared with the Baltic countries, but it
was larger than in the other CEE countries

Difficult and delayed economic recovery
in Romania

m Large country with large
disequilibria

m  Key austerity measures were
enforced only in 2010 Q2



Rapid increase in domestic demand
was financed by foreign capitals

Romania spends more than produces
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Imports are higher than exports
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Decrease in inflows of foreign capitals
driven by high risk aversion worldwide

Net inflows of private foreign capitals became negative Lower inflows of foreign capitals than C/A deficit
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m  Romanian authorities had to borrow money from ME bnd the EC in order to cover the external finaggap
m  Romania borrowed around EUR 15.3 bn from the IMF thiedEC since 2009, which allowed it:

m  To cover the external financing gap

m  To limit the size of economic contraction

m  To limit the amplitude of leu depreciation

Source: NBR



Strong recovery of industry driven by exports ...

Index of industrial output (2008Q2=100) Total exports (index, 2008Q2=100)
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... was not enough to offset the sharp adjustment inanestic demand

Both consumption and investment plunged rapidly
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Clear downward trend in retail sales in 2009-2010
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Sales of durable consumer goods were the most affected as
purchases depends on lending and economic perspectives
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Sharp fall in disposable income and weak economerspectives
forced households to cut spending and to refrain &m borrowing

Real monetary disposable income fell Households’ sentiment deteriorated a lot
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Low morale at the households level due to weak perspectives Low demand for loans and weak lending activity
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Hard to escape from pro-cyclical fiscal policy
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Economic activity most likely bottomed out
Slow recovery expected in the coming quarters

Economic Sentiment Index is improving Confidence is improving in all sectors
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Only moderate recovery in short term (next 2 quarters) Better prospect in medium and long-term Key risks
m External demand is growing and this should hel® Business sentiment and householsl  Political turmoil

exports and industry morale would improve more g  Fiscal consolidation
= Investments have room to increase after they towardstheend ofthe year process fails

plunged in the last 2 years m  Households would start to spends  Turbulences on the
= Households expenditures are likely to remain weak ~Slightly more external markets

as their confidence is still weak

m  Government should keep a tight control over
expenditures in order to reduce the budget deficit

Source: European Commission



2. Structural reforms — the key for long-term soustainable
growth



The contribution of production factors to the economic
growth — lower post-crisis growth potential

Contribution to GDP Growth

Heal GUF Growih conriputions (pps.)

growth (%)  Capital stock Labor TFF
Average 1993 - 99 06 23 -1.2 0.5
Average 2000 04 5.5 25 0.2 3.2
Average 2005 — 08 6.4 6.1 0.4 0.3
2009 7.1 29 -0.9 9.5
Average 2010— 15 2.9 3.4 -0.1 -0.4

Source: IMF staff estimates. Figures in italics refer to potential growth.

More difficult access to financing due to highiskraversion

Negative effect on economic growth from delevenggi

Lower growth expected for euro zone

Structural reforms are needed to increase thactitteness for investments in the absence of fsuate



Some structural characteristics of EU-10 countries

Quiality of |Corruption Eas_e o LEA0l Employment : : E”efgy
institutions, |perception, do_lng Infrastructure, | Markets, rT_la_rket rate. %. Education, intensity of
2010* 2010* business, 2010* 2010* | efficiency, 2009 2010* |the economy
2010** 2010* 2008***
Bulgaria 3.29 3.6 51 3.57 4.00 4|51 62.6 4.14 944.2
Czech Rep. 3.86 4.6 63 4/78 4.58 4.75 65.4 4.66 525.3
Estonia 4.91 65 17 4.94 471 4,91 63.5 5.17 570.5
Hungary 3.76 417 46 4.86 416 4,46 55.4 4.81 401.4
Latvia 3.79 4.3 24 4.26 4.13 4,58 60.9 4.81 308.7
Lithuanie 3.99 5.0 23 4.56 4.17 4.5] 60.1 5.07% 417.5
Poland 4.18 513 70 3.6 4,38 4.58 59.3 5.00 383.5
Romania 3.74 3.7 56 3.44 4.08 4.32 58.6 4.47 614.6
Slovakia 3.60 4,3 41 4.19 4.34 4,66 67.5 4.49 519.7
Slovenia 4.37 6/4 42 4.83 452 4.26 60.2 5.27 257.5
Eurozone 64.1 160.b
USA 4.67 7.1 b 5.65 4.81 5.63 5/64 180.6

* Index — a higher value means a better score;
** Rank (out of 183 countries)
***Energy consumption (Kg of oil equivalent) for@iducing 1000 euro GDP (constant prices 1995).
Source: World Economic Forum — Global Competitiveni@eport, Transparency International, Eurostat|Bank



Ease of doing business in Romania

K

DB 2011 RankDB 2010 Rank Change in Ran

Doing Business Rank 56/183 54/183 -2
Topic Rankings
Starting a Business A4 41 -3
Dealing with Construction Permits  gg4 03 9
Reqistering Proper 92 92 No chang
Getting Credit 15 14 -1
Protecting Investors 44 41 -3
Paying Taxes 151 147 -4
Trading Across Borders 47 48 1
Enforcing Contracts 54 53 -1
Closing a Business 102 92 10

Source: World Bank — Doing Business 2011.



The most problematic factors for doing business

Access To fiNamCING ...
Inadequate supply of infrastructure ....oeeeeeemvecmeeeen.
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Solutions to improve the quality of infrastructure

» Improve substantially the EU funds absorption

» Public-private partnerships

» Decrease of the social expenditures in the public budget increase the space
for public investments

» Multiannual budgeting and investments prioritization are essatial



Huge potential in agriculture — efficiency should bancreased

Distribution of land by the size of exploitations

» Create and support the market for | ;40

agricultural products I
80%
» Tax evasion for trade with cereals
should be reduced substantially 60%
> Policies aimed at increasing the 40%

size of exploitations
20% 1

» Reduce weather dependence

0% -
RO GR PL PT IT BG HU AT SK ES GE FR

m Less than 5 ha (% of totdl) From 5 to less than 10 ha (% of totdl)

From 10 to less than 30 ha (% of total) B More than 30 ha (% of totdl)

Source: EUROSTAT



3. Fiscal issues — reversing the pre-crisis unsoustainable a$c
policy is painful



Exuberant behavior of fiscal policy before the cris —
skyrocketing increase in expenditures
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Stable budget revenues ...

Budget revenues in Romania (% of GDP, ESA 95)
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Budget revenues in EU countries (% of GDP, ESA 95, 2009)
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m Fiscal revenues

Source: Eurostat, Fiscal Council



Voluntary tax compliance — personal income tax andagial contributions
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Implicit tax rates are computed as the ratio between the budgetues and compensation of employees from the national accounts (including the
unobserved economy). For 2009-2010 compensation of employees is estimated.

The number of employees in the informal economy is computed as therdiéfdyetween the number of employees from the Labor Force Survey and the
number of employees reported officially by the employers (from LBbore Balance).

Source: Eurostat, NIS, Ministry of Finance, Fiscal Council



Implicit tax rate for personal income tax, 2008
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Implicit tax rate is computed as the ratio between the budget resséoue personal income tax and compensation of employees from the national
accounts (including the unobserved economy).

Source: Eurostat, NIS, Ministry of Finance, Fiscal Council



Legal tax rates vs. implicit tax rates for personalncome tax in 2008
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* HU and PL had progressive taxation in 2008 (twadkets in HU - 18% and 36%, and
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Implicit tax rate is computed as the ratio between the budget resséoue personal income tax and compensation of employees from the national
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Implicit tax rate — corporate tax
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Source: Eurostat, NIS, Ministry of Finance, Fiscal Council



Implicit tax rate for VAT, 2009
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Legal tax rates vs. implicit tax rates for VAT in 2009
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Implicit tax rate for corporate income tax, 2008
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Implicit tax rates are computed as the ratio between the budgetues and gross operating surplus and mixed income from the national
accounts (including the unobserved economy).

Source: Eurostat, NIS, Ministry of Finance, Fiscal Council



Legal tax rates vs. implicit tax rates for corporat tax in 2008
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Implicit tax rates are computed as the ratio between the budgetues and gross operating surplus and mixed income from the national
accounts (including the unobserved economy).

Source: Eurostat, NIS, Ministry of Finance, Fiscal Council



Implicit tax rate for social contributions, 2008

40.0 -
35.0 -
30.0 -
25.0 -

20.0 -

35.3
34.8
34.7

33.6
335
33.0
324
31.7
30.8

15.0 -

285

28.3

28.3

275
26.4
26.3
25.7
24.8

25.6
24.9
e e e e e e e e e e e e e e e e e m e m - m - - =4

21.7
21.0

10.0 -

19.7
18.7
17.8
17.3
15.5

5.0 -
™
™
0.0

GR CZ FR DE SK IT AT BE PL HU SI NL ES LT PT EE LU FI |RO‘I SE BG CY LV IE MT GB DK

Implicit tax rate is computed as the ratio between the budget res/éoue personal income tax and compensation of employees from the national
accounts (including the unobserved economy).

Source: Eurostat, NIS, Ministry of Finance, Fiscal Council



Legal tax rates vs. implicit tax rates for social antributions in 2008
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Implicit tax rate is computed as the ratio between the budget resséoue personal income tax and compensation of employees from the national
accounts (including the unobserved economy).

Source: Eurostat, NIS, Ministry of Finance, Fiscal Council



Social security contributions in NMS10 in 2010, %

Social Contributions SK HU CZ RO PL LT S| LV EE BG
Employer | 140 | 240( 215 208 9.8 23.3 89 - - 8.9
Employee [ 4.0 9.5 6.5 10.5 9.8 3.0 5% - - 7.1
Old-age pensiongTotal 18.C | 33f | 28.C | 3L | 19F | 26 | 244 - - 16.(
Employer | 10 - 1.2 0.5 - 1.1 0.1 . - 0.4
Unemployment ([Employee [ 1.0 - 0.0 0.5 - - 0.1 - - 0.6
insurance  (Total 2.0 - 1.2 1.0 - 1.1 0.2 - - 1.0
Employer | 10.0 2.0 9.0 5.2 0.0 3.0 7l - - 0.0
Employer | 4.C 6.0 4.t 5.5 9.0 6.0 6.4 : - 8.0
Health insurance| Total 14.( 8. 135 | 107 9.0 9. 13 - - 8.
Employer | 10.2 4.0 2.6 1.4 4.9 3.7 01 - - 1.8
Employee | 4.4 30 00 - 4.0 - 0.1 : - 2.1
Other Total 14.¢ 7.0 2.6 - 8.9 3.1 0.2 - - 3.9
Employer | 352 | 300( 343| 279 147 311 164 241 330 111
Employee | 134 | 185| 110 165 221 9.0 22.11 9.0 0.0 17.8
Total Total 48.¢ | 48fF | 45 | 444 | 41z | 400 | 38z | 331 | 33.C | 30f

Source: European Comission



Tax wedge on labor (2009)

Tax wedge = the proportional difference between the
costs of a worker to their employer (wage and $ocia
security contributions, i.e. the total labor casty the
amount of net earnings that the worker receivegésa
minus personal income tax and social security
contributions, plus any available family benefitBhe
indicator of the tax wedge on labour measures
incentives to work (labour supply side) and to hire
persons (labour demand side) and takes into actoent
income tax and social security components.

Source : Joint European Commission-OECD projeadtgu®ECD
Tax -Benefit models - October 2010

Of which

Social Social

Single person Security | Security

without Total Tax | Personal | Contributi | Contributi
children, 100%| Wedge Income ons on

of AW 2009 Tax Employee | Employer
Belgium 55.2 21.1 10.7 23.3
Hungary 53.4 15.9 12.8 24.6
Germany 50.9 17.3 17.3 16.3
France 49.2 9.9 9.6 29.7
Austria 47.9 114 14.0 22.6
italy 46.5 15.0 7.2 24.3
Sweden 43.2 13.9 53 23.9
Slovenia* 42.9 9.3 18.9 147
Finland 42.4 18.6 51 18.7
Romania* 42.4 9.4 12.3 20.6
Czechrep 41.9 8.3 8.2 25.4
Lithuania* 41.6 155 2.3 23.8
Latvia* 41.6 14.9 7.3 194
Greece 41.5 7.1 12.5 21.9
Estonia* 39.5 12.6 2.0 25.0
Denmark 39.4 29.1 10.3 0.0
Spain 38.2 10.3 4.9 23.0
Netherlands 38.0 15.1 13.8 9.1
Slovak rep 37.6 6.3 10.6 20.8
Portugal 37.2 9.1 8.9 19.2
Bulgaria* 35.1 7.2 10.8 171
Poland 34.0 5.6 155 12.9
Luxembourg 34.0 12.7 10.9 10.3
UK 325 14.6 8.3 9.6
Ireland 28.6 12.9 6.0 9.7
Malta* 22.8 8.7 7.0 7.0
Cyprus** 13.9 2.1 5.9 5.9




Implicit tax rates on energy*, 2008
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*Energy taxes in Euro per tons of oil equivaler®@), base year: 2000, calculated as the ratio leztwatal energy tax
revenues and final energy consumption.

Source: European Comission



Legal tax rates in EU countries, 2010

Country Profit tax Personal income tax VAT standard rate
Austria 25% 21-50% 20%
Belgium 34% 25-50% 21%
Bulgaria 10% 10% 20%
Croatia 20% 15-45% 23%
Cyprus 10% 0-30% 15%
Czech Republc 19% 15% 20%
Denmark 25% 0-63% 25%
Estonia 21% 21% 20%
France 33% 21% (social charges) 20%
Germany 29.8% (average) 0-45% 19%
Greece 22/25% 0-40% 19%
Hungary 16% 18% and 36% 25%
Irelanc 13% 0-41% 21%
ltaly 31% 23-43% 20%
Latvia 15% 26% 21%
Lithuania 15% 0-15% 21%
Luxembourg 30% 6-38.95% 15%
Malta 35% 0-35% 18%
Netherlands 20/25.5% 0-52% 19%
Poland 19% 0%, 18, 32% (or optional 19% flat ratesé&lf-employed 22%
Portugal 25% 10.5-40% 21%
Romania 16% 16% 24%
Serbia 10% 12-20% 18%
Slovakia 19% 19% 19%
Slovenia 21% 16-41% 8.5/20%
Spain 25-30% 0-42% 18%
Sweden 26% 28.89%-59.09% 25%

Source: Eurostat, Ministries of Finance, Fiscal Council




Very rapid increase in public spending driven mainy by social expenditures

Increases in public wages and pension explained the Sharp increase in pensions
most of the increase in budget deficit
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Expenses with pensions (ESA 95, % of budget reversje2009)
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Compensation of employees in the public sector (ES¥, % of budget
revenues, 2009)
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Capital expenditures (ESA 95, % of GDP, 2009)

9.0 -

8.0 -

7.0 -

6.0 -

5.0 -

4.0 -

3.0 -

2.0 -

1.0 -

0.0 -

w N = 5 9/0'W 4 O o > X - b X B ¥ o W w g - W y <
—oD-U’UJ-n:nLUZmoaiow—l—u-ﬂ-wj:c’)m”'20<0 w

1
| RS

EU27

Source: Eurostat



Major measures to reduce the budget deficit were ten only in 2010

Expenses with investments were first cut, while
expenses with social transfers were cut last
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=== Compensation of employees (% of revenues)
=== Consumption and other current expenditure (% of revenues)
Social benefits (% of revenues)

=== Capital investments (% of revenues|
Note: data cumulated on 4 quarters
[
m Initially, the government reduced

spending with investments

m  Some measures were taken in the second
half of 2009 to reduce spending with
goods and services and with wages in
public sector

Dynamics of wages in public and private sector
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The most important measures to reduce public spendg were
enforced in July 2010

Cut by 25% of wages in public sector

Cut by 15% of social transfers excluding othentpansions
Lay-offs in public sector

Constraints on current spending

Increase in VAT from 19% to 24%

Source: Ministry of Finance, NIS, Fiscal Council



No. of employees in the public sector
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Conclusions (1)

> Large macroeconomic imbalances at the beginning of crisis explaihe large
economic contraction and delayed recovery in Romania

> Economic activity most likely bottomed out — slow recovery expéed in the coming
quarters

>  Structural reforms are key to speed up the real convergenand to put Romania on a
long-term sustainable growth patt

> Improvement of the flexibility of the economy, particularly a less rigid labor market is
needed

> Upgrading the infrastructure is a must



Conclusions (2)

> Consolidation of the fiscal adjustment process is needed

> Key priorities on the revenues side of the budget:

Improve tax administration and fight tax evasion
Increase the tax base

Reduce the bureaucracy of tax payment

Increase of not-fiscal revenues (especially royalties

YV V V V VY

Strictly avoid ad hoc changes to the tax system &nsure predictability and stability

> Key priorities on the expenditure side of the budget:

» Increase the efficiency of spending
» Tight control on social expenditures
» Set up priorities and multiannual budgeting for investments



