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The budget started 2018 on a weak note;
keeping the deficit at 3% will not be effortless;
declining public debt ratio could come to an end

In 2017, Romanian authorities managed to keep the ESA deficit a touch below the 3% ceiling
(more precisely at 2.9% of GDP; see Chart 1). This level corresponds to a modest
improvement compared to Q3’s 3.2% (data calculated on 4Q rolling basis), and it was virtually
unchanged relative to 2016’s 3.0%. We note that near-3% deficit levels are quite common in
emerging economies across the world, and it is also in line with Romania’s long-term track
record. However, the 2017’s 2.9% gap was achieved in very favourable economic conditions
and by means of sacrificing public investments. It should be noted that Romania ran a
significant positive output gap last year (3.6 percentage points according to the NBR, while the
EC had a more conservative estimate of around one pp). This means that the cyclically
adjusted deficit exceeded the 3% limit. Moreover, last year's outcome was in sharp contrast
with the trends seen in the European Union (Chart 3), as only Spain (3.1%) and Portugal
(3.0%) recorded higher deficits. Timelier cash-basis statistics indicated that the government
balance started 2018 on a weak note (Chart 1). The good news is that in 2017 Romania’s
public debt shrank by 2.4 percentage points, to 35.0% of GDP. This was one of the lowest
levels in the EU (Chart 2 & 4).

We recall that in the period of 2010-2015, Romania’s budget deficit shrank remarkably on the
back of painful austerity measures and the reviving economy. However, the government
balance marked a turning point in 2015, as policy-makers started to utilize the fiscal room to
implement a series of aggressive stimulus actions, including several tax cuts and important
wage increases. In the past two years, the widening deficit was mainly offset by scaling back
public investment as well as by several one-off tools. Due to the budget’s strongly pro-cyclical
feature and its unfavourable structure, fiscal policy became the key macroeconomic risk of the
country.

After the significant drops in the past quarters, revenues apparently stabilised slightly above
30% of GDP in Q4 2017 (Chart 5), helped also by the strength of the labour market, which
provided a boost for inflows from net social contributions. The collection ratio has been as low
as that since the turn of 2009-2010, when the global financial crisis put an enormous load on
the country’s economy. This implyes that the revenue side remained a particularly important
soft spot of the government budget, pointing to a large gap relative to the EU average (Chart
6). In Q4, revenues from VAT remained unchanged, near 6.2% of GDP, but other production
taxes eased despite the fuel excise duty hikes in September and October 2017 (Chart 7).

Overall, total expenditures eased further in Q4, to 33.4% of GDP and, accordingly, played an
important role in keeping the deficit below the 3% limit (Chart 5). Nevertheless, the details
continued to paint a worrisome picture. The compensation of employees and social transfers
rose significantly, while these increases were mainly offset again by lower public investments
(Chart 8). To a lesser extent, tight control over intermediate consumption also helped to reduce
general government expenditures. We reiterate that Romania’s public wage bill is broadly in
line with the levels seen in other EU countries (on average, near 10% of GDP) and,
undoubtedly, it is also an important tool to retain highly-qualified workforce, particularly in
health and education. However, given the very soft revenue side of the budget, the swiftly
rising salaries put significant pressure on the deficit. It should be noted that, compared to
revenues, Romania’s wage bill became the most expensive in the European community in Q4
2017 (Chart 9). Simultaneously, total capital expenditures slipped below the EU average (Chart
10), a very unpleasant outcome for a country like Romania, with sizable need for infrastructure
improvement.

This year's 3% deficit target seems to be challenging, particularly as Q1 cash-flow-based
budget statistics were rather disappointing (Chart 11). Personal expenses, social transfers,
expenditures for goods and services as well as borrowing costs posted double-digit annual
growth rates. At the same time, public investments also picked up sharply, fuelled by
recovering EU fund absorption and the acquisition of the Patriot missile system. Revenues
posted a robust increase as well, but they were not able to keep pace with expenditures.
Moreover, it seems that the deceleration of the country’s economy started to weigh on
revenues, with inflows from VAT barely increasing in Q1. Beside base effects, this can be
explained by a significant setback in household consumption (Chart 12). We recall that the
VAT gap (the difference between the theoretical and actual VAT revenues) is particularly wide
in Romania. Therefore, it would be desirable to improve collection efficiency. The example of
several countries in Central and Eastern Europe shows that well-designed online cash register
and electronic toll systems can generate remarkable and quick results.

WWW.otpresearch .com

® otp research

Headquarter Treasury
Sales

lonut Constandache
+40372 31 85 86

ionut.constandache @otpbank.ro

Corina Bejan
+40372 31 85 84
corina.bejan@otpbank.ro

Anamaria Toma
+40372 31 85 85
anamaria.toma@otpbank.ro

Cristian Bodirca
+40372 31 85 88
cristian.bodirca@otpbank.ro

Regional Treasury Sales

Szilamer Kozma - Cluj
+40755 000 400
szilamer.kozma@otpbank.ro

Tudor Zaman - Bucuresti
+40755 000 199
tudor.zaman@otpbank.ro

Alexandru Sabin - Arad
+40730 577 959
alexandru.sabin@otpbank.ro

Andrei Sala — Brasov
+40755 000 015
andrei.sala@otpbank.ro

Chief Economist
Gergely Tardos
+36 1374 7273
tardosg@otpbank.hu

Analyst

Csaba Balint

+4021 307 58 96
csaba.balint@otpbank.ro


https://www.otpbank.ro/assets/pdf/rapoarte-piata/2018-02-05-Government-Deficit.pdf
https://www.otpbank.ro/assets/pdf/rapoarte-piata/2017-10-25-Government-Deficit.pdf
https://www.otpbank.ro/assets/pdf/rapoarte-piata/2017-10-25-Government-Deficit.pdf
mailto:ionut.constandache@otpbank.ro
mailto:corina.bejan@otpbank.ro
mailto:szilamer.kozma@otpbank.ro
mailto:tudor.zaman@otpbank.ro
mailto:alexandru.sabin@otpbank.ro

REPORT — GOVERNMENT DEFICIT

® otp research

Given this context and also taking into account the government's plans to further raise pension benefits and public

wages, as well as owing to the moderating economic growth, we think that this year’'s budget deficit may reach around
3.8% of GDP. Nevertheless, the government seems to be committed to its deficit target. Therefore, similarly to 2017
correction measures could be implemented in order to keep the gap near the 3% ceiling. Admittedly, dividends from
majority-state-owned companies may provide some relief again, but likely other solutions will be put on the agenda too.
We note that the Ministry of Finance hinted that the pension system could be modified in the following period, but no

further details will be revealed before end-June.

e  With presidential (2019) and general elections (2020) in the pipeline, we see slim chance for a remarkable reduction of
the deficit in the years ahead. This, together with slower nominal GDP growth and higher financing costs, is expected to
result in an inflection point in the trajectory of Romania’s government debt ratio.
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Chart 1: Consolidated general government balance
(as % of GDP, 4Q rolling)
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Chart 3: Consolidated general government ESA
balance in the EU (as % of GDP, 4Q rolling)
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Chart 5: Consolidated general government balance,
revenue and expenditure (as % of GDP, 4Q rolling)
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Chart 2: Romania’s public debt
(as % of GDP)
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Sources: Eurostat, NBR, OTP Research
Note: external debt data based on BPM5 methodology until 2012 Q4

Chart 4: Public debt in the EU
(as % of GDP, as of Q4 2017)
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Chart 6: Consolidated general government revenue
in the EU (as % of GDP, 4Q rolling)
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Chart 7: Production taxes
(as % of GDP, 4Q rolling)
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Chart 9: Compensation of employees in the EU
(as % of general government revenue, 4Q rolling)
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Chart 11: Consolidated general government balance
(cash basis, as % of GDP, YTD)
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Chart 8: Compensation of employees vs. public
investments (as % of GDP, 4Q rolling)
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Chart 10: Total capital expenditures in the EU
(as % of GDP, 4Q rolling)
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Chart 12: Households’ consumption vs. its tracker
indicator (YoY%, monthly data)
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Disclaimer

OTP Bank Romania S.A. does not intend to present this document as an objective or independent explanation of the matters contained therein. This
document a) has not been prepared in accordance with legal requirements designed to promote the independence of investment research, and b) is not
subject to any prohibition on dealing ahead of the dissemination of investment research.

This communication does not contain a comprehensive analysis of the described issues. This report is issued for information purposes only and should
not be interpreted as a suggestion, an invitation or an offer to enter into any transaction, as an investment advice, and it does not constitute legal, tax or
accounting advice. Also it is not and should not be considered a recommendation for investment in financial instruments according to NSC Regulations
no. 32/2006 and 15/2006.

Information herein reflects current market practices. Additional information may be available on request. This document is intended only for the direct
and sole use of the selected customers of OTP Bank Romania S.A. Any form of reproduction or redistribution to any other person that the intended
recipients, including publication in whole or in part for any purpose, must not be made without the express written agreement of OTP Bank Romania
S.A. Although the information in this document has been prepared in good faith from sources which OTP Bank Romania S.A. believes to be reliable, we
do not represent or warrant its accuracy and such information may be incomplete or condensed. The issuer of this report does not claim that the
information presented herein is perfectly accurate or complete. However it is based on sources available to the public and widely believed to be reliable.
Also the opinions and estimates presented herein reflect a professional subjective judgment at the original date of publication and are therefore subject
to change thereafter without notice. Furthermore there can be no guarantees that any market developments will unfold as forecasted. Opinions and
estimates constitute our judgment and are subject to change without notice.

OTP Bank Romania S.A. may have issued reports that are different or inconsistent with the information expressed within this report and is under no
obligation to update or keep current the information contained herein.

OTP Bank Romania S.A. may hold a position or act as market maker in the financial instrument of any issuer discussed herein or act as advisor or
lender to such issuer. This document is not intended to provide the basis for any evaluation of the financial instruments discussed herein. In particular,
information in this document regarding any issue of new financial instruments should be regarded as indicative, preliminary and for illustrative purposes
only, and evaluation of any such financial instruments should be made solely on the basis of information contained in the relevant offering circular and
pricing supplement when available. OTP Bank Romania S.A. does not act as a fiduciary for or an advisor to any prospective purchaser of the financial
instruments discussed herein and is not responsible for determining the legality or suitability of an investment in the financial instruments by any
prospective purchaser.

This report is not intended to influence in any way or to be considered a substitute to research and advice centred on the specific investment objectives
and constraints of the recipient (including tax concerns) therefore investors should obtain individual financial advice. Before purchasing or selling
financial instruments or engaging investment services, please examine the prospectuses, regulations, terms, agreements, notices, fee letters, and any
other relevant documents regarding financial instruments or investment services described herein in order to be capable of making a well-advised
investment decision. Please refer to your competent adviser for advice on the risks, fees, taxes, potential losses and any other relevant conditions
before you make your investment decision regarding financial instruments or investment services described herein. OTP Bank Romania S.A. in
compliance with the applicable law, assumes no responsibility, obligation, warranty or guarantee whatsoever for any direct or indirect damage (including
losses arising from investments), or for the costs or expenses, detrimental legal consequences or other sanctions (including punitive and consequential
damage) sustained by any natural or legal person as a result of the purchase or sale of financial instruments or engaging investment services described
herein, even if OTP Bank Romania S.A. was warned of the possibility of such occurrences.

Figures described herein refer to the past and past performance is not a reliable indicator of future results. Investments in financial instruments carry a
certain degree of risk (fluctuation of share prices, uncertainty of dividend, yields and / or profits, exchange rate fluctuations, etc.). The capital invested is
not guaranteed, investment gains, usually assumed proportionate to risk, and past performance of financial instruments is not a guarantee for future
performance.

Please note that the Internet is not a secure environment and OTP Bank Romania S.A. does not accept any liability for any loss caused by the result of
using this report in a form altered or delayed by the wilful or accidental interception, corruption or virus infection.

All rights reserved — OTP Bank Romania S.A. (registered seat: Street Buzesti, no. 66-68, 1st district Bucharest, Romania; company registration number:
01-10-041585; NBR registration no RB-PJR-40-028/1999; for further information please refer to: https://www.otpbank.ro/en).

This document has been provided to the recipients upon their prior request. Your abovementioned permission may be withdrawn by an e-mail
addressed to csaba.balint@otpbank.ro or a written mail addressed to OTP Bank Romania S.A , Buzesti Street, no. 66-68, 1st district, Bucharest,
Romania. Please refer to your name and e-mail address in both cases.
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