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As expected, growth picked up in Q2, fuelled by rebounding
consumption; investment disappointed

e In the second quarter of this year, Romania’s economy posted 4.1% advance (gross data;
Chart 1), up from 4.0% in the period of January-March. On QoQ basis, the economy registered
1.4% QoQ gain (seasonally and working day adjusted data), propelled by re-accelerating wage
growth and higher consumer confidence. This upswing came after a quite disappointing Q1
reading (+0.1% QoQ). Non-farm private sector GDP, a better indicator for underlying trends,
posted 3.6% annual (Chart 2) and 0.9% quarterly increases.

e About the big picture: it is important to mention that Romania’s economy had been firing on all
cylinders, outpacing most of its peers in the CEE region in the past few years, but GDP growth
has lost some momentum since 2017, as the fiscal fuel started to run out of steam, monetary
policy turned less accommodative and external economic condition also became less
supportive. Therefore, the country’s growth pace is expected to align with its potential in the
years ahead. Nonetheless, we reiterate that risks coming from strongly pro-cyclical and
miscalibrated fiscal policy led to higher downside risks over the medium and long term.

e The expenditure side of Q2 GDP data pointed to some soft spots, as only consumption
expenditures and the change in inventories registered positive contribution to growth (Chart 3).
It is worth mentioning that the latter item frequently shows large swings and, therefore its Q2’s
increase could easily reverse in the following quarters. In Q2, consumption expenditure
recorded robust growth rates (1.6% QoQ and 5.1% YaY), after disappointing in the past two
quarters (Chart 5). We note that in the first quarter of this year, household consumption
decelerated sharply as net wage growth lost steam on the back of important tax changes
(transferring the burden of social contributions from employers to employees) and significant
base effects. This, coupled with soaring inflation, sharply rising borrowing costs, and plunging
confidence had a negative effect on consumption expenditures. Nevertheless, household
consumption fared well in the second quarter, fuelled by the re-acceleration of wages (Chart 6)
and recovering confidence (Chart 7).

e Investment into fixed assets were the most disappointing parts of the NIS report, as it shaved
off around 0.7 percentage points from the annual GDP growth, after registering positive
contributions in the past few quarters (Chart 3). In QoQ terms, gross fixed capital formation
(GFCF) fell for the second consecutive quarter (Chart 5). It is worth mentioning that while
household consumption exceeded its previous peak by a wide margin, GFCF failed to reach
the levels seen in 2008, an unfavourable feature of the current economic expansion cycle.
More detailed data reveal that the annual growth rate of investment into new constructions
remained in negative territory, and equipment as well as other investment expenditures
decelerated too (Chart 8). In the case of constructions, high-frequency statistics suggest that
the cooling residential market could have played a role in the drop (Chart 9). On the other
hand, civil engineering (covering mostly investment into infrastructure) picked up a bit in H1
2018, but from a particularly subdued level. We recall that, in the past few years, scaling back
public investments was a key tool of authorities to keep the government budget deficit close to
the 3% target. Undoubtedly, cash-flow-based government budget figures for H1 pointed to
improvements in public investment, but a significant portion of the increase came from the
acquisition of a missile system with limited impact on real economy.

e In light of Q2 figures, the government budget constraints, sluggish EU fund absorption, and
rather soft data on home purchasing intentions (Chart 10), we became less optimistic about the
short-term outlook of investments. However, as the shock of higher borrowing costs fades
(ROBOR rates eased most recently), the tight labour market (Chart 11) provides support for
households’ confidence and the labour shortage is also expected to urge companies to invest
into new technology; moreover, as EU fund absorption should pick up more significantly at the
end of the 2014-2020 budgeting period, we think that investment will gain some momentum in
the years ahead.
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e On the production side, the fresh statistics mimicked Q1 data (Chart 4), in line with our expectations. Market services
remained the key driver of the economy, with the trade sub-sector benefiting from the recovering domestic demand,
while the ITC segment continued to deliver the fastest growth pace among the main branches of the services sector
(5.1% YoY). At the same time, industrial output was also an important contributor to GDP growth.

e Regarding the short-term perspective, we think that a deceleration of the annual growth rate may come in Q3 chiefly
because of an important base effect (in Q3 2017, Romania’s economy posted a very strong 2.2% QoQ increase).
Economic sentiment data for July and August were rather soft too, with the ESI indicator hovering near its Q2 level
(Chart 12). After 2017’s excellent harvest, we assume that agricultural output may decrease somewhat this year, with a
negative effect on Q3’s growth (agriculture has a relatively large weight in Q3 GDP due to seasonality). Nevertheless, it
is important to note that incoming information are ambiguous. On the one hand, the official estimation of the European
Commission showed that early crops like wheat, barley and rape recorded lower yields than in 2017 owing to dry
weather conditions (Chart 13), while maize and sunflower, which are harvested later and benefited from the abundant
precipitation in June and July, fared well. On the other hand, the Minister of Agriculture said that even wheat output was
excellent, exceeding last year’s production. Another uncertainty factor is the impact of the African swine fever. The total
number of pigs affected by the disease or slaughtered has reached almost 160,000 according to the latest (6
September) statistics of the ANSVSA (National Authority for Veterinary Health and Food Safety). This represents
around 4% of 2017’s total livestock of swine. According to our estimation, the negative impact of the disease is far less
than 0.1% of GDP, but it is difficult to see how the situation may evolve in the following period.

e In all, we keep our 3.9% growth estimate unchanged for this year (we revised downward our 2018’projection from 4.0%
before Q2 data saw the light of day), but it is important to mention that the outlook remains surrounded by uncertainties,
among others, coming from agriculture output, while the latest disappointment in investment does not bode well for the
outlook, either. Regarding 2019, we think that GDP growth may slow slightly, to 3.7%. The particularly strong labour
market is an upside risk: if coupled with strong confidence, it could lead to higher-than-expected domestic demand
(elections will be held too, with the risk of further populist measures). However, overall, we think that risks are tilted
rather to the downside owing to less supportive external conditions and limited fiscal room for addressing economic
shocks.

Main macro forecasts

Key economic indicators 2011 2012 2013 2014 2015 2016 2017 |2018F 2019F
Real GDP % 2.0 1.2 3.5 3.4 3.9 4.8 6.9 3.9 3.7
Final consumption of households % 1.3 24 -2.4 4.2 5.5 8.0 8.2 4.1 3.6
Cons. expenditure of housh. % 1.4 1.7 2.6 4.2 5.9 8.1 10.2 5.4 4.1
Public consumption % 0.2 0.3 -4.6 3.5 -0.3 3.2 1.0 -0.8 1.4
Investment % 6.2 3.6 -5.4 33 7.5 -21 4.7 1.1 3.7
Exports % 11.9 1.0 19.7 8.0 4.6 8.7 9.7 7.6 7.1
Imports % 10.1 -1.8 8.8 8.7 8.0 9.8 11.3 8.5 7.2
Consumer prices % annual avg 5.8 3.3 4.0 1.1 -0.6 -1.5 1.3 4.7 3.1
Government sector balance in % of GDP -5.4 -3.7 -2.1 -14 -0.8 -3.0 -2.9 -3.0 -2.9
Public debt in % of GDP 34.0 36.9 37.5 39.1 37.7 37.4 35.0 35.0 35.5
Current account in % of GDP -5.0 -4.8 -1.1 -0.7 -1.2 -2.1 -3.3 -3.8 -3.9
Key interest rate % annual avg 6.2 5.3 4.8 33 1.9 18 1.8 25 3.1
Key interest rate % end of period  6.00 5.25 4.00 2.75 1.75 1.75 1.75 2.75 3.25
EUR/RON annual avg 4.24 4.46 4.42 4.44 4.44 4.49 4,57 4.66 4.69
EUR/RON end of period 4.32 4.43 4.48 4.48 4.52 454 466 4.66 4.72
Nominal GDP RON bn. 562.1 595.4 635.5 668.6 7126 7674 8587 | 938 1,008
Unemployment % 7.2 6.8 7.1 6.8 6.8 5.9 4.9 4.5 4.4
Nominal wage growth % 4.1 4.2 4.8 7.6 9.8 9.9 14.8 12.9 9.1
Real wage growth % -1.6 0.8 0.8 6.5 10.4 11.7 13.3 7.8 5.8
Nominal GDP EUR bn. 132.6 133.6 143.8 150.4 160.3 170.9 188.0 | 201 215

Sources: NIS, NBR, Eurostat, OTP Research
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Chart set:

Chart 1: Summary chart of GDP growth
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Chart 3: Decomposition of GDP growth by
expenditure-side items (%)
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Chart 5: Evolution of households’ consumption vs.
capital investment (2008 av. = 100, SA)
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Chart 2: GDP vs. non-farm and non-farm private
sector growth (YoY, %)
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Chart 4: Decomposition of GDP growth by
production-side items (%)
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Chart 6: Decomposition of households’ real income
from wages (YoY %, monthly data)
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Chart 7: Decomposition of consumer confidence
indicator (balance of opinions)
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Chart 9: Construction production
(2010 av. =100, 3M mov. av.)
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Chart 11: Labour market indicators
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Chart 8: Net investment

(YoY %)
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Chart 10: Intention to purchase or build a home
within the next 12 months (balance of opinions)
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Chart 12: GDP growth vs. economic sentiment
indicator
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Chart 14: Swine livestock

(in mn)

Chart 13: Crop yields
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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 newsletters@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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