


19 September 2022
Statement by Rasmus Rueffer (ECB Representative) and Dimitrios Rakitzis (Advisor) on
Romania – 2022 Article IV Consultation
IMF Executive Board Meeting
21 September 2022

We would like to thank Messrs. Hilbers and Voinea for the informative Buff statement, and Staff for their balanced and interesting Report. We broadly agree with Staff and share many of the main findings, in particular those related to the challenges facing the Romanian economy and priorities ahead, and would also like to highlight the following points.

We broadly agree with the macroeconomic outlook presented in the Staff report. After the pandemic-induced contraction observed in 2020, economic activity in Romania recovered strongly in 2021. GDP reached pre-crisis levels already in H1 2021, supported by robust domestic demand, on account of strong private consumption aided by high savings and government support measures. Following the formation of a stable government coalition in Q4 2021, public investment is also expected to contribute strongly to economic activity in 2022, owing to, among other things, a rebound in construction and infrastructure activity. Romania is expected to benefit considerably from the ongoing disbursements of loans and grants under the Next Generation EU (NGEU) programme over the medium term, although risks related to the low absorption of EU funds stemming from shortcomings in the public investment management framework, while receding over recent months, remain a headwind to growth.
Like Staff, we also see the risks to the outlook as mainly titled to the downside, as despite limited direct exposure, broader war-linked vulnerabilities remain high. Romania’s economy is sensitive to foreign, and particularly EU, demand, owing to its high degree of reliance on the manufacturing, and particularly the automotive, sector and its large export component. Lower growth and the prospect of an economic downturn elsewhere in Europe have been compressing Romania’s demand and increased uncertainty, which has in turn deteriorated business confidence indicators. Uncertainty around energy supply from Russia, including with respect to its impact on trading partners, as well as markedly higher energy and food prices constitute key risks to economic activity. Lingering global supply-chain disruptions further represent key headwinds for domestic economic growth in the medium term and are likely to put additional strains on Romania’s already weak external position. 
Although the fundamentals of the Romanian economy continue to gradually improve, we share Staff’s view that long-term challenges remain, mostly linked to the sustainability of fiscal and external positions. We underline that, once the effects of the ongoing economic shocks abate, economic and financial support measures should be  targeted and confined in time, providing support to the vulnerable where warranted whilst gradually pivoting to a domestic growth model based on productivity gains obtained via an efficient allocation of capital within the economy. This will also foster fiscal consolidation and help to ensure that Romania delivers on the commitments under the Excessive Deficit Procedure (EDP) by the deadlines agreed in conjunction with the EU Commission.
We emphasise that inflation risks are overall titled to the upside amid exceptionally high uncertainty. Domestic inflation is expected to continue to be fuelled by food and energy prices, although base effects and government support measures are expected to compress somewhat their growth trends in the near term. We expect additional upside risks to the domestic inflation outlook from a sustained pass-through of higher input costs into final consumer prices, with producer prices reaching a record-high in July. While real wage growth has so far been relatively contained and operating margins continue to be under pressure, a more sustained de-anchoring of inflation expectations could ignite concerns of wage-price spirals. Finally, the expiration of the government support measures on energy prices, which have now been extended to August 2023, constitutes a cliff-edge risk to the medium-term inflation outlook.
We concur with Staff that the response of the National Bank of Romania (NBR) has so far been adequate and we agree that monetary policy in Romania should remain nimble and data-driven. While somewhat lagging behind its regional peers in terms of speed and magnitude of action, the NBR’s actions have been resolute, and very helpful in containing a de-anchoring of inflation expectations. The central bank’s interventions have also helped mitigate capital outflows, especially in the aftermath of the invasion, and hence address concerns related to higher imported inflation through a weaker exchange rate. Nonetheless, tangible deviations of medium-term inflation expectations from the target band have manifested themselves. Therefore, further tightening could be warranted, depending on the evolution of inflation. Finally, in view of the currently elevated uncertainty, we believe it is important that the NBR’s monetary policy decisions continue to be data-driven and communicated in a transparent and clear way to avoid broader financial market repercussions.
We broadly concur with Staff’s analysis and recommendations regarding fiscal policies. In particular, we agree that rising public debt and financing costs require comprehensive consolidation in line with the requirements of the EDP. Moreover, the NGEU programme needs to be implemented effectively in order to support the recovery and adapt to the structural changes that are underway. We agree with Staff that the authorities will need to strengthen public investment management to ensure that the large available EU funding is efficiently utilized. We also agree with Staff that expenditures on pensions and public sector wages need to become more predictable, and that the authorities should aim at further ambitious reforms to improve the long-term sustainability of public finances.
[bookmark: _Hlk106694840]We agree with Staff that the recommendation of the macroprudential authority to raise the counter-cyclical capital buffer (CCyB) to 0.5%is appropriate at the current juncture. Romania’s banking sector remains well-capitalised and relatively profitable. Despite the economic downturn induced by the pandemic, risks in the sector have been receding, aided by a reduction in NPLs and improved liquidity positions, also thanks to more efficient liquidity management practices by the largest banking groups. Financial exposures to Russia are very limited and mostly relate to indirect linkages. Credit growth has been very robust and continues to follow an upward trend, partly thanks to the adoption of government guarantee schemes. The number of loan delinquencies has so far been contained. Yet, macroeconomic imbalances persist and uncertainty remains elevated. Therefore, the decision to raise the CCyB to 0.5% as of October is welcome and will help to safeguard financial stability. Nonetheless, we caution that macroprudential policies should remain flexible and targeted, especially in view of an expected tightening of financial conditions, on account of the ongoing rate hikes, which could, per se, slow down lending to the real economy.
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