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Romania says hello to George
Motto:
“ All we need is just a little patience”1

2

Chief Economist :
Horia Braun Erdei,
+40 3735 10424
Horia.BraunErdei@bcr.ro

George has finally arrived to Romania and as we are welcoming
him/her, I asked myself, how would I best describe ourselves in order to
prepare George for what would come next in his/her Romanian journey.
Well, the first thing that comes to mind when I look around is the lack of
patience, which seems pervasive from the micro level of my children not
being able to wait until Christmas to demand their gifts almost on a daily
basis, to the macro level of our political leaders handing out gifts to their
constituencies and failing to consider that the Christmas magic only
lasts as long as there is a fool to finance their profligacy. Impatience is
of course not only confined to children and governments, it is generally
considered a defining trait of emerging market economies, a category
that Romania broadly fits into. Such economies are characterized by
lower wage levels than in the case of developed economies, which is to
be explained, from an economic perspective, by a lower level of the
employees’ productivity. In a world characterized by free and fast
circulation of information, such wage differences are obvious and they
can cause particularly acute frustration for workers in emerging
economies. And since there is also, at least within the EU, a free
circulation of labor, such frustration sometimes ends in mass migration
from emerging to developed economies and we all know Romanians are
EU champions at that chapter.
Indeed, particularly for economies such as the Romanian one, which
has gone through a painful and prolonged transition from a command
economy to a functional market economy in the last almost 30 years, it’s
frustrating to still find that, for most of its residents, the light of dreamedof prosperity is still far away and that getting there implies still more
work. So I can understand that over-worked medium-income
Romanians would like to see some of that prosperity handed to them
today, through wage increases that exceed the advance of productivity
gains (see graph 1). The case is even more relevant for pensioners,
who after a lifetime of work often find themselves scrapping for help to
make a decent living. I can further understand politicians playing along
those tunes, as social pressure clearly exists for fast income growth,
especially when the crisis argument no longer holds and the economy is
trumpeted to have registered a record growth last year.

1
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From Guns N‘ Roses famous song „Patience“.
st
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Graph 1: Real wage growth exceeding productivity growth for 4
years in a row now

Source: Eurostat

With all the goodwill we can muster to understand these viewpoints, it
still does not mean that the laws of economics no longer hold. And the
letter of that law is that the wage rate should in equilibrium equal the
marginal productivity of labor. But forget about the law and the theory,
the fact of the matter is that wages are always a cost for somebody, be
that an employer from the private or the public sector. If that employer
cannot compensate the higher cost through improved revenues, it
means he/she has to eat into its surplus, i.e. if we are talking about a
business, to diminish its profits or to find other ways to make cost
savings. Failing to do that, he/she will run into losses or deficits. If we
view Romania as a business, this is exactly what it looks like: if Graph 1
showed the excess wage growth over productivity gains, Graph 2 shows
the consequences in terms of the fast rising deficits, that of the current
account of the balance of payments and that of the general consolidated
budget.
Graph 2: Romania’s twin deficits in expansionary mode

Source: NBR, Ministry of Finance

The problem with the deficits is that somebody has to finance them,
often times running the risk of not being paid back. Now we know that
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there are plenty of generous fools in the world, but, as a quote attributed
to Abraham Lincoln wisely puts it: “You can fool all the people some of
the time and some of the people all the time, but you cannot fool all the
people all the time”. We also know that countries are not businesses
and that they routinely run deficits and some of them even large debt
overhangs. Still, that doesn’t mean they are doing so at no cost. Two
recent examples should suffice: Turkey which has been running a large
current account deficit (in excess of 6% of GDP) has had to pay the cost
through the harsh year-to-date depreciation of its currency by more than
half of its value vs USD. The other one is that of Italy, which for a
meagre revision of its 2019 budget deficit target by 0.6% of GDP was
forced by the market to pay an extra 0.7% in annual interest. That is an
extra cost of deficit financing of 300 million EUR a year, a bill issued by
markets in a matter of days.
This is all plain vanilla stuff for economists and financial market
participants. It seems to be also for (some) Finance Ministry officials,
otherwise the official letter sent to the European Commission in
response to its requirements for fiscal adjustment would not pledge a
freezing of wages in the public sector next year. However, another thing
George has to learn about Romania is the double face of government
officials that is almost schizophrenic. There is one message for the
European officials and another one for the local general public. With
respect to the latter, on the one hand, we have the Finance Minister
himself declaring the letter sent to the European Commission does not
equate to a commitment, but it is rather “a scenario”. On the other hand,
the government has no problems pushing in Parliament a public
pensions law which involves huge budget liabilities, both in the near and
the longer term future, without ever stating where their funding will come
from. At the same time, as if implying that higher wages in the public
sector is a cost but for the private sector it shouldn’t be a problem, the
government is pushing for earlier hike in minimum wages. They even
have a nice paper to document the measure, which unfortunately only
states the benefits of the measure: higher GDP growth, including higher
potential GDP (this is a first!), a reduction of informal economy, higher
youth employment, lower poverty and income inequality and even
higher productivity (the so called efficiency wage theory). All that for a
meagre cost in terms of higher inflation of 0.05% (per 1% net wage
growth). Besides the inflated benefits and the estimations that are
3
different from our own , what is clearly missing is the impact on firms’
competitiveness, especially in the case of manufacturing firms which
operate in sectors where commercial margins are quite slim and
competition is high, firms which are still responsible for a significant
share of our exports. While it is true that over the long run we should not
be relying on such sectors too much, because we no longer want to be
exporters of cheap labor force, until we are in a position to boost exports
of high value added products (by investing in infrastructure and human
capital), we should have… patience. That is not to rush in killing the
small, not-too-profitable businesses, which are nevertheless responsible
for a high share of the employment. Patience is also a key ingredient for
3

Our estimate of the inflation impact is actually double of that stated in the Prognosis and Strategy Commission’s document.
Also, it’s interesting how the PSC can square the estimation of a minimum wage hike similar to the one in 2018 having a 0.8 pp
impact on economic growth in 2019, when the evidence for this year is that of a fast decelerating consumption and economic
growth to almost half of that from 2017 (that is of course if one believes in the figures of the National Statistics Institute rather
than the 5.5% growth forecasts of the same PSC).
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the concept of efficiency wages to work in practice, since it takes time
for businesses to invest in order to boost the productivity of employees.
But since it is patience the very thing that we lack, there is another nice
economic theory which says that, in case of a country where consumers
are impatient, interest rates should be generally higher. The intuition is
simple: consumers will consume more today because they are
impatient, but since they run into budget constraints, in order to fund
their consumption they demand more and more financing from markets,
but at an increasing cost since (supposedly) the supply of capital is
limited. In Romania, we have had a glimpse of such rise in interest rates
happening in the past 13 months, but more recently interest rates –
apart from some liquidity driven spikes – have become more stable.
Also, consumer impatience is partly being tackled by the central bank
through extra, prudential measures, which will be limiting the level of
households’ bank indebtedness. Our current outlook thus no longer
points to similar or higher increases in interest rates. The underlying
assumption is however that the scarcity of the capital supply does not
hold in the short term. Global financial markets are still awash with
liquidity and money chasing high yields in exchange for reasonable
risks. And Romania, as part of the EU and having started 3 years ago
from a very stable and healthy macroeconomic situation, can still
provide a reasonable level of risk for the moment. Its current account
deficit and its budget deficit can still be easily financed in the markets
and through official (EU fund) inflows.
But if we continue on this path of government inspired impatience the
balance can easily be tipped over. This can be all the more the case if
global liquidity conditions and risk attitudes will change and the recent
market turmoil, partly related to the spectre of higher wage inflation in
the US, has given us a taste of what might come: higher volatility, a repricing of global inflation risk and an exacerbated prudence when
investing in risky assets. Under such careful market scrutiny, the
reckoning time for our current excesses will come. We therefore believe
that it will become crucial to pass a first litmus test by the way in which
we will handle the next year’s budget draft and the pension law. And
remember, it is not only the markets and the European Commission
watching. It is also our new-found friend, George.
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Macro Monitor
Senior analyst
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eugen.sinca@bcr.ro

Slower we go
Monthly indicators about economic activity in August were among the
weakest since the beginning of this year, although in some cases, like
retail sales, the soft patch was explained by a statistical effect, namely
very strong growth in August last year. This bodes ill for the flash
estimate of real GDP for 3Q18 due on November 14, our forecast being
close to 3% y/y, the slowest pace of quarterly real GDP in y/y terms in
four years. Agriculture could be a saving grace for 3Q18 economic
growth, with the preliminary data showing an increase of the yield per
hectare for maize of 28% vs. 2017.
Graph 3: Contribution to y/y growth of manufacturing by individual
sectors, January-August 2018 (pp)
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A key question that arises is whether the current weakness of economic
activity is due to domestic or external factors. Slower growth of
manufacturing (+5.5% y/y cumulative growth in January-August 2018
vs. +7.4% y/y cumulative growth in January-August 2017) is explained
mainly by weak demand for industries strongly geared towards the
domestic market. As we can see in the chart above, the evolution of
industries like repair and maintenance, food, beverages, manufacturing
of non-metallic construction materials was very weak in the first eight
months of 2018. This contrasts with the performance of industries
oriented towards foreign markets, like motor vehicles, machinery and
equipment and electric equipment.
Negative results in the constructions sector (-10.3% y/y in August) can
be read in the same way, namely limited local resources available for
infrastructure investments along with the fading intention of the
population to buy new houses. Retail trade (+1.5% y/y in August) adds
to the picture of a domestically-driven economic slowdown, once the
effects of the fiscal stimulus wear off.
Disappointing data released at the end of October about business
activity in the Eurozone is worrisome for Romania’s short-term growth.
The decline of the Composite Markit PMI to a two-year low after
spillovers from the trade war began to produce visible effects in the
European manufacturing and services, which could feed into a further
weakening of the local economy.
Erste Group Research
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Inflation rate – not so fast towards the target
After the release of the September inflation data, we revised our inflation
forecast for end-2018 to 3.8% y/y, from 3.5%. This means that the NBR
will no longer reach its target this year and a more stable reentering of
inflation inside the target band will only take place in 2H19. The top
inflationary drivers will remain more or less the same as during the past
year, when 2/3 of the inflation rate was due to volatile prices,
administered prices, fuels, tobacco and alcohol. The much talked about
household consumption has so far proved to have had little impact on
the inflation rate and supply-side factors dominated the overall picture.
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Graph 4: Contributions to y/y inflation rate (pp)

Source: BCR Research calculations based on NIS data

We see the NBR keeping the policy rate unchanged at the final MPC
meeting for 2018 in November, but next year will bring hikes probably as
early as in 1Q19. On top of the stubbornly high inflation, where supplyside shocks could boost inflation expectations, the monetary policy of
the ECB will gradually begin to play a greater role in the calibration of
the NBR’s own monetary policy, especially once the first rate hike in the
Eurozone comes nearer.

Senior analyst
Eugen Sinca,
+40 3735 10435
eugen.sinca@bcr.ro

Bond monitor
RON bond yields headed north during the last month, with the mid part
of the yield curve (maturities between three and five years) seeing the
steepest increases, to the tune of around 40 bps. Long-term bonds were
probably shielded by a more benign Emerging Markets environment and
a low investor positioning, rising by around 20-30 bps, while short-term
yields were even more resilient. In their case, the global risk shock
came against the background of improving liquidity conditions due to
NBR’s repo interventions and amidst receding expectations of further
policy rate hikes, due to a more benign inflation outlook.
In Europe, meanwhile, October was yet another example of flight to
safety, with a widening yield spread between German bunds and Italian
government bonds as fiscal worries again came under the spotlight. But
while the saga of the Italian budget and the response of the EC seem
only to be beginning, the Romanian government chose a nonconfrontational path and informed the EC that it plans to take a series of
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measures on the expenditure side in 2019, although details were scarce
and subsequent political statements made the whole picture look
ambiguous. Equally true, it is hard to discern at present the impact of
the loose fiscal and wage policy on RON bond yields, since the ample
liquidity provided by the ECB and favorable investor sentiment
supported local bonds in recent years, sending fiscal worries to the
background. It is interesting by the way to see how the Ministry of
Finance weathered an otherwise turbulent October, managing to issue
an amount by more than 30% higher than its initial plan in a number of
successful auctions which saw an average bid-to-cover higher than 2
times.
Graph 5: RON bond yields during the last month according to their
maturity (bps)
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Macro forecasts
2011
Real economy
GDP - %, y/y real change
GDP - RON bn
GDP per capita - EUR thou.
Household consumption - %, y/y
Industrial production - % y/y
Retail sales - %, y/y

2012

2013

2014

2015

2016

2017

2018f

2019f

2.0
559
6.5
1.6
7.5
4.4

2.1
594
6.6
1.6
2.4
4.1

3.5
636
7.2
2.0
7.8
0.5

3.4
669
7.5
4.2
6.1
6.4

3.9
713
8.1
5.9
2.7
8.9

4.8
765
8.6
8.3
1.7
13.5

7.3
859
9.6
10.1
8.2
10.7

3.8
944
10.4
4.9
4.0
6.0

3.4
1007
11.0
4.0
3.5
4.0

45.3
55.0
-7.3
-5.0

45.1
54.7
-7.2
-4.8

49.6
55.3
-4.0
-1.1

52.5
58.5
-4.0
-0.7

54.6
63.0
-5.2
-1.2

57.4
67.4
-5.8
-2.1

62.6
75.6
-6.9
-3.3

68.3
82.8
-7.2
-3.8

72.7
87.9
-7.1
-4.1

3.1
5.8

5.0
3.3

1.6
4.0

0.8
1.1

-0.9
-0.6

-0.5
-1.5

3.3
1.3

3.8
4.7

2.8
3.3

7.2
1,475
4.8

6.8
1,547
4.9

7.1
1,622
4.8

6.8
1,706
5.2

6.8
1,848
8.3

5.9
2,088
13.0

4.9
2,384
14.2

4.6
2,703
13.4

4.8
2,974
10.0

Public sector
Fiscal deficit - % of GDP (Eurostat)
Public debt - % of GDP (Eurostat)

-5.4
34.0

-3.7
36.9

-2.2
37.6

-1.3
39.1

-0.8
37.7

-3.0
37.1

-2.9
35.0

-3.3
35.2

-3.0
35.8

Interest rates
Policy rate, eop
ROBOR 3M - %, avg
10y bond yields, %, eop

6.00
5.8
7.3

5.25
5.3
6.4

4.00
4.2
5.3

2.75
2.5
3.6

1.75
1.3
3.7

1.75
0.8
3.5

1.75
1.2
4.3

2.50
2.7
5.2

3.00
3.2
5.4

FX rate
EUR/RON eop
USD/RON eop

4.32
3.34

4.43
3.36

4.48
3.25

4.48
3.69

4.52
4.27

4.54
4.30

4.66
3.89

4.68
4.14

4.77
4.04

External sector
Exports of goods, FOB - EUR bn.
Imports of goods, CIF - EUR bn.
Trade balance goods, FOB - CIF, % of GDP
C/A balance - % of GDP
Prices
CPI - y/y (%)
CPI - average (%)
Labour market
Unemployment rate - %
Net nominal wages - RON
Net wages - %, nominal

Source: NBR, Eurostat, INS, Ministry of Finance, Reuters, BCR Research
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Disclaimer
This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with consolidated
subsidiaries "Erste Group") independently and objectively as other information pursuant to the Circular of the Austrian Financial
Market Authority regarding information including marketing communication pursuant to the Austrian Securities Supervision Act.
This publication serves interested investors as additional source of information and provides general information, information
about product features or macroeconomic information without emphasizing product selling marketing statements. This
publication does not constitute marketing communication pursuant to Art. 36 (2) Austrian Securities Supervision Act as no direct
buying incentives were included in this publication, which is of information character. This publication does not constitute
investment research pursuant to § 36 (1) Austrian Securities Supervision Act. It has not been prepared in accordance with legal
requirements designed to promote the independence of investment research and it is not subject to the prohibition on dealing
ahead of the dissemination of investment research. The information only serves as non-binding and additional information and
is based on the level of knowledge of the person in charge of drawing up the information on the respective date of its
preparation. The content of the publication can be changed at any time without notice. This publication does not constitute or
form part of, and should not be construed as, an offer, recommendation or invitation to subscribe for or purchase any securities,
and neither this publication nor anything contained herein shall form the basis of or be relied on in connection with or act as an
inducement to enter into any contract or inclusion of a security or financial product in a trading strategy. Information provided in
this publication are based on publicly available sources which Erste Group considers as reliable, however, without verifying any
such information by independent third persons. While all reasonable care has been taken to ensure that the facts stated herein
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