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l. Summary

The Fiscal Coun¢iFC)is an independent authority established by the Fiscal Responsibility Law
No0.69/2010 (FRL.which aims to support the Government and the Parliament in designing and
implementing the fiscal policend to promote the transparency and sustainability of public
finances.

According to the Fiscal Responsibility Law, the Fiscal Council has among its prerogatives to issue
an Annual Report to analyze the conduct of the fiscal policy during the previouagaiast the
framework set out in the Fiscal Strategy and the Annual Budget, to assess the macroeconomic
and fiscal developments as well as the objectives, targets and indicators included in the Fiscal
Strategy and the Annual Budget.

Economic growth above The economy advance in 2014 reached a level of 2.8%, a su)
expectations in 2014, bu dynamic compared with the 2.2% anticipated in the draft budc
lower than in the previous but lower than the level of 3.5% recorded in the previous ye
year. Thus, the real GDP in 2014 is very close to that from 2008 (I
by 0.2%), year which marked the debut of the financial
economic crisis in Romania. The most important contributior
the real GDP growth was generated in 2014 by the househ
final cnsumption expenditure (+3.8 pp), the final consumpti
expenditure of general government also having a posi
influence (+0.7 pp), while gross fixed capital format
determined a negative contribution of 1.8 pp. Thus, if in
previous year the exteml demand was the main driver «
economic growth, in 2014 it was represented by the dome
demand, the investments have continued their negative trenc

The fiscal consolidatior The budget for 2014 was based on a cash deficit target of 1.8
was higher than the initial GDP and 2.2% of GDP according to ESA 2010, correspondir
targets due to a massive structural deficit of 1.7% of GDP, but the final execution recor
underperformance of te significantly lower levels, respectively8I% for cash deficit an
investment expenditures. 1.48% according to the European methodology, the med
Although in the period term objective being reached at the end of the last year, altho
2013 - March 2014 it was this was scheduled for 2015. The main reason of

initiated a reform process development is given by th&ubstantialunderperformane of the
In the domain of the public public investment expenditures; according to natior
investment management, methodology these are with 1.11% of GDP lower than
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the new regulatory amounts envisaged in the initial budget. Also, the gross ca
framework is not fully formation of the State according to ESA 2010 reached in 201:
operational and the minimum of the past nine years as a percentage of G
project prioritization has Practically, Romania did not use the fiscal space that
not been accomlished yet. available in 2014, the portfolio management of the put
investment projects reflecting an administrative inability
achieve the planned investmermrojects, particularly for those
funded by external grants, this evolution being likely
unjustifiably induce a negative fiscal impulse in the econo
Although the Government has initiated during 201arch 2014
a reform process in the domanin of thpublic investment
management, the Fiscal Council considers that the new |
framework is not fully operational and the prioritization of tt
projects envisaged by it is not yet achieved, the reform of
public investment management being still in aarly stage.

The fiscal rules establishe Even if theimportant fiscal targets were fulfilled, the way ho
by the FRL were frequentl the budgetary process was conducted in 201H4scato question
violated in 2014, these the relevance of the fiscal rules and the commitment towards

exerting a weaker compliance with the fiscal discipline, the Government us
constraint on the fiscal derogations from almost all the legal provisions which estak
policy. rules. The efficiency of a fiscal rule is detered by the level of

constraint that it exercises over the conduct of the fiscal pol
The ease with which the fiscal rules could have b
circumvented repeatedly this year, along with the recorc
violations in the years that have passed since the sidapof the
FRL in 2010, highlights the weakness of the constraints exer
by the fiscal rules and raises serious questions on

commitment to meetin the future fiscal rules established
taking into the national law the provisions of the Treaty

Stability, Coordination and Governance in the Economic

Monetary Union (The Fiscal Compact).

The efficiency of tax Romania has the lowest share in GDRotdl budgetary revenues
collection is still at a low to GDP (fiscal and nerscal revenues), of oni$3.4% of GDP i
level. A reform of the tax 2014, by 11.8 pp below the European average, while the rati
collection  system  was the fiscal revenue in GDP (taxes and doc@ntributions) was
initiated, but perhaps it 27.6%, significantly lower than in similar economies such Hun
requires some time for the (38.5%), Slovenia (36.7%), the Czech Republic (34.0%) and |
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results to appear. (32.9%)The fiscal revenues collected in 2014 were close to tr
envisaged in the draft budgetinder the circumstancesof a
nominal GDP adnce close to that anticipated he level of the
efficienty of taxation for VAT significantly decreased, but inst
it increased for social security contributions, corporate tax :
income tax.

In 2013 it was initiaté a comprehensive reform process for NA
in cooperation with the World Bank. The Fiscal Council consi
that the reform process, that is absolutely necessary in
context of a tax system characterized by a low efficiency, is si
an early stage,ra if the process is successful, it has the poter
to generate a significant fiscal space over the mediemm.
However, the adoption of decisions related to any tax cuts
increase of the expenditures based on the potential gains
efficiencies mustoccur only ex post, after the reform proce
proves to be irreversible and capable of generating fwmrgn
results.

The financial postion of the If in the period 2000¢ 2007, social security budgets we
public pensions system ha characterized by a relatively equilibrated or even posit
deteriorated in 2014, and balance, after 2008 the deficits have represented an import
the trend will continue in component of the general consolidated budget defic
the coming years following respectively between 67.5% and 218.7% in the period 2!
the decision to reduce the 2014. In 2014, the social security budget deficit reached 1.94
social security GDP, higher tin the deficit of the general consolidated budc
contributions  owed by and the expected trend for the coming years is represented |
employers by 5 pp, tha significant growth of it to 2.69% of GDP in 2015 and 2.80 ¢
representing the main GDP in 2016. Practically, compared to the previous version o
funding source for the Annual Reporof the Fiscal Council, the forecasted deficit for t
pension system. The retur period 20152018 deepened by -8 billion lei, representing the
to the special pension: budgetary impact of the measure regarding the reduction of
system eliminated in 2010 social security contributions by 5 pp from Octobél, 2014. In
In conjunction with the addition, the Fiscal Council notes the manifestation of sc
inequities created, reversing pressures of the pension system reforaising at
jeopardize the durability of ensuring the financial sustainability in the long term and firt
the reforms previously appeals in the favor of maintaining the progresses made in e
initiated and it could years, both in terms of principles introduced (the exclusive us
generate new pressures o the principle of the contribution in determining the pensic

14



the social security budge
deficit.

In 2014 it can be seen
deterioration at the level
of utilization of the
contigency reserve fund
suggesting the change o
the Government's behavio
compared to 20022013. In
this context, urgent actions
regarding legislative
amendment are needed
setting out the manner of
the utlisation of the
contigency reserve fund.

The level of public debt ha
continued to increase ir
2014, beng forecasted a
significant increased for
the period 20162018
compared with the
previous projections in the
context of implementation
of the new Fiscal Code.

benefit) and in terms of the strict compliance with the indexati
mechanism introduced by the new pension law.

This deterioration occurs both in terms of the total expenditt
allocated and the adopted number of the Government decisi
to allocate certain amounts from the contigency reserve fu
Thus, during 2014, 1.75 billion lei (0.7% of total expendit
have been allocated from the contingency reserve fund, of wi
1.1 billion lei were allocated to the central administration a
0.65 billion for local authorities. Compared to the previgesr,
the contingency reserve fund allocations increased by 795 mi
lei, respectively by 83.68%, in the context of increased amo
transferred to local authorities by 494 million lei and increas
transfers to central administration by 300 million.le

The Fiscal Council considers as absolutely necessary
implementation of urgent measures to amend the legislat
which sets out the use of the contigency reserve fund, reitera
the recommendation on explicit identification of expenditur
that canbe allocated from the contigency reserve fund with
higher transparency, including through regular reporting to -
Parliament of the manner and of the level of the utilisation of 1
fund.

The public debt continued to increase in 2014, even at a hi
rate than that from 2013, its share in GDP advancing, accot
to the European methodology ESA 2010,39.8%, from 38¥%
recorded at the end of 2013, despite of a lower budget defici
2014compared to 2013, i.e. 1.5% of GDP and of a lower inte
paid for loans. This trend is explained by the additional incre
in the Treasury reserves, in order to finance in advance
budget deficit andby increase of the bufferused to protect
againstmanifestation of adverse conditions in financial marke
Given the implementation of the new Fiscal Code, the public «
will be stabilizel in the period 20162018 around the leve
reached in 2014 compared to a downward trajectory in f
absence of thei$cal loosening packag&hus the public debt i
projected, according to the calculations of the Fiscal Council,

15



The extremely poot
performance in absorbinc
the European  funds
together with the risk of
automatic disengagement
reflects a failure of the
public administration in
this area.

In this report, the Fisca
Council has made a firs
assessment of the
transparency of the fisca
policy in Romania, and its
results show arincrease in
recent years, but still there
Is room for improvement.

value of 40.8% of GDP in 2018, respectively by 4.6 pp more
the projected level in the absence of the new Fiscal Code,
36.2% of GP in 2018.

Romania has the lowest performance in the EU in terms
absorption of EU funds, with a rate of only 56.3% in 2014 a
about eight years from accession. Even though in 2014 comp
with the previous year we have made progress in attract
European funds (i.ean increaseof the absorption rate with
18.5 pp),havingin view the deadline for attracting the Europe:
funds allocated for the programming period 202013,
respectively 31 December 2015, the risk of losing a large pa
the allocated funds isvery high. Thus, even under th
materialisation of the aritious target for 2015, namely a
absorption rate of 80% (equivalent to an increase23.7 pp
compared to 2014), the loss of the amount allocated to Rom:
for the period 20072013 would comprise 3.8dillion euro, which
evidently shows a failure of thpublic administrationand the
performance until this moment indicates that the potential loss
areeven greater.

Analyzing the fiscal transparency from the perspective of
Code of Good Practices on Fiscal Transparency developed t
International Monetary Fund (IMF) and through the FRL,
Fiscal Council considers that Romania made important stej
order toimproveit, but further efforts are needed.

Thus, the transparency regarding the tax reporting should
optimized so as to reduce the fragmentation of the tax report
for the entire public sector, the transparency of the forecasts
the macroeconomic w@bles could be improved by publishit
explanations on the assumptions on which these forecasts
based.

In addition, the transparency of the budget documentati
should be improved by the existence of regular presentations
the value of total liabities for multrannual investment project:
and publications of the codienefit analyzes before approval ar
by the existence of a report published regularly regarding
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The balance of risks a
regards the fiscal policy
coordinates in the opinion
of the Fiscal Council i
tilted to recording a lower
than expected budgel
deficit for 2015, and
respectively on the
negative side starting nexi
year, considering the
implementation of the new
Fiscal Code and the alreac
decided increases for
budgetary spending by the
Government. Suct
developments are in
flagrant contradiction with
the principles and rules
established by the FRL ar
with the fiscal governance
treaties at the Europea
level at which Romanie
adhered.

achievements towards the stated objectives. In addition,
reports regarding thei$cal risks are currently in an early sta
and could be significantly improved.

Ly (GKS CA&aoFf [/ 2dzyOAf Qa 2L
conduct of the fiscal policy is tilted to recording a lower tr
expected budget deficit, given that the discretionary meastL
that were newly introdued (extending the application scope
the reduced VAT rate of 9% for food products and restaul
services starting *LJune, 2015 and doubling the child benefi
will most likely be funded by the fiscal revenues collectec
addition to the program inhe first half of 2015 and by a ne
reduction of the public investments than those from the progr:
assumed in the draft budget which appears probable, given t
under execution in first 6 months, but also the experience of |
years.

Regarding the Fiat Code, entered into force on 10th Septemk
2015, the Fiscal Council remarks an extreme risk of a perme
and major deterioration of Romania's public finances posit
starting in 2016. The Fiscal Council estimates indicate hea
deficits right nextto the reference value of 3% of GDP for 20
(without taking into account the recent decision to raise salal
across all categories of state employees by 10% from Decem
which will likely lead to the exceeding of the threshokhd
significantly oer 3% in 200,/the estimated developments in th
structural budget balance suggesting the reversal of
progresses made so far in terms of fiscal consolidation. ¢
developments are in flagrant contradiction with the principl
and rules established bipe FRL and with the fiscal governan
treaties at the European level at which Romania adhered
would imply de facto the failure of a fiscal framework based
rules which was not able to exercise strong constraints on
fiscal policy makers.
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Il. Macroeconomic framework in 2014

In 2014, Romania recorded the fourth consecutive year of economic growth as the GDP
advanced by 2.8% in real terms, a lower dynamic compared to 3.5% reached in 2013, given that
the investments have decreased by 7.2%. Dedpigepositive developments in the last 4 years

(a cumulative growth of about 8.2%), the real GDP in 2014 is lower than in 2008, the gap being
a marginal one, respectively of 0.2%. Compared to the initial forecasts considered in preparing
the draft budget ér 2014, and also to the forecasts of the European Commission (EC) and
National Commission for Economic Forecasting (NCEF), the economic growth was higher by
approximately 0.6 pp, the developments above expectations being attributable to the recovery
of domestic demand.

Figurel: The evolution of economic growth forecasts f@014
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Source: EC, IMF, NEBBRD

The main contribution to the economic growth registered in 2014 came from households final
consumption expenditure (+3.8 pp), its increase in real terms being 6.2%, owing to the real
wage growth, a low inflation rate and an increased consumer confidencthanfuture
economic perspectives. Moreover, the general government final consumption expenditure had
a positive contribution (+0.7 pp), while the gross fixed capital formation had a negative
contribution of 1.8 pp, corresponding to a decrease of 7.2%eal terms, in the context of
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lower gross fixed capital formation of the state by 2.9%. In 2014, the net exports contribution
to GDP growth was slightly positive (+0.2%), as a result of very close developments in exports
and imports, these components regsing an advance in real terms of 8.1% and respectively
TOm:>® hy GKS adzli e aARSI AyONBlFasSa Ay GKS
majority of sectors, the most significant being recorded in information and communication
(+8.2%), followed Y professional, scientific and technical activities; administrative and support
services (+4.1%), industry (+3.6%) and real estate (+3.5%), shows, culture and recreation
activities; repair of household goods and other services (+2.5%), wholesale andrestajl

repair of motor vehicles and motorcycles, transport and storage, hotels and restaurants (+2%),
agriculture, forestry and fishing (+1.5%) and constructions (+0.3%), while negative
developments were recorded in financial intermediation and insuraseetors {2.7%) and

public administration and defense, education, health and social assistahi&x).

Figure2: Contributions to economic growth

2010 2011 2012 2013 2014

-2 1 = Net export
Changes in inventories
-4 - mmmm Gross fixed capital formation
mmmmm Final consumption expenditure of general government
(individual+collective)
-6 - = Households final consumption expenditure and non-profit

institutions serving households (NPISH)
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The inflation rate at the end of the year was outside the target range (1%%%), recording a

level of 0.83%, significantly below the level projected in the Fiscal Strategy-22064
respectively 3%. This varied during the year in the range 0-@684%, the average increase of
prices in 2014 being of 1.1%, below the level projected in the Fiscal Strategy (2.4%). The first
half of the period was characterized by a disinflationary process, the annual inflation rate being
of 1.05% in the first quartermainly due to the favorable base effect generated by the
dissipation of the impact of the energy prices hike operated in early 2013, respectively 0.66% in
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the second quarter especially due to the favorable shocks on the supply side. In the third
guarter, the inflation was back within the target variation band, reaching a level of 1.54%, due
almost entirely to canceling the statistical effect of the VAT decrease for some bakery products
starting with September 2013, while during the last quarter the inflatrate evolution has
returned to the downward trend due to the action of some exogenous factors: the substantial
decline in crude oil quotations in the international markets and also in the context of a very
good agricultural production at a regional levBlue to the substantial reduction in the price
growth rate and to the existing macroeconomic perspectives and associated risks, the central
bank continued the monetary policy easing in 2014 by gradually reducing the monetary policy
rate, from 3.75% to 25%, and the minimum reserve requirement ratio (for the domestic
currency denominated liabilities from 15% to 10% and for those denominated in foreign
currencies from 20% to 14%).

¢KS LINAOSaQ AYyONBFraS |0 (GKS fSOSt efabr, wnkKS ¢ K?2
1.8% in 2014considerableinferior to that considered irthe revised Fiscal Stratedgr 2014

2016, respectively 3%, mainly due to the significant slowdown of the price increase associated

to the effective final consumption expenditure, sustad on the supply side by the good
agricultural year.

As regards the external position, Romania streghtened its significant progress from 2013, as the
current account deficit declined to 0.43% of GDP in 2014, from 0.81% of GDP at the end of the
previous year, given the 44.4% decrease of the current account balance in nhominal terms and
an increase of GDP with around 4%, considering values expressed iTkeeardecrease of the
current account deficit from 1,168 million euro in 2013 to 649 milkomo in 2014 was mainly
determined by an improvement in the trade balance, from a deficit of 742 million euro in 2013
to a surplus of 467 million euro in 2014, exclusively on the account of services balance (+1,157
million euro). A positive contributiorotchanging the current account balance was given by the
decrease of the primary incomes deficit by 183 million euro, while the reduction of secondary
incomes balance surplus3¢7 million euro) had a negative impact on the variation of current
account balace'. The exports of goods continued to grow in 2014 at a rate of approximately
6.6% (+2,908 million euro) in the context of improving the EU economic outlook, the main
trading partner of Romania, the dynamic being similar to the one of imports that redoad
increase of about 5.8% (+2,852 million euro) in the context of a domestic demand increase.

Analyzing the changes in the current account balance in terms of difference between the rate
of saving and the rate of investment, it can be seen that bafthhem registered a negative

! According to BPM6 standards (The balance of payments manual developed by IMF), the terminology of
current account components changed. Thus, the primary income balance and the secondary income
balance replace the income and trders balance.
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dynamic, the latter decreasing by 1.49 pp of GDP, a higher adjustment than the one of saving
rate, respectively 1.11 pp of GDP. Moreover, the adjustment of the current account deficit with
11.1 pp of GDP in 206814 was achied by reducing investment by 10.41 pp of GDP, while
the national savings rose in the same period dy.68 pp of GDP.

The foreign direct investment registered a negative trend; they decreased with 14.6%
compared to 2013, their values amounting to 2Ymillion euro, close to the average level of

the last 5 years. Thus, it can be seen that in 2014 foreign direct investments financed entirely
the current account deficit, but their value in absolute terms is much lower than in the period
preceding the ihancial crisis (in the period 202008, the annual average of FDI was 8,000
million euro).

Figure3: The evolution of the real GDP, domestic demand and current accoR@@4-2014
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The external debt of Romania decreased in nominal terms by 3.84% in 2014 to a le#&0of 9
billion euros, its share in GDP decreasing from 67.97% to 62.86%. The medium atetrfong
external debt amounted 80.30% of tota&xternal debt at the end of the previous year,
respectively 75.72 billion euro, its share being similar to the one from DecemBeRB13. The
shortterm external debt recorded a reduction of 3.29% to a level of 18.58 billion euro (19.70%
of total exterral debt).

Due to the repayments made, the debt to the IMF was lower at the end of 2014 compared to
the same period of the precedent year by 4.25 billion euro, respectively reaching a level of 1.58
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billion euro. More precisely, there were decreases botlthia level of the debt component for
financing the budget deficit-Q.96 billion euro) and in that of the monetary authorityd.9

billion euro). The downward trend of the external debt was as well due to the decrease of
private external debt, especially the context of deleveraging in the banking sector. In order to
maintain an adequate level of international reserves, also in 2014, the Ministry of Public
Finance launched several Eurobonds that led to an increase of the external public debt from
29.06 bhilion euro at the end of 2013 to 31.8 billion euro at the end of last year.

In 2014, norgovernment loansdeclined in real terms, decreasing with 4.22% in December
2014 compared to the same period of 2013, similar to the previous year developments
(-4.74%). The downfall was again driven by the foreign currelemominatedloans which
decreased by 10.7% in euro equivalent, while the dynamidewfestic currency denominated
loans recorded an increase in real terms of about 7%, in December 2@Mpared to
December 2013. Thetill KA 3K f S@Stf 2F K2dzaSK2f RaQ AYyRSo6GS
aversion of economic agents and the increase in capital requirements for financial institutions
in the EU (imposed by Basel Ill regulations), which weebén accelerated pace of deleveraging

in the banks and their subsidiaries in Central and Eastern EyfoBEere the main factors

that led to the contraction of lendingThe level ofnon-performing loans entered on a
downward trend in the context of @elerating the balance sheets clean up and changing NBR
regulations. An improvement can be seen in the liquidity banking system, the loans/deposits
ratio reducing below 100% since July, then continuing its downward trend, the registered level
at the end 02014 being around 91%.

The maintenance of the lending activity in negative territory in 2014 is attributable to the credit
dynamics of nofinancial corporations and banks (real contraction of 6.3% at the end of the

year), but also the households loangjigered a downward trend (a decrease of 1.9% in real
GSNXYaovz YlIAyfte 2y (GKS F002dzyli 2F GKS FT2NBAIy
domestic currency (+15%, in real terms) was fueled by the increase of mortgage loans
compared to the end of 201%volution favored by the decreasing trend of interest rates and

by the modification of the "First Home" program coordinateexclusively in local currency

starting with the second half of 2013.

Regarding the developments in the labor market,2014 the &erage number of employees
continued to increase to a level of 4&thousand peopld advancing by 4% compared to
2013,in the context of an increasing number of jobs created by the private sector (+1.6%) and
the public sector (+1%). On the other harat, the end of 2014, the unemployment rate
calculated according to the criteria of the International Labor Office (ILO) decreased by 0.3 pp

2 Source: NBR, Monthly Bulletin, March, 2015
3According with Workforce Balance, Ri&stimates,The preliminanAutumn Forecasts 2014.
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respectively from 7.1% in December 2013 to 6.8%. The total number of unemployed registered
at the National Agency fdEmployment (NAE) decreased from 512 thousand in December 2013
to 478 thousand people in December 2014, the registered unemployment rate decreasing from
5.65% to 5.29%.

In 2014,the average gross wagper total economy wa£,360 lei, up with 5.3% from 2013,
while net average wage was 1,706 lei, increasing by 5.17%, compared toQGf¥is3dering an
average inflation ofl..1%, the real wage increased by approximately 4.1%. The positive trend of
the average salary was mainly\in by the growth of wages in the private sector6.1%), due

to the productivity gains. During the same period, average wages in the public sector advanced
in nominal terms by 2.43%.

The evolution of the main macroeconomic indicators in 2014 compareld thié forecasts
considered in the revised Fiscal Strategy for 22046 (adopted in November 2013) are
summarized in the following table:

* According to NIS, TEMPO online, the average wage by national economic activities NACE Rev. 2.
> The private sector is approximated by removing public administration and defense sectors, education
and health and social assistance.
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Tablel: Macroeconomic indicators ir2014(FS forecastersuseffective)

Revised Fiscal Strategy

2014-2016 Hfective 2014
-0 yoy.
GDP
GDP (million lei) 658,615.0 666,637.3
Real GDP 2.2 2.8
GDP deflator 3.0 1.8
GDP components
Final consumption 1.7 6.0
Private consumption expenditure 1.6 6.2
Governmenlconsumption 17 50
expenditure
Gross fixed capital formation 4.0 7.2
Exports (volume) 55 8.1
Imports (volume) 54 7.4
Inflation rate
End of periodDecember 204) 3.0 0.83
Annual average 2.4 1.1
Labor market
Unemployment rate at the endf period 4.8 5.29
Average number of employe®s 1.4 1.3
Gross average wage 5.2 5.3

Source: National Institute of Statistics, National CommidsioBconomic Forecasting

® Differences betweenNCEF forecasand the reported effective levelis due to the different
methodology: whileNCERises as a reference forecashe workforcebalance the effectivefigures are
from NISmonthly buletinewhich includes onlgconomic agentsiith more than4 employees.
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lll. Fiscal policy

l11.1. Theassessment of objectives, targets and budgetary indicators

Under article61> LJF N} AN} LK o6H0 2F GKS Cw[ X GKS aCAaol f
discussion and analysis of the implementation of the fiscal policy set forth in the Fiscal Strategy
and Annual Budget approved in the previous budget§and will include:

a) An ex post evaluation of the macroeconomic and budgetary forecasts set out in the Fiscal
Strategy and the annual budget to which the Annual Report corresponds, including the
reporting, where applicable, of any persistent deviations in the same direction of
macroeconomic forecasts compared to actual data, which were recorded over a period of at
least 4 consecutive years;

b) An assessment of progress against the fiscal poligciles, targets, and indicators set out
in the Fiscal Strategy and annual budget to which the Annual Report corresponds;

Ouv 'y |aasSaaySyid 2F GKS D2@SNyyYSyidiQa O2YLX Al
during the preceding budget year;

d) Recomrandations and opinions of the Fiscal Council in improving the conduct of fiscal policy
consistent with principles and rules of this law in the current budget year.

According toarticle 33, letter b) of the FRL, the fiscal framework section of the Fiscate§y

may be revised when there is a significant worsening of the forecast for macroeconomic
indicators and other assumptions that underpinned the previous Fiscal Strategy. The Fiscal
Strategy for the period 2012016 approved in May 2013 was updatedNovember of the
same year, concomitantly with the preparing of the budget proposal for 2014, the Government
approach being considered partly justified given the estimation of significant deviations from
the initial assessment for 2013 of the budget revesuehich constitute the starting point for

the budget projection for the period 2032016. The motivation for a negative review of the
projected budget revenues was the performance for the first three quarters significantly below
the expectations, despitef a GDP dynamics higher than initially projected for 2013, while the
economic advance had a different composition from that initially envisaged (prevalence of the
net exports instead of domestic absorption, with a negative impact on budget revenues), and
the efficiency of theax collection has deteriorated. In comparison with the initial strategy, the
achievement of the mediurerm objective (MTO) that was scheduled for 2014 according to
the Convergence Programme 202@17 has been postponed to 201Given the fact that the

draft budget for 2014, initiated in November 2013 was accompanied by the updating of the
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Fiscal Strategy and the law of the ceilings, which implies an identical fiscal framework for 2014
in both documents, the obligation of the FiscaluGcil to ex anteassess in the Annual Report

the compliance with the objectives, targets and indicators established through the Fiscal
Strategy and the budget is reduced to an analysis of the projections contained in the draft
budget. In order to illustrde the changes that occurred in the fiscal framework for the period
20142016 it will be also considered the targets that were set out in the initial Fiscal Strategy
for 20142016, even if they no longer exerted constraints at the level of the fiscalypolic

The general consolidated budget for 2014 was based on a similar macroeconomic forecast
scenario with the one taken into account in developing the Fiscal Strategy for2216} the
economic growth being estimated at 2.2% in real terms. With the inangas the deficit target
according tocashstandards for 2013 from 2.1% to 2.5% of GDP, the draft budget for 2014
envisaged a budget deficit target of 2.2% of GDP or 14.49 billion lei, higher than the initial
target of 1.8% of GDP (corresponding to a l@fel2.19 billion lei) assumed through the Fiscal
Strategy for 2014016 from May 2013. Regarding the budget deficit target for 2014
determined according to ESA 2010 methodology, this was also upward revised to 2.2% of GDP
from 2% of GDP as in the previotession of the strategy.

The final budget execution recorded the achievement of the deficit target, both according to
cashmethodology as the budget deficit was 1.87% of GDP, or Ii1liéh lei and according to

ESA 2010, given a deficit of 1.48% of GIDP,92billion lei. Significant differences terms of a
reduced budget deficit compered to original targets with around 0.3 pp of GDP in cash
standards and with about 0.7 pp of GDP in European standards are mainly explained by the
failure of the inveshent expenditure, especially of the projects funded by external grants
(-0.84% of GDP compared to the initial program). Moreover, the gap between the cash budget
balance and that according to ESA 2010 can be mainly explained by the decisionito pay
advance the installment for 2015 regarding some salary related rights earned by court decisions
which payment was staggered over five years, these affecting the cash execution in the sense of
a higher deficit, while the ESA 2010 execution is affectetthéocontrary, given the additional
revenues (social contributions and income tax) resulting from this decision.

In terms of fiscal policy rules, the nominal ceilings for the general government balance in 2014,
its total expenses (excluding income from pastession EU funds, paecession funds, and
financial assistance from other donors) gmersonnel expenditurevere established by Law no.
355/2013 (seeTable 2below). The budget execution does not confirm compliance for all the
indicators abovementioned Thus, the personnel expenses at the end of the year exceeded the
nominal ceiling established by the Law no. 355/2013 with 2,440.8 million lei, given that the
installment for 2015 regarding some salary related rights earned by court decisions was paid in

" Law approving ceilings for indicators specified in the Fiscal Strategy.
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advance, exceeding the limit of 7.3% of GDP with 0.24 pp, while the nominal GDP was higher
GKFY Sy@gAral3aSR Ay GKS 0dzR3ISHIQa O2yaidNUHzOGA2Y ®
expenditure occurred in the context in which the increasing of glkeesonnel expenditure was

lower than the reduction of the expenditure for projects funded by external grants.

Table2: Nominal ceilings for GCB balance, total and personnel expenditure
Law no. 3552014 Budget execution2014

million lei -14,710.0| 216,662.2 | 48,006.1 | -12,493.2| 215137.9 50,246.9
% of GDP -2.2% 32.4% 7.3% -1.87% 32.27% 7.54%
* Excluding financial assistance from the EU and other donors

The first budget revision approved at the end of July 2014, increased the general consolidated
budget revenues with 1.54 billion lei and expenditure with 1.81 billion lei compared to the
originalapproved budget, the upward revision of the deficit being 270 milliondempared to

the limits of the ceilings stipulated by Law 355/2013, the proposed nominal levels of GCB
deficit, the GCB primary deficit, the personnel expenses and the total expenshsding
financial assistance from the EU and other donors exceeded the thresholds of the above
mentioned Law, being inconsistent with the fiscal rules established by arfiéleletter b) and

c) of FRL, as well as artidlé paragraph2, which prohibis the increase of personnel expenses
during the budget amendments, ar24 which prohibits the increase of the total spending of
the GCB during budget amendments other than for paying debt service and financial
contribution of Romania to the EU budget aadticle 26 paragraph5 which reaffirms the
obligation of respecting the ceilings imposed by the law for the next budget year.

At the level of revenues, the budget revision envisaged an increase by 1.54 billiexcleding

the impact of compensation semes (supplementing the initial scheme with 7dfilion lei)

and the changes in the accounting treatment of sale and purchase operations of goods from the
state reserves (with impact on the capital income of 91iRion lei) that artificially increased
revenues by 1.66 billion lei, the earnings appeared to be adjusted slightly negative, i.e. by 128
million lei. The income aggregates to which, in the context of the execution ayeaid were

made reductions compared tdé original budget were: personal income tak.27 billion lei),

VAT {1.75billion lei), social contributions-$04 million lei), while the upward revisions of the

& Overruns of the thresholds by + 50 million lei for GCB deficit, + 166 million lei for the primary deficit, +
85 million lei for personnel expenses and 1.59 bn. lei for total expenditure exclusively for EU financial
assistance and other donors.
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projection occurred at the level of the property taxes (+1ilion lei, given the favable
difference between the actual and initially estimated level of the special constructions tax), at
the level of other taxes on goods and services (+80i8on lei based on additional revenue
from clawbacktax and from the deregulation of the pricem natural gas sector), the nen
fiscal revenue (+70&illion lei as a result of the additional revenue expected to be collected
from the sale of emission allowances for greenhouse gases), and in the case of corporate
income tax (+428nillion lei).

At the kvel of the budgetary expenditures, the increase of 1.81 billion lei was also largely
explained by the impact of the swap scheme meant to clear the outstanding obligations to GCB,
plus the impact of the change in the accounting treatment of sale and paeclperations

from the state reserve (with impact on capital expenditure of 917.2 million lei), without which
the increase would have been only 142 million lei. Excluding the impact of compensation
schemes, the following spending categories were increaedlpersonnel expenditure (+289
million lei), the goods and services expenditure (+830 million lei), the contingency reserve fund
(+299 million lei). There have been revised downward: the capital spending (excluding the
impact of the change in the accoung treatment regarding the sale and purchase operations
from the state reserve), by 1.15 billion lei; the subsidies by 250 million lei; the interest
payments by 116 million lei.

Compared with the approved parameters in the context of the first budgesien, the second
budget revision realized in September envisaged a decline of the estimated general
government revenues by 1.32 billion lei and spending by 1.37 billion lei, the deficit target being
revised marginally downwards to 14.Bilion lei (lowe with 48 million lei), representing 2.2%

of GDP.

Considering individual revenue items of the consolidated general budget, the largest downward
revision came from the incorporation in the budgetary projection of the impact of reducing
from Octoberthe 1sti nmn G KS SYLX 28 SND&a a20AFf aSOdzNAGe
a gross impact at the level of revenues from social security contributions evaluatédation

lei, given its incidence for two months of casased execution. Significant doward revisions

were made at the level of the projected revenues (without the aforementioned swaps)
regarding nontax revenues461 million lei), amounts received from the EU in the account of
payments made and prefinancing8Q0 million lei). These negagiwevisions at the level of
certain categories other than social contributions were, however, almost entirely compensated
by the upward changes (without swaps) at the level of revenue projections regarding the VAT
receipts (+544.8 million lei) and the camate income tax (+190.5 million lei). The Fiscal Council
expressed in its opinion on the second budget revision, serious reservations regarding the
proposed upward revision for the projection of VAT receipts and about the estimated inflows
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from the postaccession EU funds of which the ultimate beneficiary is the public sector.
Excluding the impact of compensation schemes, the spending reduction is mainly located on
three categories, namely, projects funded by external pastession grantsZ,455 millionlei),
interest expenses-$72 million lei), and expenditure funded from reimbursable funeis
million lei). Meanwhile, the allocations for the following categories have been significantly
increased: expenditures on goods and services (+933 millioexeiyding the impact of the
swap scheme), capital expenses (+370 million lei, excluding the impact of the swap scheme),
and the contingency reserve fund (+367 million lei). In essence, compared to the programmed
levels in the first budget revision, the @thtions for investment expenditure were revised
negatively {2,381 million lei), the amounts being partially used to supplement some categories
of current expenses, mainly those on goods and services of the local budgets; while the
difference, to which wee added the savings on interest payments, was used to offset the
impact of the reduction in the social security contribution rate on budgetary revenue, in order
to ensure the convergence to the deficit target.

¢tKS CAalOlft [/ 2dzyOAfQa 2LIAYyA2Yy 2y GKS &aSO2yR
derogation) of the rules regarding the budget revisions as stated by atidktter b) and c)d

article 24, andarticle 26, paragraph (59f the FRL that states as nwatory the ceilings
established by the Fiscal Strategy and by the accompanying law regarding the thresholds for the
nominal levels of the GCB deficit, the GCB primary deficit, the total spending excluding the
financial assistance from the EU and other danand also for the personnel spending, limiting

the possibility of increasing total expenditure of the GCB during revisions exclusively for paying
0KS RSo0d0 &aSNBAOS YR w2YlFyAlIQa O2yGNAodziA2y i

Furthermore, although articl@3, paragraph(2) of FRL prohibits the approval of more than two
budget amendments during a year, the Government decided in December 2014 to realize a
third budget revision. Compared to the budget approved on the occasion of the second budget
amendment, in the third buget amendment the GCB revenues increased by 1,796.6 million lei,
the expenditure by 1,797.5 million lei, attracting a marginally increase of the budget deficit by 1
million lei. The main change introduced by this third budget revision was the use osda fi
space created by the reduction of about 1.8 billion lei for capital spending to pay in advance,
compared to the initial programmed rescheduling for certain salary rights earned by court
decisions, increasing the personnel spending by 2.4 billiorotepared to the level targeted by

the second budget revision at the end of September. The payment of these rights has
generated additional revenue for the personal income tax (307.3 million lei) and social
contributions (1,091.4 million lei), these incoma&tegories explaining almost all the increade

the level oftotal budgetary revenue.At the level of total budgetary expenditure, excluditng

two above mentioned categories, in addition there were 1.1 billion lei of supplementary
spending for current g@enses. The increases were located at the chapters: goods and services
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spending, other expenses, transfers between government units and projects funded by external
non reimbursable funds and were partial offset by the reduction of the estimates for the
interest payments and the use of the budget reserve fund allocatitbmsts opinion on the
proposed amendment, the Fiscal Council maintained his reservations already formulated in the
context of the second budget amendment regarding the extremely optimistiels for the
projection of VAT receipts and for the estimated inflows from the faxstession EU funds.

Thus, the third budget revision induced either new violations of the fiscal rules (atizcle
letters a), b), ¢) and ), article/ paragraph(2) andarticle 23 paragraph(2) of the FRL), or an
increase in the size of the existing violations, so that the Government evades the responsibility
of their observance by recourse to derogations from almost all the legal provisions which
establish fiscal rules.

The way the budget process was conducted in 2014 put into question the relevance of the fiscal
rules and the commitment to respect the fiscal discipline. The effectiveness of a fiscal rule is
determined by the constraint that it exerts on the fiscal pplformulation. The ease with which

the fiscal rules have been repeatedly circumvented this year, with the recorded violations in the
years that have passed since the adoption of the Fiscal Responsibility Law in 2010, highlights
the weakness of the constirds exerted by the fiscal rules from the FRL and raises serious
doubts on the commitment to meet the future fiscal rules established by taking into national
law the provisions of the Treaty on Stability, Coordination and Governance in the Economic and
Monetary Union (Fiscal Compact).

The evolution of the key budgetary aggregates during 2014 according tostastards is
presentedin Table 3.
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Table3: The evolution of the main budgetary aggregates duri2@14 pillion lei)

Total revenues 2238 216.0 216.7 2156 2174 2128
Fiscal revenue 1285 1253 1248 1254 1257 1244
Social 582  57.8 57.3 56.3 57.4 57.3

contributions

Postaccession
and preaccession
EU funds, financial 14.4 14.8 14.8 14.5 14.8 111
assistance from
other donors
Total expenditure

exp 2360 2304 2315 2303 2321 2253
of which:

Current

expenditure of 2171 2127 2140 2124 2160 2091
which

PrgectsfromEU .9 593 203 17.8 18.2 14.7
funds

Capital 189 17.8 17.6 17.9 16.1 171
expenditure

Budget deficit 122 -145 -14.8 147 -14.7 125

Souce: Ministry of Public Finance
Note: Amounts without theompensation schemes

The results of the budget execution in the fiscal year 2014 were lower than the forecasts of the
third revision; both revenue and expenditure have registered developments below
expectations. On the revenue side, the gap from the estaiaamount to be collected was
about -4.6 billion lei, mainly due to a very poor perfornee of theEUfunds absorption-3.7

billion lei, confirming the reservations expressed by the Fiscal Council on the occasion of the
second and third budget revision regarding the projection of this budgetary aggregate) and
lower than projected receipts correspondin@ tthe fiscal revenues-X.3 billion lei)- in
particular VAT receipts, also confirming the reservations expressed by the Fiscal Council on the
occasion of the second and third budget revision on the projection of this budgetary aggregate,
to the nonfiscalrevenues {0.6 billion lei) and to the capital revenue®.6 billion lei), but was
partially offset by other amounts received from the EU for operational programs financed
under the convergence objective (+1.5 billion lei). Regarding the expenses, alhdyy 6.8

billion lei, the main categories that registered reductions being the expenditures on projects
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financed through posaccession EU funds3(5 billion lei, the reduction was operated in order
to accommodate the failure to collectUFunds), expeditures with goods and service2(4
billion lei), transfers between government unit®.63 billion lei), other transfers@.38 billion

lei), social assistanced(3 billion lei). Thus, the budgetary deficit in cash terms at the end of the
year was sigificantly lower than the level estimated in the third revision.

aple4 e developme OT budgeta expena e and reve e a ordinde®wA2010
allge all(ge
009| 2010 20 0 0 014 014to 014to
0 009
Totalrevenue (% of GDP) | 31.7 | 329 | 33.8| 335 33| 334 04 17
Fiscal revenue 171 177 191| 191 186 19 04 1.9
Indirect taxes, out of 107| 118| 13| 131 128 128 0 21
which:
VAT 65| 75| 86| 84| 83 7.8 -0.5 13
Excises* 31 3] 31| 31| 31 : : 0
Directtaxes, out of which: 6.4 6| 6.1 6| 5.9 6.2 0.3 -0.2
PIT 36| 34| 34| 36| 35 3.6 0.1 0
CIT 24 1.8 1.8 1.7 1.7 1.8 0.1 -0.6
SSC 10| 9.3 9 88| 8.7 8.6 -0.1 -14
Other current revenue 1.6 2.7 2.3 2.5 2.6 2.9 0.3 1.3
i 0,
g’[;";‘,')e"pe”d't“re (%0of | 406| 306| 391 | 364 352| 349 03 57
Intermediate consumption| 6.3| 54| 57| 58| 56 5.2 -0.4 -1.1
Compensation of 107| 95| 78| 77| 8| 77 0.3 -3
employees
Interest payments 15| 15| 16| 17| 17 1.6 -0.1 0.1
Social assistance 132 137 131| 121 11.7| 119 0.2 -1.3
Subsidies 11 1| 09| 07| 06 0.5 -0.1 -0.6
Other current expenditure| 15| 19| 21| 25| 1.9 2.2 0.3 0.7
Gross fixed capital 6| 57| 54| 48| 45| 43 0.2 17
formation
Budget deficit (% of GDP)| -89 | -6.6| -53| -29| -22| -15 0.7 7.4

Source: Eurostat
Note: *for 2014 data are not available yet, the difference 2044 refers to 2002013

The fiscal consolidation initiated in 2010 in order to correct the existing major imbalances
regarding the public finances position, was characterized by an alert pace, Rosoaceeding
in a relatively short period of time a significant budget deficit reduction, expressed according to
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ESA 2010 standards, from 8.9% of GDP in 2009 to 1.5% of GDP in 2014. The fiscal adjustment in
the period 20092014 by 7.4 pp of GDP considgyiESA 2010 standards was performed by
cutting spending by 5.7 pp of GDP and increasing revenues by 1.7 pp of GDP. The expenditure
reductions were made primarily in the personnel expens8spp of GDP), gross fixed capital
formation (1.7 pp of GDP) and sl assistance-1.3 pp of GDP). On the budgetary revenue

side, the growth by 1.7 pp of GDP in 2a0®4 was mainly due to the increase of the legal VAT

rate from 19% to 24% in 2010, so the VAT revenues rose during2d®by 1.3 pp of GDP,
offsetting the decline in receipts from the social security contributioris4( pp of GDP) and

those from the corporate income taxQ(6 pp of GDP). The budget deficit reduction from 2.2%

to 1.5% of GDP according to ESA2010 standards in 2014 was achieved by rezkrainggsby

0.3% of GDP and by increasing revenues by 0.4% of GDP. Thus, revenues were higher by 0.4% of
GDP, mainly as a result of the increase of the fiscal revenues by 0.4 pp of GDP while
adjustments to budget expenditure occurred mainly in the internageliconsumption-0.4 pp

of GDP), compensation of employee8.8 pp of GDP), gross fixed capital formatiéhd pp of

GDP), interest payments)(1 pp of GDP), and subsidie8.{ pp of GDP).

Regarding the budget execution according to cash standangsy¢ar 2014 compared to the
previous year recorded an improvement of the budget deficit expressed as a percentage of GDP
of 0.6 pp of GDP, the revenues recording an increase of 0.7 pp of GDP and expenditure an
increase of 0.2 pp of GDP. Compared to 2ah®, main budgetary revenues registered a
favorable development, pointing out in this regard the amounts received from the EU (+0.3 pp
of GDP, and yet significant below the program, respectively by 0.56% of GDP), receipts from
excise duties (+0.3 pp of GDPyoperty taxes (+0.2 pp of GDP), while a significant negative
trend registered the VAT receiptd(5 pp of GDP). On the expenditure side, the reduction of
investment spending by 0.2 pp of GDP, of expenses with goods and services by 0.1 pp and of
intereg payments by 0.2 pp of GDP offset the increase in personnel expenses (+0.3 pp of GDP)
and in subsidies (+0.1 pp of GDP). Considering the period-ZIDY the fiscal adjustment
according to cash standards was performed by reducing budgetary expenditdr@pyf GDP

and increasing budgetary revenues by 1.3 pp of GDP.
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Table5: The development of budgetary revenue and expenditure according to cash
methodology

Changes

Initial execution Changes Changes

2013| budget TXecution toinitial - oq, T 501410

2014 budget
2014 201410 2013 2009

2013

Total revenue

%% of GDP) | 308 | 316 | 321 | 324 | 314 | 325 321 11 0.7 13
Fiscal revenue| 17.1 | 174 | 185 | 19.1 | 18.7 189 18.7 0.2 0.1 1.6
PIT 36 | 34 | 34 | 35 | 36 36 36 0.0 0.0 0.0
CIT 21 | 19 | 18 | 18 | 17 17 18 0.0 0.1 0.3
Propertytax | 0.7 | 0.7 | 07 | 07 | 07 08 0.9 0.1 0.2 0.2
VAT 67 | 74 | 85 | 85 | 8.1 8.2 76 0.1 05 0.9
Excises 31 | 33 | 34 | 34 | 33 36 36 03 03 05
SSC 94 | 86 | 9 | 87 | 85 87 86 0.1 0.1 0.8
Non fiscal 33 | 37 | 32 | 31 | 27 26 26 0.1 0.1 0.7
revenue

Donations 06 | 08 | 01 | 01 | 00 0.0 0.0 0.0 0.0 -0.6
Amounts

received from

the EU for 04 | 1 | 11| 13| 14 22 17 0.8 0.3 13
payments

made

Total

expenditure | 380 | 37.8 | 363 | 348 | 338 | 347 34.0 0.9 0.2 4.0
(%o0f GDP)

Personal 902 | 8 | 68 | 68 | 7.3 72 75 0.1 0.3 1.7
expenditure

Goods and 55 | 56 | 56 | 58 | 6.1 5.9 59 0.1 0.1 0.4
services

Interest 12 | 14 | 16 | 18 | 17 17 15 0.0 0.2 0.3
payments

Subsidies 14 | 13 | 11 | 10 | o8 0.9 0.9 01 01 05
Projects

financed from | oo | 14 | 19 | 22 | 22 30 22 0.8 0.0 17
post—accessmn

grants

Social 125 | 128 | 12 | 112 | 107 | 107 107 0.0 0.0 1.8
protectlon

Capital 43 | 36 | 41 | 32 | 28 27 26 0.1 0.2 1.7
expenditure

Budget deficit |, | 62 | 42 | 25 | -25 22 1.9 0.3 0.6 53
(% Of GDP) - . = . - . - . =, . =, . - . . . .

Souce: Ministry of Public Finance
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Further, this chapter will include an analysis of #teuctural budget balance in Romania given
that the fiscal targets are defined primarily in terms of structural deficit followed by a detailed
examination on the developments of the main budgetary revenue and expenditure aggregates,
and pursued by an assesent of the public debt dynamics and its determinants based on a
medium term projection.

l11.2. The structural budget balance in Romani

The signing and ratification by Romania of the Treaty on Stability, Coordination and Governance

in the Economic and bhetary Union in 2012 stipulates a fiscal framework based on rules, with

a benchmark in the case of Romania of a structural deficit target of maximum 1% of GzP

¢{/ DWa LINPQOAAAZ2YA 6SNBE AYyO2NLIR2NIGSR Atiily2z (KS
Law no. 69/2010 in December 2013. Given that at the time of the 2014 budget preparation this

rule was not respected and in the context in which the headline deficit for 2013 was under 3%

2F D5tX GKS LINBOGSY(iA@S | N)Y@iéth RattRedeh applylhg or 2 T
Romania, involving compliance with the calendar of convergence towards MTO.

Thus, the draft budget for 2014 targeted a structural deficit of 1.7% of GDP, respectively a
structural adjustment pace of 0.3 pp of GDP comparedh® estimated level for 2013 from

that time (November 2013), respectively of 2% of GBBwever, the budget execution for
2013 indicated a level of the headline deficit according to the European methodology of only
2.2% of GDP, corresponding to a structutadicit of 1.1%. In this context, compliance with the
target for 2014 would have been equivalent to a slight appreciation in the structural budget
balance, achieving the MTO being set for 2015, given that the planned deficit of aggregate
demand was lowethan the present day evaluation.

The budget execution for 2014 indicate, however, a level of the structural deficit oDdiy of

GDP, corresponding to achieving the MTO, given that the headline deficit, according to the
European methodology, registeredlevel of 14% of GDP, lower than the target of 2.2% of GDP
and with 08 pp lower compared to the previous year. The more than expected decrease of the
budget deficit in 2014 is mainly explained by the undeecution of investment spending,
particularlyof projects funded by external grant8asically, once the achievement of MTO was
met, the fiscal consolidation process initiated in Romania in 2010 ended, other fiscal

®The Trealy on Stability, Coordination and Governance in the Economic and Monetary Union requires
the contracting parties to ensure convergence towards couspgcific MTO, imposing a structural
deficit limit of 0.5% of GDP, respectively 1% for the member statésaypublic debt significant below
60% of GDP. In the case of Romania, the structural deficit has to be maximum 1% of GDP.

35



adjustments not being necessary. However, it should be taken into account the fact that
defining the target in terms of structural deficit implies a target for the headline deficit
appropriately adjusted according to the economic cycle. Thus, given that the output gap in
the following years is projected to enter on positive territory, comghce with the structural
deficit target of 1% of GDP will be equivalent to the registration of headline deficit levels
lower than this level (the cyclical component of the budget balance will be positive).

The structural budget balance, despite the fauat it better reflects the fiscal position of an
economy, presents also a number of disadvantages, the most important being related to the
uncertainties associated with its estimates. Thus, the value of the structural balance depends
on the level of outptigap, an unobservable variable that is often subject to more or less
significant revisions according to the review of statistical data and methodology used.

Compared to the previous version of the Annual Report of the Fiscal Council, the structural
deficit in the case of Romania has been reassessed by the European Commission from 3.8% to
3% of GDP for 2011, from 2.5% to 2% of GDP for 2012, from 1.7 to 1.1% of GDP for 2013, as a
NBadzZ G 2F 2dzillzi 31 LIQaA NB @I f dzI G A 2ap'thahyshe G KS &
previous estimates, that involved a negative cyclical component of the structural deficit higher

in absolute terms and therefore a lower level of the structural deficit. Given the last projection

of the European Commission on the output gap-28B% in 2014, corresponding to a cyclical
component of-0.8%, reaching a headline deficit of 1.4% of GDP according to the European
methodology implies a positively exceeding of the 1% of GDP structural deficit MTO, ie a
structural deficit of 0.6% of GDP.

In 20092014, the structural deficit was reduced from 8.4% of GDP to 0.6%, the average rate of
adjustment of 1.56 pp per year being extremely f@sgeFigure 4; at the same time we have to
remember that the starting level was high, which requiredragid adoption of decisive
measures to ensure the sustainability of the fiscal policy. It should be noted that this
adjustment was made mostly in 2010 and 2011, when the structural deficit was reduced on
average by 2.3 pp per year, the fiscal consolidatidoeing achieved mainly on the expenditure
side through reforms in the public wages, in the pension system and in the budgetary
programming. At the same time, on the revenue side, the most important measure was the
increase in the standard VAT rate fromP4A% 24% since July 2010.
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Figure4: Structural deficit, fiscal impulse and excess demand
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Romania practiced in the past 10 yearssignificant pro-cyclical fiscal policy, stimulating
strongly but useless and counterproductive the economy in times of economic expansion
(20042008) and slowing the economy when it was operating below potential (201@),
contributing to the exacerbation of busies cycle fluctuations and to deepening the
accumulated imbalances in theconomy(Figure 4. Basicallythe procyclicality of the fiscal
policy during the preerisis economic boom has exhausted the required fiscal space to stimulate
the economy during theecession that followed, the need to reduce the budget deficit during
the crisis (primarily due to funding constraints) therefore implying, inevitably, maintaining the
pro-cyclicality of the fiscal policy. Consequently, the automatic, beneficial andisitadpiaction

of the cyclically deficit (the automatic stabilizers) was canceled by theymiical discretionary

policy.

It is very important to mention that in September 2015 the new Fiscal Code entered into force ,
and even if differs from the previeudraft versions adopted by the Government in March 2015
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and by the Parliament in June 2015 (by postponing some fiscal loosening measures in 2017
instead of 2016 such as: eliminating the tax for special constructions, except the agricultural
constructionsSf A YAY Il GAy3 GKS KAIKSNI FdzSf SEOA&SZT NBR
addition the reduction of the VAT rate from 24% to 20% starting on the 1st of January 2016 and
then to 19% starting on the 1st of January, 2017), involves a major riskteriatation of the

public finances position, in the absence of coherent measures to compensate the significant
loss of revenue related to tax cuts. Furthermore, an emergency ordinance was adopted aimed

at extending the application scope of the reduced Maie of 9% for food products and
restaurant services starting with the 1st of June 2015, whose budgetary impact at least in 2015
g2dzft R 0S O2@0SNBR Ay (G(KS D2@OSNYyYSyiQa OArAarzy
program by the NAFA in the first past the current year. Also, in October this year, thiscal

Code was amended again, the current form involves applying a year earlier, from 1st Janurary
2016, the rate of 5% on dividend income for individuals and businesses, differentiation of the
applicable tax rates on microenterprises turnover to a level less than or equal to that of today,
extending the applicability of the reduced VAT rate of 9% for potable water and for irrigation in
agriculture.

Given these measures, the European Commission forefas2015 a small deviation of the
structural deficit (+0.2 pp of GDP), a value lower than the adjustor of 0.25 pp of GDP allowed
for jointly funded projects and a considerable deviation of the structural deficit in 2016
compared to MTO by +1.7 pp of GD#ile the headline deficit is projected to increase by
1.6 pp of GDP at the end of 2016, exclusively on behalf of worsening the structural component
due to the adoption of the new Fiscal Code, partially reversing the significant progress made in
recentyears. It is worth mentioning that the EC forecasts differ from the ones of the Romanian
authorities included in the 2023018 Convergence Programme, aimed at compliance with the
MTO also in 2016.More precisely, the important deficit increasing measnchsded in the

draft of the Fiscal Code adopted by the Government in March, 2015 are contained in the spring
HamMp 9QdzNRBLISEFY [/ 2YYAaaAirzyQa F2NBOFadgasz odzi OF
although this would be required by the Code of good practices.

Essentially, Romania would again initiate an expansionary fiscal pohdye context in which

the output gap will most likely turn positive starting with 2016, and the Fiscal Code entered
into force in 1’ September 2015Given the fact that comparedd 2008 the public debt is
significantly higher (39.8% of GDP at the end of 2014 compared to 13.2%), it is difficult to
imagine the existence of a fiscal space to stimulate the economy in times of recession, being
identifiable even risks to the public delbsustainability. Moreover, such a policy is in flagrant
contradiction with the rules established by the Treatpn Stability, Coordination and
Governance in the Economic and Monetary Union and by the Fiscal Responsibility Law no.
69/2010, including the subsequent amendments.
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lll. 3. Budgetary revenues

The revenues of the general consolidated budget, without theaictpf the compensation
schemes, increased by 6.91% in 2@bfpared to the previous year, up 212.81 billion lei,
respectively 31.92% of GDP. Compared to 2013, the share of budgetary revenues in GDP
increased by 0.7 pp of GDP, the growth being localéetie following categories of revenues:
excise duties (+0.30 pp of GDP), amounts received from the EU on account of the payments
made (+0.27 pp of GDP), other amounts received from the EU for operational programs
financed under the Convergence objecfi€+0.23 pp of GDP), property taxes (+0.24 pp of
GDP), other property taxes (+0.15 pp of GDP), corporate income tax (+0.11 pp oOGEH®.

other hand, negative developments in terms of share of GDP were recorded by VAT receipts
(-0.43 pp of GDP), thase of goods, authorizing the use of property or the conduct of activities
(-0.26 pp of GDP, the reduction in this case being explained by the inclusion in 2013 of the
temporary revenue from renting the frequency banfsand nontax revenues-0.10 pp of

GDP).

Compared to the initial budget, the budget revenues were by 0.47 pp of GDP lower, mainly due
the development below the expectations at the level of EU funds absorption, the difference
between the final value and the initial planned one being -6f56 pp of GDP. This
underperformance of the budget revenues was mitigated by achieving a plus of 0.23% of GDP
(1.52 billion lei) from other amounts received from the EU for operational programs financed
under the Convergence objective, not included in thafdbudget. The gap between the final
execution and the initial forecast for the fiscal revenues, reaciteti4 pp of GDP, the major
difference compared to the original projection being located at the level of the VAT revenues
(-0.50 pp of GDP, respeetily, a minus of 3.4 billion lei), a phenomenon partly explained by the
higher VAT repayments made in 2014, particularly in the last quarter, and the base effect
related to the reduction of VAT on breaflour and wheatstarting ' September 2013. The
dynamics of the fiscal revenues was positively influenced by the property tax revenues-{+0.17
pp of GDP compared to initial estimates), other general taxes on goods and services which
recorded an increase of 0.520p of GDP, and aldwy the superior development compared with

the expectations at the level of the corporate income tax (+0.12 pp of GDP), despite the
introduction of the measure regarding profit tax exemption for reinvested profits frénduly

19 A sibchapter recently introduced in the classification of public finance indicators (in October 2014).

' This category represents omdf revenues

120n the account of a positive difference between the projected revenues from the tax on special
constructions, compared with the achievements of about 1 billion lei.

3The gap between the initial projections attte execution for the supplementary revenues from the
liberalization of the prices for natural gas amdrh the clawback taxof about 0.8 billion lei.
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2014, but in the case of theash budgetary execution only one quarter of profit tax receipts
was affected for the last year.

The final execution for excise duttésthe use of goods, authorizing the use of property or the
conduct of activities and other taxes was in line with #Mpectations envisageth the draft
budget. The budgetary execution for personal income tax and social contributecsrded
minor deviations from the anticipated trajectory in the draft budget, as a result of the
additional revenues generated by the deoisiregarding the paymenh advance, compared to
the initial programmed reschedulingf certain salary rights earned by court decisions
amounting to 2.4 billion lei at the third budget revision which offset the impact of lower than
expected execution inhie case of theersonal income tax, respectiveljre impact generated

by reducing social security contributions for employer by 5 pp fréhDttober 2015, in the
case ofthe social contributions revenue.

[11.3.1. VAT and excises

TheVATreceipts, without the impact of the compensation schemes, recorded in 2014 a level of
50.4 billion lei, respectively 7.56% of GDP, significantly below the amount envisaged in the draft
budget by about 3.4 billion lei, despite an advance of the relevantrageonomic base (final
consumption of households and NP{&Hbf 5.8%. Moreover, VAT revenues have declined also
compared to the year 2013 amounting to 0.53 billion lei, corresponding to a dynamics of
1.11%. The significant underperformance of this catggof budgetary revenues can be
partially explained by the failure of public investment expenditures compared to the
programmed level-7.4 billion lei), by the higher VAT refunds made in 2014 (3.24 billion lei,
respectively with 19.74% more compared wizB13),the three months postponement of the
excise duties increase on fuel (excise falls under the tax base ofavidTihe base effect of
reducing VAT rate on bread, flour and wheat startifigSeptember 2013. Excluding the impact

of the higher VAT refuts, the VAT gross receipts increased by 3.36% in 2014 compared to
2013.

It should be noted that in the draft budget for 2014, the compensation scheme that would
affect the VAT revenue, was projected at 0.85 billion lei. Subsequently, through the three
budgetary revisions, this amount was increased up to 1.35 billion lei, but this rise was not

14 Although in this case, the postponement by three months of the application of higher fuel excise was
decided after the approval of the initial budget.
!> Nonprofit institutions serving households.

40



reflected at the level of the final execution, as the VAT receipts corresponding to the swap
scheme totaled only 0.5 billion lei.

Figure5: VAT revenues ir2014 pillion lei)

- _0.85 15 1.35 1.35
0.47
55.86
53.77 52.02 52.57 52.56

Fiscal Strategy Initial budget First revision Second revisionThird revision Budget

2014-2016 execution
m Swap program First compensation scheme Second compensation scheme
Swap execution Third compensation scheme

Source: Ministry of Public Finance

An expost anaysison the measure breducing VAT rate on bread, flour and wheat could be
conducted in the context of the government estimates indicating a VAT receipts recovery on
the background of increased voluntary compliance/reducing tax evasion. This analysis is more
relevant as in theGovernment's view the main source of compensation for the negative
revenue gap induced by the comprehensive package of tax cuts proposed for the peried 2015
2019, is represented by the additional revenues generated by reducing tax evasion. Thus,
analyzingthe averagenumber of monthly VAT documents filed by companies with activities
targeted by the VAT rate reduction on bread, flour and wheat, we notice a 1.1% decrease in
2014 compared to the previous year, up to a level of 2,340, which is not likelynforscan
increase of the number of taxpayers in the taxed economy. Also, the monthly average of VAT
receipts for the products with the reduced VAT rate decreasedb#yb%, in the period October
2013- December 2014 compared to September 201Reptember 13, which is in line with

with estimated first round impacof the reduction in VAT rate. It is true that the measure can

be regarded as having a social character (as, after applying this measure, the prices were
equivalently reduced), and also as a mantesupport the correct economic agents facing the
unfair competition from those belonging to the black economy. However, applying this

41



measure has shown that simply reducing the VAT rate does not diminish the tax evasion,
effective control measures beirapsolutely necessary to be taken.

Assessing the efficiency of tax collection by the ratio of the implicit tax rate (defined as the ratio
between the actually collected revenue for a specific type of tax and the corresponding
macroeconomic tax base) andetlstatutory tax rate, we note that the VAefficiency index of
taxation for Romania decreased significantly compared with the period before the economic
crisis, being a common phenomenon in the group of new EU member states in the Central and
Eastern Europ (NMS10). Following a relative stability of the index in the period 2013, a
significant deterioration occurred in 20,1grobably on the basis of an increased éxasion

The budget execution at the enof 2014, expressedaccording to ESA 2010 stamda also
indicates a significardecrease of the VAT revenue dynam(ids67%) compared to the relevant
macroeconomic tax base (+5.8%). Taeel of taxation efficiency compared to the previous
year deteriorated, asthe efficiency index droppedrom 0.56 n 2013 to 0.52 in 2014.

9FFSOGAGStE @ AY Hnmn w2YFYyAlFIQa NBGSydzsS FTNRY

to a standard rate of 24%. If we exclude the impacVAfT rate reduction on bread, flour and
wheat (about 241 million lei in 2014 compared to 2013 and considering the application of the
measure from 1 September 2013), the implicit tax rate increased marginally by 0.02 pp, to a
level of 12.4% and the efficiency index remains practically constant.

Figure 6: The evolution of the implicit tax rate and efficiendyx index for VATIn Romania
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The VAT efficiency index for Romania of 0.52 in 2014 is significantly lower thadase of

Estonia (0.84), Bulgaria (0.74), Czech Republic (0.74) and Slovenia (0.73). Romania has collected
7.6% of GDP in 2014 from VAT revenue (ESA 2010), compared to 8.76% of GDP in Estonia,
8.47% in Slovenia and 9.19% in Bulgaria, while the standard VAT thisé countries was

20% and 22% respectively (compared to a level of 24% in Romania). In the year 2014, a lower
efficiency of taxation as defined above was observed only in Poland.

Although, it must be noted that the differences in the efficiency indexagétion also reflect

the structural differences between economies, since the higher percentage of rural population
in Romania is revealed in a higher share of the-satisumption component and farmhouse
market (nontaxable) Moreover, Aizenmann J. and Jinjarak (2005, examining a panel of 44
countries in the period 1970999, concludes that the VAT collection efficiency is negatively
related to the share of agriculture in GDP, and directly proportional to the degree of
urbanization and the trade opewss of the economy the corresponding indicators for the
three variables for Romania being unfavorable. In addition, it should be noted that this method
of computing the VAT efficiency indicator does not take into account the impact of the reduced
VAT rées and other components of GDP that are subject to VAT (i.e., a part of the intermediate
consumption and a part of the fixed gross capital formatisee thetax evasion chapter

Table6: Taxation efficiency VAT

Country Standard VAT*  Implicit tax rate** Taxqtion efficiency Rank
(%) (%) index***

2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014
BG 200 200 200 140 151 148 0.70 075 074 4 2 2
Cz 200 210 210 143 150 155 0.72 071 0.74 4 3
EE 200 200 200 167 161 168 084 081 084 1 1 1
LV 215 210 210 116 118 121 054 056 058 8 8 7
LT 210 210 210 121 119 119 058 057 057 6 6 8
HU 270 270 270 171 171 187 063 063 069 5 5 5
PL 230 230 230 115 113 116 050 049 050 10 10 10
RO 240 240 240 133 133 124 055 056 052 7 9 9
SI 200 200 220 143 156 160 071 074 073 3 3 4
SK 200 200 200 104 113 118 052 056 059 9 7 6

{ 2dz2NOSY 9dzNRLISIY [/ 2YYA&aarzys 9dz2NRPAadGl X aAyArad
* |f standard rates have been modified during the year, a weighted average of standard rates
has been reported.

I AT SYYEFYyYy WodE WAYy2FENFI| X £€¢KS /2tfS8S0GA2y 9FTFAOA
9PARSYOSés blildAz2ylf . dzNB Pajeract 11569 2u5@st2800 wS & S| NOK 2
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** Calculated as a ratio between "VAT revenues" (ESA code D211R) and "Households and NPISH
Final Consumption Expenditure” (ESA code P31 _S14£S8AR In Romania, the revenues for
2012, 2013, and 2014 include additional receipts due to implementation of compensation
scheme for clearing arrears (+1,5lllion lei in 2012, +854.Willion lei in 2013, +473,illion

lei in 2014).

*** Computed as aatio between the implicit and legal tax rate.

The revenue collected from thexciseduties in 2014 amounted t@4.1 billion lei (3.6% of
GDP), in line with the initial projections envisaged in the draft budget, while being by 14.16% or
by 2.9 billion lehigher compared to the previous year. This development reflects the increase
of the excise duty on fuel due to introducing the tax of 7 euro cents/liter of fuel (the estimated
annual impact according to the Government being of 1.84 billion lei), abandtmengractice

of using for the excise duty calculation the reference exchange rate EUR/RON announced by
the European Central Barfilom 1% October, instead using the indexation of the exchange rate
registered in 2013 with the average inflation rate of epber 2013 of 4.77% (estimated
budgetary impact of 0.89 billion lei) and the increase of the excise duty on cigarettes as
scheduled. It should be noted that increased excise duty for fuel was applied with a delay of 3
months (starting I April 2014), buthe revenues from excises equaled the original estimates,
most likely due to a conservative assessment of the budgetary impact of this discretionary
measure.

Figure7: Excises2014 pillion lei)
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[11.3.2. Direct taxes

The revenues from theorporate income taxaccording to cash standards, in amount of 12.18
billion lei, without the compensation schemes (in the amount of 57.2 million lei), registered a
significant increase of 11.57% in 20#4..26 billion lei), higher than the estimates of the initial
budget (by about 802.6 million lei), based on a better than expected evolution for the revenues
collected from the norfinancial economic agents (+9.91%, respectively 1.07 billion lei)
facilitated by the reduction of the number dhsolvencie§’ and also by lower tax refunds
overpaid by the commercial ban®sompared to the previous year, so that the aggregate profit
tax paid by the commercial banks at the end of 2014 increased by 222.7 million lei

In the first half of 2014 it was introduced a discretionary measure regarding the corporate tax
exemption for reinvested profits for certain categories of fixed assets which, from a fiscal
perspective, is equivalentith the complete recovery of eligibievestments in the first year of
utilization (limited to the accounting profit from that year)his legislative measure is
temporary, being applicable to eligible investment made between Jti}y2014- December

31, 2016and the annual budgetary impaestimated by MFP was about 600 million lei, while
the Fiscal Council's updated estimations indicateudgetary revenue lossf 1.6 billion lei. In

2014 the cash execution would have been affected only at the level of a quarter, yet, according
to the dafa, there is no evidence of a major budgetary impact of this measure, as the profit tax
revenue collected in October 2014 were by 172.83 million lei, respectively by 6.45% higher than
in the same period of 2013. However, significant negative effects fobtlugetary revenues

" According to the National Trade Register Office (NTRO), the number of companies which became
insolvent in 2014 was by 30.05% lower than in 2013 (20,696 companies in 2014). At the same time, the
number of companies registedein 2014 (101,627) decreased by 18.58% compared to 2013. The
insolvency rate calculated as the ratio between the newly opened insolvency cases reported to the
number of active companies decreased from 4.11 % in 2013 to 2.76% in 2014.

8 The taxpayersommercial banks Romanian legal entities and branches of banks in Romdaiaign
Romanian legal entities have the obligation, under the Fiscal Code to declare and pay annual corporate
income tax (completing the statement until 25 March the followimgy, with quarterly prepayments
updated with the inflation indexSince in 2013 the banking system recorded a profit of 49 million lei (is
the first year with profit for the banking system after 2009), compared \&ithaggregate lossf -2.34

billion leiin 2012 the adjustment made in thérst part of 2014to advance payments i2013 meant tax
refunds for the overpaidorporate income taxower in 2013 than in the previous year. Also, payments

in 2014had as a basighe slightly better profits recordeth 2013. For 2014, the banking system had,
however, a significant loss, reachirg34 billion lei, being explained by the efforts of banks to respect
the NBR Directive which requirescleandzLd Y S| adz2NBaa 2F GKS ol flyOoS
provisionsset up by the credit institutions to offset ngeerforming loans.

45

ax



from this category may occur in stages by 20tt& (period covered by this facilityas the
adjustment of the firms' investment plans is a long term action.

Figure8: Corporate income tax2014 pillion lei)
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Souce: Ministry of Public Finance

The nominal revenues from the corporate income tax, without the compensation schemes,
remained significantly below the pmisis levels. This trend can be observed also by
considering the efficiency index, expressed¢ading to ESA 2010 standards, which showed a
significant reduction in the period 20a812 (in line with developments in NMS 1B)jgure 9
suggests a direct link between the effectiveness of collection and the cyclical position of
economy. After the resuption of economic growth in 2011, the efficiency index seems to have
stabilized. While in cash terms the dynamic of the profit tax receipts was 11.57% in 2014
compared to 2013, according to ESA 2010 standards, the increase was 12%, indicating an
improvemert in the efficiency index in 2014, as the corporate income tax revenues have
advanced at a superior rate compared to the relevant macroeconomic base (the gross
operating surplus, +5.08%).
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Figure9: Implicit tax rate andefficiency tax index for corporate income tax in Romania
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Table7: Taxation efficiency corporate incometax

BG 100 100 100 35 44 44 035 044 044 1 1 1
Ccz 190 190 190 63 65 67 033 034 035 2 2 2
EE 210 210 210 34 42 45 016 020 0.22 9 5 5
LV 150 150 150 33 34 36 022 023 024 4 4 4
LT 150 150 150 25 27 28 017 018 0.18 8 9 8
HU 206 206 206 32 30 34 015 015 017 10 10 9
PL 190 190 190 41 34 NA 022 018 NA 5 8 NA
/RO 160 160 160 30 30 32 019 019 020 7 7 6 |
SI 180 170 170 34 33 33 019 019 019 6 6 7
SK 190 230 220 46 55 59 024 024 027 3 3 3

{ 2dz2NOSY 9dzNRLISIY [/ 2YYA&aarzys 9dz2NRPAadGl X aAyArad
* Calculated as the ratio between "direct taxes paid by enterprises" (ESA code D.5R (S11+S12))
YR a3INRaa 2LISNFGAYy3I adzNLJ dz& I yR 3INR&E YAESR
** Computed as a ratio between the implicit and legal tax rate.
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Compared to othecountries from Central and Eastern Eurbpén 2014 Romania was ranked

on the sixth position, as in 2013, given that Poland was not taken into account for 2014, due to
the unavailability of data, with an efficiency index of 0.20 and an implicit tax rate 286
(calculated as the ratio of direct taxes paid by enterprises and gross operating surplus from
national accounts, as an approximation of the actual tax base). It may be noted that Romania,
like most countries in the region recorded a slight increasé collection efficiency compared

to the previous year.

The receipts from thepersonal income taxexpressed in cash standards, in amount of 23.6
billion lei, performed below expectations, being under the initial budget estimates by about
397.9 millionlei (-1.66%), but exceeding the revenues collected in 2013 by about 870.4 million
lei (+3.83%). The dynamics of this budgetary aggregate reflects an increase of 5.3% of the
average gross wage in the economy, but also the increase of the average numbeployees
(+1.3% compared to 2013), exclusively due to an increase in the number of jobs created by the
private sector, while the number of public employees has remained relatively constant. The
spread between the original program and the execution woulgdehbeen even higher in the
absence of the decision by paying in advance for the year 2015 the tranche of 2.4 billion lei for
certain salary rights earned by court decisions, that generated additional revenue from the
income tax of about 260 million lei, he comparing with the initial programs, the
supplementation of the amounts paid for certain salary rights earned by court decisions from
900 million lei in 2013 to 4.6 billion lei in 2014 generated a surplus from personal income tax
receipts of about 42@nillion lei.

¥Poland is not included in the ranking for the year 2014 due to unavailability of data on the gross
operating surplus in national accounts.
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Figurel0: Personal income tax2014 pillion lei)
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Figurell: The evolution of the mplicit tax rate and taxation efficiency index fqversonal
income tax in Romania
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Comparing the evolution in 2014 with that from 2013, the dynamics of the personal income tax
revenues expressed in ESA 2010 standards (+7.07%) is higher than that in cash terms (+3.83%),
also being superior to that of the macroeconomic base (gross wagestional accounts, from
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which were excluded the social contributions paid by employees, which increased by 3.32%),
equivalent to an improvement in the collection efficiency. However, the level of this indicator
remains quite high (0.87), the period 200814 being characterized by a consistent
improvement of the collection efficiency, the personal income tax receipts and the wages have
constantly advanced at a rate higher than that recorded by appropriate macroeconomic basis.

The figures should be interpied with some caution, given that in the recent years, the
successive increases of salaries in nominal terms were not accompanied by a revision of the
income tranches on which tax deductions are granted. Thus, a given dynamics of the gross
wages can geneta higher revenues from personal income tax, without being necessarily
based on an increase in the efficiency of collecti?When analyzing the results some
reservations are required, motivated by the fact that the direct taxes paid by the population
include other forms of taxes (i.e. taxes on capital gains, on interest revenue and pension
benefits, on dividends received by individuals), not only on wages but unfortunately, there are
no available detailed data on the different categories of taxes pgithe population in order to
consider only the taxes on wages.

Table8: Taxation efficiency personal incomeax

I__egal corporate Implicit tax rate** Taxqtion efficiency Rank
Country  income tax (%) (%) index ***

2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014
BG 100 100 100 90 86 92 090 086 092 1 1 1
Ccz 150 150 150 87 91 92 058 061 061 9 7 7
EE 210 210 210 154 158 160 0.74 075 076 5 5 5
LV 250 240 240 175 162 157 070 068 065 6 6 6
LT 150 150 150 115 117 117 076 0.78 0.78 4 3 3
HU 160 160 160 125 124 122 0.78 078 077 3 4 4
PL 250 250 250 145 144 NA 058 058 NA 8 8 NA
RO 160 160 160 132 135 140 082 084 087 2 2 2
Si 270 270 270 129 120 120 048 045 044 10 10 9
SK 190 220 220 117 118 118 061 054 054 7 9 8

{ 2dz2NOSY 9dzNRLISIY [/ 2YYA&aarzys 9dz2NRPadGl X aAyArad
* For countries with progressive taxation system (Poland, Slovenia), the figure reported is the
average tax rate (Polandvith two tax rates system) or central rate (in Slovenwth three tax

rates system).

** Computed as the ratio between "revenudsom direct tax paid by the population" and

personal income tax base defined as gross wages from the national accounts from which social
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insurance contributions paid by employees were deducted. For the Czech Republic and
Hungary, the personal income tax®d& A& G O2YLISyal GAzy 2F SYLX 2@ S
aSOdNRAGe O2y iNROGdziAz2ya LI AR o6& SYLX28SNBRI 3TIAC
the personal income tax due.

*** Computed as a ratio between implicit tax rate and legal tax rate.

Compared with other countries in the region, Romania maintained its second position in the
samplé®, with an efficiency index of 0.87 and an implicit tax rate of 14% (calculated as the ratio
of direct taxes paid by households and gross wages from natatalunts- including shadow
economy, for which social security contributions paid by employees were deducted from
salaries).

[11.3.3. Social contributions

The revenues from social contributionsyithout the impact of compensation schemes,
amounted to 57.3billion lei at the end of 2014 in cash standards,0091% or 524million lei

higher than the initial estimates (57.78 billion lei), while the impact of the discretionary
measures implemented during the year was not included in the original budgets, o the
occasion of the second budget revision, the revenues were revised downward by about 1 billion
lei as a result of the decision to reduce the employer social security contributions by 5 pp from
1*' October 2014, while the third rectification increasete projected revenue for this
budgetary aggregate mainly as a consequence of the decision to pay in advance the tranche for
2015 (2.4billion lei) of the amounts paidor certain salary rights earned by court decisions.

“There is no data available regarding thesgravages in the national accounts for Poland in 2014.
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Figurel2: Social security contributions, 201éillion lei)
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Compared to 2013, the receipts from social contributions, without the impact of the
compensation schemes, increased by 5.3%@&spectively, being by 3.32% higher than the
dynamic recorded by the relevant macroeconomic base (gross wages in the national accounts).
The dynamics of the social security contributions was adversely affected in 2014 by the increase
of the scheduled amous transferred* to the Second Pension Pillar, and positively influenced

by supplementing the amounts pafdr certain salary rights earned by court decisidos4.6

billion lei (including thgpayment in advance for the tranche for 2Q1&mpared to 900 niibn

lei in 2013. In the table below, are presented the social contributions revenues, adjusted with
the impact of several factors that have influenced the evolution of this budgetary aggregate in
2011-20147%, in order to reflect more accurately thdynamics of the receipts fro social
security contributions.

#The contribution rate diverted to the private pension fund increases byper year, starting on1

January of each year so that in 2014 the share was 4.5%, compared to 4.0% in 2013, 3.5% in 2012 and
3% in 2011.

#1n the years 20122013 the social contributions revenues from GCB were adversely affected by the
repayment of amounts illegally collected fno pensioners representing social health insurance
contributions. The Constitutional Court decided in April 2012 that lelth insurance contribution

applies only to pension income exceeding 740 lei, deducting this amount from the tax base and the
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Table9: Social security contributiongmillion lei)

Adjusted serie&® 1 5063730  51.65830 5437890  57.61210
Swap 2 72600 407.60 31.10 357.00
Secogﬁlgfns'o” 3 1.976.20 250130 312520 3877.18
Amounts illegally
withheld /
et to 4 (1,051.30) 26280 78850 ;
retirees
Gross series | 5=12+3+4 5083610 5401480 5826150 6113218
* of which
. ; 1919 28738 15086
executory titles

{2dzNOSY CAaOlf /2dzyOAt Qa OFf Odz F GA2Y A

Thus, if the unadjusted series are considered, it appears that in 2014 the social contributions
revenues, amounting to 61.13 billion leggistered also a favorable trend, but the surpassing of
revenues collected in 2013 was of only 4.9% (+2.87 billion lei), being negatively influenced by
the repayment of the amounts illegally collected from the pensioners. It is true that the
reduction in social security contributions paid by employer fromt @October 2014, had a
negative impact on the cash budget execution for two months of about 1.1 billion lei, but it was
approximately equaled by the favorable impact of paying in advance for certairy sajhts
earned by court decisions. Consequently, in comparable terms, the dynamics of this budgetary
aggregate is actually very similar to that observed in the GCB execution.

The social contributions revenues dynamics according to ESA 2010 (+3.78%) was higher by
about 0.5 pp than of the relevant macroeconomic base (+3.32&gpectively the gross wages

in the national accounts, while the social contribution rates have beenaed. This implies a

marginal improvement of the implicit tax rate from 33.2% in 2013 to 33.34% in 2014, while the
statutory rate decreased from 44.35% to 43.1%. Consequently, the taxation efficiency index
increased to 0.77 in 2014 from 0.75 in the preaowear, following a similar trend registered in
HaAaMo® [/ 2YLI NBR (G2 GKS LINB@GA2dza OSNBAZ2Y 2F (K
efficiency for social contributions improved in 2013, against a deterioration previously

Governnent decided to refund these amounts, withheld illegaity equal monthly installmentduring
the period June 2012 September 2013.
%t is that contained in the budget execution
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determined*, and this is owe to the recalculation of the dynamics for the gross wages in
national accounts made by Eurostat simultaneous with the transition to ESA 2010 standards.

Figurel3: The development of the implicit tax rate and taxation efficienaydex for social

security contributions in Romania
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* Legal tax rate was calculated as a weighted average of rates applicable in 2014: 44.35% in the
first 9 months of the year and 39.35% respectively fro@ctober.

In comparison to other countries in the regfdnRomania was ranked on the seventh position
regarding theefficiency of thesocial contributions collection, the same as in 2013, given that
Poland was not taken into account for 20e to the un&ailability of data. Howeveithe

implicit tax rate was below the level registered in several countries that impose a lower level of
social security contributions. Thus, even if from the perspective of the aggregate statutory
contribution rate our country ranked fourth in the regioafter Slovakia, Hungary and the

/' TSOK wSLlzt A00S w2YFYyAlQ&d AYLXEAOAG GFE NI GS
statutory rate of social security contributions is loweith 5 pp. An improvement in the

taxation efficiency index to a level egl to the one of Slovenia (this country being ranked on

4 Recalculation of these indices based on Eurostat revised data for the years 2012 and 2013 (including
modifications from ESA 95 to ESA 2010 methodology) indicate an increase of the implicit taxation rate
and efficiency index in 2013 compared to 2012, ofifgosrends to those noted according to data
available for the last year's edition of the Fiscal Council Report.

*There is no data available regarding the gross wages in the national accounts for Polartl in 201
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the third position relative to the taxation efficiency index) would have generated additional
budget revenues of 10.5 billion lei (approximately 1.6% of GDP) in 2014.

Table10: Taxation efficiencyg social security contributions

Legal tax rate for Implicit tax rate** Taxqtion efficiency Rank

Country SSC* (%) (%) index**

2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014
BG 310 310 310 216 219 231 070 071 074 10 9 8
Cz 453 453 453 476 482 485 105 1.07 1.07 2 2 1
EE 372 360 360 336 323 313 090 090 087 4 5 5
LV 351 351 341 269 244 232 0.77 069 0.68 8 10 9
LT 401 401 400 358 356 360 089 0.89 0.90 5 6 4
HU 470 470 470 361 364 369 077 0.78 0.78 7 7 6
PL 396 396 396 422 426 NA 106 108 NA 1 1 NA
RO 444 444 431 325 332 333 073 075 0.77 9 8 7
Sl 382 382 382 346 347 349 091 091 091 3 4 3
SK 486 486 486 433 470 458 089 097 094 6 3 2

{ 2dz2NOSY 9dzNRLISIY [/ 2YYA&aarzys 9dz2NRPadGl i aAyArad
* Aggregate data for employer and employee. Where rates were changed during the year,
weighted average was used.

FF /2YLMziSR +ta (GKS NIGA2 0SG6SSy bl Oldzat az20
wages and salaries" (cod ESA D11). For Romania, 2011 and 2012 the budget revenues include
additional receipts due to implementation of compensation scheme for clgaaimears (+476

million lei in 2012, +31.1 million lei in 2013 and +357.1 million lei in 2014).

*** Computed as the ratio between implicit and legal tax rate.

[11.4. Budgetary expenditures

The budgetary expenditures, without the compensation schemes (in amouh0&b.6million

lei), have registered a rate of growth (+4.88% compared to the previous year) close to the GDP
growth (+4.56%)reaching at the end of the yea225.30billion lei, thus slightly increasing its
share in GDP by 0.1 pp, from 33.7% to 33.8%. The main budgetary expenditure categories that
registered a highedynamics than total spending were other expenses (+32.9%), subsidies
(+18.2%), personnel expenses (+8.5%), whilelalynamics than the average were registered
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by goods and services (+2.7%), capital expens@2%) and interest spending5(2%).
Compared to the initial budget for 2014, thmidgetary expenditures were reduced Byl5

billion lei, respectively by 0.77@f GDP, mainly due to the decline of the projects financed
through postaccession EU funds By58billion lei compared to the initial targets, equivalent of
0.84% of GDP, this underperformance being caused by missing the targets in terms of EU funds
absarption.

Figurel4: Quarterly revenues of the&sCBn Figurel5: Quarterly expenditure of theGCB
2014 illion lei) in 2014 (illion lei)

Q1 Q2 Q3 Q4 o1 Q2 Q3 Q4

e REVENUES == Quarterly average
e EXpenditure e Quarterly average

Souce: Ministry of Public Finance
Note: The amounts amithout the compensation schemes.

Also in 2014, the quarterly evolution of the general consolidated budget expenditures still
indicates a spending acceleration in the last quarter of the year, even with a superior pace
compared to the previous year. Spécdily, the total spending in Q4 2014 reached 70.83 billion
lei, (compared with 59.7®&illion lei in Q4 2013)by 39.24% higher than in the previous quarter
(while inthe previous yeathe advance was 17%and by 18.50% compared to Q4 2013 (in
2013 the spnding in Q4 were approximately equal to Q3). About 50% of the spending hike in
Q4 2014 compared to the previous quarter was caused by the acceleration of capital spending
that increased sharply (+176% compared to Q3), the expenses regarding the prinjacted
through non-reimbursable external fundét125%), and for about 35% due to the increases in
goods and services expenses (+52%) and personnel expenses (+23%).

The expenditure concentration in the last quarter highlights serious weaknesses in the
budgetary programming process although the principle of prudence might partial justify the
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postponement of some expenditure until the projection regarding the budgetary revenue has a
lower degree of uncertaintyFiscal Council recommends a lower quarterlyatitiy of the
budgetary expenditures, which is otherwise the declared intention of the Government for the
2015 budgetary programming.

I11.4.1. Personnel and social assistance expenditure

The execution for the personnel expenses increased by 2.46 bBédlicompared to the amount
considered in the draft budget for 2014. Initially, estimated at a level of 47.79 billion lei, the
execution for the personnel expenses was 50.23 billion lei respectively 7.54% of GDP, exceeding
the ceiling considered for this tsgory of expenditure (48 billion lei) by 2.2 billion lei, despite
the fact that the average number of employees in the public sector was slightly lower than was
originally planned. This evolution is explained mainly by the decision to pay in advance the
installment for 2015 for certain salary rights earned by court decisions, while payments were
staggered in the period 2012016. Thus, although initially the amounts on the account of the
court decisions for 2014 totaled 2,200 million lei, these were supplged by 2,400 million lei

on the occasion of the third budget revision, given that the underachievement of certain
categories of expenditure, particularly of the investment spending, generated a significant fiscal
space. Also, compared to the initial peotions, the decision to diminish the employer social
security contributions by 5 pp from 1st October 2014, has generated a reduction in personnel
expenses of about 270 million lei, corresponding to two months of cash execution, but the
execution of theseexpenses indicates that the reduction was offset by additional spending of
approximately the same amount, compared to originally planned figures of this budgetary
aggregate.
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Figurel6: Personnel expendituren 2014 pillion lei)
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Compared to 2013, the personnel expenses increased by 3.9 billion lei, respectively by 8.5%.
This increase, can be mostly explained, 8 pp respectively, by the supplementation of payments
related to theobligations regarding the executory titles for certain categories of employees,
amounting to 4.6 billion lei from 0.9 billion lei in 2013. Much lower influences are attributable
to the minimum wage increase from 800 lei/month to 850 lei/month frothJanwary 2014 and

to 900 lei/month from £ July 2014 that led to an increase in spending of 344 million lei in 2014
and also to the increase of salaries for the young categories of employees with lower incomes,
these two measures being considered in draftihg budget

Following these increases, the average wage in the public sector reached 2,342 lei, by 2.4%
higher than in 2013 and approximately equal to that from the first quarter of 2010 (2,343 lei).
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Figurel7: Average gross @aings in the private and public sector in the peric20062014
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The public employment decreased BY¥7,439workers between December 2008 and December
2014, reachind..18 million employees at the end of the last yeaig(re 17, after an increase

of 165,600 persons recorded in the period 2a€808. Practically, most of the staff reductions
took place in 2002011, when the number of employees in the public sectorided by about
198,000, whereas in the period 202P14 the reduction was approximately of 20,000 persons
The adjustment recorded in the period 20@814 was due mainly to the introduction of the
rule of "one new employee to 7 departures from the systemplied until 2012, inclusively)

and took place at the level of local executive authoritie®3(238 persons), preuniversity
education {40,558persons), the Ministry of Health24,813persons), the Ministry of Internal
Affairs ¢13,353persons), the Miistry of Public Finance?q,197 persons) and the Ministry of
Agriculture {4,037 persons). On the other hand, during the same period, increases were
recorded at the Ministry of Justice (+2,520 persons), Ministry of Labour, Family and Social
Protection forthe Elderly (+1,631 persons) and the Ministry of Economy (+1,534 persons),
Ministry of Regional Development and Public Administration (+898 persons) and the General
Secretariat of the Government (+513 persons). In the initial budget for 2014, it waslextbsi
financing a maximum number of 1,185,000 persons in the public sector; the monthly average of
occupied positions during the last year was equal to 1,200, which indicates enclosing within

the initial limits. Compared to the previous year, the numloé employees at end of 2014
declined marginally, respectively by 2,143 persons
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Figurel8: The evolution of the public sector employment in the peri@&D052014
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The adjustment made in the 20912 period is mainly the result of applying the rule of "one
new employee to 7 departures from the system” given that most of the exit from the system
was achieved throughioluntary dismissal or retirement. The abandonment of this rule starting
from 2013 was designed to reduce the adverse selection and allow some changes in the
structure of the personnel. Thus, the reductions in 2042 was achieved only to a small
extent based on qualitative criteria, such as reducing personnel where it was identified a
surplus of employees whereas hiring personnel in the sectors with personnel deficit on the
basis of cost standards rigorously defined and thus establishing an optimuirofemgeration.

The Fiscal Council considers this approach to be appropriate and recommends that the new
appointments to be made in the identified sectors with personnel deficit, even by transfer of
posts from the sectors with personnel surplus to the sestwith personnel deficit, also having

in view the strict framing in the wage bill previously approved.
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Figurel9: Wage bill as a share of total budget revenues in EU28 countries
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the public sector as a percentage of the total collected revenues, has improved due to the fiscal
consolidation measures undertaken since fRILO. If in 2010, the wage bill as lzase of total
budgetary revenues placed Romania in the first half of the ranking (the 10th position out of 27
countries), 2014 accordingly to ESA 2010 data, revealed a better ranking for our country,
respectively 20th position, but compared to the year 20Romania lost two positions in this
ranking (from 22th to 20th position), due to the recovery of wages and to an increase of wages
for some categories of state employees. Moreover, Romania registered a higher percentage of
the wage bill in the public star in the total revenues compared to similar economies such as
the Czech Republic, Hungary, or Slovakia.

The social assistance expenditures registered a lower level in 2014 compared to the projections
of the draft budget, being revised downward during tiheee budgetary revisions. Estimated in

the initial budget at a value of 71.5 billion lei, the level of social assistance expenditure, without

the compensation schemes recorded a final value of 71.2 billion lei, by 0.43% (equivalent to
about 300 milliondi) less than the initial budget.
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Figure20: Social assistance expenditure 2014 (billion lei)
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Compared to 2013, the social assistance expenditure increased by 4.13% (due to the pension
point indexation by 3.76% and also to the increase in the minimum guaranteed wage), their
share in GDP falling by 0.25 pp respectively to a level of 10.68%, while nominal GDP
advanced by 4.56%. The share of the social assistance expenditure in Romgmgicars,
however, and the problem of the structural deficit of the public pension system is not yet
solved. Thus, pension expenses are unsustainable in relation to the contributions collected,
even if some measures were undertaken in order to improve shortcoming in the medium

and long rur®.

Since 2009, the social security budget deficit has widened significantly to a value of 12.9 billion
lei in 2014, and the estimated trend fdine following years (20122018) shows a significant
deepening mainly deito the decision regarding the reduction of the employer social security
contributions by 5 pp, that represents a source of funding the pension system. From the
perspective of the deficit as a percentage of GDP, the execution indicates a decrease ¥om 2.3
in 2011 to 1.94% in 2014 and it is true that, in real terms the fiscal effort is lower, but the
estimates for the following years reveal a significant increase of the deficit to 2.69% of GDP in
2015, 2.80% of GDP in 2016 and 2.56% of GDP in 2018. hte&assempared to the previous

%The Law No. 263/2010 regarding the unitary system of public pensions modifies the indexation
system, increases the standard retirement age and introduces more stringent criteria for early
retirement.
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version of the Fiscal Council's Annual Report, the forecasted deficit for the period2R095
widened by 67 billion lei, this amount representing the budgetary impact of the legislative
measure regarding the reduction of tlsecial security contributions.

Figure21: The evolution of revenues and expenditures of the social security budbétion
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The deficit of the state social insurance budget has occurred on the account of excessive social
security budget expenditure in the period 20@009 (+75.8%) in the context of a favorable
dynamics of the social contribution revenue during the period praogthe financial crisis as a
result of the economic boom and also anticipating to maintain this trend in the future.
Unfortunately, a significant share of the social contributions revenue augmentation has proven
to be cyclical, the further developmentsvalidating the optimistic forecasts that led to the
significant increase of the pension point. Thus, the decision to increase certain permanent
expenditures such as those related to pensions should take into account the trend of
contributions revenues, asvell as the forecasts regarding the employgessioners ratio,
especially in the context of amplified demographic aging, as, for instance, from 1st January
2015 the elderly population of 65 years and over outnumbered the young peopld éfy@ars
(3,419thousand compare to 3,304 thousand) according to NI&so became evident the need

to find an indexation rule to ensure losigrm sustainability of social insurance budget instead

of discretionary approach of the past. The new pension law should support irtdomg
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achieving this objective under the cotidn of legislative stability and the rigorous
implementation of its provisions

In conclusion, the precarious financial position of the pension system has been significantly
influenced by the massive increases in spending in the period-2009 and the tsict
application of the new indexing point system should contribute to containing pension
expenditure. Also, on the revenue side, reducing social security contributions for the employer
by 5 pp starting ¥ October 2014 is expected to significantly contite to deepening the deficit

of the pension system in the near future.

Figure22: The evolution of the number of pensioners versus the number of employees
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The ratio between the number of contributors and the number of beneficiaries fell very sharply
in the last 25 years, from 2.28 employees per retiring in 1990 to only 0.82 employees per
retiring in 2014, the numbeof the state social insurance pensioners having an increasing trend,
while the number of employees had a decreasing trend, especially untit209@. However, in
recent years, the ratio has improved from 0.77 employees per retiring in 2010 to 0.82
employees per retiring at the end of last year, but placing below 0.88 registered in 2008.

A measure aiming to improve the medium and long term financial situation of the social
insurance budget is the new pension law (Law no. 263/2010 on the unified public pension
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system) through which it have been pursued a number of objectives designed recttne
imbalances recorded in the pension system:

i decoupling the evolution of the pension point from the evolution of the nonffhahge,
by indexing the pension point with 100% of the inflation rate, plus 50% (this percentage
drops to 45% starting with@1 and subsequently decreases by 5 pp per year until
2030, when it reaches 0%) of the real increase in gross average wages, realized during
the previous year,

U integration in the unified public pension system of the persons belonging to special
systems (riitary pensions), as well as of the persons who obtain income from liberal
professions;

U introduction of more stringent requirements regarding the access to early pension and
to disability pension;

0 calculating all pensions based on the contribution ppte; respectively in a direct
correlation with the level of the income for which social security contributions were
paid;

U increase of the retirement age due to increased life expectancy of the population and
the gradual equalizatiog until 2030¢ of the complete contribution period for women
and men.

Nevertheless, the intention to return to the special pension system eliminated in 2010 and
the proposed new special pensions jeopardize the sustainability of reforms initiated earlier
and could generate new m@ssures on social security budget deficithe new legislative
proposals introduce new rules, ensuring better conditions for early retirement and generous
computing formulas based on the salary earned before retirement (instead of formulas based
on contrbutions generally applied in the pension system, taking into account salaries earned
during the entire career). It should be noted, however, that the unitary pension system
currently applied provides better conditions for some categories of workers, irerotd
compensate for particularly dangerous working conditions and shorter careers.

Thus, on 20 April 2015 it was issued a decree promulgating the law amending the Law no.
223/2007 regarding the status of civil aeronautical professional personnel indthewation in

Romania reestablishing the service pensions and stating that pilots and aircrew receive service
pension amounting to 80% of average gross wage in the last 12 months of activity, preceding

?’The value of a pension point as previously estabtise Law 19/2000 was updated by indexing with

at least the inflation rate, but the pension point value could not be less than 37.5% of the gross average
wage used for drafting the social security budget, startifigldnuary 2008, respectively, not lessuth

45% of the gross average wage used for drafting the social security budget, starting®wiamuary

2009.
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the month in which they demand for retirement. THeaw 223/2015establishes military
pension schent®, the main objective being the reconfirmation of military pensions system,
considering the special status of the military, the soldiers, and gradation professionals, the
police officers and other employee$ the defense system, public order and national security.
This change will basically imply the reoccurrence of the provisions of the Law no. 164/2001
regarding the military pensions which was repealed éhJanuary 2011 with the entry into
force of Law n0263/2010 on the unitary public pension system. Civil servants and employees
of Parliament(Law 215/2015)as well as diplomatic and consular st@fdw 216/2015ill also
benefit from the special pension legislation. Thaw 215/2015assures the reintroduction of
increased pensions for employees of Parliament stipulates that at the retirement age, these
categories of employees with a contribution of 30 years, of which at least 14 years in the
structures of Parliament, will receive s@e pensions amounting to 80% the average gross
income in the last 12 months before retirement. In addition, employees with more than 14
years seniority will receive 1% of the average income calculated for each additionaFgear.
period of 414 yeardn Parliament structures, service pension amount will be reduced by 1% for
each year missing from the age of 14.

Another newly introduced category of special pensions, according to the initiative that
amended the Statute of parliamentarian, is the one #@puties and senators who will be
entitled, upon request at the standard age for retirement and after the exercise of their
mandate to a monthly allowané&for parliamentary work, which will be based on the number

of mandates, this indemnity applying aldo those which no longer have the quality of
parliamentarian. The legislative proposal for amending and supplementing Law no. 96/2006 on
the Statute of Deputies and Senators which provides special pensions for parliamentarians was
adopted on 16 June 201& the joint meeting of the plenary of the Chamber of Deputies and
the Senate, the Government previously giving a negative opinion on this draft legislation, using
as argument the IMF agreement. The draft law must be enacted by the President of Romania,
however.

8 The pension calculation base is the average of all gross revenues of 6 consecutive months in the last 5
years of activity. On the average obitad it will be possible to add an increase of no more than 15%,
and the amount of the pension is 80% of the calculation base. The law provides that pensions for
military, police and officials with special status established under other laws being curtemtér
payment for which recalculation are made, will remain the same, if the current one is higher than that
resulting from the application of the new law, or it will increase if the new conditions are more
favorable.

»The amount of the allowance is liad for 3 mandates and is the product obtained by multiplying the
number of months of mandate allowance with 0.55% of monthly gross allowance realized in the
previous month before the retirement request. For incomplete mandates, the allowance is calculated
proportion to the actual exercised mandate, but not less than 6 months of parliamentary activity.
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Thus it can be noted that a reduction of the link between pension contributions and future

accrued pension rights which has the potential to generate a negative impact ortdong
sustainability of the pension system, especially since other prafeskigroups will be also

encouraged to push for the restoration/establishment of privileges.

Figure23: The evolution of the average pension (lei) in the peri@gd01-2014
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In 2014, the average monthpyension was 846 lei, higher by 5.09% over the previous year, as a

result of the pension point indexation by 3.78%espectively by 28.6 lei. Pensions paid from

the social insurance budget were situated at an average level of 845 lei, while those for
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average equal to 2,600 lei, /6% more than in 2013. It is worth noting that the average
monthly pension corresponding to beneficiaries from defense system, public order and national

security increased by approximately 32.4% during 28004, subsequently the recalculation

accordingto Law no. 119/2010 and Government Emergency Ordinance no. 1/2011, even in the

%For 2014, lhe 3.76% increase of the pension point was determined based on the average inflation rate

in 2012 (3.33%) plus 0.43%, representing 50% ofré¢laé growth of the average gross wage from the

same year. Thus the pension point value increase in 2014 from 762.1 lei to 790.7 lei
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circumstances that the initial forecasts indicated a decline in the value of these pensions after
applying the contribution principle.

Figure24: Socialsecurity expenditure as a share of total budgetary revenues in EU28
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In the year 2014 Romania dropped one pf@®mpared to 2013egarding the share of social
security expenditures in total revenues, placing in the second half of the EU member states
ranking. However, even this category of expenditbas a lower share in total budget revenues
compared to the EU averagi,registered a significantly higher level compared to the social
contributions collected.

The Fiscal Council notése manifestation ofan obvious trend reversing the pension reforms
designed to ensure longerm financial sustainability and even a worsening of the situation
regarding the granting of special pensions and plead strongly in favor of maintaining the
progress made in recent y&s both in terms of the principles introduced (exclusive use of the
principle of contribution in determining the pension value) and in terms of strict compliance
with the LIS y" & An@leytafiohh mechanism as introduced by the new pension law.

111.4.2. Goodsand services expenditures

The execution of goods and services expenditures net of the impact of compensation schemes
registered a lower level than the one envisaged in the draft bud@e27 billion lei), exceeding
however by 2.1 billion ldhe level casidered in the Fiscal Strategy for the peri2@l42016

3placed on 2" postion out of 28 countries.
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respectively37 billion lei. Initially estimated at 39Willion lei, the final amount of this category
of expenditure,reached a level 089.1 billion lei, namely 5.86% of GDP, lower by 0.14 pp
compared to the year 2013.

Figure25: Goods and services expenditur@s2014 pillion lei)
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Expenditures on goods and services were revised upwards during each budget amendment
introduced in 2014, the latest Government estimates indicating higher spending by about 2.1
billion lei compared to the draft budget even if, unlike the previous yearsctheback tax
receipts were included in the initial budget, as this category was used in the past as a source to
finance additional spending on goods and services. The motivation for these changes was not
explained by the Government in the substantiatiootes accompanying the proposals for the
budget revisions and the final execution has recorded an even lower level compared to initial
estimates by about 0.3 billion lei. It is worth mentioning that the execution of this expenditure
category was affected byhe implementation of a swap scheme for clearing outstanding
obligations to the budget amounting to a higher level than the one included in the budget
revisions, but the details of these schemes were not accurately defined.

It is worth to mention also that in 2013 theategory of spendingvas significantly affected by
the implementation of EU Directive 7/20%¥lon combating late payment in commercial

¥Thisstatesi KI & aO02y iNI OGd 06S06SSy 7TANNMS asagehe mle, BINE JA R
cn OFfSYRIFNJ RFegadé Ly FTRRAGAZ2YZT Al aK2dAR 0SS L
transactions for the supply of goods and services by enterprises to public authorities, rules to establish,

in particular, payment term that do not normally exceed 30 calendar days, unless the contract
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transactions that involved a financial effort of 2.Blion leiwhile the impact of this measure in
2014 was only of 0.44 billion lei. Thus, although compared to 2013ytloels and services
expendituresnet of the impact of compensation schemes grew only by 2.1% BtHlidh le), if
we eliminate the impact of the apigation of Directive 7/2011 which had a significant but one
off effect on this category of expenditure, the increase is about 8.2% (#liézh lei), superior
to the nominal GDP growth (+ 4.56%).

The Fiscal Council notes that this budgetary aggregatmsee be very difficult to control. If in
2011-2013, the initial programmed level ofjoods and services expenditurdgas been
significantly exceeded, this development being partly explained by the clawback tax receipts,
not included in the initial budgetn 2014 the execution has registered a level close to the draft
budget, despite the projected major increases on the occasion of the budget revisions

Tablell: Evolution of goods and services expenditures in the perk@ll 1-2014 pillion lei)

First . Second Budget
: " L First . Second .
Fiscal Initial revision compensation revision compensation execution Swap
Strategy | budget | (without P (without P (without | execution
scheme scheme
swap) swap) swap)
2011 | 2854 28.62 29.32 29.98 0.13 31.64 0.13
2012 | 31.26 3174 32.78 0.25 3318 0.50 34.04 0.41
2013 | 33.88 37.25 39.27 0.50 38.52 1.00 38.30 0.28
2014 | 36.97 39.36 40.19 0.22 41.50* 0.28* 39.10 0.49

Souce: Ministry of Public Finance
* The amounts relate to the third revision.

TheFiscal Council appreciates there are serious deficiencies in the budgetary programming, the
credibility of the initial estimates regarding the trajectory of this chapter of expenditure being
seriously affected given the historical developments and alsack of transparency, as the
projections for this category afxpenditureswere not accompanied by explanatiopsstifying

their evolution In this regard, the Fiscal Council recommends the inclusion in the substantiation
notes accompanying the draft budgetr the budget revisions of detailed explanations to
support the forecasted dynamics of the goods and services expenditures as well espibst
explanations to be included in the half year/annual reports elaborated by the Ministry of
Finance, detailinghe causes that led to deviations from the programmed level, especially if
these are of significant amplitude. Such an approach is more than necessary as the main driver
of the fiscal adjustment projected for 2015 is reducing goods and services expesdiyf®23

expressly provides otherwise, which must be objectively justified by the nature or by the specific
features of the contract, but not exceeding, in any case, 60 calendar days.
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pp of GDP, the estimated dynamics of this expenditure category in nominal terms being only
1.6%, significantly lower than the projected dynamics for nominal GDP (+ 5.75%).

[11.4.3. Public investment expenditures

Investment expenses includagcording to the budget classification, capital expenditures {non
financial assets), projects funded by external pastession grants, expenditure for
reimbursable programs, capital transfers and other transfers related to investments.

Compared to the preious year, in 2014, public investment expenses, considering all budget
items of this category, including swap compensation schemes, increased in nominal terms by
2.4%, respectively from 31.6 billion lei to 32.4 billion lei in cash standards, the grotstinra

real terms being 0.6% (their share of GDP diminished from 4.96% to 4.85%). Compared to the
previous 5 years, the execution of investment spending recorded in 2014 the lowest level as a
percentage of GDP, the difference between the average from 2008 and 2014 being very

high, respectively-1.34 pp of GDP or abouR1.6%, the reduction of investment spending
representing in fact a way of achieving the shientm fiscal targets, but with possible negative
effects on the medium and long term.

Moreover, the analysis of the actual execution compared to the planned investment
expenditures from the initial budget or established through revised budgets during-20142
reveals constantly significant deviations, as the executions are invariably below tmaest of

the initial and the revised budgets and the negative gap between the initial and the effective
amounts of investment spending as a percentage of GDP in 2014 reached the highest level over
the last three years (1.11% of GDP in 2014 compared t&gative gap of 0.84% of GDP in 2013

and one of 0.32% of GDP in 2012).
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Figure26: Investment expenditures ire014 million lei)
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Moreover, it is worth noticing that in the initial budget for 2014 it was intended to maintain the
same approach of the previous year regarding the financing of investment spending,
respectively limiting the allocations from the state budget in favor afjgnts financed from
European funds. In this respect, for the 2014 budget it was envisaged a bigger share of the
external sources (by increasing EU funds absorption) in the total investment expenditures,
respectively, reducing the share of internal sourgespital expenditure), a correct and
welcomed approach in the opinion of the Fiscal Council, thus freeing financing resources that
could be used for fiscal consolidation or other purposes.

Nonetheless, the initial plan to substitute capital expenditungth non-reimbursable European
funds did not function neither in 2014, investment spending being by 7.4 billion lei lower than
the amount estimated in the initial budget (respectively by 1.11% of GDP), mainly as a result of
the underachievement of revenudsom external postaccession funds b¥.6 billion lei (about

- 0.84% of GDP).

In 2014, the capital expenditur@et of the compensation schemes impaetere projected in

the initial budget at a slightly higher level (by about 330 million lei) comparéd tve actual
spending from the previous year, but the final execution registered a decrease of the capital
expenditures by approximately 650 million lei compared to the initially programmed level
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(-3.62%), respectively by about 300 million lei ésvthan in 2013-(.81%).It should be noted

that during 2014 there was a change in the accounting treatment for the transactions of the
sale of goods from the state reserve (with a symmetrical impact on revenue and capital
expenditure of 917.2 million Igiand after adjusting for this factor, the decrease in capital
expenditures was approximately 1.56 billion lei compared to the initial progr8m8%) and
about 1.2 billion lei{7.06%) compared to the level registered in 2013. It is noteworthy that the
swap scheme decided at the budget amendments that should have affected this category of
spending by 400 million lei was not observable in the final execution from 2014.

Figure27: Capital expenditures ir2014 pillion lei)
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The projects financed by poeatcession external funds (NREF), although higher compared to
2013 (+0.7illion le) had an evolution far below expectations, being significantly lower than
the level projected in the initial budgetH.6 billion le)), representing the main cause of the
major underperformance of the investment spending. Although this underperformancexbad
impact on the deficit, as the decline of investment projects implied savings in terms- of co
financing and ineligible expenditure, the failure in European funds absorption induces negative
effects on economic growth both in terms of direct effects (tkduction of public investment)

as well as propagated effects, while there are also major risks regarding the disengagement of

73



these funds. In fact, the EC assessment of progress irf2€tated that although the structural

funds could contribute significdly to the financing of the major investment projects, the
project implementation continued to face major obstacles and energy and transport
AYFNI a0 NHzOGdzNBE O2y GAydzSR (2 KIFYLISNI w2YlFyAl Q&

Missing the target for the projects funded lexternal postaccession grants is correlated with
the EU funds absorption rate, for which the underachievement of the revenues in 2014
compared to the initial budget was8.7 billion lei {0.56 % of GDP). Expenditure regarding the
projects funded by reimirsable programs that have a very small share in the total investment
outlays were at the level programmed by the second budget rectification, and slightly above
that of the third budget amendment (by 15 million), but represents only 54% of the initial
budget projection, respectively 68% of the achievements of 2013.

Figure28: Projects funded by external post Figure29: Expenditure funded from

accession grants i8014 pillion lei) reimbursable funds irR014 (illion lei)
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From another perspective, considering the average spending for public investment as a share of
in GDP over the last decade, Romania ranked second among EU member states (after Estonia),
while in terms of the share of public investment in total budget rexesiRomania ranked first,

but the infrastructure quality places our country on the penultimate position within the same
group of countries (surpassing only Bulgaria). Thus, according to the Global Competitiveness

¥ Country ReporRomania2015 Including an i-Depth Review on the prevention andcorrection of
macroeconomic imbalancgsC, Bruxelles, 26.2.2015 SWD(2015) 42 final.
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Report 20142015 Romania is ranked on th&®Bpositior™ (out of 144 countries) in terms of
the overall quality of infrastructure, respectively on the f2dosition™ (out of 148 countries)
regarding the quality of roads.

Figure30: Public investment expenditures and infr&sicture quality
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Clearly, there are high efficiency reserves regarding the use of public funds allocated to
investments and the Government initiated during 2041®8larch 2014 a reform of theublic
investment management which was welcomed by the Fiscal Council. Unfortunately, the new
legal framework is not fully operational and the envisaged projects prioritization is not yet
realized. The Fiscal Council advocates for the effective apphcafithe new legal framework

3 A better position compared with the assessment in Global Competitiveness Repor2@048&lace
106/148).

% A position ahead compared with the previous report (145/148).

%1n accordance with the requirements of the new legal framework, prior to approving the budget, the
MPF is obliged to present to the Government the list of prioritized sogmf public investment projects

to be financed through the state budget, which are selected according to opportunity, economic and
social justification, financial affordability, period remaining until the completion of Romania's
commitments to internatioal financial institutions.
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and notes that the reform of the public investment management is currently still in an early
stage. Moreover, considering the developments from 2014, we can conclude that the reduction
in investment spending was not due onlyftscal consolidation purposes, but seems to reflect
an administrative inability to perform the planned investment projects, especially in the case of
those funded by external grants.

111.4.4. The contingency reserve funand the intervention fund at Govely YSy (i Q&
disposal

According to the Public Finance Law no. 500/2G0f¢cle 30 paragraph (2}he contingency
NBEaSNIBS FdzyR |0 D2@SNYyYSyidQa RAALRalt Aa |ff2
FYyR 20t 3J2@0SNYYSy(asz sian$ th ance2genD@ @rfolelednS v (i Q a
expenditures incurred during the year. The legal framework provided by the Law no. 500/2002
specifies only in general terms the allowed allocations from the contingency reserve fund
(respectively for "unexpected or uegt" situations) without explicitly specifying the categories

of expenses that can be undertaken from this fund or the allocations amount, thus providing
space for discretionary and ndransparent allocations. Moreover, both the Fiscal Codhcil

and the Cart of Accounts have repeatedly called for the legislative clarification of the allowed
destinations for the allocations from the contingency reserve fund and also for the manner of

use, but these demarches have not changed the legal framework in theedesinection.

During the recent years, the Government issued a series of emergency ordinances that
established the use of money from the contingency reserve fund beyond the framework stated
in the Public Finances Law no. 500/2002. Thus, also throughddt @@ny derogatiorié from

the provisions of article 30 paragraph (2) and/or (3) of the Public Finance Law no. 500/2002
were issued, thus allowing the allocation of funds in order to finance expenditures related to
several fields, including cultural, rebgis, sports and health both at the central and local level
that cannot be provided from the approved budget. In addition, derogations were granted to
the Ministry of National Education for universities to pay court decisions having as object salary
related rights, to the Ministry of National Defense for paying the contracted equipment and
logistics support elements for equipping the army. Moreover, as in the previous years, the
Government has initiated emergency ordinances which provided the possibiliélaafating

funds from the contingency reserve fund to pay arrears; in 2014bieeficiaries of these

37 See annual Reports for 2010, 2011, 2012 and 2013.

¥ GEO No. 2/2014, GEO No. 8/2014, GEO No. 27/2014, GEO No. 32/2014, GEO No. 52/2014, GEO No.
57/2014, GEO No. 58/2014, GEO No. 65/2014, GEO No. 69/2014, GEO a4, T@ED No.
83/2014, GEO No. 88/2014, GEO No. 92/2014.
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exceptions were the Ministry of Health, the Ministry of Justice and the Ministry of Transport.
Although clearing the state outstanding payments towards ¢conomic agents is an important
element for improving their liquidity position and for promoting economic growth, the
allocations from the contingency reserve fund for this purpose can be justified only on the short
term. In the medium term, the solutiois to improve the budget programming process and to
find viable solutions for eliminating the structural causes that lead to the accumulation of
arrears.

¢Kdzaz A0 Aa y20SR (0KS D2@SNYyYSydQa NBLISIFGSR |
Law no. 50000 setting out uses of the contingency reserve fund that cannot be classified

as urgent or unforeseen expenditures. Although the reduction of arrears or the payment of
enforceable titles represent valid objectives, they should be included in the draftiget or

during budget revisions at the corresponding expenditure items, and they should not affect

the contingency reserve fund.

The utility of a contingency reserve fund lies in the flexibility given to the Government regarding
the annual budget execution, particularly for covering urgent or unforeseen expenditures. The
opportunity of including a contingency reserve fund into tlengral budget is confirmed by the
literature on budget programming, which also highlights the necessity of finding a balance
regarding the dimension of such a fund. Thus, a too low level of the contingency reserve fund
might be insufficient to cover unfoseen expenditures, while an oversized fund might grant
622 YdzOK LI226SN) F2NJ G0KS FdziK2NAGASE G2 YI 1S
approval.

The Court of Accounts, in its Public Report for the year 2id&Btified the followingproblems
regardng the use of the reserve funadversizing budgets during the budgetary programming,
while the amounts not spent were used for supplementing the contingency reserve fund, the
lack of cleaand formalized criteria for classifying the expenditures that barfinanced from

the contingency reserve fundmalfunction of the internal control systemshe absence of
control by the MPF to verify the degree of achievement of the final objective provided by the
law through which the reserve fund has been allocatédvas also found that there were no
significant changes in the legislative process through which money from the reserve fund are
allocated and also considering how their distribution and utilization are performed, the
situation being similar to the previrs years, respectively by letting at the discretion of the
AYAGALFG2NE 2F D2dSNYyYSyiaQ RSOAarAz2yada GKS SEL
expenses to be financed from these fund@lbus, thecontingencyeserve fund was increased by
about 5 timesduring the financial year 2013 compared to the initial budget, by allocating
significant amounts for uses that cannot be classified as urgent or unforeseen expenditures
(such as supporting cults or some investment objectives without a motivation forubg@ncy
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over other pending investment objective®).KS [/ 2dzNIi 2F | OO02dzyGia NBLR!
O2yiAy3aSyO& NBASNWBS FdzyR i D2@SNYyYSyiQa RAAL
was created, which gave the possibility to be used in certéiratsons without transparent

criteria, as a way to supplement the budgets of authorizing officers, without the need of
AyOfdzZRAY3 (GKS Etft20FGA2ya Ay (GKS 060dzR3ISG FyR |

This report studies the use of the contingency reserve fudd aD2 @S NY YSY 1 Q& RA & L.
HamnI oO0FaASR 2y (GKS D2@SNYyYSyiQa RSOAA&AAZ2YA L
allocate amounts from the budget reserve fund to line credit officers and to specific
destinations.

Figure32 Number of Government decisions

Figure31: Total contingency reserve fund ) )
regarding contingency reserve fund

allocations(billion lei)

allocations
450 - 403 - 2.5% 10 -
400 | 99
2.1%
L9 100 90
350 | 2.0%
300 80 -
58 66
2.58 s -
] 2.87 . 40 59

230 L% %213 60 - 56 58
200 | 075 g 0:22 175 2 - 3

1.56 1.0% 0.7% =~ 10% 20 39 138
150 | 1.38 B 40 -

0.58 0.7% 0.95 / 14
1007 % E § 0 - 0.5% 20 | LE =L 33jll 35 44 - 50

n

050 | B [ n e 25

: d b 0.0% 0

T A
2007 2008 2000 2010 2011 2012 2013 2014 2007 2008 2009 2010 2011 2012 2013 2014
. Central Local = Share in total expenditures B Central © Local

SourceCA a O £ / 2 dzy GaséddD 2 @ISING dzfSly il QAY R ©é&chndidgengyd NB 3 |
reserve fundllocations

Accordingli 2 (1 KS D2 @SNy n2914 theie wer§ &lacatdd Fryha theontingency
reserve fund approximately 1.75 billion lei (0.7% of the total), of which about 1.1 billion lei to
the central administratin and 0.65 billion lei to the local authorities. Compared to the previous
year, the allocations from the reserve fund have increased by around 795 million lei,
respectively by 83.68%opn the account of bigger transfers to the local authorities by 494
million lei, while the amounts directed to the central administration augmented with almost
300 million lei.
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In 2014 it can be noticed a deterioration of the contingency reserve fund use that indicates a
change in the government behavior compared to the 20R013 period in terms ofthe
amounts spent, as well as considering the number of Government decisions promoted in order
to allocate money from the reserve fund@his situation might be put in the context of the
election year, but can be explained also Ihe tlessening of the constraints on the public
finances position, as the budget deficit was significantly lower than in the previous years, while
the space of maneuver that the Government had for meeting the fiscal targets was relatively
higher.

In 2014, 18.3 million lei were initially allocated trough the State Budget Law that represents
approximately 9.6% of the final expenses from this fund. The amount initially approved by the
Parliament is permanently modified during the budgetary year, this situdteng possible as a
result of the expansion of the reserve fund by cancelling budgetary credits from some of the
authorizing officers. This practice makes it more difficult to track the amounts spent from the
contingency reserve fund and constitutes an gigdthal argument for the discretionary nature

of the formation and utilization of this fund.

Figure33: The Beneficiaries of allocations from the contingency reserve fund (% of tota
allocations)

2013 2014

M Ministry of Regional Development and Public

Administration
Ministry of Health

Ministry of National Defense

B General Secretariat of the Government

B Administrative-territorial units B Ministry of Education and Scientific Research

m Ministry of Internal Affairs Others

Source: Fiscdl 2 dzy OAf Q& OF f OdzAf F GA2ya ol aASR 2y D2@SNy"®
reserve fund allocations
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In 2014, asshown inFigure 33 the mainbeneficiaries of allocations from the contingency
NBEaSNIBS TFdzyR (i (KS D2 @S NY YrilesimMida share L3208 df £ & S N
the total amount spent from the reserve fund, the Ministry of Regional Development and Public
Administration that received 25% of allocations, the Ministry of National Defense (16%) and the
General Secretariat of the Governmg10%). In 2013 the largest allocations from the reserve
Fdzy R G G0KS D2@SNYyyYSyiQa RAaLRalf gSNB RANBOI
Public Administration (34% of total), the Ministry of Health (32%, mostly to pay arrears) and to

local adhorities (14%). Analyzing the allocations during the last 2 years, it is noted that the

main beneficiaries are represented by the administratiegitorial units with 640 million lei in

2014 and 133 million lei in 2013 and the Ministry of Regional Dpusnt and Public
Administration with 437 million lei in 2014, respectively 321 million lei in 2013.

Considering the international best practices in the field and the Court of Accounts
conclusions, the Fiscal Council considers as absolutely necessaryntpé&ermentation of
urgent measures to amend the legislation that regulates the contingency reserve fund use,
reiterating the recommendation on the explicit identification of expenditure that can be
made from the contingency reserve fund and a higher transpacy, including through
reporting on a regular basis to the Parliament about the use of this fuiithus, detailing the
contingency reserve fund allocations, presenting the conditions and criteria of allocations and a
breakdown between line credit officerare required. The Fiscal Council also recommends
limiting the amounts that can be distributed and used from this fund as a share of total
budgetary expenses, a level of 1% being apparently adequate fourtient expensesgiven

the previous developmentdvoreover, the reserve fundpplicationshould be accompanied by

an increase in transparenay possible by implementing the principles outlined in the IMF
Manual on Fiscal Transparency.

According to article 30, paragraph (4) of the Public Finance Law no. 500/2002, the intervention
NBEaSNBS FdzyR |4 D2@SNYyYSyiaiQa RAALRalLt Aa | ff:;
authorizing officers of the state and local budgets, to finance urgependitures designed to

eliminate the effects of natural disasters and to support the individuals affected. If the possible
destinations of the allocations from the contingency reserve fund can be interpreted
differently, in the case of the interventio¥ dzy R GKS | ff20F0A2yaQ RS
indicated in the law, the existence of such a fund being fully justified. During a year, this fund

may be increased by allocations from the contingency reserve fund, depending on the needs
regarding the amonts that are necessary for the removal of the effects of natural disasters. In
HaMnY GKS FYy2dzyda +FEt20F0SR FTNRBY (GKS AydSNBS
amounted to approximately 307 million lei and their destinations are in accordance keth t

Public Finance Law.

80



[11.5. The public debt

The interest expenses decreased in 2014 by 556 milliomdspéctively with 5.2) compared

to 2013, their share in GDP decreasing from 1.69% to 1.53%, in the conditions of a 4.6%
nominal GDP advance. Thedirvalue of this expenditure chapter was lower than projected in
the original budget by 1024 million lei (0.15% of GB4¥#a result of the significant decrease in
financing costs recorded in 2014 while the full manifestation of this effect on interesinsege

will take place in time, as debt issued in the past will reach maturity and will be refinanced at
the more favorable current costs.

The public debt continued to rise in 2014, but with a higher ghea in 2013 its share in GDP
increasing, accordingp ESA 2010 methodology, to 39.8%om 38% at the end of 2013,
despite of a lower budget deficit in 2014, compared to 2013, respectively 1.5% of GDP and of
lower interest paid for contracting loans. The growth rate of the public debt increased,
comparedto the 0.7 pp of GDP advance in 2013, due solely to the additional raise of the
Treasury reserves to finance in advance the budget deficit and to the increase of the buffer for
protection against the manifestation of adverse conditions in the financiakets. The role of

this buffer is to provide in advance the financing needs and its establishment is undoubtedly a
cautious approach, but the size of such a fund should be carefully evaluated considering the
significant interest expenses arising from swachtrategy. According to national standards, the
public debt increased to 44.1% of GDP at the end of 2014, compared to 42% in 2013 and 41% in
2012.

The average interest rate paid on public debt declined from 5% in 2013 to 4.44% in 2014, and
this decline sbuld continue in the coming years given the much lower current expenses for
debt refinancing and the relatively low average maturity of the public debt. The cost of
attracting new resources in national currency registered a positive development inZI143

the government bonds yields dropping significantly compared to the level of about 6% at the
end of 2012, as a result of the inclusion of the bonds issued by the Romanian State in the
calculation of the GBEM Global Diversified index series by JP Magrgenwell as due to
reaching the fiscal targets and a liquidity surplus in the financial markets. Also to this
development has contributed the decision of the rating agency Standard & Poor's which
included Romania in the category of investment grade caastsince July 2014. Considering

the conditions of the end of 2014, it can be obseahea decline in bond yields for those with
short-terms maturity (less than 1 year) at about 286, well as for those with longéerms
maturity (over 5 years) at about 2.8%hese halving within 12 months, while for the-§0ars

term the financing costs decrease is lower, i.e. up to a level of about 4%, compared to 5.3% at

**The Gross Domestiedluct for 204: 666,63 7billion lei.
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the end of 2013. Regarding the cost of attracting new resources in foreign currency from the
external narkets, the state was able to finance itself cheaper in 2014 compared to 2013 for the
issuances of the government bonds denominated in euro, the yields obtained were 3.7% in
April 2014, and respectively 2.97% in October 2014 compared to the levels of.a%éb in the
previous year, while those denominated in U.S. dollars, the cost increasing to 5.02% in January
2014 from 4.5% in February 2013

Figure34: The evolution of financing costs in national currency in the peri2@11-2014
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Source: National Bank of Romania

The central administration defftrepresented at the end of 2014 95.04% of the total public
debt, compared to 94.4% in 2013, while local debt represented only 4.96%, slightly decreasing
from the level of5.6% registeredn the previous year. Government bonds have the largest
share in total debt, cumulating 36.6% of the total (compared to 38.9% in 2013), followed by
state loans which represents 26.2% (compared to 31.2% in 2013) anebends with 23.9%
(compared to 18.2%n 2013), while the treasury bills provided 3.8% of total public debt
financing (compared to 4.1% in 2013). Thus, two trends can be noted in the management of
public debt: on the one hand, a higher proportion of maturing debt is refinanced through
financal markets, being preferred longer maturities, while the attracted amounts from external
markets experienced a significant increase in the desire to diversify the sources of funding, but
also to strengthen the international reserves.

9 According to the national methodology.
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Regarding the maturitgtructure of government securities newly issued in 2014, the trend of
attracting longerterms resources initiated in last year continued. Therefore, the treasury bills
with maturities lower than 1 year totals only 11% of new loans in 2014, while the sfiare
funding over longer periods advanced significantly compared to -2002, the bonds with
maturities longer than 1 year accumulating 89% of the new loans. Under these conditions, the
average residual maturity of government securities issued on domestiket increased in
2014, compared to 2013 (to 4.39 years from 3.52 years). Increasing the share oftlermger
state financing was favored both by lower yields, excess liquidity in the financial markets as well
as an improved risk perception regarding Raoma.

The debt structure by currencies reveals a slight increase in the share of loans in national
currency to 45.05% in 2014 from 44.3% in 2013, while the euro financing registered a slight
decrease to 45% of total in 2014, from about 46.2% in 2013dé#ntared intention for the next
period of Ministry of Public Finance being the increase of the amounts in national currency
attracted from the domestic market. The loans contracted by the state from the U.S. market
increased the share of dollar funding f06.5% in 2013 to 8.8% in 2014, under the conditions

of materializing the intention to diversify the public debt financing.

In order to forecast the future evolution of the public debt in the coming years, its dynamic as a
share of GDP can be expressedhs/following formula, derived from the budget identity.

[ [

e PR

|

< 4

Where d; is public debt stock at time ¥ represents nominal GDP at timeph: ¢ is primary
deficit at time t,sfa - stockflow adjustments atime t, and

Wherer - real GDP growth rate during timeit,g interest rate at time t and\; - inflation rate
at time t.

The above relationship shows that public debt as share of GDP at time t depends on its weight
in the previous period adjusted by the difference between the real interest rate and the
economic growth rate, plus the consolidated general budget primary deficit expressed as
percentage of GDP. In case of a real economic growth rate higher than the real insgeckirr

the public debt, the latter, expressed as a percentage of GDP, will have a downward trend even
when the primary deficit equals to 0. It is therefore possible to reduce public debt as a
percentage of GDP even when the primary balance registersvaprisurplus lower than the
interest expenditure provided that the real economic growth is higher than the real interest
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rate of public debt. The coefficieritt can be seen as a real interest rate adjusted by the
economic growth.

Figure35: Contributions to changes in public debt as share of GDP in the pe2@t4c 2018

(given the implementation ofdraft revision of the Fiscal Code
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(respectively thePreliminary Autumn Forecast 201&hich include the additional economic

growth generated by the fiscal stimulus), adjuse® (G KS CA &0l f / 2dzy OAf Q&
the headline deficit generated by theew Fiscal Cod€ and the interest rate paid on the public

debt, and assuming for the period 202618 a stocklow adjustment equal to zero, we
calculated their contributins to the public debt variation as a share of GDP between 2014 and
2018. Thus, even if the Government considered when submitting the Convergence Programme

to the European Commission that the large fiscal loosening will have no impact on the budget
deficit, this being fully offset by the additional revenues derived from reducing the tax evasion,

the Fiscal Council, in line with the European Commission's approach has chosen to use own
estimates for the budget deficit, which further influence the trajectofyttee public debt in the

next period.

*1n forcefrom 10th September 2015The effective headline deficits estimated by the Figmlincil as a
result of implementing the mposed amendments of the new Fis€bde are 2.9% of GDP in 2016,
3.5% of GDP in 2017, and respectiv8it of GDP in 2018.
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In 2014 the largest contribution to the increase in the stock of debt was generated by the stock
flow adjustment (2.1% of GDP), exclusively as a result of the decisibhingdtry of Public
Finances to additionally ise the Treasury reserve®llowed by the real interest rate (0.87% of
GDP). The economic growth of 2.8% registered in 2014 has contributed to the reduction of the
debt-to-GDP ratio by 1.03 % of GDP, being higher than the real interest rate of 2.4% ,of GDP
involving thus a negative value for the coefficiént According to the baseline scenario, the
share of public debt in GDP in 2015 is projected to be below the level recorded in 2014, the
economic growth being the main factor acting in the sense of ceduthe public debtGiven

the application of the new Fiscal Code, the public debt will stabilize in the period-20%5
around the level reached in 2014 and is projected to reach to a level &aib. 2018,
compared to a downward trajectory in thabsence of the fiscal loosening packaghbus, the

main factor that will act to increase the share of public debt to GDP will be the primary deficit,
offset by the acceleration of the economic growth. On the other hand, in the absence of
changes proposedybthe new Fiscal Code, the balance of public debt would have continued its
downward trend, reaching a level 062% of GDP in 2018, due to acceleration in the economic
growth, but also due to a primary surplus of about 0.5% of GDP.

The above results depdrto a large extent on the forecasts used for the real interest rate and
for the real GDP growth raté\ higherthan-expected real interest rate would involve additional
costs for public debt financing and may lead to an increased public debt as a shatePof
Furthermore, a lower economic growth rate may cause an increase in the public debt ratio to
GDP compared to the initial forecasts. Considering the uncertainty associated to the forecasts,
a sensitivity analysis is appropriate in order to assessirtigact of changes in the variables
used for assessing the development of the public debt.
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Figure36: Scenarios for the evolution of public debt (% of GDP)
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According to the baseline scenario, the public debt will be stable between-20158 at around

40% of GDP, reaching at the end of the period a level of 40.8% of GDP, considering also the
implementation ofthe proposed amendments to the Fiscal Code. In an optimistic scenario,
characterized by an economic growth higher than projected by 1 pp and a real interest rate
lower by the same amount, a reduction in the public debt up to 37.8% of GDP will be observed
in 2018. On the other hand, if considering a pessimistic scenario, according to which the real
GDP growth rate decreases by 1 pp, in conjunction with an increased real interest rate by 1 pp,
the public debt as a share of GDP will reach a level of 438#@wer level, but relatively close

to the threshold of 45%, defined by the Fiscal Responsibility Law no. 69/2010 with subsequent
amendments. The aforementioned Law was amended at the end of 2013, one of the changes
being represented by the introduction ofi¢ public debt thresholds which trigger actions from

the Government. Thus, if the public debt exceeds 45% of GDP, the Ministry of Public Finance
presents to the Government a report to justify the debt increase and presents proposals to
maintain this indiator at a sustainable level; if the public debt exceeds 50% of GDP, the
Government shall freeze the total expenditures for the public sector wages and eventually
adopts additional measures to reduce the public debt; if the indicator is above 55% of GDP the
total social assistance expenditures of the public sector will be automatically frozen. All these
new provisions are aimed at preventing the situation in which the public debt would exceed the
60% of GDP threshold, stipulated in the Maastricht Treaty.
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The Fiscal Council considers that the next period corresponding with the upturn in the
economic cycle should be used to reduce indebtedness, as the current trajectory of the public
debt development as share in GDP could lead to an excessive accumulatioimexbhilities

that would become fully visible in a future descending phase of the economic cycle. One
relevant example in the sense of the potential for a rapid growth of public debt in the context
of adverse cyclical developmergsnultaneouslywith high structural deficits is Romania itself,
which in 2008 recorded a debt level of only 13.2% of GDP. Other examples of rapid growth of
public debt in the context of prolonged recessions are provided by Croatia (38.9% of GDP in
2008, 85% of GDP in 2014) andl&nd (32.7% of GDP in 2008, 59.3% of GDP in 2014). In
addition, a further increase in the public debt above 40% of GDP could become problematic
given the current level of development of the economy and also due the limited capacity of
absorption of the lgal financial markets.
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I\VV. The absorption of EU funds

In the period 20072013 as it appears from data provided by the Ministry of European Funds
(MEF), Romania has been allocated structural and cohesion EU funds amounting to 19.2 billion
euro to which is added 13.8 billion euro in the Common Agricultural Pdlioprdinated
through the EU cohesion policy, the cohesion and structural funds are financial instruments
(Cohesion Fund CF, European Regional Development FqriERDF, European Social Fund
ESF), designed to eliminate economic and social disparities between regions, tsup o
convergence of member countries, increasing competitiveness and employment. Considering
these aspects, this report examines the absorption of EU funds in Romania considering only the
structural and cohesion funds.

Considering the obligation of Mdmer States to contribute to achieving Europe 2020 strategy
objectives, each country draws up a National Reform Programme (NRP) which transposes the
EU's overall objectives into national targets and which is transmitted together with the Stability
and Convegence Programnfé, both programs being integrated into the national budgetary
plans for the next three years. Each Member State is faced with different economic
circumstances and implements the overall objectives of EU in national targets by national
reform programs, a document containing policies and measures in support of smart,
sustainable and inclusive growth, high levels of employment and achieving the targets set by
the Europe 2020 strategy.

In the 2014 NRP submitted by Romania to the European ComomissApril 2014, there are
defined the reforms and development priorities for a period of 12 months (from July 2014) and
the identified measures and directions for actions to facilitate the access to European funds in
the programming period 20322020 andincrease the absorption capacity of structural and
cohesion funds.

The annual assessment prepared by the European Commission (June 2014) regarding the
progress projected by the National Reform Programme 2¥evealed several factors that

2 According to the preventive arm of the Stability and Growth Pact, EU Member States must submit to
the European Commission (EC) Stability or Convergence Programs each spring. States that have adopted
the euro prepare and submit Stability Programs, and ¢éhdbat have not adopted the euro,
Convergence Programs.

*® European Commission (2014), "Assessment of the 2014 National Reform Programme and
Convergence Programme for Romania”, Commission Staff Working Document, Brussels, 02.06.2014,
SWD (2014) 424 final.
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contributed to maintaining the lowest rate of absorpti8hof EU funds in Romania, pointing out
that they may have a negative impact on the preparations for the new generation of programs
and their execution:
1 insufficient administrative capacity to manage programs andgmtsj
1 poor coordination between ministries, the factors responsible for sectoral policies and
funds management institutions;
1 precarity of the management and control systems and practices in public procurement.

In addition to these elements, the EU CourRécommendations of Julg", 2014 on the
National Reform Programme 2014 of Romania were also identified as having a negative impact:
1 the strategic planning and priority setting in the government policies, and the lack of
multi-annual budgetary planning ministries with major investment portfolios;
T institutional framework (multiple actors, overlapping responsibilities, etc.);
1 corruption and conflict of interest.

It should be noted, however, that in January 2015 compared to January 2014, Romania
registered a significant increase in the absorption rate of structural and cohesion funds,
respectively from 36.65% to 52.08%, according to data from the Ministry of European Funds.
Even in these circumstances, the absorbed funds are just over half of the fundsteadldor
2007-2013.

With the highest absorption rate (73.52%) for the Operational Programme Administrative
Capacity Development under an initial allocation of only 20on euros and the lowest rates
(45.40% and 45.02%) for the Sectoral Operational ”romes Transport and Environment
corresponding to the higher initial allocation (4.42 billion EUR and respectively 4.41 billion
EUR), Romania still faces major challenges in terms of the capacity to absorb EU funds.

Although the absorption rate remains mest in Romania, in the last two years progress has
been visible. Most of the increased absorption rate was for the Operational Programme
Administrative Capacity Developmetuy(50 pp), but the amount raised is small (147rhilion

EUR) considering alsogtow initial allocations. The Sectoral Operational Programme Economic
Competitiveness had an accelerated growth in the last two years, the absorption rate advancing
by 37 pp and the money spent amounting to 1,218m#flion EUR. Although the absorption

rate for the Sectoral Operational Programme Transport obviously increased (by 36 pp in the last
two years, reaching 45.40% in January 2015 compared to only 9% in 2012), it remains still one
of the least efficient operational programs, with only 2009:&dlion EUR spent by January
2015.

* Although, according to the document mentioned above, between June 2013 (when it was only 18.4%)
and December 2013, the absorption rate nearly doubled.
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Table12: Structural funds absorption by operational programs (million EUR)

Total .| Absorption
: Absorptio

allocations Payments A rate excl. pre

2007-2013 January 2015 Jan. 2015 financing

(cumulative) ' Jan. 2015

Total, out
of which: _ Pre_~ N Refunds
financing to EU

Regional 3,966.02| 2,297.14| 560.31 1,736.83 57.92%  43.79%
Development
Environment 4412.47 1,986.52 731.89| 1,254.64, 45.02% 28.43%
Transport 4 42593 2,009.34 -1 2,009.34] 45.40% 45.40%
Competitiveness 2,554.22) 1,462.11 243.93| 1,218.19| 57.24% 47.69%
Human 3,476.14) 2,015.15  624.14| 1,391.01 57.97%  40.02%
Resources
Administrative
Capacity 208.00 152.93 5.81 147.11| 73.52% 70.73%
Development
Technical 17023  83.47 141  82.05| 49.03%  48.20%
Assistance
Total 19,213.03 10,006.66/ 2,167.49 7,839.17 52.08% 40.80%

{ 2dz2NOSY aAyAaidNR 2F 9dz2NRPLISIYy CdzyRazX CAaolft [ 2

It can be observed a significant dynamic in the case of the Operational Prograechaical
Assistance, the absorption rate increasing by 30 pp, but the amounts drawn remains low (82.05
million EUR). With 1254.64nillion EUR payments, the Sectoral Operational Programme
Environment has increased the absorption rate by 27 pp in thetpeasyears.

The Sectoral Operational Programme Human Resources and the Operational Programme
Regional Development had a similar pattern, increasing steadily since the beginning, the
absorption rate advancing in the past two years by 26 and 23 pp and red&h8d% and
57.92% in January 2015, these programs still being the best programs in the absorption of
structural funds in Romania. Their absorption rate was exceeded in 2014 only by the
Operational Programme Administrative Capacity Development which wa2%3 but the

> According to GEO no. 64/2009, prefinancing is the amount transferred to the beneficiaries of
structurd instruments through direct payments or through indirect payment in the initial stage to
support start carrying out projects and/or the implementation thereof, as provided in the agreement/
decision/order financing between a beneficiary and the managinghaity/intermediate body
responsible/accountable to ensure the proper conduct of the projects financed under the operational
programs
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funds raised through this program are modest. Payments including January 2015 for
Operational Programme Human Resources Development and the Regional Operational
Programme (1391.01, respectively 1736r88lion EUR) were surpassed only by pays for
Sectoral Operational Programme Transport (2009r@ion EUR).

Compared to other new EMember Sates, according to the data released by the European
Commission, the absorption rate in Romania remains the lowest, being only 8632014
(58.7%in February 2015) after about eight years of EU membership, not by much than in
Slovakia, the penultimate country in this ranking, which recorded a rate of absorption of 60.1%
in 2014, and Bulgaria which registered an absorption rate of 65.5%.

Tablel3: Absorption of structural funds; comparison with other EU member states

. Total Total payments
all(;rcoz;?:)ns Payments Absr(;;gtmn glloca_tions /inth?;ant
20072013 2014 2014 /inhabitant 2014
20072013 for 2007-2013
billion EUR  billion EUR % EUR EUR
Lithuania 6.78 6.35 93.70% 2,279.85 2,136.22
Estonia 3.40 3.14 92.30% 2,578.04 2,37953
Poland 67.19 57.31 85.30% 1,74357 1,487.27
Latvia 4.53 3.70 81.70% 2,23856 1,82890
Slovenia 4.10 3.35 81.70% 1,99194 1,627.42
Hungary 24.92 19.01 76.30% 2,515.05 1,91899
Bulgaria 6.67 4.37 65.50% 916.13 600.07
Czech Republic 26.53 16.76 63.20% 2,52245 1,594.19
Slovakia 11.50 6.91 60.10% 2,125.06 1,277.16
Romania 19.21 10.82 56.30% 959.69 540.30

Source: Europea@ommission (structural funds) and Eurostat (population, 2013)
Note: The absorption rate calculated by the European Commission on interim payments and
pre-financing.

The low level of absorption is explained also by the blockages occurred in attrBctiogean
funds in 20132013. To minimize the risk of losing these funds, Romania and Slovakia have
received an additional year for drawing European funds for the financial yearZ@I®, until

the end of 2015.

**The rate of absorption of the European Commission is based on interim payments afiapieng
(it is slightly larger than the absorption rate based on paymémtseneficiaries published by MEF

91



Considering the EU funds allocated dividedtbg number of inhabitants, Romania is also
ranked on the lowest position between the new Member States of EU, reaching in 2014 540.3
euro/inhabitant compared to 2379.53 euro/inhabitant in Estonia or 600 euro/ inhabitant in
Bulgaria.

Figure37: Evolution of EU funds absorption rate: RomaniargusEU 28 average, 2007

February 2015 (financial exercise 20Q013)
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Compared to the EU 28 average, EU funds absorgt@formance in Romania remains low,
the level of absorption being by more than 20 pp below the EU 28 average at the end of 2014.
Although the absorption rate is slightly higher, the gap persists also in February 2015.

It is true that in the years 2013 an2014 there have been made progresses in terms of
attracting European funds, evidenced by the increase in the absorption rate with 15.10 pp in
2013 compared to the end of 2012 and by 18.5 pp in 2014 compared to the end of 2013,
according to data released kthe European Commission. However, given the deadline for
drawing European funds allocated for the period 2WA 3, respectively Decemb8i®, 2015,

there are significant risks for their loss and are required urgent measures to improve the
absorption.
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Fa the year 2015 there were announced ambitious targets concerning European funds
absorption, namely an absorption rate of 80%which would imply an increase with 23.7 pp
compared to 2014. Even in terms of achieving this target, the loss of the amoucsteliioto
Romania for the 20062013 programming period would be significant (3.84 billion EUR).

One way to increase the absorption rate, already discussed by the Romanian authorities with

the European Commission, is the retroactive financing for publiept®jffinanced from public

sources (or loans) already completed or nearing completion by 31 December 2015. An example

of this is to cover 85% of construction costs (30&iflion9 ! wo F2NJ G KS aSOGAz2y
/2yaidlyal 2% s Eufopesh dridg, BKwhichtwas originally used a loan

obtained from the European Investment Bank contracted in 2005. This approach was preceded

by allocating 262nillion EUR from the Cohesion Fund to cover the construction of two sections

of motorway (highway AradiY A U2 NI 2 LISY SR AY Hnamm FyR [/ 2yail
the European contribution for these projects reaching 43fion EUR.

On the other hand, strengthening the monitoring of projects at risk of-completion by the

end of 2015 and phasing of gects'® in delay (on two stages of implementation), together with
reimbursement of amounts spent in the second stage of implementation of these projects
funds for 20142020, are intended to be measures to accelerate absorption and reduce the loss
of amountsallocated for Romania in the period 20Q013.

For thefinancial exercise 2012020, there was a shift in the EU policy orientation towards
fulfilling the objectives derived from Europe 2020 strategy, Commission services position paper
and Countryspecifc recommendations. The Partnership Agreement between a Member State
and the European Commission which set funding priorities, referred to the management of EU
funds programming by: Cohesion Fund, European Regional Development Fund, European Social
Fund, Ewopean Agricultural Fund for Rural Development (EAFRD) and European Maritime and
Fisheries Fund (EMFF). The 11 thematic objecfifesthe period 20142020 are set out in

“"Ministry of European Funds (2014), "Balance 2014.cStral and Cohesion Funds Absorption"

@. AflFryld Hanmnd ! 642NDUAI T 2Decedmen3d 2004, & ( NHzOG dzNJ £ S & A
“*8 Decision taken by the European Commission on Jarl@lty2015, for 51.3 km put into service in

November 2012.

“According MFELINR 2S00 aQ LKIF&aAy3 A& LINRPOARSR Ay 9dz2NPLISI y
measure applied by Member States. European Commission's Guidelines on phasing methodology was
revised at the end of February 2015. The final deadline in which all MembersStatst fall is

September 2015.

PH XF2NJ AYIFNIX adzadlk Ayl of S I-speRific inssivhsdparsugnSto BANIR 6 G K |
Treatybased objectives, including economic, social and territorial cohesion ..."
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Article 9 of Regulation (EU) No. 1303/2013 of the European Parliament and of theilGau
December 7", 2013:
1. strengthening research, technological development and innovation;
2. enhancing access to, and use and quality of, ICT,;
3. enhancing the competitiveness of SMEs, of the agricultural sector (for the EAFRD) and of
the fishery and aquadture sector (for the EMFF);
supporting the shift towards a lowarbon economy in all sectors;
promoting climate change adaptation, risk prevention and management;
preserving and protecting the environment and promoting resource efficiency;
promoting sustainable transport and removing bottlenecks in key network
infrastructures;
8. promoting sustainable and quality employment and supporting labor mobility;
9. promoting social inclusion, combating poverty and any discrimination;
10.investing in education, trainthand vocational training for skills and lifelong learning;
11.enhancing institutional capacity of public authorities and stakeholders and efficient
public administration.

N o gk

The total budget for the cohesion policy 202820 was established in December 2013 and
amounts to 351.85 billion EUR, in current prices by 1.3% higher than in220@37 More than

half of this budget (54.74%, respectively 192.63 billion EUR) is allocated to new EU Member
States (Bulgaria, Czech Republic, Croatia, Estonia, Latvia, LitiR@laia, Romania, Slovakia,
Slovenia and Hungary).

In the period 2014020, according to data from the Ministry of European Funds, Romania will
receive a total allocation of about 22.98 billion EUR in structural and cohesion funds for
operational programsincreasing against the 19.2 billion EUR budget for 280I3. To these
allocations are added other 19.7 billion EUR for Common Agricultural Policy (financed by both
financial instruments, EAFRD and the European Agricultural Guarantee- EA@F) and 168
million EUR for the Operational Programme for Fisheries and Maritime Aff@irs=MA (funded

by European Maritime and Fisheries FurttMFF).

Under the Partnership Agreement proposed by Romania and approved by the European
Commission on August’, 2014 br the programming period 2012020, starting with February
2014, there will be 6 Operational Programmes on Cohesion Policy, compare to 7 in the period
2007-2013. Sectoral Operational Programme Transport and Sectoral Operational Programme
Environment wereunited and together with the funding for energy sector constitute the
Operational Programme Large Infrastructure program with a budget of about 9.41 billion EUR.
The Operational Programme Human Resources changed its name in the Operational
Programme HumarCapital, further comprising a new initiative "Jobs for Youth" and having
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allocated a total sum of 4.32 billion E¥YRThere was also added a new program, namely the
Operational Programme Helping Disadvantaged People, the first Romanian program for the

period 2014H nHn GKI G NBOSAGSR (KS 9dzNRLISI28, 2012, YY A & a A

a program through which in financial period 202@20 Romania will dispose of 44dillion

EUR. Among the first programs approved by the European Commission are also the Operational
Programme for Technical Assistance amounting to 21iflion EUR approved on December

18", 2014 and the Operational Programme Competitiveness that has allo@atezmount of

1.32 billion EUR, approved on DecemH&f”, 2014. The Operational Programmes Regional
Development, Large Infrastructure and Administrative Capacity Development were submitted
to the European Commission, with the indicative allocations amagnid 6.7 billion EUR, 9.4
billion EUR, and 553.11illion EUR respectively, being in early March 2015 in negotiations with
the European Commission.

At the European Commission level, for the new programming period-2029, in February
2015, 80% of progras were adopted, and 20% still remains to be adopted after the revision of
the multiannual financial framework.

In general, the financial allocations for future programs are bigger than those in the period
2007-2013, except for the Sectoral Operational Pgoamme Increase of Economic
Competitiveness, which received only 1.32 billion EUR, compared with 2.55 billion EUR in the
previous period, the allocations for the period 202@20 being halved. Theperational
Programme with the highest rates of absorptidn the previous financial period (202013)

will receive funding higher by more than 65% (the Operational Programme Regional
Development 6.70 billion EUR, compared to 3.96 billion EUR and the Operational Programme
Administrative Capacity Developmer53.19million EUR, compared to 208illion EUR).

*' The program was approved by the Europ&ommission on Februags", 2015.
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Tablel4: Comparison between the allocations in 202013 and 20142020 (illion EUR)

Total allocations 2014020 according to

Operational Programs and Partnership Agreemént

Total allocations 2002013

Regional Approved Regional 3.966.02
Development 6,700.0 23 June2015 | Development T
Large TOtalng’gtgfgzc Approved | Environment 4,412.47
Infrastructure FEDR: 24835 10 Jul2015 | Transport 4,425.93
" Approved " 5
,554.22

Competitiveness 1,329.78 19 Dec. 2014 Competitiveness
Human Capital 4,326.83

Aut ofwhich *Jobs 25A F;F;rt())vggls Si?oirﬁces 3:476.14

for Youth": 105.99 ]
Administrative Approved Administrative
Capacity 553.19 bp Capacity 208.00
25 Feb. 2015
Development Development
Technical Approved Technical
: : : 170.23

Assistance 212.76 18 Dec. 2014 | Assistance
Helping

. Approved
Disadvantaged 441.01 28 Nov. 2014
People
Total 22,982.12 Total 19,213.03

Source: Ministry of European Funds

Since February 2015 when the first Monitoring Committee met, were made the first steps for
launching new calls. Thus, according to data released by the Ministry of Finance, in the
consolidated general budget for January 2015 the newly introduced type méneiture in
category Transferd?rojects funded by external grants corresponding to the financial framework
20142020 registered a sum with a low value of only 52.75 million lei, which however has
reached 480.50 million lei in May.

In addition, for theprogramming period 20132020, it was introduce@ simplification for the
institutional structure, setting the management authority for only 3 ministries:

1 Ministry of European Funds will be managing authority for: Operational Programme
Large Infrastructure, Operational Programme Human Capital, Operational Programme
Competitiveness, Operational Programme Technical Assistance, and Operational
Programme Helping Disadvantaged People;

*2]s presented information available in late February 2015.
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1 Ministry of Regional Development and Public Administratwill be management
authority for: Operational Programme Regional Development, Operational Programme
Administrative Capacity, and European Territorial Cooperation Programs;

1 Ministry of Agriculture and Rural Development will be the managing authority for:
National Programme for Rural Development, Direct Payments in Agriculture, and
Operational Programme for Fisheries and Maritime Affairs.

Another novelty announced by the Ministry of European Funds is the fact that for the new
20142020 Operational Programrmse the full amount of available funding for a line will be
fl dzyOKSR FNRBY GKS 0S3IAYyYyAy3dr GKdza |ff26Ay3
depletion.

As of May 2B, 2015 came into effect the Emergency Ordinance no. 13/2015 on the
establishmen organization and functioning of the National Agency for Public Procurement
which was required as an obligation of Romanian Government to @eante the horizontal
conditionality on public procurement reform in Romania's partnership agreement fordiabn
programming period 2012020 approved by European Commission by the Decision no. C
(2014) 5515 of Augud™, 2014 concerning the adoption of legislative measures that would
ensure effective work in this area. The Public Procurement Agency is a imshiiation with

legal personality, under the Ministry of Finance, through taking attributions, activity, positions
and personnel from the National Authority for Regulating and Monitoring Public Procurement,
the Unit for Coordination and Verification otiBlic Procurement and from public procurement
verification compartments of the regional general directorates for public finance. The main
objectives of the National Agency for Public Procurement are formulated at the level of design,
promotion and implemetation of public procurement policy, establishing and implementing a
system of verification and control for uniform application of laws and procedures in public
procurement and monitoring the efficient operation of the public procurement system.

Romania, ike other newMember Sates, has received for the period 202020 a higher
allocation for the structural and cohesion funds, compared with the previous financial period
(22.99 billion EUR compared 19.21 billion euro), exception to this rule, being thke Republic

(21.98 billion EUR compared to 26.53 billion EUR), Slovenia (3.07 billion EUR compared to 4.10
billion EUR), and Latvia, which received almost the same amount for the next period (namely
4.51 billion EUR, compared to 4,53 billion EUR).

With recard to allocations for 2012020 relative to the number of inhabitants, Romania is still

on the second lowest position with 1,148.53 EUR/inhabitant, exceeding only Bulgaria (1,041.71
EUR/inhabitant). It can be seen that the Baltic countries have amonigighest allocations per
inhabitant for the next period, respectively 2,719.33 EUR in Estonia, 2,229.34 EUR in Latvia, and
2,295.86 EUR in Lithuania. Allocations relative to population increased significantly in the case
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of Slovakia (from 2,125.06 EUR comgpto 2585.86 EUR) and Poland (from 1,743.57 EUR to
2,012.98 EUR) and decreased in the case of Czech Republic (from 2,522.45 to 2,090.39 EUR),
Slovenia (from 1,991.94 EUR to 1,493 EUR) and Hungary (from 2,515.05 EUR to 2,210.75 EUR).

Tablel5: Situation of the allocations of the European funds: 2042020 compared to 200

- 2013- comparison with other EU countries

Total allocations for TOt?' Total TOtf”“
: . allocations/ : allocations/
EU Cohesion Policy inhabitant allocations inhabitant
AU 2020 20142020 AU 20072013
billion EUR EUR billion EUR EUR
Poland 77.56 2,012.98 67.71 1,743.57
Romania 22.99 1,148.53 19.21 959.69
Czech Republic 21.98 2,090.39 26.53 2,522.45
Hungary 21.90 2,210.75 24.92 2,515.05
Slovakia 13.99 2,585.86 11.50 2,125.06
Bulgaria 7.58 1,041.71 6.67 916.13
Lithuania 6.82 2,295.86 6.78 2,279.85
Latvia 451 2,229.34 453 2,238.56
Estonia 3.59 2,719.33 3.40 2,578.04
Slovenia 3.07 1,493.47 4.10 1,991.94

Source: European Commission (Eurogaads) and Eurostat (population, 2013)

Note: The amounts allocated to each Member State include, in addition to structural and
cohesion funds,represent the performance reserve and cfbesder and transnational
cooperation funding, according to the data available on the European Commission website.

Given that during 2012015 two financial exercises are overlapping (22013 and
respectively2014-2020),Romania has an additional opportunity to implement more EU funded
projects, this imposing decisive actions for the start of fundraising procedures under the new
FAYLFYOAL LISNA2R Ff2y3 gAGK YSI| adz2N®e-20632 NBSRd
period. For a better implementation of programs for the period 2@D20, it is imperative that

the issues identified in the previous financial period to be settled before launching new calls.

The absorption of EU funds remains a national intecdgéctive and a solution to stimulate the
economy, especially in the context of the constraints imposed by the new fiscal pact. For the
2007-2013 programming period, even if the proposed target for the absorption rate of 80% is
achieved, the revenue losgould be significant, respectively around 3.84 billion EUR. Given the
present huge gap relative to the proposed target, the Fiscal Council considers that this seems
optimistic, existing a substantial risk that the loss of revenue to be significantly higher
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V. The Sustainability of Public Finance

V.1State owned companies arrears, efficiency and fiscal impact

A potential risk for the fiscal sustainability on the medium term is represented by the
accumulation of losses and arrears in companies where the state is the major shareholder
(SOEs), because if these companies fail to streamline their activity, the rEoaer will
eventually be forced to intervene with public resources, which may lead to a deterioration of
public finances, respectively by increasing the budget deficit.

According to the Ministry of Public Finandbe arrears of state owned companies repent
delayed payments by more than 30 days compared to contractual or legal terms that generate
payment obligations to banks, state budget, social security budget, suppliers and other
creditors. It is worth noting that since 2000, reducing the arreathefstate owned companies

has been a constant concern of the Government, the SOEs being closely monitored, inclusively
under the agreements with international financial institutions (IFIs). However the pace of their
decline was a slow one, the undertakimgets being missed on several occasions.

At the end of 2014, there were 1,155 SOEs that reported financial statements to the Ministry of
Public Financgemost of them being organized as companies and autonomous administrations,
with an aggregate turnoveof nearly 44.5 billion lei. Although the contribution of these
companies to the overall economy turnover was only 4% in 2014, the accumulated outstanding
payments represented 20.7% of the arrears registered in the economy, both indicators
continuing the @wnward trend compared to the peak reached in 2009 (6% for the contribution
of SOEs to the overall economy turnover and 35.5% for the accumulated outstanding payments
by the SOEs of the total arrears registered in the economy). The stock of arrears g 5%
SOEs represented 3.7% of GDP, following the same downward trend as thenadotened
indicators (6.7% of GDP, peak reached in 2009). The data show that although the share of SOEs
arrears remains important, their contribution to gross value addadlie total economy is still
modest (9.9%), close to the previous minimum recorded in 2013 (10.5%).

The number of employees in state owned companies continued to decline from the maximum

level recorded in 2007 (406 thousand of persons), reaching 297 @mousf persons in 2014,
representing 7.6% of total employees in the economy, and the gross profit of state owned
companies was negative in 4 of the 8 years analyzed, 2014, however, recording the best
performance in the period under review (i.e. a 3,568lioml lei gross profit). However, the
FILOP2NIo6tS fFrald &SINNa Sg@2tdziazy Aa vyzadate |ad
small number of state owned companies. Therefore, if we remove the influence of the best
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performing five state ownedompanies in terms of profit (Top 5 from now etthey can be

found in Table 18) we can notice a deepening of the aggregate negative resul38@million

lei to -957 million lei. Moreover, throughout the analyzed period the aggregate gross profit of

the state owned companies, excluding Top 5 remained in a negative territory, the22028

period being characterized by high losses, which declined considerably in the last two years,
even in the context of the worsening displayed in 2014. Instead, the STgpate owned
companies have constantly recorded large profits, in the past two years taking place almost a
doubling of their gross profit compared to 2012 (i.e. from 2.465 million lei to 4.525 million lei at

the end of 2014 ). Thus, there can be noticedeaisive influence of the Top 5 in terms of the
a0FGS 26ySR O2YLI YyASaQ 3IINBIAFGS LISNF2NXIFyYyOS
2F 0KS FTAYFYOALFf LISNF2NXIYyOS S@2ftdziAzy 2F GKS
indicators in thecurrent report will be presented both for the aggregate level and eliminating

the influence of the Top 5.
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ablel6 e evo on o < per o O epo ancsateme D bone

2007 2008 2009 2010 2011 2012 2013 2014
Autonomous administrations 128 117 150 152 173 180 184 193
Companies owned 100% by the state 385 358 333 389 437 431 456 479
National companies and societies 50 41 45 50 61 48 41 46
Other companies entirely owned by statewhere the state is the major shareholder 62 51 51 57 130 132 148 154
Stateowned companies, local and foreign state capital (state capital >= 50%) 13 5 25 9 44 40 55 54
Stateowned companies, local and foreignivate capital (state capital >= 50%) 21 7 20 9 16 18 19 28
Stateowned companies and with local private capital (state capital >=50%) 105 85 87 82 98 85 93 102
Stateowned companies and with foreign private capital (state capital >=50%) 5 4 11 12 15 12 18 22
Stateowned companies, privatized in the reporting year 50 50 52 31 74 60 72 77
Total number of SOEs 819 718 774 791| 1,048| 1,006 1,086| 1,155

aple evol. ocerta adicators of Romania panie at repo anclal stateme dering the 1o Of O s
2007 2008 2009 2010 2011 2012 2013 2014
Companies Total companies excluding financial sect 617,272 663,860 602,190 613,080 644,379 630,066 627,545 643,644
number Share of SOEs in total 0.1% 0.1% 0.1% 0.1% 0.2% 0.2% 0.2% 0.2%
Total income, SOEs 51,953 56,660 50,756 55,022 58511 49,853 46,906 44,487
mn lei Total companie§ excluding financial sect 779968 977,619 845396 920,600 1,056,190 1,072,777 1,061,016 1,113445
Share of SOEs in total 6.7% 5.8% 6.0% 6.0% 5.5% 4.6% 4.4% 4.0%
Gross value SOEs 19,048 21,744 20,454 22,881 24,202 22,339 23,805 25,220
added, Total companies excluding financial sect 166,722 203875 189,633 195849 196,151 197,392 227615 255957
mn lei Share of SOEs in total 11.4% 10.7% 10.8% 11.7% 12.3% 11.3% 10.5% 9.9%
Employees SOEs 406 390 364 364 343 327 294 297
number, Total companies excluding financial sect 4,620 4,618 4,019 3,962 4,040 3,898 3,836 3,882
thous. of persons| Share of SOEs in total 8.8% 8.4% 9.1% 9.2% 8.5% 8.4% 7.7% 7.6%
Gross profit, SOEs 1,400 (1,026) (2,777) (2,101) 1,372 (561) 3,093 3,568
mn lei SQEs, excluding best performing 5 comg -563.01 -3,926.82 -4,329.11 -4,201.71 -2,449.37 -3,026.17 -386.80 -957.37
Private companies 43,008 23,513 19,914 27,934 10,421 15,623 23,856 27,479
SOEs 13,690 17,294 34,405 28,012 26,251 25,363 26,187 24,369
Arrears, Private companies 44,050 53,127 62,406 69,193 88,882 91,536 90,358 93,508
mn lei Total companies excluding financial sect 57,740 70,422 96,811 97,205 115,133 116,899 116,545 117,878
Share of SOEs in total 23.7% 24.6% 35.5% 28.8% 22.8% 21.7% 22.5% 20.7%
Arrears, SOEs 3.3% 3.3% 6.7% 5.2% 4.6% 4.3% 4.1% 3.7%
% of GDP Private companies 10.5% 10.1% 12.2% 13.0% 15.7% 15.3% 14.2% 14.0%
Total companies excludirfipancial sector 13.8% 13.4% 19.0% 18.2% 20.4% 19.6% 18.3% 17.7%

Source: MPF, based on balance sheets data submitted by the economic agents ffimamoal sector
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Top5 net profit in 2014

Tablel8 Top5{ h 9n&trofit

Top 5 net profit in2013

Top 5 net profit in2012

Company name Net profit Company name Net profit Company name Net profit
pany (mil.lei) pany (mil.lei) pany (mil.lei)
1 S.N.G.N. ROMGAZ S.A. 1,409.88 1 S.N.G.N. ROMGAZ S.A. 995.55 S.N.G.N. ROMGAZ S.A 1,244.05
2 S.P.E.E.H. HIDROELECTRICA ¢ 941.54 2 S.P.E.E.H. HIDROELECTRICA S. 718.83 { b ¢ ®DDPb P ¢ w! b{ 329.31
S.N.T.G.N. TRANSGRZ.
3 502.52 3 S.N. NUCLEARELECTRICA S.A. C.N.A.D.N.R. S.A. 174.14
ag95L! 423.39
{h/L9¢! ¢9! 1 %L b /[ hat ! bL! b! ¢Lhb!
4 442.01 4 db P PDDPb P ' b 144.65
CUGIR S.A. { ¢ ¢w 334.49 FERATE CFR S.A.
COMPLEXUL ENERGETIC OLTEM
5 C.N.AD.N.R.S.A. 428.61 5 C.N.AD.N.R. S.A. 118.33
253.19 S.A.
Total 3,724.56 Total 2,725.46 Total 2,010.47
- Top 5 net profit in2010 Top 5 net profit in2009
Top 5 net profit in2011 Op > et protitin Op > et protitin
Net fit Net fit Net fit
Company name (?nilr.)lr;i)l Company name (;if:;)l Company name (;ilr.)lreoi)l
1 TERMOELECTRICA S.A. 1,597.22 1 S.N.G.N. ROMGAZ S.A. 651.21 S.N.G.N. ROMGAZ S.A. 572.46
2 S.N.G.N.ROMGAZ S.A. 1,031.75 2 S.N.T.G.N. TRANSGAZ S.A. 376.35 S.N.T.G.N. TRANSGAZ S.A. 298.63
/[ hat! blL! b! Lhb!
3 S.N.T.G.N. TRANSGAZ S.A. 379.57 3 S.CHIDROELECTRICA S.A. 292.37 a ¢ 150.59
wha$b( {0
/[ hat! bL! b!'ilLhb!
®/ ® 9[ 9/ h/ 9b
4 C.N.AD.N.R. S.A. 246.29 4 {SA [ ¢w ¢ 166.97 l'9wht hwe¢ | [ Lb¢9w 59.47
o Il 9bwL [/ h! b5 (
S.C. ELECTROCENTRALE / hat! bL! b! ¢Lhb!
5 106.85 5 121.15 S.N. NUCLEARELECTRICA S.A. 49.36
vl tw9 ¢L { ! o whas$hb( { ! @
Total 3,361.69 Total 1,608.05 Total 1,130.51

Source: MPF, based on balance sheets data submitted by the economic agents ffomamoal sector
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Since 2000, the share of the accumulated outstanding payments in the economy has
considerably declined, from 35.4% of B 2000 to 13.7% of GDP in 2008 (i.e. a reduction in
nominal value amounting to 41.7 billion lei), but the financial crisis that started in 2008 led their
increase to a maximum of 20.7% of GDP in 2011, but without reaching the very high values
fromthed NX &8 Hnnnad® ¢KS {h9aQ YR LINAGIGIS O2YLI Y
declined starting with 2012 (19.9% of GDP), reaching a level of 17.7% of GDP in 2014. The state
26ySR O2YLIYyASEaQ IINNBINBA |a | LISNOSyd®3IsS 27
respectively from 6.9% of GDP to 3.7% of GDP in 2014 under the measures agreed in the
context of the balance of payments agreements with the international financial institutions
(European Commission, IMF, World Bank), established in-2013. These mesaures aimed at

framing the arrears in the quarterly indicative targets and included budget transfers, placing
{hoa AydG2 @2ftdzyidl NB fAldZARIOGAZ2Y 2N Ayazf aSyoe
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Source: MPF, based on balance sheets data submitted by the economic agents from non
financial sectot®

*3The values for 2013 presented in Graphs 38, 39, 40 and 41 and Tables 19 and 20 and partly in Table 17
RAFFSNI TNRY (GK2aS LINBaSyidSR Ay GUKS CAaoOlt [/ 2dzyOAt
O2YLIF yASay w!59¢ . dzOKI| NXBoiiluBavailaflevat the thde Nf writyigRthe/ Cw /|
previous Annual Report, were now included in the calculus.



In the private sector the share of arrears had also an upward trend in the-200® period
(from 12.5% of GDB 15.7% of GDP), since 2012 the share of arrears declining to a level of
14% of GDP at the end of 2014.

Figure39: Arrears (% of turnover) Figure40: Arrears (% of total assets)
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Source: MPF, baseah balance sheets data submitted by the economic agents from non
financial sector

With the onset of the financial crisis, the share of arrears in the turnover reached a peak in
HAnnogpZ oKSYy GKS aKINB 2F {h9aQ | NMpdoNgaredity/ (KS
0KS LINB@A2dza &8SINJ 2F 20SNI mnmx: OFNRY omodm: (3
arrears in the turnover recorded a lower jump (from 5.9% to 8% of the turnover). Since 2012,

the private companies are on a downward trend in the rehaf arrears in the turnover, in

contrast with the state owned companies which, although have recorded in-2002 a

significant reduction, of 23.3 pp, are on an upward trend since 2012, this ratio reaching a level

of 55.7% at the end of 2014 (compareal 45.6% in 2011). Note that the increasing share of

arrears in the turnover for the state owned companies in 2014 compared to the previous year

can be explained by a more rapid decline in the turnov&2%) compared with the value of

arrears {7%). In normal terms, in 2014, unlike the state owned companies that have managed

G2 NBRdzZOS FINNBIFINAR o6& 7133 (0KS LINAGIFGS O2YLI yAS
odzi 'd GKS Re@YIFIYAO 2F LINAGIFGS O2YLI yAS&Q G dzNy
outstanding payments, they reduced the share of arrears in the turnover.

LY FTRRAGAZ2YS Y2adG 2F GKS aGraGS 26ySR O02YLI yA
consolidated budget (42% of total arrears), and in particular towards the social sdnuniet,
unlike private companies that have arrears mostly to suppliers (50% of total arrears). The total
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