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|. Summary

The Fiscal Council is an independent authority established by the Fiscal Responsibility Law No.
69/2010 (FRL) which aims to support the Government and the Parliament in designing and
implementing the fiscal policy and to promote the tsgarency and sustainability of public
finance.

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 previous year against the
framework sé 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.

In 2013, Romania recorded the third constes year of economic growth as the GDP
advanced by 3.5% in real terms, a dynamics significantly higher than the level of 0.6% achieved

the previous year, but also higher than the 2013 autumn forecasts of the European Commission

and the National Commissiasf Prognosis, mainly due to the favorable evolutions registered

both in the industry, which contributed with 2.2% to the economic growth and in the
agriculture (a contribution of 1.1%). On the other hand, for 2014, it is anticipated a slowdown

of the ecoromic growth pace to 2.5%. The real GDP growth is projected to rely especially on the
AYLINR@SYSyG 2F LIS2L) SQa FyR O02YLI yASaQ O2yFAl
the positive effects of the structural reforms impiented in recent years sucls the new labor

code and the energy market liberalization.

The initial budget for 2013 was elaborated considering a budget deficit target of 2.15% of GDP
(in cash terms), higher than the level of 1.8% assumed in the Fiscal Strategy fe2(A®13
approved ly the Government in June 2012, being based on a significantly more unfavorable
macroeconomic development scenario, compared to the one taken into account in preparing
the Fiscal Strategy for 202915 (growthforecastof 1.6% in real terms compared witheh

3.1% used inthe strategy elaboration). Regarding the budget deficit target determined
according to the ESA95 methodology, this was increased by 0.2 percentage points (pp)
compared to the previous version of the strategy, respectively 2.4% of GDP.

Later,with the first budget amendment in July 2013, the new deficit targetash termsvas

fixed at 2.3% of GDP (at a level of 14.7 billion lei, with 1.3 billion lei higher than the ceiling of
13.394 billion lei), the new targets violating the Law No. 4/2@h3approving ceilings for
certain indicators specified in the Fiscal Strategy.
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The final budget execution recorded the fulfilment of the deficit target expressed according to
ESA95 standards (an actual deficit of 2.3% of GDP), Romania confirming thgeposit
developments in terms of fiscal consolidation that led in 2013, to the exit from the excessive
deficit procedure initiated in 2009.

In the case of the cash budget execution, the budget deficit registered a level of 2.51% of GDP,
the exceeding of the ihal target occurring mainly due to the failure of ntex and European

funds revenues, but also because of some goods and services expenses significantly higher than
the initial projection. The budget deficit adjustment of about 0.7 pp of GDP accomliBGA95
methodology, while maintaining the cash deficit as a percentage of GDP at 2012 level is
explained mainly by the implementation of the European Union (EU) Directive No. 7/2011 on
combating late payment in commercial transactions (which requiredtehdl payments of

about 2.5 billion lei in 2013) and the payment of 10% installment from the executory titles
regarding the outstanding wage obligations related to certain categories of employees from the
public sector (in total amount of about 900 mitidei).

Ly GKS CA&aolOlft [/ 2dzyOAft Qa 2LAYA2YT (KS NrRala I a
rather on the negative side, respectively a lower ttiha initially projected economic growth

due to a very poor developmeiait the level of investrants inthe first half of 2014, both public

and private, as well as to the unfavorable external environmethie European Union
economies having a performance below the expectations.

Under the agreements with the International Monetary Fund (IMF) and theogean
Commission, when formulating the budget for 2014, the Government has undertaken to
reduce the general consolidated budget deficit to 2.2% of GDP (from 2.5% in 2013), according
to the cash methodology and to 2.4% of GDP according to ESA95 (frémir2.2013). The
structural adjustment pace proposed for 2014 is only 0.1 pp of GDP, while in 2013 it was 0.7 pp.
The Convergence Programe for 20142017 reaffirms the Government's commitment to
achieve the mediunterm objective (MTO), respectively a strucal deficit of 1% of GDP in
2015, given that the significant slowdown in the fiscal consolidation pace in 2014 would be fully
recovered in 2015. The budget deficit target for 2015 was set at 1.4% of GDP, according to both
methodologies: cash and ESA95.

INGKS CA&AOIf [/ 2dzyOAf Qa 2LIAYAZ2YI GKS NR&Ala NBfI
balanced for the current year and tilted to the negative side for 2015 (a budget deficit higher

than the projected one). For 2014, additional concerns cdmom the budget execution during

the first six months, but the underachievement of revenues has the potential to be
accommodated by reducing certain categories of expenditure, most likely those for investment,

while other recently adopted fiscal measurdbg tax exemption for reinvested profit and the

reduction of social security contributions) will take effect mostly in the next years.
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The budget deficit target for 2014 is an achievable goal, and as a result of small fiscal
consolidation proposed for thigear, but the fulfillment of targets for 2015 (a structural deficit

of 1% of GDP assumed in the Convergence Prageafor 20142017) appears as a major
challenge given the proposed pace of fiscal consolidation as well as consideeng th
undervalued negatie impact on the tax revenue as a resulttbé exemption on reinvested

profits and the recent reduction in social security contributions. In this context, the decision to
NBERdzOS (GKS SYLX2eSNRa az20Alf &aSOdzNA G etheO2y i NR
compliance witithe assumedargets in the absence of extensive compensatory measures.

The fiscal policy appears as an unpredictable one, lacking a mediamvision, and this has
consequences from both a microeconomic perspective, the economic agent RS OA aA 2y a
sensible influenced by the frequent changes in the tax system, but also from a macroeconomic
perspective, considering the their impact on the overall economy and on the assumed fiscal
targets.

The biggest risk associated to the condatthe fiscal policy in the coming years seems to be
represented by a lower political commitment to the fiscal consolidation, especially given the
TIOG GKFG GKS SEAG FTNRY (KS SEOSaardsS RSTAOA
in adjusting theaccumulated fiscal imbalances, is likely to reduce the constraints of the fiscal

policy.

The fiscal rules exert a The way in which the budget process was conducted in 20

weak constraint on the both revisions increased the deficit targgiven the existence o

fiscal policy. an explicit legal prohibition and of sufficient indications, basec
the budget execution at the end of the first 6 months regardin
high probability of achieving lower than estimated budget:
revenues, questions the relevancétbe budgetary rules and th
commitment to meeting fiscal discipline.

The effectiveness of a fiscal rule is determined by the leve
constraint that it exercises over the settlement of the fis
policy. The ease with which the fiscal rules could haeent
circumvented repeatedly this year, along with the recorc
violations in the years that have passed since the adoption of
FRL in 2010, highlights the weakness of the constraints exer
by the fiscal rules and raises serious questions on

commitment to meet the future fiscal rules established by taki
into the national law the provisions of the Treaty on Stabil
Coordination and Governance in the Economic and Mone

13



The efficiency of tax
collection remains low
despite the initiation of a
process to reform the tax
collection.

The financial situation of
the state pension system
remains verypoor;
however, a slight
improvement over the last
year was recorded.

Union (the Fiscal Compact).

Romania has one of the lowest shares of overall governn
revenues to GDP in the EU (tax and 4tax revenue), of only
32.7% of GDP in 2013, while the ratio of fiscal revenue in
was Z.5%, significantly lower than in Hungary (38.6%), Slov
(37.6%), the Czech Republic (35.3%) and Poland (31.8%).

In 2013, the efficiency of tax collection for VAT was 5
significantly lower than the one registered in Estonia (83
Slovenia (71%) ahin the Czech Republic (71%), while 1
standard VAT rate in these countries is 20% (compared to
level of 24% from Romania).

Regarding the corporate incontaxin the countries from Centra
and Eastern Europe (CEE), in 2013, Romania is ranked se
out of ten (similar to the previous year), registering a sli
increase in the collection efficiency compared to the previ
year.

Also, in the case of social security contributions, the taxa
efficiency index is 72%, Romania being ranked among las¢$
considering the countries from Central and Eastern Europe.

The Fiscal Council welcomes the start of a tax collection re:
process which is considered essential in the current cont
characterized by a low efficiency of the tax system and bedi¢
that this process, if successful, has the potential to generate f
space in the medium term. However, making decisions about
possible tax cuts or increasing expenses based on the pote
efficiency gains must occeix post after the reform prees to be
irreversible and capable of generating letggm results.

The weight of the social assistance expenditar®&omania is stil
significant, and the issue of the structural deficit of the pul
pension system is not solved. Thus, the budgetary expendit
on pensions are unsustainable in relation to the collec
contributions, even if the new pension law d¢ams some
measures for improving the deficiencies over the medium
long term (the Law No. 263/2012 regarding the public pens

14



The efficiency of
public investmensin
Romania is veryow. In
this context, in 2013 a
public investment
management reform
process was initiated.

The poor performance in
absorbingthe European
funds, together with the
risk of automaic
decommitment requires
urgent improvement of the

system).

Compared to 2012, the pension expenses increased by 4.0¢
2013, but their share in GDP decreased by 0.3 pppuplevel of
9.3%, given that nominal GDP advanced iy %.

Despite the progress registt in 2013, there are significant risl
on the medium and long term regarding tiseistainabilityof the
social security budget, and the opportunity of any additio
increases of expenditures or reductions of contributions shc
be considered only in the context of identifying alternati
solutions to reduce the deficit, particularly by broadening the
base

During the last ten years, Romania had the largest pt
investment expenditure as a share of GDP among the Euro
countries, and also expressed as share ofaltobudgetary
revenues, but the infrastructure quality ranks us last conside
the same group of countries, which indicates the low efficienc
this expenditure item in Romania.

Compared to 2012, it can be said that there has been nsadee
progress towards creating the legal framework associated \
the public investment management reform by approving 1
Government Emergency Ordinance (EO) 88/2013 and the rel
rules that ae based on a better prioritization of the investme
projects, but achieving the intended benefits still remains
desideratum. The evaluation results must necessarily consic
longer period, or until now, the effects of the new leg
framework have not materialized, Romania being at tt
beginning in terms of implementing the reforms in tl
management of public investments and adopting the b
practices from Europe.

wW2YlF YA Qa LISNF2NYI yabSrptoyreniaiis
low, it being ranked last among the UE state members, wit
degree of absorption of only 36.9%, but this value 1155 pp
higher than that registered at the end of 2012.

The poor performance in attracting the European fun

15



absorption of EU funds.

Tax evasion continues to
be very high in Romania.

simultaneously with the risk of automatic decommitment (t
funds related to theallocationsfor 20072013 can be attractec
only by the end of @15) require resolute actions in the sense
starting the fundraising proceduresorrespondingto the new
financial year together with the measures taken to reduce
risks oflosingthe allocations for 200:22013. The current situatiol
raises doubts abduthe fulfilment of the absorption targets il
2014.

Given the fact that during 2012015 two financialperiods
overlap (20072013 and 2014015), Romania has a furthe
opportunity to accomplish more Efunded projects. In the initia
budget for 2014, it wa intended an increase of the share of |
funds in total investment expenses, a correct and welcor
I LILINRF OK Ay GKS cCcAraolt [ 2d
execution after 6 months has shown a failure from t
perspective.

According to the calculations of the Fiscal Council, based or
data, the tax evasion has a very high dimension in Romi
representing 16.2% of GDP in 2013, despite the intention
reduction measures contained in the latestriations of the fisca
strategy. If Romania collected the taxes at its maximum, it wc
have budgetary revenues as a percentage of GDP higher tha
European average. Approximately 75% of the tax evasio
generated by VAT (12.21%), while the sociahtioutions
contribute with about 15% to the total tax evasion, mail
through the phenomenon of "unrecorded work" (employees
the informal economy). In the year 2012, in Romania there w
about 1.57 million employees, employers and individ
entreprereurs unregistered, "black market", representi
approximately 27.7% of all employees, employers
entrepreneurs in the economy.

An indepth reform of the administration of taxes in Romar
targeted towards increasing tax collection is absolutely necgs
in the current context,characterizedby low efficiency of the
fiscal system, and the Fiscal Council appreciates that this prc
has the potential to generate fiscal space on the medium te
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The risks to meet the fiscal

targets are evaluated

partial and disparate in the

at CQa
documents.

LINEZ 3 NJ

However, a cautious approach must consider the additic
budget revenues from reducing tax evasion oely post after
they have materialized, especially given that in the recent y
there was not witnessed a significant decrease of
phenomenon, on the contrary, on certain segments there w
increases.

The risks to meet the fiscal targets (the risk associated with
macroeconomic framework change, the fiscal sustainability ri
the risks assoctad with the MPF payments as guarantor f
guarantees issued by the state and the risks arising from
publicprivate partnership- PPP) are evaluated partial ar
disparate in the MPF's programmatic documents ("
Convergence Program for 202816", "Tke Macroeconomic
Situation Report for 2014 and the Projection for 202®17" and
"The revised Fiscal Strategy for 242116 ").

In this context, a comprehensive and integrated analysis of
fiscal risks appears to be necessary for their proper manager
and to improve the budgetary programming. The Fiscal Col
recommends including the risks associated to the changes o
macroeconomic framework in the fiscal strategy, possibly v
the determination of the alternative trajectories for th
budgetary aggregates assuming different scenarios
macroeconomic development, but also those generated by
PPP development and the analysis of all fiscal risks menti
should be supplemented by a set of measures aimed to rec
them.

17



[I. Macroeconomicfamework in 2013

In 2013, Romania recorded the third consecutive year of economic growth as the GDP
advanced by 3.5% in real terms, a significantly superior dynamic compared to 0.6% reached in
2012. However, real GDP has still to recover 1.68% of therngeaked in 2008, the cumulative
increase in the last three years by about 6.5% being lower than the steep decline H2@0D09
Compared withthe initial forecasts considered in preparing the draft budget for 2013, but also
the autumn forecasts of the Eypean Commission and the National Commission for Prognosis
made in 2013, the economic growth was higher by approximately 1.9 pp, mainly due to
favorable developments in the industry sector, which has contributed to GDP by 2.2%, and the
agriculture sector (@ntribution to GDP of 1.1%).

Figurel: The evolution of economic growth forecasts for 2013
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Spring Summer Autumn Winter Spring Summer Autumn Winter  Actual
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Source: EC, IMF, NCP, BERD

The main contribution to economic growth registered in 2013 came from net exports (+4.4 pp),
although the iniial forecasts were considering a higher increase in imports compared with
exports, expecting an anticipated recovery of the domestic demand. In reality, the external
demand was the main factor that supported the growth of production in 2013, exports
advarcting with a remarkable rate of 13.5%, while imports rose only with 2.4%, due to a still
weak domestic demand. The increase in real terms of the households final consumption
expenditure (+1.3%) contributed with 0.9 pp to GDP growth, while inventories medyative
contribution of 0.6 pp, negative contributions being also attributed to general government final
consumption expenditure-Q.3 pp, corresponding to a real decrease of 1.78%), and gross fixed
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capital formation {0.9 pp), whose volume was reduced ®y%. It should be noted that, for
decline in this component, a significant contribution had a consistent reduction in public
investment spending, respectively by about 17% in real terms. On the supply side, increases in
FOGAGAGRE QA @2 dza@iculim®, NdBestriIard FishiRgS (B3.4%)yin terms of a
positive base effect caused by adverse weather conditions in 2012, industry (8%) supported by
the external demand and by the commissioning of new capacities, but also in real estate (2%),
information and communication (1.8%), professional, scientific and technical activities (1.1%),
while negative developments were recorded in financial intermediation and insurance sectors
(-5.6%), public administration and defense, education, health and sasgtance (-1.1%),
wholesale and retail trade, repair of motor vehicles and motorcycles, transport and storage,
hotels and restaurants-@.2%),shows, culture and recreation activities; repair of household
goods and other servic<.1%).

Figure2: Contributions to economic growth
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The average inflation rate remained in line witke forecasts considered in the revised Fiscal
Strategy(rFS) for 2012015 (annual average of 4.0%, caangd with a projection of 4.3%). The
general price increase in December 2013 compared with December 2012 was 1.55%,
significantly below the level projected ithe revised Fiscal Strated®.5%). The difference
between the average rate of inflation and iatibn at the end of the period was primarily due

to some favorable supply shocks occurrence in the second half of 2013. In the first half of the
analyzed period, inflation was at a high level (monthly inflation calculated against the
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corresponding period 02012 exceeded 5%) due to the increase in administered prices at the
beginning of the year and to the increase of some excise duties in April. The slowdown in price
growth in the second half of 2013 was driven by a very good agricultural production anéTby
reduction on bakery products. In a falling inflation framework, the central bank gradually
reduced the monetary policy rate since the third quarter of 2013 (from 5.25% to 3.75%) thus
creating the prerequisites for sustainable recovery of the lendingcgss, given that the
nongovernment credit growth remained in negative territory during the analyzed period.

The prices increase at the level of whole economy, as measured by the GDP deflator, was 3.5%
in 2013, inferior to that considered ithe revised I5cal Strategyor 20132015, respectively

4.1%. At the same time, the deflator varied significantly at the level of GDP components.
Therefore, the increase in prices of households final consumption expenditure was 4.6%,
superior to the average level of flation measured by the CPI deflator, the government
spending recorded a value of 106.4% due to salaries recovery in the budgetary sector, while
prices remained stable for investments (investment deflator was 100%), and the changes in
prices for exported pducts generated a negative contribution, reaching a leve? df%.

w2Yl yAl Q&8 SEGSNYI f sighifgantiniproieyient. NIbetefose|i theN&ifent |
account deficit declined from 4.44% of GDP in 2012 to 1.06% in 2013, in the context of a 74%
nominal decrease of the current account and an increase of GDP with 8.1%, taking into account
values expressed in euros. The decrease of the current account deficit from 5,843 million euro
to 1,506 million euro was mainly determined by a reductiotthie balarce of trade deficit with

4,000 million euro, comparing with 2012lso, at the improvement of the external position
contributed the increase of services balance surplus (+1,458 million euros) ancuthent
transfers balancg+287 million euros). A negaé contribution to the current account deficit
change had increased of revenues deficit by 1,363 million euros compared to 2012. It is worthy
of note that the evolution of exports of goods which increased in nominal terms by about 10%
(4,493 million), thei increase being supported both a very good agricultural year and the
expansion of production capacity in industry sector, given the gradual recovery of the EU
economy, the main trading partner of Romania. However, imports grew by only 1%, considering
valuesexpressed in euro, amid weak domestic demand andverage decrease in their prices

by about 1.4% over the previous year.

Analying the changes in the current account of balance of payments in terms of difference
between the rate of saving and theteaof investment, it can be seen that last year decrease by
3.4 pp of GDP came mainly from 3.1 pp reduction in the rate of investaterd level of 22.9%

of GDP in 2013, while the increasing level of savings has had a positive contribution by only 0.3
pp. In addition, the adjustment of the current account deficit with 10.5 pp of GDP in-2008
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was achieved by reducing investment by 8.3 pp of GDP, while the national savings rose in the
same period by only 2.2 pp of GDP.

The foreign direct investment repied also a positive trend; they increased with 26.8% since
2012, while their value amounted 2,713 million euros. Thus, it can be seen that in 2013 foreign
direct investments financed entirely the current account deficit. Although the peak level of the
lag four years was reached in 2013, it is much lower than in the period preceding the financial
crisis (in the period 2002008, the annual average of FDI was 8,000 million euros).

Figure3: The evolution of the real GDP, domesticmand and current account, 2062013
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Theexternaldebt of Romania decreased by 3.25% in 2013 to a level of 96.44 billion euros. The
medium and longerm external debt amounted 798% of total external debt at the end of the
year, respectively 76.95 billion euros, decreasing by 2.3% compared to Decentbad®a

The shoriterm external debt recorded a reduction of 6.83% to a level of 19.49 billion euros
(20.22% of total externalabt).

Because ofhe repaymentsmade,the debt to IMF lowered at the end of 2013 compared to the
same period of the precedent year by 4.97 billion euros, respectively at a level of 5.82 billion
euros. Thereforethere wasdecreasedoth in the level ofthe debt component for financing

the budget deficit {1.02 billion euros) andn that allocated to strengthen the international
reserves-3.94 billion euros).

The downward trend ofhe externaldebt was as well due to the decrease of private external
debt (especially in the context of deleveraging in the banking s¢cfne factor that acted to
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international markets.

In 2013, norgovernment loans declined in re@rms, decreasing with 4.7% in December 2013
compared to the same period of 2012. The downfall was more pronounced in the case of
foreign currencydenominatedloans which decreased by 6.8 % in euro equivalent, while the
dynamics oflomestic currency demainatedloansrecorded a decrease in real terms of 0.8%. A
declining loan demand amid relatively low economic growth, high levels of household
indebtedness and preservation of risk aversion both at the lefeteditors and debtors were

the main factors hat led to the contraction of lending. Another factor impacting negatively on
lending was the increase in capital requirements for financial institutions in the EU (imposed by
Basel Ill regulations), which involved an accelergt@ckof deleveraging in th banks and their
subsidiaries in Central and Eastern Europe. Alsofinancial institutions were forced to resort

to maintaining a prudent conduct in terms of credit, in the context of continuous portfolio
guality deterioration, and increased provisiomeguirements.

The evolution of foreign currenayenominatedfinancing has been negatively affected by the
limitation of foreign currency denominateldans to borrowers exposed to currency risk as a
result of NBR implementation of the European Systemik R@ard recommendations, but a
factor that acted to the contrary was the continuation of the program "First Home" in foreign
currency until August of 2013. Lending in domestic currency was fueled by lower interest rates
and by the continuation of the progm "First Home" iocal currency strting with the second

half of the year.

Regarding the developments in the labor markiet,2013 the average number of employees
continued to increase to a level of 4,520 thousand pebpélvancing by 1.7% compare to
2012, in the context of an increasing number of jobs created by the private sector, while the
number of public employees has remained relatively constant. On the other hand, at the end of
2013, the unemployment rate calculated according to the criteria @f lihternationalLabor
Office (ILO) increased by 0.2 pp respectively from 7.1% to27.3%e total number of
unemployed registered at the National Agency for Employment (NAE) increased from 493
thousand to 512 thousand people, the registered unemploymetg macreasing from 5.59% to
5.65%. The unemployment rategmputed according to the criteria ofLO and the NEA) has
evolved in the same direction as the average number of employees in the economy, and this
phenomenon can be explained by the increase ie Hcttive population with 33 thousand
people, of which 26 800 are included in the unemployed category.

lAccording with Workforce Balance, NCP estimates.
2 According with NIS, TEMPO online.
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In 2013 the average gross wagper total economy wag,240 lei, up with 5% from 2012, while

net average wage was 1622 lei, increasing by 4@8nsidemg an average inflation &%, the

real wage increased by approximately 0.8%. The positive trend of the average salary was mainly
driven by the growth of wages in the public sector (12.1%), due to the full recovery of wage
reductions implemented in 2010.uBing the same period, average wages in the private séctor
advanced in nominal terms by 3.27%, below the inflation rate, their dynamics being affected by
the constraints on the labor market and productivity gains.

The evolution of main macroeconomic ingiors in 2013 compared with forecasts considered
in the revised Fiscal Strategy for 262315 (adopted in January 2013) are summarized in the
following table:

Tablel: Macroeconomic indicators (differences from prognosis)

Revisedriscal Strategy Effective
20132015 2013
-0 yoy_
GDP
GDP (million lei) 623,314.0 628,581.3
Real GDP 1.6 3.5
GDP deflator 4.1 3.5
GDP components
Final consumption 2.2 0.73
Private consumption expenditure 2.3 1.32
Government consumpin 16 178
expenditure
Gross fixed capital formation 3.5 -3.3
Exports (volume) 1.0 13.5
Imports (volume) 2.8 2.4
Inflation rate
End of periodDecember 2013) 3.5 1.6
Annual average 4.3 4.0
Labor market
Unemployment rate at the end of pel 5.2 5.65

% According to INS, TEMPO online, average wage by the national economic activities NACE Rev. 2
* The private sector ispproximated by removing government and defense sectors, education and
health and social assistance.
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Average number of employe®s 1.3 1.7

Gross average wage 5.68 4.84

Source: National Institute of Statistics, National Commission of Prognosis

® Differences betweenNCP forecasiand the reported effective level is due to the different
methodology: whileNCPuses as a reference forecashe workiorce balance the effectivefigures are
from NISmonthly buletinewhich includes onlgconomic agentsith more than 5 employees.
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lll. Fiscal policy in 2013

l11.1. The assessment of objectives, targets and budgetary indicators

UYRSNIJ FNIHAOES nyX LI NIFINILK 6HO 2F GKS CAAOI T
I yydzl £ NI L322 Nadisdudsiorn andadalysid ok tife indplementation of the fiscal policy

set forth in the Fiscal Strategy and Annual Budget appravetd previous budget yeaand

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;

b) Anassessment of progress against the fiqualicy objectives, targets, and indicators set out
in the Fiscal Strategy and annual budget to which the annual report corresponds;

C)Anl aaSaavYSyd 2F (GKS D2@SNYYSyidQa O2YLX Al yOS
during the preceding budget year;

d) Recommendationand 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 to art. 23 letters b) and c) of the Fiscal Responsibility Law no2@B0, the fiscal
framework section of the fiscal strategy may be revised when there is a significant worsening of
the forecast of macroeconomic indicators and other assumptions that underpinned the
previous fiscal strategy, respectively when a Governméange occurs, in which case, at the
beginning of a new mandate, the Government will make public, whether its program complies
with the latest fiscal strategy antthe other budget documents approved by Parliament. Both
situations stated in the articles aiw above mentioned were valid in thoces of the budget
elaboration for 2013, andthe Governmentendeavorto update the previous version of the
fiscalstrategy corresponding for the period 202815 was a justified one. The draft budget for
2013, adopte at the beginning of February of the same year was accompanied by a revised
version of the fiscal strategy, which involves an identical fiscal framework for 2013 in both
R20dzySydaed LYy (GKSaS OANDdzYaidl yOSa3nnhaKr€porCA & Ol €
the objectives, targets and indicators set by fiscal strategy and the budget is reduced to an
analysis of the projections contained in the draft budget. However, to show the changes that
occurred in the fiscal framework for the period 202315, punctually will be considerealso

the targets set in the 2012015 Fiscal Strategy, even if they did not exary constraints on

the fiscal policy.
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The general consolidated budget for 2013 was basedaignificantly more unfavorable
macroeconomic drecast scenario than the one taken into account in developireyFiscal
Strategy for 2012015 (adopted by the Government in June 20112¢, economiagrowth being
estimated to be only 1.6% in real terms, compared with 3.1% economic growth forecashused i
developing the strategy. Witlthe worsening growth prospects, the draft budget for 2013
envisaged a budget deficit target of 2.15% of GDP (cash standards) or 13.394 billion lei, higher
than the 1.8% level assumed in the Fiscal Strategy for-2013. Regrding the budget deficit
target determined according to ESA 95 methodology, this was increased by 0.2 pp compared to
the previous version of the strategy, respectively 2.4% of @ID@Fiscal Council noted in its
opinion on the draft budget, that the pragsed target is consistent with the structural
adjustment path (according to the ESA95 deficit) needed to achieve in 2014 the medium term
objective of 1% structural deficit (which would ensure the conformation to the provisions of the
Treaty on Stability, @rdination and Governance (TSCG) in the Economic and Monetary Union
(EMU) ratified in June 2012). It should be noted that, at that time, the structural deficit for the
year 2012 was estimated by the EC at a level of 1.8% and the proposed structuranadjust
pace for 2013 was 0.4 pp of GDP.

The final budget execution recorded the achievement of the ESA95 deficit target (actual deficit
of 2.3% of GDP), Romania confirming the positive developments in terms of fiscal consolidation
that led, in 2013, to thedt from Excessive Deficit Procedure initiated in 2009. This EC decision
envisaged the deficit below 3% of GDP registered in 2012, and prospects for continued
observance of this ceiling. According to the cash standard execution, the budget deficit stood a
a level of 2.51% of GDP, the exceeding of the initial target maoburred due to
underperformanceof nonrtax revenuesaind revenuesrom European funds, but also as a result

of expenditures on goods and services significantly higher than the inibgqtion. Adjusting

the budget deficit by about 0.7 pp of GDP according to ESA95 methodology, while maintaining
cash deficit as a percentage of GDP for the year 2012 is explained mainly by the
implementation of EU Directive no. 7/2011 on combating late npayt in commercial
transactions (which required additional payments of about 2.5 billion lei in the year 2013) and
the payment of an tranche of 10% of enforceable titles related to wages obligations of certain
categories of public sector employees (totgliabout 900 million). Both the above mentioned
expenses were previously covered in the budget execution in accrual system, corresponding to
ESA95.

In terms of fiscal policy rules, the nominal ceilings for the general government balance in 2013,
its total expenses (excluding income from pasaicession EU funds, paecession funds, and
financial assistance from other donors) gmersonnel expenditurevere established by Law no.
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4/2013 (see Table 2below). The ludget execution does not confirm compliance falt the
indicators mentioned above. The budget deficit target for 2013 has exceeded the nominal
target assumed, even if the total expenditure was below the ceiling established by Law no.
4/2013, given that the significant failure tfe expectedrevenuewas partially accommodated

by costs reduction. The level of personnel expenses at the end of the year exceeded with 144.6
YAfTA2Y GKS y2YAYylLf OSAfAy3dZ o6dzi RdzS G2 |
construction, their level expressed as argentage of GDP stood at a level of 7, 37%, thereby
falling within the established limits.

Table2: Nominal ceilings for GCB balance, total expenditure and personnel expenditu

Budget execution 2013

Law no. 4/2013

million lei

-13394

210828.9

46154

15771.3

206704.8

46298.6

% of GDP

-2.1%

33.82%

7.40%

-2.51%

32.88%

7.37%

* Excluding financial asgance fromthe EU and other donors

The first budget revisiompproved in July 2013, increaséite general consolidated budget
revenues with 0.12 billion lei and spending with 1.43 billion lei congbdcethe original
program, while changing the budget fiet according to cash methodology at a level of 14.7
billion lei, higher with 1.3 billion lei than the ceiling of 13,394 billion lei (from 2.1 percent to 2.3
percent of GDP), the new targets violating the Law no. 4/2013 on the appobeailings for
certain indicators specified in the Fiscal Strategy.

The increase dhe projected budget revenues was due solely to supplementing the origimal
chain" compensationswap schemefor clearing outstanding payments to the budggtitially
estimated at 1 bilbn lei) in the amount of 1.12 billion lei. Thus, this amount would be
transferred from the state budget to local budgets and to certain state companies to settle
outstanding obligations to the budget, the effect of the scheme being neutral for the budget
deficit. Excluding the impact of compensation schemes, budget revenues are projected to
decrease by about 1 billion USD due to the unfavorable impact of the downward revision of
VAT revenue-0.89 billion lei), tax on profit revenue<(85 billion lei), gcise {0.52 billion le)

and nontax revenues-0.39 billion lei). Some of these decreases were partially offset by the
plus in projected revenue for the amounts received from the EU in the account of payments
made (0.93 billion lei) and for the other gaal taxes on goods and services (+0, 83 billion lei),

® Law approving ceilings for indicators specified in the Fiscal Strategy.
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at this chapter being found clawback tax receipts, which were not included in the original
estimates.TheFiscal Council warned in his opinion on the budget revision that the significant
failure of budyet revenues in the first half of 2013 has not been fully considered in developing
the revenue projection for the full year, which is very optimistic. Thus, despite the upward
revision ofthe economic advance at 2%, its structure was not rich tax #med collected
revenues would most likely be lower than the originally estimated.

The total expenditurewvas increased by 1.43 billion compare to the original program, from
which the amount of 1.12 billion lei peesented the supplementation for thelearingswap
scheme(618 million capital expenditure, 500 million goods and services). The largest increase
was localized at the level of goods and services (2 billion lei, fueled partly on the budget
revenue side by the clawback tax), which is mainly motivated byatioelerated payment of
arrears in the health sector. Spending reductions occurred primarily in the categories: "social
assistance" -604 million lei), "capital expenditure™439 million lei),oprojects funded by
external postaccession grants (-466 millon lei), "other transfers" -494.4 million lei).
Moreover, the Fiscal Council warned at the beginning of the year about underestimating
spending on goods and services, given the costs associated with implementing the EU Directive
on combating late paymerstin commercial transactions.

Compared with the parameters approved in the context of the first budget revision, the second
revision envisaged a decline of the estimated general government revenues by 3.4 billion lei
and spending by 2.2 billion lei, thefawt target being revised upward to 15.90 billion lei (higher
with 1.2 billion lei, respectively by 0.2 pp of GDP), representing 2.54% of GDP (estimated at
625.6 billion lei). Moreover, this trend has confirmed theropn of the Fiscal Council on the
budgetaryrevenue expressed with the occasiontbé first revision, theunderachievement of
revenues being partially accommodated through the use thie existing reserves in the
expenditure aggregates.

Considering individual revenue items of the consolidatgheral government, the largest
downward revision was recovered in the ntax revenues (1.65 billion lei). The cumulated
revision at the level of tax revenues (1.9 billion lei) had as main sources of revenue the
estimation of lower excise duties901 mllion lei), followed by VAT-365 million lei) and
personal income tax308 million lei).TheFiscal Council expressed in its opinion on the second
budget revision serious reservations about the ability to achieve the target at the end of the
year for reenues from posticcession EU funds, given that, three months before its end, the
level of inputs (5.03 billion lei) was less than a half of the estimated amount for the entire year
(12.15 billion lei).

Adjustingfor the influence of swap compensation schesfor clearing outstanding obligations
to the budget(amounting to 2.12 billion lei, whose distribution by category of expenditure has
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undergone some changes compared to that envisaged in the first budget revision), the
reduction of total expenses was dumainly to cuts in the procurement of goods and services
(-744 million lei), social assistanc®%6 million lei), use of existing reserves in the budgeted
amount for interest expense-477 million lei), reduction of the component other transfers
(-446 million lei) and expenditure reduction associated with programs funded by external
grants €287 million lei).The nvestmentspending which include capital expenditures, expenses
associated with programs funded by reimbursable funds, projects fuirime external grants

and other transfers of the nature of pestcession investments were reduced at the second
budget revision with 1.2 billion lei to the level of the previous budget revision.

¢KS CAalOlt /[ 2dzyOAf Q& 2 Llkepdited the \Bolationi (BySlerdyatioth
of the rules regardinghe budget revisions as stated by article 6 letter b) and c) and article 16 of
the Fiscal Responsibility Law no. 69/20T8e Fiscal Council considers that the breach by the
draft budget revision bthe fiscal policy rules seriously undermines their credibility, especially
regarding norcompliance with the deficit target, for which the derogation was a first (revision
of the 2012 deficit target was covered by tlscapeclauses of the Law 69/2010Ry the
second budget revision in October 2013, the total expenditure was reduced to partially offset
the decreaseof the budget receipts estimates; thus, the total expenditure (excluding financial
assistance from the EU and other donors) has been broughinmhe ceiling prescribed by
Law 4/2013 and was restored the observance of the rule stated by article 6 letter c). However,
the rule stipulated in article 6 letter b) of Law 69/2010, was broken again as the project of the
second revision gtulated a bulget deficit of 15.9 billion lei, up with 2.5 billion lei than the
ceiling of 13,394 billiotei establishedoy the Law 4/2013, the deviation from the legal ceiling
increasing by another 1.2 billion lei compare to that already recorded during the firgjebud
revision.

The way the budget process was conducted in 201®th budget revisions increasing the
deficit target while existing an explicit legal prohibition and sufficient indications, basdaeon
budget execution at the end of the first 6 monthsgeedinga highprobability for much lower
budgetary revenues performance than the revised estimates, questions the relevarbe of
fiscalrules andthe commitment to meeting fiscal disciplinehd& effectiveness of a fiscal rule
determined by the cons#int that it exerts on the fiscal policy formulation. The ease with which
the fiscal rules have been repeatedly circumvented this year, théhiecorded violations in the
years that have elapsed since the adoption of the Fiscal Responsibility law intB@lles
stated by article 6 letter ¢) and article 21, highlights the weakness of the constraints exerted by
the fiscal rules from the FRInd raises serious doubts on the commitment to meet the future
fiscal rules established by taking into national l#ve provisions of the Treaty on Stability,
Coordination and Governance in the Economic and Monetary Union (Fiscal Compact).
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Evolution ofthe key budget aggregates during 2013 is presentetianle 3

Table3: The evolution of the nain budgetary aggregates during 2013 (billion lei)

Total revenues 2121 208,3 207,3 203,8 199,0
Fiscal revenue 122,2 122,0 120,4 118,5 118,2
Sociakontributions 56,3 54,4 54,4 54,3 54,3
EU funds 14,3 11,9 12,8 13,1 9,1

Total expenditure 223,7 221,7 222,0 219,7 214,8
Current expenditure 200,5 204,0 204,8 202,5 198,4
Capital expenditure 23,2 17,7 17,2 17,2 17,5

Budget deficit -11,7 -13,4 -14,7 -15,9 -15,8

Source: Ministry of Public Finances
Note: Amounts without the compensation schemes

The results of the budget execution in the fiscal year 2013 were lower than the forecasts of the
second revision; both revenue and expenditure have registedgevelopments below
expectations.On the revenue side, the gap from the estimated amount to be collected was
about -4.8 billion lei, mainly due to a very poor performance of the UE funds absorptidh (
billion lei- confirming the reservations expresség the Fiscal Council on the occasion of the
second budget revision regarding the projection of this budgetary aggregate) and lower than
the projected receipts corresponding to the tax on the use of goods, authorizing the use of
property or the conduct ofactivities (0.5 billion lei) and fiscal revenue8.24 billion lei).
Regarding expenses, they fell by 4.9 billion lei, the main categories that registered reduction are
the expenditures on projects financed through pestcession EU funds2(6 billion &i, the
reduction was operated in order to accommodate the failure to collect the UE funds), other
transfers 0.5 billion lei), social security0){44 billion lei), transfers between government units
(-0.27 billion lei), goods and services (0.22 billmip [Thus, the budget deficit in cash terms at
the end of the year has not exceeded the level estimated in the second budgetary revision, but
it has significantly exceeded the target set by the draft budiget2.37 billion lei.

The fiscal consolidatiostarted in 2010 in order to correct the existing major imbalances
regarding the public finance position, was characterized by an alert pace, Romania succeeding
in a relatively short period of time a budget deficit reduction, expressed according to ESA95
standards, from 9% of GDP in 2009 to 2.3% of GDP in 2013. The fiscal adjustment in the period
20092013 considering ESA95 standards was performed by cutting spending by 6.2 pp. of GDP
and increasing revenues by 0.6 pp. of GDP. The expenditure reductiomvaele primarily in
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the personnel expenses2(8 pp of GDP), gross fixed capital formatieh5 pp of GDP) and
social security-(.4 pp of GDP). On the budgetary revenue side, the growth by 0.6 pp of GDP in
20092013 was mainly due to the increase of thgdé VAT rate from 19% to 24% in 2010, so
the VAT revenues rose during 2002013 by 1.7 pp of GDP (2009 marked a decline in the VAT
revenues by 1.3 pp of GDP compared to 2008), offsetting the decline in receipts from the social
security contributions-(.4 pp of GDP) and those from the income t#x§ pp of GDP). In 2013

the budget deficit reduction from 3% to 2.3% of GPRBccording to ESA95 standardsvas
achieved by reducing spending by 1.7% of GDP while the targets for revenue collection were
not redized by a considerable margin. Thus, revenues were lower by 1% of GDP, mainly as a
result of lower fiscal revenues by 0.7 pp of GDP while adjustments to the budget expenditure
occurred mainly in the intermediate consumptio®.(/ pp of GDP), other expersé€0.5 pp of

GDP), social securityd(3 pp of GDP) and gross fixed capital formatior3(pp of GDP).

Table4: The development of budgetary expenditure and revenue according to ESA95

Changes Changes
2010 2011 2012 2013 2013to 2013 to

2012 2009
Total revenue (% of GDP) 32,1 33,3| 33,9 33,7 32,7 -1,0 0,6
Fiscal revenue 17,3 18,0 19,2| 19,3| 18,6 -0,7 1,4
Indirect taxes, out of which: 10,7 11,9 13,0 13,2| 12,7 -0,4 2,0
VAT 6,6 7,7 8,7 85| 84 -0,2 1,7
Excises* 3,1 3,0/ 3.1 3,1 : : 0
Direct taxes, out of which: 6,5 6,1| 6,2 6,1 5,9 -0,2 -0,7
PIT 3,7 34| 3,5 36| 3,6 -0,1 -0,1
CIT 2,4 1,8 1,9 1,71 1,7 0,0 -0,7
SSC 10,2 95| 9.1 9,0/ 8,8 -0,2 -1,4
Other current revenue 1,7 2,7 2,2 25| 2,7 0,2 1,0
Total expenditure (% of GDP) 41,1 40,1| 39,4| 36,7| 35,0 -1,7 -6,2
Intermediate consumption 6,5 58| 6,1 59| 5,3 -0,7 -1,2
Compensation of employees | 10,9 9,7, 7,9 78| 8,1 0,3 -2,8
Interest payments 15 15| 1,6 18| 1,8 0,0 0,2
Social assistance 13,8 14,1 13,4 12,7| 12,3 -0,3 -1,4
Subsidis 0,7 06| 04 04| 0,3 0,0 -0,4
Other current expenditure 1,4 19| 20 2,3 1,8 -0,5 0,4
Gross fixed capital formation 5,9 57| 55 4,7 4,5 -0,3 -1,5
Budget deficit (% of GDP) -9,0 -6,8( 55 -3,0| -2,3 0,7 6,8

Source: Eurostat
Note: * for 2013 data are natvailable yet, the difference 2013 refers to 2002012
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Regarding the budget execution according to cash standards, the year 2013 recorded the
maintenance of the budget deficit expressed as a percentage of GDP at the same level as
previous yearj.e. 2.5%, as both revenues and expenses recorded a decrease of 0.9 pp of GDP.
Compared to 2012, the main budgetary revenues registered a downward trend while on the
expenditure side, the reduction of social spending by 0.5 pp of GDP and the investment
spendingby 0.4 pp of GDP partly offset the increase in personnel expenses (+0.4 pp of GDP)
and in expenses with goods and services (+0.3 pp of GDP). Considering the peri@dP®09

the fiscal adjustment according to cash standards was performed by reducindisgdyy 4.4

pp of GDP and increasing budgetary revenues by 0.3 pp of GDP.

Table5: The development of budgetary revenue and expenditure according to cash
methodology

2009 | 2010| 2011 2012

Initial
budget
2013

Execution
2013

Charges
execution
to initial

budget

Changes Changes

2013 to
2012

2013 to
2009

Total revenue

o 0.3
(% of GDP) 31.4| 32.2| 32.2| 325 334 317 0.9 0.9
Fiscal revenue | 17.6| 17.8| 18.5| 31.0 314 30.2 04 -0.8| 126
PIT 37| 34| 34| 20 2.1 1.9 0.1 -01 -1.8
CIT 241 19| 18| 1.8 1.9 1.7 0.0 -01 -0.7
Property tax 0.7 0.7) 0.7 0.7 0.7 0.7 0.0 0.0 0.0
VAT 6.8 7.5 83| 8.3 8.3 8.1 0.0 -0.2 1.3
Excises 3.1 33| 34| 35 3.6 34 0.1 -01 0.3
SSC 96| 87 90| 87 8.7 8.6 0.0 -0.1 -1.0
Non fiscal 31| 38| 33| 31 31 27 0.0 04| -04
revenue
Donations 0.7 08| 01| 0.1 01 0.0 0.0 0.0 -0.7
Amounts
received fromthe o /1 11 11| 14 18 1.4 0.4 01| 1.0
EU for payments
made
Total
expenditure 38.6| 38.6| 36.5| 351 35.6 34.2 0.5 -0.9| -44
(% of GDP)
Pasonal 03| 82| 69| 7.0 74 74 05 04| -19
expenditure
Goods and 57| 56| 57| 58 6.0 6.1 0.2 03| 04
services
Interest 1.2 14| 16| 1.8 1.8 1.7 0.0 -0.1 0.5

32



payments
Subsidies 14| 13| 10| 10 0.8 0.8 -0.2 -0.2| -0.6
Projects fnanced
from post 05 14| 19| 23 2.8 2.2 0.5 0.0 17
accession grants
Social protection| 12.8| 13.1| 12.2| 114 11.2 10.9 -0.2 -0.5 -1.9
Capital 44| 37| 40| 32| 28 28 0.4 04| -18
expenditure
Budget deficit

- - - - - - 4.8
(% of GDP) 73| -6.4| -4.3| -25 2.1 2.5 0.4 0.0

Source: Ministry of Public Finances

Further, this chapter will include a detailed analysis of the developments of the main budgetary
revenue and expenditure aggregates, followed by an assessment of the public debt dynamics
and its determinants based on a medium term projection.

[11.2. Budgetary revenues

The revenues of the general consolidated budget, without the impadhefcompensation
schemes, increased by 4.25% in 2013 compared to the previous year, to 199.04 éillion |
(31.67% of GDP). Compared to 2012 the share of budgetary revenues in GDP fell by 0.88 pp
within the context of a superior dynamic of the nominal GDP (+7.12%), the reduction being
localized at the following categories ofvenues: VAT-0.23 pp), exciseduties (-0.09 pp),
corporate income tax-0.1 pp),social insurance contributionsQ(09 pp) as a result of the
decision to return to thgpensionerghe health insurance contributions collected illegally and to
increase the scheduled amounts transferredthe Second Pension PilfaOn the other hand,
positive developments in terms of share of GDP were recorded by personal income tax
revenues (+0.6 pp), the amounts received from the EU payments (+0.6 pp), and, also, by the
budgetary aggregate tax on use @bods, authorizing the use of property or the conduct of
activities on the basis of revenues obtained from renting the frequency bands (0.13 pp), but
these are extraordinary revenues.

Also, the budgetary revenues were by 1.47 pp of GDP lower than thedemsidered in the

draft budget, mainly due to lower than expected fiscal revenues, the difference between the
final value and the initial projection being 0.67 pp of GDRis significant underperformance in
fiscal revenues can be justified by the fétat the economiagyrowth recorded in 2013 was not

tax rich (respectively an economic growth favorable to an increase in budgetary revenues),
driven primarily by the positive evolution of the exports and a very good agricultural

" These are recorded as negative revenues in thegbtigxecution
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production. Thus, the majadifferences compared to the original projection wdoeatedin the
excise revenues@.2 pp of GDP), the VAT revenuds 16 pp of GDP), as well as those related
to corporate income tax-0.13 pp of GDP). Also, a development below expectations was
registered at the level of EU funds absorption, the difference between the actual value and that
planned is approximately0.37 pp of GDPThe budgetary execution for social contributions,
grants, capital income and property taxes was in line with the expectatemvisaged in the
draft budget. The dynamics dahe budgetary revenues was positively influenced by the
clawback tax receipts not included in the draft budget, so that the category other general taxes
on goods and services recorded an increase of 0.09fp@GDP compared to the initial
estimates.

[11.2.1 VAT and excises

The VAT r?ce'pts’ without the |mpa_lct of 1 Figure4: VAT revenues, 2013 (billion lei)
compensation schemes, recorded in 201!

level of 50.97 billion leirespectively8.11%
of GDP, with about 0.97 billion lei lower thi

1 10 )
the amount envisaged in the draft budge | 21 =
Compared to the initial budget, VAT reven

were revised downward during th 1

budgetary revisions on the background of

unfavorable  dynamics  of  privat 519 c 07
consumption in the first semester and al ]

due to the effect of reducig the VAT rate or

bread, flour and wheat (the impact we ]

estimated by the MPF at 90 million lei). | | | | |

should be noted that throth the twi 20132015  Initialbudget ~ Firstrevision Secondrevision  Actual
budgetary revisions the compensatic Fiscal strategy

scheme was increased (an additional imp
at the level of VAT revenues of 1.1libn
lei), but this increase was not reflected
the level of the final execution. Source: Ministry of Public Finances

nProgramswap ¢ First compensation scheme  u Second compensafion scheme  + Swap execution

Compared with 2012, the VAT revenuesthout the impact of he compensation schemes,
have increased with 2.03 billion lei (4.14%).

Evaluating the efficiency of tax collection through the ratio between the implicit tax rate
(defined as the ratio of actual revenues collected for a particular type of tax and the
corresponding macroeconomic tax base) and the statutory rate of taxation, it can be concluded
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that the efficiency of taxation for VAT decreased in Romania compared to therigre period,
but that is a common feature of EU new member states (NMS 10). Iteabserved though a
relative stability of the efficiency index in the period 202M1 3.

The budget execution at the end of 2013 expressed according to ESA95 standards indicates a
slight reduction in the level of taxation efficiency compared to the previ@as (a decrease of

the efficiency index from 57% in 2012 to 56% in 2013), the dynamics of VAT revenue was
slightly lower than that of the corresponding relevant macroeconomic tax base (household final
consumption and NPIS$H Considering the macroeconatrstructure, the favorable agricultural

year had a positive impact on the component "sadhsumption”, which is not likely to
generate fiscal revenue. Thus, isolating the effect of this component, the collection efficiency
remained at the same level as 2012.0n the other hand, the dynamics of VAT revenue was
adversely affected by the reduction of the VAT rate on bread from September, but the effect of
this measure at the level of the efficiency index is insignificant in 2013, taking into account the
marginal impact on the budgetary revenues, determined by the short interval of time remaining
from the moment of implementation until the end of the year.

Figure5: The evolution of the implicit tax rate and 0¥ ATtaxation efficiencyin Romania
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farmhouse market

The effectiveness of taxation for VAT of 56% in 2013 is significantly lower than in Estonia (83%),
Slovenia (71%) and the Czech Repu@iLl%). Romania collected in 2013 8.47% of GDP in VAT
revenue (ESA95 execution), compared to 8.45% of GDP in Estonia, 8.64% in Slovenia and 9.22%

& Non-profit institutions serving households
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in Bulgaria, while the standard rate of VAT in these countries was 20% (compared with 24% in
Romania). In 208, a lower efficiency of taxation as defined above was observed only in
Slovakia, Latvia and Poland.

Although, it must be noted that the differences in the efficiency index of taxation also reflect
the structural differences between economies, since lingher percentage of rural population

in Romania is revealed in a higher share of thesatisumption component (netaxable) and
farmhouse marketMoreover, Aizenmann J. and Y. Jinjarak (28p8xamining a panel of 44
countries in the period 19740999, 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 openness of the econoqthe corresponding indicators for the
three variables irRomania being unfavorable. In addition, it should be noted that this method
of calculating the VAT efficiency indicator does not take into consideration the impact of the
reduced VAT rates and does not take into account other components of GDP that et $ob
VAT (part of intermediate consumption and part of gross capital formationste the chapter

of tax evasion).

Table6: Taxation efficiency VAT

Country Stand(%/g VATE Implicit tax rate** Taxe}::c(;r;;fimency Rank
2011 2012 2013 2011 2012 2013 2011 2012 2013 2011 2012 2013
BG 20.0 20.0 20.0 140 143 146 0.70 0.712 0.73 3 4 4
CZz 20.0 20.0 21.0 140 147 154 0.70 0.74 073 4 2 3
EE 20.0 20.0 20.0 166 16.9 16.2 083 0.85 081 1 1 1
LV 22.0 215 210 109 114 116 0.49 053 055 10 8 9
LT 21.0 21.0 210 126 121 118 0.60 058 056 6 6 6
HU 250 270 27.0 16.2 171 172 065 0.63 064 5 5 5
PL 23.0 23.0 230 132 119 120 057 052 052 9 10 10
RO 240 240 240 139 136 135 058 057 056 8 7 7
Sl 2000 20.0 20.0 144 144 154 0.72 0.72 077 2 3 2
SK 20.0 20.0 20.0 119 105 11.2 059 053 056 7 9 8

{ 2dz2NOSY 9dzNRLISIY [/ 2YYA&aarzys 9dz2NRPadGl i aAyArad

* |f standard rates have been modified duritige year, a weighted average of standard rates
has been reported.

TAT SYYIFYYy WoX WAY2FENI] X é6¢KS /2tftS0GA2y 9FFAOA
9PARSYOSés blildAz2ylf . dzNBldz 2F 902y2YAO wSaSI 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 S13nHSdjania, the revenues for

2011, 2012and 2013 include additional receipts due to implementation of compensation
scheme for clearing arrears (+1709 mil. lei in 2011, +1571 mil. lei in 2012, +854.7 mil. lei in
2013).

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

The revewe collected from the excise dutie
in 2013 amounted to 21.1 billion lei (3.36%
GDP), which indicates an achievement 20
these receipts below expectations, the origir 1,

budgeted level being 22.4 billion ISimilar to 1o |

the developments of the VAT recegptthe

revenues from the excise duties were revis »
downward during the two budget revisior w0

(-1.5 billion lei compared to the initig

projections), due to a negative dynamics 0 | | | | |

Figure6: Excises, 2013 (billion lei)

the Consumption’ but the size of the revisio 20132015  Initial budget  Firstrevision Secondrevision  Actual
i . Fiscal strategy
may suggest a decreasedllegtion efficiency.
Compared to the previous year, tlextra Source: Ministry of Public Finances

income from the collection of exciseecorded a level of 0.88 billion lei (+3.36%), rdftegthe
increases in the rates of excise on certain products (petrol, diesel, cigarettes, alcohol and luxury
goods), but also the positive effect generated by the increase of the exchange rate (+5.2%
considering the reference rate used in calculating theises). It should be noted that the
increase of excise duties on luxury goods and alcohol was a measure introduced in order to
offset the effect of reducing the VAT rate on bread, flour and wheat on budgetary revenues.
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[11.2.2 Direct taxes

The re/enges from the corporate_ incor Figure7: Corporate income tax, 2013
tax according to cash standards, in amc (billion lei)

of 10.92  billion lei, without th
compensation schemes (8.8 billion lei), h
registered a modest increase of 1.46Y%

2013, compared to the previous year (+.
million lei), bemg much lower than th
original budget estimates (by approximat 117 100 e
805 million lei), the reduced dynamics
these revenue being influenced by

regU|arlzatlonS made for the CorporE 2013-2015 Initial ~ Firstrevision Second ‘ Actual

income tax owed by the commerc oy revision
bankg®, but also by the poor evdiion of
the revenues from the nofiinancia Source: Ministry of Public Finances

economic agents, the lattdreing adversel
affected by the weak financial performancetbé companie$-

The nominal revenues frorthe corporate income tax, without the compensation schemes,
remained significantly below the pierisis levels. This trend can be observed also by
considering the efficiency index, expressed according to ESA88astis, which showed a
significant reduction in the period 20a812 (in line with developments in NMS 10); Figure 8
suggests a direct link between the effectiveness of collection and the cyclical position of

1 Thetaxpayers commercial banksRomanian legal entities and branches of banks in Romdaiaign
Romaniarlegal entities have the obligation, under the Tax Code to declare and pay annual corporate
income tax (completing the statement until 25 March theldaling year), with quarterlyprepayments
updated with theinflation index. Given that 2012 recorded an aggregate loss of the banking system in
amount of 2347 billion lei compared to 0.786 billion lei in 2011, the adjustment made in early 2013 to
advance pgments in 2012 meant tax refunds for the oveigh@orporate income tax in 2012lso, the
payments made in 2013 had as a basis the poor profits registered in 2012.

1 According to the National Trade Register Office (NTRO), the number of companies whiate beca
insolvent in 2013 was by 10.37% higher than in 20A@eover,according to a study of Coface the rate

of insolvencies defined as the number of newly opened insolvency reportedhis number of active
companies- during 2013 in the countries from Ceat and Eastern Europe, Romania stands with the
second highest rate of insolvencieg, 6.44%, the only country with a higher percentage being Serbia,
with 7.61%

38



economy. After the recommencement of economrowth in 2011, the efficiency index seems

to have stabilized, so that, if in cash terms, the dynamics of the corporate income tax, was only
0.58%, according to ESA95 standards, increased by 10.16% in 2013, compared to 2012; a slight
growth of the efficieng index can be seen in 2013, as the corporate income tax revenues have
advanced at a rate superior to the relevant macroeconomic base (gross operating surplus).

Figure8: Implicit tax rate and efficiency tax index farorporate inome tax in Romania

6.0 - 0.40
5.5 | 0.34 ﬁ

w 0.32 - 035
5.0 o | 0.30

- 0.25

!
0.22 0.21
0.19 0.20
- 0.20
g - 0.15
=+
2-0 1 T T T T T T T T I~ 0.10

2005 2006 2007 2008 2009 2010 2011 2012 2013

s mplicit tace rate for CIT Efficiency index (Right scale)

{2dzNOSY CAaOlf /2dzyOAt Qa OFf Odz F A2y A

Compared to other countries from Central and Eastern Eurdpe2013, Romania is ranked on

the seventh position (as in 2012), with an efficiency index of 20% and an implicit tax rate of
3.2% (caulated 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 experienced a slight increase inffibeerey
collection compared to the previous year, except for Slovakia, which recorded a decrease in the
efficiency collection, given the increase of the corporate income tax rate from 19% in 2012 to
23% in 2013. On the other hand, Bulgaria is the onlynttg that recorded a considerable
improvement in the efficiency of collecting corporate income tax from 37% in 2012 to 45% in
2013. It is likely that the improvement of this indicator depends on the position of the economy
in the business cycle, but alem the measures taken by the Ministry of Public Finances to
combat tax evasion or towards improving the tax legislation.

?Poland is not included in the ranking for the 2013 due to the unavailability of datdhemross
operating surplus in national accounts.
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Table7: Taxation efficiencyg corporate tax income

Ii_r?(?:rlnzotg)?/r)e Implicit tax rate* Taxa?r(l) dneizflmency Rank

Country

2011 2012 2013 2011 2012 2013 2011 2012 2013 2011 2012 2013
BG 10.0 100 100 38 3.7 45 038 037 045 1 1 1
Ccz 19.0 19.0 190 7.0 70 7.0 0.37 037 037 2 2 2
EE 210 210 210 30 35 44 014 017 021 8 9 6
LV 150 150 150 28 3.2 33 0.19 021 0.22 7 5 3
LT 15,0 15.0 150 1.6 26 2.7 0.11 0.17 0.18 10 8 8
HU 20.6 20.6 206 29 33 36 014 0.16 0.17 9 10 9
PL 19.0 19.0 19.0 41 41 00 0.22 022 NA 5 4 NA
RO 16.0 160 160 34 31 32 021 019 020 6 7 7
Sl 20.0 200 170 48 36 36 024 020 021 4 6 5
SK 19.0 19.0 230 48 46 49 025 024 021 3 3 4
{ 2dz2NOSY 9dzNRBLISHY [/ 2YYAAdaAzzys 9dz2NRadGldz aAyAiai

* Calculated as the ratio between "direct taxesdohly enterprises” (ESA code D.5R (S11+S12))
YR &d@3aINRaad 2LISNF GAy3 adzNLJX dzda | yR INR&A YAESR
** Computed as a ratio between the implicit and legal tax rate.

The recemt_s from the personal_ Income t Figure9: Personal income tax, 2013 (billion lei
expressed in cash standards,amount of

22.73 billion lei, performed belov
expectations, being under the origin
budget estimates by about 414 million |
(-1.8%), but exceeding the revenu
collected in 2012 by about 1.84 billion |
(+8.8%). The dynamics of this budget: |
aggregatereflects an increase of 5% of tf 21
average gross wage in the economy, |
also the increase of the average number
employees (1.7% compared to 201
solely due to an increase in the number
jobs created by the private sector, whi
the number of public employees has
remained relatively constant.

0.003

2013-2015  Initialbudget  Firstrevision Secondrevision  Actual
Fiscal strategy

Source: Ministry of Public Finances
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Figurel0: Implicit tax rate and taxation efficiency index for persahincome tax in Romania
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The dynamics of personal income tax revenue expressdeiSA95tandards (+5.5%) is lower
than that in cash terms (+8.8%), also being inferior to that of the macroeconomic base, which is
equivalent to a slight reduction in the collection efficiency. However, the level of this indicator
remains quite high (0.9% the period 2008012 being characterized by a consistent
improvement of the collection efficiency, the corporate income tax retsegnd the wages
have constantly advanced at a rate higher than that recorded by appropriate macroeconomic
basis. The figures should be interpreted with some caution, given that in the recent years, the
successive increases of salaries in nominal termewet accompanied by a revision of the
income tranches on which tax deductions are granted. Thus, a given dynamics of the gross
wages can generate higher revenues from personal income tax, without being necessarily
based on an increase in the efficiencycoflection.

13 Compared to 2012 Fiscal Council's Report it can be noticed for Romania a major change for the
efficiency index value, by approximately 10 pp due to the downward revision of the data regarding the
tax base a O2 YLISY &l GA2y 2F SYLX 2&8SSa¢o

41



Table8: Taxation efficiencyg personal income

Legal corporate " Taxation efficienc

Sy inc?ome ta?x (%) Implicit tax rate** index y Rank

2011 2012 2013 2011 2012 2013 2011 2012 2013 2011 2012 2013
BG 100 10.0 10.0 10.3 104 99 103 1.04 099 1 1 1
Ccz 150 150 150 88 88 9.1 059 058 061 10 10 7
EE 21.0 21.0 21.0 156 159 16.0 0.74 0.76 0.76 5 7 5
LV 25.0 25.0 240 196 199 194 0.78 0.80 0.81 4 4 4
LT 15.0 15.0 15.0 126 12.7 128 0.84 0.85 0.86 3 3 3
HU 16.0 16.0 16.0 11.7 12.7 120 0.73 0.79 0.75 6 5 6
PL 25.0 25.0 25.0 183 190 NA 0.73 0.76 NA 7 6 NA
RO 16.0 16.0 16.0 15.1 15.8 156 0.94 0.99 097 2 2 2
Si 27.0 27.0 27.0 16.2 165 156 0.60 0.61 058 9 9
SK 19.0 19.0 22.0 114 120 128 0.60 0.63 058 8 8 8
{ 2dz2NOSY 9dzNRLISIY [/ 2YYA&aarzys 9dz2NRPadGl i aAyArad

* For countries with progressive taxation system (Slovakiace 2013, Poland, Slovenia), the

figure reported is the average taate (Slovakia, Polandwith two tax rates system) or central

rate (in Sloveniawith three tax rates system).

** Computed as the ratio between "revenues from direct tax paid by the population” and
personal income tax base defined as gross wages finenmational accounts from which social

insurance contributions paid by employees were deducted. For the Czech Republic and Hungary,
GKS LISNB2Ylf AyO2YS GIE oFas$S Aa a02YLISyal GAz2
contributions paid by employests IA @GSy (GKS dzaS 2F (GKS &adzLJSNJ
personal income tax due.

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

Compared with other countries in the region, Romania kept its second position in the sample
with an efficiency index of 97% and an implicit tax rate of 15.6% (calculated as the ratio of
direct taxes paid by househof@sand gross wages from national accounisicluding shadow

“Data for Poland regarding gross wages from the national accounts in 2012 are not available yet.

%It includes other forms of taxes paid by the population ( as. tax on capital gains, interest income and
pensions), not just ages. Unfortunately, there is no detailed data available on the types of taxes paid
by the population in order to take into account only taxes on wages. This is the explanation for which
the value of efficiency index may be higher than one (see for exaBiydtgaria in the period 2012012).
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economy, for which social security contributions paid by employwese deduced from
salaries).

[11.2.3 Social contributions

The revenues from social contribution
amounting to 54.38 billion lei at the en (billion lei)
of 2013 in cash standards, we
approximately equal to the initia
estimates (54.36 billion lei), while th

0.03

impact of the corpensation scheme:

implemented during the year was 31 1

million lei, which was not included in th

original budget. The receipts from soc 54.4

contributions recordedabout the same 1

level as theestimated projectiongor the

second budget revision, noting &

increase 06.04% (without the impact o

. 2013-2015  Initial budget  Firstrevision Secondrevision  Actual
the compensation schemes) compar: Fiscal strategy
to the level registered at the end c
2012.

Figurell: Social security contributions, 2013

Source: Ministry of Public Finances

The dynants of the social contribution receipts in 2013 was negatively affected by the increase
in the scheduled amounts transferr&do the Second Pension Pillar, but also by the repayment
of the amounts illegally collected from the retirees representing the theahsurance
contributions, as a result of the Constitutional Court's decision from April’2012

'® The contribution rate to the private pension fund increases by 0.5 pp per year, startintyJamdary

of each year so that in 2013 the share was 4%, compared to 3.5% in 2012 and 3% in 2011.

" The decision states thahe health insurance contribution applies only to pension income exceeding
740 lei, deducting this amount from the tax base. The Government decided to refund these amounts,
withheld illegally as follows: for those detained during the period Janl&sch 2011, the refund is
made in equal monthly installments during the period JuAeigust 2012; for amounts withheld in April
2011- April 2012, the return shall be made by 30 September 2013.
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Table9: Social security contributions (mil. lei)

Adjusted serie®’ 1 50.637,3 51.6583 54.378,9
Swap 2 726,0 407,6 31,1
Second Pension Pillar | 3 1.976,2 2.501,3 3.125,2
Amounts illegally vylthheld/ 4 1.051.3 262.8 7885
refunded to retirees
Gross series 5=1-2+3+4 50.836,1 54.014,8 58.261,5

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

Thus,if it is considered the unadjusted series, it appears that in 2013 the social contributions
revenues, amounting to 58.26 billion lei, registered a favorable trend, exceeding revenues from
2012 with about 4.25 billion lei (+ 7.86%).

The revenue dynamicsxpressed according to ESA95 standards (+5.12%), was lower than that
of the relevant macroeconomic base (+6.98%}ppectivelythe gross wages from the national
accounts and the number of employees, which implies a decrease of the implicit tax rate and a
deterioration of the taxation efficiency index (from 0.74 to 0.72). However, it may be noted that
the implicit rate of taxation corresponding to social contributions is at a higher level than in
2010, before broadening the tax base (extended health inswwaoentributions base for
pensions over 740 lei monthly, redefining the dependent activities and the introduction of
social security contributions for the military personnel).

8t is that contained in the budget execution
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Figurel2: The development of the implicit tax ratand taxation efficiency index for socia

security contributions in Romania
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In comparison to other countries in the regiSnRomania continues to be ranked on taight

position regarding thesocial contributions allection efficiency, the implicit tax rate being

below the level registered in several countries that perceive a lower level of social security
contributions. Thus, even if the aggregate statutory contribution rate ranks fourth in the region
(afterSlovak = GKS /1 SOK wSLlzotAO YR |1 dzy3aFNEBOI w2Y
of Estonia, which occupies the penultimate place in the region, considering the statutory rate of

social security contributions. An improvement in the taxation efficiandgx to a level equal to

the one from Estonia (the country ranked on the fourth position in relation to the taxation
efficiency index) would have generated additional budget revenues of 13 billion lei
(approximately 2.7% of GDP) in 2013.

®There is no data available regarding the gross wages in the national accounts for Poland in 2013.
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Country Legz;lstzé)i r(%/t; for Implicit tax rate** Taxaitr:zr;;fjlmency Rank

2011 2012 2013 2011 2012 2013 2011 2012 2013 2011 2012 2013
BG 31.0 31.0 31.0 226 216 224 0.73 0.70 0.72 9 10 7
Cz 45.3 453 453 478 476 485 106 105 1.07 1 1 1
EE 372 372 36.0 346 33.1 31.7 093 089 088 3 3 4
LV 351 351 351 249 246 229 0.71 0.70 0.65 10 9 9
LT 40.1 40.1 40.1 359 355 350 089 089 087 4 5 5
HU 445 470 470 364 36.2 359 082 077 0.76 7 7 6
PL 376 39.6 39.6 36.3 394 NA 097 099 NA 2 2 NA
RO 444 444 444 330 326 320 074 074 072 8 8 8
Sl 38.2 38.2 382 334 339 340 087 089 089 5 4 3
SK 48.6 48.6 48.6 42.0 42.7 46.7 0.86 0.88 096 6 6 2

I.

{ 2dzNDOSY 9dzNRLISIY [/ 2YYAaaAzys 9dz2NRadl Gz aAyArad
* Aggregate data for employer and employee. Where rates were changed during the year,
weighted average was used.

** Computed as the ratio betweeh I Olidzl f &a20AFf O2yiNARO6dziA2Yyah
wages and salaries" (cod ESA D11). For Romania, 2011 and 2012 the budget revenues include
additional receipts due to implementation of compensation scheme for clearing arrears (+726
million lei in 2Q1, +476 million lei in 2012 and +31.3 million lei in 2013).

*** Computed as the ratio betweaeimplicit and legal tax rate.

[11.3. Budgetary expenditures

The budgetary expenditures, without the compensation schemes (in amount of about 997
million lei), lave registered a relative slow rate of growth (+4.43% compared to the previous
year), reaching 214.8 billiokei, mainly due to the declinef the expenditure funded from
reimbursable funds by 46.2% compared to 2012, the reduction of subsidies with 1hBétso

the decline of capital expenses with 6.65%. Also, the modest dynamics of social assistance
expenditure (+2%) has contributed to the deceleration of total expenditure, taking into account
the fact that this budgetary aggregate has a share of 32%tal. The expenditure that have
registered a significant increase in 2013 compared to 2012 were personnel expenses (+13.5%),
the expenses with goods and services (+12.5%), other expenses (+8.47%), but also those
regarding the projects financed through gteaccession EU funds (+5.87%).
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Figurel3: Quarterly revenues of the genera  Figurel4: Quarterly expenditured of the

consolidated budget (mil. lei) general consolidated budget (mil. lei)
—
Q1 | Q2 | Q3 I Q4 I 1
Q1 Q2 Qa3 Q4

——Revenues =———CQuarterly average
=~Cheltuieli BGC ===Media trim.

Source: Mirstry of Public Finances
Note: The amounts are without the compensation schemes.

In 2013, the quarterly evolution of the general consolidated budget expenditures still indicates
a spending acceleration in the last quarter of the year. Specifically, tta¢ spending in Q4

2013 reached 59.78 billion lei, by 17% higher than in the previous quarter, and approximately
equal to Q4 2012. More than 80% of the spending hike in Q4 2012 was caused by the capital
spending that increased by 110.4% compared to theviogs quarter, the expenses regarding

the projects financed through postccession EU funds grew by 61.2%, but also those with
goods and services which have increased with 17.6%; this increase includes the payments made
as a result of the European CommissiDirective no 7/2011 on combating late payments in
commercial transactions, in amount of 1.2 billion in Q4 2013. The expenditure concentration in
the last quarter highlights serious weaknesses in the budgetary programming process although
the principle ¢ prudence might partial justify the postponement of some expenditure until the
projection regarding the budgetary revenue has a lower degree of uncertainty.
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111.3.1 Personnel and social assistance expenditure

The execution of personnel expenseash
registered a level close to that considerec
in the draft budget for 2013. Initially,
these have been estimated at a level o

46.2 billion lei, the final amount being ]
46.3 billion lej respectively?.37% of GDP. |
However, the ceiling considered for this |
category of expenditure, identical to the |
amount considered in the draft budget, |
has been exceeded by about 144 millior |
lei, respectively by 0.3%, despite the fac | ‘ ‘ ‘ ‘

2013-2015  Initial budget First revision Second Actual

Figurels: Personnel expenditure, 2013

(billion lei)

that the average number of employees Fisal strategy
was slightly lower thanwas originally Source: Ministry of Public Finances
planned.

Compared to 2012, the personnel expenses increased by 5.5 billion lei, or by 13.5%. Of this
increase, 10.5 pp are explained by the restoratiomafjes in the public sector, while 1.1 pp

are due to the dublingof paymentselated to theobligations regarding the executory titlésr

certain categories of employees, the latter amounting to 900 million lei 2013.

Following these increases, the avgeawage in the public sector reasth 2,287 leil2% higher
than in 2012 and approximately equal to tHfedm the first half of 2010.
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Figurel6: Average gross earnings in the private and public sector in the period 22013
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The public employment decreased by 215,903 workers (to 1.18 million employees) between
end-2008 and December 2018i@ure 17, after an increase of 165,600 personsarled in the
period 2005¢ 2008. The adjustment recorded in the period 2@08013 was due mainly to the
introduction of the rule of "one new employee to 7 departures from the system" and took place
at the level of local executive authoritf@s(-88,487 rsons), preuniversity education-87,481
persons), health system25,626 persons), the Ministry of Internal Affair$Q,694 persons), the
Ministry of Public Finance?,842 persons) and the Ministry of Agricultur8408 persons). On

the other hand, dung the same period, increases were recorded in the General Secretariat of
the Government (+3,121 persons), the Ministry of Justice (+2,327 persons), the Ministry of
Labor (+1,734 persons) and the Ministry of Economy (+1,644 persons).

In the initial budgéfor 2013, it was considered financing a maximum number of 1,187,000 jobs
in the budgetary sector; the monthly average of occupied positions during the year was equal
to 1,186,223 jobs, which signifies the framing in the initial limits.

2 It is possible thasome of these reductionare reflected in serice outsourcing, explained by the
significant increase in spending on goods and services.
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The number of emioyees registered at the end of 2013 decreased compared to the similar
period from the previous year with about 7,393 persons, mainly due to the reductions operated
at the level of: the Ministry of Public Finance,870 persons) and the local executive
authorities (1,149 persons). Meanwhile, the number of occupied positions increased at the
Ministry of Regional Development and Public Administration (+857 persons), the Ministry of
Justice (+538 persons) and the Ministry of National Defense (+258 per8osygcial situation

can be found at the Ministry of Health where the number of employees increased by 10,931
people as a result of the reorganization of the ministry and the subordinated institutions, while
at the medical units, the occupied jobs weredueed by 13 236 persons. Thus, the latter
change of the number of employees reflectminly a personnel transfer. It should be noted
GKFG aAyOS wnmoX (GKS NHzZA S 2F am ySg Shrnj 2eSS
the staff policy regardinthe budgetary system becoming more flexible, thus signaling the end
of a rapid reduction in the number of employees. Besides, the average number of employees in
the public sector in 2013 was only by 0.3% lower than last year. The reduction from the last
years was operated only in a small extent based on qualitative criteria such as reducing staff
where a surplus of workers is identified, while hiring new employees in the scarce arears based
on cost standards rigorously defined. Thus, the adjustment seenhe tthe result of applying

the rule of "1for 7" given that most of the exits from the system were realized through
voluntary departure or retirement. The abandonment of this rule is intended to reduce the
adverse selection and to allow some changethestaff structure. The Fiscal Council welcomes
this approach, but notes that the new hiring operated in the deficient areas should consider
keeping the total number of employees so tmaaintaining thewage bill previously approved.

Figurel?: The evolution of the public sector employment

-215.903
- 88.487Local Executive Authorities
- 37.481Preuniversity education
- 25.626 Health System
-10.84 Ministry of Internal Affairs
-7.842Ministry of Public Finance
-3.708 Ministry of Agriculture

1,190,319 1,182,926

1,398,222

1,232,622

Source: Ministry of Public Finance
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[ 2YLI NBR (G2 20KSNJ 9dzNRPLISHY O2dzy iNASAZ w2Yl yAl
public sector as a percentage of the total revenues collected, improved due to the fiscal
consolidation measures undertaken since A@RILO. If in 2010, the wage bill as a share of total
budgetary revenues placed Romania in the first half of the ranking, in 2013 ESA95 data revealed

a better ranking for the countryjput compared to the year 2012, Romania lost four positions in

this ranking, due to the recovery of wages. Moreover, Romania registered a higher expenditure

in relative terms compared to similar economies such as Hungary, the Czech Republic or
Slovakia.

Figure 18: Wage bill as a share of total budget revenues in EU27 countries
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Source: Eurostat

Thg social assstan.ce expenditure: Figurel9: Social assistance expenditure, 201
registered a lower level in 2013 comparec (billion lei)

to the projections of the draft budget,
being revised downwa during both

budgetary revisions. Estimated in the
initial budget at a value of 70 billion lei,
the level of social assistance expenditure
without the compensation schemes, was
set at 68.4 billion lei, by 2.3% less than i
the initial budget. Compared & 2012, the

social assistance expenditure increased b 20132015 Initialbudget  First  Second  Budget
. . . Fiscal amendment amendment execution

2%, their share in GDP decreasing by 0.5 Strategy

pp, up to a level of 11%, in the context of ¢

nominal GDP growth rate of 7.12% Source: Ministry of Public Finance
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The social assistance expenditures have a significant share in the total budget expenditure
and the structural problem of the public pension system deficit is not yet solved. Thus,
pension expenses are unsastable in relation to the contributions collected, even if some
measures were undertaken in order to improve this shortcoming in the medium and long
run?.

Figure20: The evolution of revenues and expenditures thfe social securiy budget without

considering the reduction of SSC for employer by 5 pp (billion lei)
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Note: Projections for the period 202917 do not include the impact of SSC reduction for
employers by 5 pp.

Snce 2009, the social security budget deficit has widened significantly to a peak of 12.8 billion
lei in 2011, and the estimated trend for the subsequent years is to maintain it between 11.7
and 13.3 billion lei. It is true that, in terms of expressingdiécit as a percentage of GDP, the
projections indicate a decrease from 2.3% in 2011 to 1.7% in 2017, the fiscal effort in real terms
being slightly reduced. The excessive increase of social security budget expenditures (+70.5% in
2009 compared to 2007has occurred in the context of a favorable dynamic receipts from
contributions during the period preceding the financial crisis as a result of the economic boom,

% 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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and also anticipating to maintain this trend in the future. Unfortunately, a significaniqodf

the social contributions revenue rise has proven to be cyclical, further developments
invalidating the optimistic forecasts that led to the significant increase of the pension point.
Thus, the decision to increase certain permanent expenditures sischhose related to
pensions should take into account the trend of contributions revenues, as well as the forecasts
regarding the employeepensioners ratio. It also became evident the necessity of finding an
indexing rule to ensure long term sustainatilof social security budget instead of using the
discretionary approach from the past. The new pension law should support in the long term this
objective under the conditions of a legislative stability and a strict application of its provisions.

Over thepast two years, the social security budget deficit slightly improved, reaching a level of
12.5 billion lei in 2012, respectively 11.7 billion lei in 2013. The reductitimcfocial security
budget deficit by 0.83 billion lei in the last year was duehe security contributions advance

by 2.15 billion lei, while the increase of pension expenditure amounted only 1.32 billion lei.
Despite the improvements made previous year, on the medium and long term there are
significant risks to the sustainability did social security budget, and the appropriateness of
any additional expenditure increases or contributions reductions should be analyzed only in the
context of identifying alternative solutions to reduce the deficit, particularly by broadening the
tax ba®.

It is worth mentioning that, in the context of the implementation of the legislative proposal
regarding the reduction of the social contribution rate for employebhyp starting October, 1,
2014, approved by the Parliament but not promulgdtéy the Resident, the deficit of the
social security budget in 20317 will increase by 7 billion Iebeing estimated around 19 and
21.1 billion lei, compared to maintaining the actual contribution rates. The estimated impact of
this legislative measure in 201glequivalent to a loss in social security contributions revenue of
1.11 billion lei.

The financial situation of the pension system has deteriorated since 1990, the ratio between
the number of contributors and number of pensiondadling substantiallyfrom 2.3 employees

to a pensioner in 1990 to only 0.83 employees to a pensioner in 2013, the numistatef
social insurance pensioners registering an increasing trend, while the number of employees had
a decreasing trend, especially until 198900. Howeer, in recent years, the ratio has improved
from 0.77 employees to a pensioner in 2010 to 0.83 employees to a pensioner at the end of the
last year, but hovering below 0.88 in 2008.
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Figure21: The evolution of the number of pesioners versus the number of employees
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A measure to improve the medium and long term financial situation of the social security
budget is the new pension law (Law no. 263/2010 on the unified public pension system)
through which it has beemursued a number of objectives aimed at correcting imbalances
recorded by pension scheme:

U separating the evolution of the pension point from the evolution of the nomimahge,
by indexing the pension point with 100% of the inflation rate, plus 50% (érseptage
drops to 45% starting in 2021 and subsequently decreases by 5 percentage points 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 stgm of the persons belonging to special
systems (military pensions), as well as of the persons who obtain income from liberal
professions;

2 The value of a pension point was previously essaield by Law 19/2000 by updating it with at least

the inflation rate, but the pension point value could not be less than 37.5% of the gross average wage
used to the elaboration of the social security budget, starting the first of January 2008, respdbtively

45% of the gross average wage used to the elaboration of the social security budget, starting with the
first of January 2009.
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U introduction of more stringent requirements regarding the access to early pension and

to disability pension;

U calcdating all pensions based on the contribution principle, respectively in a direct
correlation with the level of the income for which social security contributions were

paid;

U increasing the retirement age due to increased life expectancy of the populatidiha
gradual equalizatiorg until 2030¢ of the complete contribution period for women and
men.

Figure22: The evolution of the average pension (lei)
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In 2013, the average monthly pension was 805 lei, higher 56 4xer the previous year, as a
result of the pension point indexation by 3.8%respectively by 29.3 lei. Pensions paid from

social insurance budget were situated at an average level of 809 lei, and those for farmers
pensioners were on average 327 lei. Hwer, military pensions reached a monthly average

equal to 2,446 lei, 2% less than in 2012. Despite this reduction, it is worth noting that the
average monthly pension corresponding to beneficiaries from defense system, public order and

national security ncreased by approximately 30% during 20012, after the recalculation

according to Law no. 119/2010 and to Government Emergency Ordinance no. 1/2011 and in
circumstances that the initial forecasts indicated a decrease of them after applying the principle

of contribution.

% The 3.76% increase of the pension point was determined based on the average inflation rate in 2011
(3.33%) plus 0.43%, regsenting 50% of the real growth of the average gross wage from the same year.
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In the year 2013, Romania maintained its position from 2012 regarding the share of social
security expenditures in total revenues, hovering in the second half of the EU member states
ranking. However, this category of expenditure registea significantly higher level than the
social contributions collected.

Figure23: Social security expenditure as a share of total budgetary revenues in EU2
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111.3.2. Goods and services expenditures

The execution of goods and servicegale[V[{=vZ R eTololo SRE15To BTV [NV o [SIalo [V {=I2A0 K
expenditures net of the impact of (bin. lei)

compensation schemes registered ¢
higher level than the one envisaged in

0.5 1.0
the draft budget (+1 billion lei), -
exceeding by 4.4 billion lei also the |
level considered for the Fiscal Strateg)
for the period 201322015, respectively |
33.9 billion lei, while the 373
corresponding Fiscal Strategy ]
projections did not include the impact
of implementing the EU Directive no. | | .

7/2011%*. Initially estimated at 37.3 0132015 Initialbudget  First Second  Budget
billion Iei, the final value of this Fiscal strategy amendment  amendment  execution
category of expenditure reached a
level of 38.3 billion lei, (6.09% of GDP) Source: Ministry of Public Finances

WFirst compensation scheme Second compensation scheme Swap execution

Expendtures on goods and services warvised upwards durinthe first budget amendment

(+2 billion lei), despite the fact that any increase in this expenditure chapter, after the approval
of the budget law and without the reduction of the same amount in other budgetary
expenditures, is prohibited by the Fiscal passibility Law no. 69/2010Even if the clawback
receipts, not included in the original budget, were used to finance additional expenses on goods
and services, the size of the revision cannot be explained only by this factor. Instead, in the
second budgeamendment, the amount of goods and services expenditures was reassessed to
38.5 hillion lei {0.74 billion lei compared to the first amendment). It is worth mentioning that
both rectifications have taken into account the implementation of a swap schemeléaring
outstanding obligations to the budget (each amounting to 0.5 billion lei), but in the final
execution were recorded only 0.3 billion lei related to these schemes.

LG adriaSa GKFG aO2y Ny Ola 0SieSSy TANYA aKz2dzZ R LI
RIegadé LY FRRAGAZ2YS Al &K2dzZ Reonomércial iIvBs@thioRsSfet thé LIS OA F
supply of goods and services by enterprises to public authorities, rules to establish, in particular,
payment terms that do not normally exceed 30 calendar days, unless the contract expressly provides
otherwise, which must & 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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Moreover, the Fiscal Council drew attention in February 2013, in the opinion emetfised
Fiscal Strategy for 201315, to the fact that the amounts allocated to the chapter of goods
and services expenditures through the draft budget are undersized, and there are significant
risks to overcome them. The amount originally proposed wease difficult to comply with,
given the impact of applying EU Directive no. 7/2011 on combating late payments in
commercial transactions, the financial effort initially estimated being approximately 3.5 billion
lei (0.54% of GDP).

As in previous years, iP013 the level of goods and services expenditures considered in the
draft budget was exceeded during the year. Thus, the final execution of the goods and services
expenses increased by 2.8% compared to the original projected level (however, the dynamic
was lower than that of 7.2% in 2012, respectively 10.63% in 2011). The spending on goods and
services rise on the occasion of the draft budget revisions was justified by accelerating the
payments of arrears in the health sector, supported in part, on themee side of the budget,

by the clawback tax, receipts that were not included in the draft budget. The Fiscal Council
notes serious lacks in the budgetary programming, the credilafityitial estimates regarding

the trajectory of this expenditure chaptdeing seriously affected by revisions operated during

the year.

Tablell: Evolution of goods and services expenditures in 22013 (billion lei)

. " i First second Second BUdg?t
Fiscal | Initial amgndmem compensation ame_ndment compensation exgcutlon Swap
Strategy| budget (v;/:;[vr;(;;lt scheme (v;/:;[vr;(;;jt scheme (v;/:,tvk;csjt execution
2011| 28.54( 28.62 | 29.32 - 29.98 0.13 31.64 0.13
2012| 31.26| 31.74| 32.78 0.25 33.18 0.50 34.04 0.41
2013| 33.88| 37.25| 39.27 0.50 38.52 1.00 38.30 0.28

Source: Ministry of Publikinances

Compared to 2012, goods and services expenditures, net of impact of compensation schemes
swaps, increased by 12.52% (+4.26 billion lei), increase that included also the payments made
as a result of the apmation of EU Directive no. 7/2011 on combating late payments in
commercial transactions. lthe budget substantiation, these payments were estimated at 3.5
billion lei, while the final execution registered a lower level (2.5 billion lei), with payments mad

in the second half of 2013 (1.37 billion lei in Q3 and 1.2 billion lei in Q4). Excluding the increase
of goods and services expenditures caused by the application of EU Directive no 7/2011, this
category of spending was higher by about 5%, this advaergggldower than nominal GDP. It
should be noted that the implementation of this measure had a significant, but temporary (one
off) impact on the general consolidated budget, and the starting point for further analysis on
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the evolution of this spending cagery will be net of the impact of the application of EU
Directive no 7/2011.

Figure25: The evolution of spending on goods and services during 2012Qa13Q4

(billion lei)
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The trajectory reorded by goods and services expenditure reflect significant deficiencils in
budgetary programming, even though the increases operated during the year were partly
justified by the acceleration of arrears payments in the health sector and were supployted
the clawback tax receipts, not included in the draft budget. Starting with 2014, these revenues
are included in the initial budget projection, fact that should contribute to the creation of
premises for adequate dimensioning of goods and services eggei\lso, some progress has
been made in recent years, considering that the final execution registered achievements
increasingly closer to the original forecast. However,tiie CA & Ol f /| 2dzy OAf Qa
mediumterm, the effectiveness of goods andrgices expenditures is not possible without very
profound structural reforms, particularly in the health system, and without improthne
public procurement system in general.
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111.3.3. Public investment expenditures

Investment expenses include, accordioghe budget classification, capital expenditures (ron
financial assets), projects funded by external pastession grants, expenditure for
reimbursable programs, capital transfers and other transfers related to investments.

Compared to the previous yeain 2013,
public investment expenses, consideri (bin.lei)
all budget chapters included in th
category, decreased from 35.5 billion lei

31.6 billion lei in cash standards, ti |

contraction in real terms being over 17 ]

(respectively from 6.05% of GDP to 5% | 357

GDP). The reduction of investme

spending continued as a manner ]

achieving shorterm targets, but with ] : : : :

Budget Initial Budget First Second Budget

posslble negatlve effects on med|um a Execution amendment amendment Execution
2012 2013
long term.

Figure26: Investment expenditures 2013

Source: Ministrgf Public Finances

In the initial budget for 2013 it was intended to increase the share of EU funds absorption in
total investment expenditures, respectively a substitution between capital expenditures
(internal sources) and EU funds (external sourcasjprrect and welcomed approach in the
opinion ofthe Fiscal Council. Adopting such a strategy could contribute to reducing the budget
deficit, as investment spending should be supported by revenues from EU funds, and thus
releasing own resources that doube used as resources for fiscal consolidation or other
purposes.

The initial plan to substitute capital expenditures with a@imbursable European funds did
not worked, investment spending being 5.4 billion lei lower that the amount provided in the
proposed budget, mainly as a result of the failure of revenues from externatgmastssion
funds by 3.3 billion lei (about 0.53% of GDP) compared to the original budget plan.
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In 2013, capital expenditure, with
share of over 50% of total investmer
were projected in the initial budget at
significant lower level -1 billion lei)
compared with actually spending
2012, within the intended context @

0.62 0.52 0.40
substituting internal financing source
for investment with European fund: ]
Final execution for 2013 gistered a 17 172 17.2
capital expenditures decrease |
approximately 0.2 billion lei compare ] : : : : :

Figure27: Capital expenditures 2013 (bld. lei)

to initially programmed level (17 Budget Fiscal  Initial Budget  First Second Budget

o . . . ) execution  Strategy amendment amendment execution
billion lei, excluding the swap impac 2012 2013-2015 2013
bUt these eXpenSES Were hlgher thi W First compensation scheme Second compensation scheme Swap execution

projections related to budget revisior

(by +0.3 billion 18i Source: Ministry of Public Finances
y +0.3 billion Igi

The projects funded by external pestcession grants, although higher compared to 2012 (+0.8
billion lei), had an evolution far below exgations, being significantly lower than both the
level set by the initial budget3.3 billion lei) and the level programmed through the second
budget revision+.6 billion lei). It is worth noting the unrealistic estimation was maintained on
the occasia of the second budget amendment, operated at the end of October, given that
operational results after 9 months (only 0.8% higher than those achieved in the first 9 months
of 2012), indicated, unequivocally, the initial target failure by more than 2 mille. The
estimates of the costs corresponding to the projects funded by externalgmsdssion grants
should be closely linked to developments of EU funds absorption, the revenues failure in 2013
compared to the initial programming being about 3.31lidwillei or 0.53% of GDP. Expenditure
for reimbursable programs, that have a very low share of total investment expenditure were
situated at the level programmed through the second budget amendment, but represents only
56% of the achievements of 2012.
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Figure28: Projects funded by external post Figure29: Expenditure funded from

accessiorgrants, 2013 (billion lei) reimbursable funds, 2013 (billion lei)

1 16,9 17,3 16,8 16,6
18
H : H l
T T T T T

Budget  Fiscal Strategy Initial Budget First Second Budget Budget  Fiscal Strategy Initial Budget First Second Budget
execution  2013-2015 amendment amendment  execution execution  2013-2015 amendment amendment  execution
2012 2013 2012 2013

Source: Ministry of Public Finances

Over thelast decade, Romania ranked first among EU member states from the perspective of
public investment as a share of both GDP and total budgetary revenues, but the infrastructure
quality places our country on the last position in the same group of countregapdstrating

the low efficiency of this expenditure category. According to the Global Competitiveness Report
20132014, Romania is ranked on fb@osition (out of 148 countries) in terms of overall
quality of infrastructure, respectively on 1#5osition (out of 148 countries) regarding the
quality of roads.

Figure30: Public investment expenditures and infrastructure quality
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The poor management of public investmentethack of a transparent system for prioritizing
investmenthasbeen also noted in IMEand World BanR SELISNII 4 Q NBLIRZ NI &P C?2
analyzes, recommendations have been made to the Romanian authorities for better
prioritization of investment projectsand the Government has assumed several commitments

through the letters of intent submitted to IMF within the precautionary financial assistance
packages. These commitments have materialized, with a considerable delay, by adopting the
GEO 88/September 28, 2013 and the Methodological Norms regarding the public investment
projects prioritizingin April 2014°,

Box1: Reform of public investment management

The reform of public investment management was initiated in 2013 with the suipqo
World Bank experts, in order to optimize the processes of budget planning and prioritiz
of public investments projects, as well as for increase the absorption of EU structur:
cohesion funds. The main objectives were represented by harmooizaif investment
LINP2SOGa LERNIF2fA248 FAYFIYyOSR o6& Llzof A

financing with priority thosepublic investment projects with major social and econol
impact. In this regard, it was set up the Evaluation Unit ofliedbvestment within the MP
and it was attempted a pilot prioritization in budget execution in 2013, as well as ir
programming budget for 2014. The normative act adopted in September 2013, subseq
supplemented with methodological norms, proposed create the necessary leg
framework for public investment prioritizing, by setting up measurable evaluation criteri
well as the analysis of sustainability and affordability of new investments projects. Th
mandatory application to investmergrojects whe value exceeds 100 million RCGMd if
appropriateto investments with a value between 30 and 100 millR@N being targeted the
central and local public institutions, respectively the dignced ones, statewned
companies, as well ane publicprivate partnerships. Prioritization criteria refer mainly

project opportunity in the context of sectoral and national strategies; economic and s
justification; financial affordability and sustainability; arrangements for implementadiad
implementation performance.

?> Reviews under the StarBy Arrangement

PwWSOAGAYI w2YLFYAFIQE DNBSUGK YR / 2¥@&MmBERohdfic / KI f f
Memorandum World Bank, June 2013

" The Government Emergency Ordinance no. 88/2013 regarding the adoption of fiscal measures for the
fulfillment of the commitments agreed with the international financial institutions, as well as for
amending ad supplementing certain normative acts.

® The Government Decision no 225/2014 for approving the Methodological Norms regarding the
prioritization of public investment projects.
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International financial institutions (IMF, World Bank, Organization for Economic Cooperation
and Development¢ OECD) also perform analysis regarding the best practices in public
investments. For example, in 2013 OECD padisa comprehensive overviéiof best
practices in the form of basic principles for an effective management of public investment
derived from the experience of other OECD member states. Those 12 principles, structured on 3
pillars, aim to counteract the wesirable effects of potential shortcomings in the investment
process at national level, regarding the coordination, projection capagityplementation and
legislative environment.

Box2: Principles identified by OECD for an effiotemanagement pf public investments,

structured on 3 pillars

Pillar I co-ordinate public investmenticrossall levels of government and policies: inve
using an integrated strategy tailored to the different arrears; adopt effective instrument
coordnating across national and sutational levels of government; codinate horizontally|
among suknational governments.

Pillar 1I: strengthen capacities for public investment and promote policy learning at all |
of government: assess upfront the lotgrm impacts and risks of public investment; engg
stakeholders throughout the investment cyclenobilize private actors and financin
institutions to diversify sources of funding and strengthen capacities, reinforce the exp
of public officials andéhstitutions involved in public investment, focus on results and pron
learning from experience.

Pillar 1ll:ensure a proper framework conditions for public investment at all levels
government: develop a fiscal framework adapted to the investment abjes pursued
require sound and transparent financial management at all levels of government, prg
transparency and strategic use of public procurement at all levels of government, stri
quality and consistency in regulatory systems across lefgjevernment.

Compared witthe CA 4 OF t / 2dzy OAf Qa | aasSaavySyd 2F GKS Hr
there have been made certain progresses towards creating the legal framework associated with

the reform of public investment management by appray GEO 88/2013 anthe related

Norms, but achieving the intended benefits still remains a desideratum. The evaluation results
should mandatory take into account a longer period, while the effects of the new legal

®h9/ 5 O6HnAnmMo0X a5NIFid h9/5 wSO02YYS yiestnieAt@A/Shaded t NRA y O
Responsibility Acrogs S@St a 2F D2OSNYyYSyidé¢ oA h9/5 O6HAMOUX
across Levels of Government.
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framework have not materialized, Romaniaithg in an initial stage regarding the reform of the
public investment management and the adoption of good practices of the European level.

111.3.4. The contingency reserve fund

According to the Public Finance Law no. 500/2002, the contingency reserve dund
D2@OSNYyYSyiQa RAaLRalf Aa Ftt20FGSR (2 ftAYyS
32OSNYYSyGaz oFlaSR 2y D2@SNYyYSyiQa RSOAaAZY
incurred during the year. However, the law does not specify explicitey ¢ategories of
expenses that can be undertaken from the contingency reverse fund and it does not mention
any limitations on the amount of allocations, thus providing space for discretionary and non
transparent allocations.

During the recent years, the @/ernment issued a series of emergency ordinances that
establish the uses of amounts from contingency reserve fund beyond the framework stated in
the Public Finances Law no. 500/2002. Thus, according to the Government Emergency
Ordinance no. 41/2013 for thestablishment obome financial measures, it is stated that by
derogation from the provisions of article 30 paragraph (2) of the Public Finance Law no.
PANKHAANHE FNRBY GKS O2ydAy3aSyoOe NBaASNBS TFdzyR
allocatedby Government decisions to pay arrears recorded by the hospitals subordinated to
the central and local public administration authorities, but only until the end of 2013.
Moreover, according to Government Emergency Ordinance no. 103/2013 for the estabtishme
of some financial measures of public expenditures, by government decisions can be allocated
amounts from the contingency reserve fund also to pay arrears related to local budgets, as well
as to finance certain expenses resulting from the outstandingnaay obligations that cannot

be provided from the approved budget. It should be noted that in 2012, the Government used a
similar derogation from the Public Finance Law, initiating an ordinance that provides the
possibility for money allocation from the wtingency reserve fund to settle the arrears.
Although clearing the state outstanding payments towards the economic agents is an important
element for improving their liquidity position and for promoting economic growth, the
allocation of funds from the atdingency reserve fund for this purpose can be justified only on
the short term. In the medium term, the solution is to improve the budget programming
process and to find viable solutions for eliminating the structural causes that led to the
accumulation darrears.

Also, according to Government Emergency Ordinance no. 99/2013 regarding the revision of the
state budget for 2013, by derogation from the provisions of article 30, paragraph (2) of Public
Finances Law no. 500/2002, from the contingency resemwel falso can be allocated at the
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D2@OSNYyYSyiQa RAaALRAlITY o60FaSR 2y 3I20SNYyYSyid RS
expenditure of the Unique National Fund for Health Insurance in 2013.

In addition, based on Emergency Ordinance no. 107/2013 foretablishment of fiscal
measures, by derogation from the provisions of article 30, paragraphs (2) and (3) of Public
Finances Law no. 500/2002, from contingency reserve fund can be allocated sums to finance
certain capital expenditures of airport autonomoadministrations with outstanding specificity

of local importance, by increasing the transfers from the state budget to local budgets,
provided in the Ministry of Transport budget, until December'32014. Also, based on
Emergency Ordinance no. 107/2013,NBY (G KS O2yiAy3aSyoOoe NBaSNBS
disposal, based on government decisions, can be allocated amounts to the Ministry of
Education for state higher education institutions to pay enforceable titles having as object
salary rights.

ltisnotedi KSNBo6& G(GKS D2@SNYyyYSyidiQa NBLISIFGSR | LILISI
that establish uses of the contingency reserve fund that cannot be classified as urgent or
unforeseen expenditures. Although the stock of arrears reduction or enforceatds filyment

are valid objectives, they should be included in the draft budget or during budget revisions at
corresponding expenditure items, and they should not affect the contingency reserve fund.

The utility of a contingency reserve fund lies in the Béity given to the Government in the

annual budget execution, particularly for coverimggent or unforeseen expenditures. The
opportunity of including a contingency reserve fund into the general budget is confirmed by the
literature on budget programmingwhich 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 unforeseen expenditures, while an oversized fund might grant

too much p@ SNJ F2NJ GKS | dzik2NAGASa G2 YIS SEOSaa
approval.

According to an IMF studyon fiscal transparency, excessiuse of the contingency reserve
fund reducediscal transparency. Legal regulations in force at national lewveuld specify clear

and stringent conditions on accessing this fund, the nature of expenses that can be approved,
as well as provisions requiring regular reports on the utilization of contingency reserve fund to
the legislature and to the public.

In theinternational practicé’, national budgets include a contingency reserve fund whose level
is limited, being usually between 1 and 3% of the total budgetary expenditure, the ceiling being

¥ 'Manual on Fiscal Transparency (2007), International Monetary Fund, Fiscal Affairs Department.
By [ASYSNI oHnmMnos azRASE 2NPOKSASBTAACANEGMNSE AFTLAN
Monetary Fund
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established by the national Parliaments, which are regularly inforbhethe Governments on

the use of the fund, amount and destination of the spending funded from this source. Thus, in
GKS !'YS (GKS dziAtAT I GA2Yy 2F O2yiGAy3aSyoOe NBaSN
Contingency Fund Act 1974, and its level is lichite 2% of public expenditures from the
previous year. In Spain, there are explicitly defined the types of expenses that can be accessed
from the contingency reserve fund, which include personnel costs, debt service, transfers and
investment expendituresthe contingency reserve fund may not exceed 2% of total public
expenditures. Also, in other European countries there are legislative provisions regarding the
utilization of contingency reserve fund: in Sweden it is annually established a fixed sum for the
expenses that can be accessed from this fund, in Denmark there is a law that regulates the
access to the contingency reserve fund. Moreover, in the Nordic countries (Denmark, Sweden,
Finland, Norway) there are explicitly defined the types of expensesctiratbe accessed from

this fund, as well as the conditions regarding thepest reporting to Parliamerit.

In its public report for 2012, the Court of Accounts identified in the above mentioned report the
following problems regarding the use of the reserfumd: the lack of clear and formalized

criteria for classifying the expenditures that can be financed from the contingency reserve fund,

the malfunctioning of internal control systems, the absence of control by the MPF to verify the
achievement degree ofhe final objective provided in the law through which have been
allocated. It was also noted that there were no significant changes in the conduct of the
legislative process by which the funds are allocated, the distribution and utilization of the funds

being made, as in previous period, by leaving to the discretion of the project initiators of
Government decisions the evaluation and classification of the expenditures that are to be
FAYFYOSR FTNRBY (GKS&S TFdzyRa® ¢KS [/ 2 deniiigengyf | 002
NBEaSNBS FdzyR G4 D2@SNYyyYSyiQa RAaLRalf gl a yz2i
which gave the possibility that, in certain situations, this fund to be used as a way to
supplement the budgets of authorizing officers, without theeddor allocations to be included

Ay GKS 0dzZR3IASO YR | LILINPOSR o0& tFNIAFYSY(odé
CKA& NBLR2NU addzRASa GKS dzasS 2F GKS O2yGdAy3aSy
HAMOYX O0FaSR 2y D2@SNYyYSyidQa RSOA&A2Y docateddzo £ A & K
amounts from the budget reserve fund to line credit officers and to specific destinations.

% OECD Journal on Budgeting Vol. 4 No. 3 (2004), The Legal Framework for Budget &ystdntsrnational
Comparison
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Figure32: Number of Government decisns
regarding contingency reserve fund
allocations

Figure31: Total contingency reserve fund

allocations (billion lei)

SourceCA & Ol t /[ 2dzy OAf Q& SourceCAaOlf / 2dzy OAft ¢

Thus, during 2013, 950 million lei (0.4% of total expenditure) have been allocated from the
contingency reserve funaf which 800 million lei were allocated for the central administration
and 150 million for local authorities). Compared to the previous year, the contingency reserve
fund allocations were lower by 425 million lei, i.e. 30.95%, in the context of redunedras
transferred to local authorities by 645 million lei and increased transfers to central
administration by 219 million lei.

Also, this year in can be noted an improvementhe budget programming process regarding
the contingency reserve fund, as teenounts allocated, as well as the number of Government
decisions promoted to use the resources from this fund for unforeseen expenses decreased.

The amounts initially considered for the contingency reserve fund in 2013 totaled
approximately 207 million lerepresenting about 20% of the total amount spent in 2012 by
allocations from this fund. This situation was possible as a result of the expansion of the reserve
fund by canceling budgetary credits from some of the authorizing officers and allocating the
money to this fund. This practice makes it more difficult to pursue the amounts spent from the
contingency reserve fund and constitutes an additional argument concerning the discretionary
nature of the formation and utilization of this fund.

Considering th international best practice in the field and the Court of Accounts conclusions,
the Fiscal Council reiterates the recommendation on the explicit identification of expenditure
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