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External headwinds to hit 2020 growth

Monetary easing dependent on future fiscal steps
Strong reaction of ROMGBS to adverse events
Weakening bias of leu
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After years of exuberant fiscal and income policies, Romania is facing a difficult
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External headwinds to hit 2020 growth

Real GDP growth accelerated to +1.5% qg/g and +4.3% y/y in 4Q19, due to
one-off items related to the steep rise of the budget deficit. Household
consumption went up by +4% g/q in 4Q19 (3Q19: +1.7% qg/q), boosted by
loose fiscal and income policies. Government consumption jumped +25.8%
g/g in 4Q19 (3Q19: +5.6% qg/q), in the context of a large increase in public
spending in November and December. Gross fixed capital formation entered
negative territory at the end of 2019 (-3.8% qg/q), after five consecutive
quarters of expansion. Foreign trade made a negative contribution to
economic growth.

We cut our economic growth forecast to +1.8% in 2020 (-1.7pp), due to the
spread of COVID-19 in Europe. Unlike most EU countries, Romania has very
limited fiscal space to accommodate the twin supply-demand shock, and is
hence experiencing stronger negative impact. In 2021, risks to our baseline
economic growth forecast of +2.2% are related to fiscal adjustment measures
to avoid a major fiscal slippage. Higher inflows of EU structural and cohesion
funds could mitigate these risks. The absorption rate was 38% in March 2020.
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Annual 2017 2018 2019 2020e 2021e
GDP real 7.1% 4.4% 4.1% 1.8% 2.2%
CPI (yly) 1.3% 4.6% 3.8% 3.4% 3.4%
Private Consumption 10.1% 7.2% 5.9% 2.5% 2.1%

Source: Erste Group Research
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Inflation

Downside risks to our inflation forecast for 2020

The inflation rate fell to 3.1% y/y in February 2020, from 4% y/y in December.
Core inflation was on an upward trend in recent quarters and exceeded
headline inflation in early-2020. We see inflation easing further to below 3%
by the end of 2Q20, before rising gradually towards 3.5% in 2H20. Risks to
our forecast are skewed to the downside due to lower oil prices on global
markets and soft household consumption. We estimate that, in the absence of
a monetary policy reaction, a 10% drop in oil prices could lead to a 0.4pp
decline in the inflation rate over a one-year period.

Monetary Policy
Monetary easing dependent on future fiscal steps

In February 2020, the NBR cut the FX reserve requirement ratio (RRR) to 6%
(-2pp) and kept the policy rate unchanged at 2.50%. The reduction of FX RRR
released around EUR 600mn into the market and created better conditions for
the MinFin to issue EUR-denominated bonds on the local market. The NBR
could ease liquidity conditions and adjust regulatory requirements for lending
to allow banks to support troubled customers. NBR rate cuts are not a primary
option in 2020 because the central bank likes to have flexibility if the currency
comes under weakening pressure.

Short Term Yields
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Market (%) Spot 20Q2 20Q3 2004 21Q1
Target Rate 2.50 2.50 2.50 2.50 2.50
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Source: FactSet, Erste Group Research
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Bond Yields
Strong reaction of ROMGBSs to adverse events

The early elections scenario has been on a roller coaster since the beginning
of 2020. In January and February, investors gradually priced in rising chances
for early elections and demand for ROMGBSs increased. Supportive liquidity
conditions on global markets also helped. In March, the Constitutional Court
ruled that a government ordinance for organizing snap elections was
unconstitutional. This event coincided with the severe stress on global
markets due to COVID-19 and long-term RON yields rose sharply.

A shift towards fiscal prudence in 2021 could lead to lower yields for
ROMGBSs. Calmer global markets and a rebound in economic growth rates
should reinforce this trend. The EC's surveillance of Romania's public
finances, once the EDP was started in spring 2020, is yet other element that
should support foreign investor confidence in ROMGBs on a longer-term
horizon. Local bonds will be added to the Bloomberg Barclays Global
Aggregate Index from September, which could bring in USD 1.4bn in passive
inflows.
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Market Spot 20Q2 20Q3 20Q4 21Q1
2Y Bond* 3.23 3.90 4.00 3.90 3.60
5Y Bond* 3.59 5.25 5.30 5.10 4.80
10Y Bond* 4.19 5.70 5.80 5.50 5.20

Source: FactSet, Erste Group Research

Note:

*Information on past performance is not a reliable indicator for future performance. Forecasts are not a reliable
indicator for future performance.
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Romanian Leu
Weakening bias of leu

The Romanian leu depreciated to above 4.8/EUR in February, due to
investors' worries about the twin deficits and rising political uncertainties. After
being constantly present in the FX market to stem leu depreciation in the past
months, the NBR probably took a few steps back and the leu weakened
above the psychological level of 4.8/EUR. The central bank likely smoothed
the general trend of weaker emerging currencies that was visible in other CEE
countries.

We expect the leu to continue to depreciate as long as the current account
deficit remains high. Our forecast shows an average weakening of the leu of
close to 2% per year in nominal terms. The NBR is likely to continue to
intervene in the FX market to smooth out volatility in the EURRON rate,
without curbing the market trend. FX reserves were at the comfortable level of
almost EUR 36bn in February.
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Source: FactSet, Erste Group Research

Spot 20Q2 2003 2004 2101

EUR/RON 4.85 4.88 4.88 4.90 4.92
vs. Spot 0.6% 0.6% 1% 1.4%
USD/RON 4.42 4.32 4.24 4.26 4.28
vs. Spot -2.3% -4.1% -3.6% -3.2%

Source: FactSet, Erste Group Research
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Politics
Imperative need for reforms

In October, the Social-Democrat government saw its political support
withdrawn by the parliament. A Liberal government with a difficult reform
agenda and shaky support in the parliament took office. Shortly after winning
presidential elections in November, incumbent President lohannis said he
would be involved in seeking a new majority in the parliament. In March, the
chances for early elections fell significantly after the Constitutional Court
rejected a government ordinance for organizing them.

Local elections are scheduled for June and regular parliamentary elections for
November 2020. The lack of structural reforms is a clear negative for long-
term potential growth. Digitalization of the fiscal authority, streamlining of the
education system to bring it closer to labor market needs, better capacity of
the public administration to absorb EU funds and constitutional reform require
solid political support. Results are only seen in a medium-term horizon, so it is
imperative to start reforms as soon as possible.

Parliament Seats

23 %
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6 %
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Il PSD | left
PNL | centre right
I USR | centre
Il PMP | right
Il UDMR | centre right
Il Pro Romania | left
Ethnic minorities | centre
Il Independent MPs | centre

Source: Erste Group Research

Last Election:
Nov-19

Next Election:
Jun-20
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Annual 2014 2015 2016 2017 2018 2019 2020e 2021e
Real GDP growth 34 3.9 4.8 7.1 4.4 4.1 1.8 2.2
Inflation (CPI, avg) 1.1 -0.6 -15 1.3 4.6 3.8 3.4 3.4
Unemployment rate (avg) 6.8 6.8 5.9 4.9 4.2 3.9 5.8 6.2
Retail sales growth 6.5 9.4 124 10.8 5.4 7.2 3.2 2.0
Industrial output growth 6.0 2.8 3.1 7.8 35 -2.3 -2.0 35
Private consumption growth 4.2 5.9 8.3 10.1 7.2 5.9 25 2.1
Fixed capital formation growth 3.3 7.5 -0.2 3.6 -1.2 17.8 3.2 2.0
Percent of GDP
Trade balance -4.0 -5.2 -5.9 -6.9 -7.4 -7.8 -8.1 -7.5
Current account balance -0.2 -0.6 -14 -2.8 -4.4 -4.7 -4.2 -3.8
Foreign direct investment 1.6 2.2 2.7 2.6 2.6 2.4 1.3 2.1
Budget balance -1.2 -0.6 -2.6 -2.6 -2.9 -4.6 -6.0 -3.5
Public debt 39.2 37.8 37.3 35.1 34.7 35.4 39.5 40.4
External debt, gross 64.6 59.1 55.3 51.9 48.8 47.3 a47.7 46.3
FX, money market
USDLCY average 3.35 4.01 4.06 4.05 3.94 4.24 4.24 4.30
EURLCY average 4.44 4.45 4.49 4.57 4.65 4.75 4.88 4,94
EURLCY eop 4.48 4.52 454 4.66 4.66 4.78 4.90 4.97
(percent)
CB policy rate (avg.) 3.34 1.75 1.75 1.75 2.34 2.50 2.50 2.25
3m interbank offer rate (avg.) 2.55 1.34 0.77 1.15 2.80 3.12 3.00 2.30
2Y Yield (average)* 2.92 1.64 1.34 1.57 3.40 3.40 3.90 3.20
5Y Yield (average)* 3.70 2.50 2.40 2.80 4.30 4.05 5.20 4.50
10Y Yield (average)* 4.60 3.50 3.30 3.90 4.70 4,53 5.60 4.90
Source: Erste Group Research
Note:
*Information on past performance is not a reliable indicator for future performance. Forecasts are not a reliable indicator for future performance.
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Disclaimer

This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with consolidated
subsidiaries "Erste Group") as other information pursuant to the Circular of the Austrian Financial Market Authority regarding
information including marketing communication pursuant to the Austrian Securities Supervision Act. This publication serves
interested investors as additional source of information and provides general information, information about product features or
macroeconomic information without emphasizing product selling marketing statements. This publication does not constitute
marketing communication pursuant to Art. 36 (2) Austrian Securities Supervision Act as no direct buying incentives were
included in this publication, which is of information character. This publication does not constitute investment research pursuant
to § 36 (1) Austrian Securities Supervision Act. It has not been prepared in accordance with legal requirements designed to
promote the independence of investment research and it is not subject to the prohibition on dealing ahead of the dissemination
of investment research. The information only serves as non-binding and additional information and is based on the level of
knowledge of the person in charge of drawing up the information on the respective date of its preparation. The content of the
publication can be changed at any time without notice. This publication does not constitute or form part of, and should not be
construed as, an offer, recommendation or invitation to subscribe for or purchase any securities, and neither this publication nor
anything contained herein shall form the basis of or be relied on in connection with or act as an inducement to enter into any
contract or inclusion of a security or financial product in a trading strategy. Information provided in this publication are based on
publicly available sources which Erste Group considers as reliable, however, without verifying any such information by
independent third persons. While all reasonable care has been taken to ensure that the facts stated herein are accurate and that
the forecasts, opinions and expectations contained herein are fair and reasonable, Erste Group (including its representatives
and employees) neither expressly nor tacitly makes any guarantee as to or assumes any liability for the up-to-dateness,
completeness and correctness of the content of this publication. Erste Group may provide hyperlinks to websites of entities
mentioned in this document, however the inclusion of a link does not imply that Erste Group endorses, recommends or approves
any material on the linked page or accessible from it. Neither a company of Erste Group nor any of its respective managing
directors, supervisory board members, executive board members, directors, officers of other employees shall be in any way
liable for any costs, losses or damages (including subsequent damages, indirect damages and loss of profit) howsoever arising
from the use of or reliance on this publication. Any opinion, estimate or projection expressed in this publication reflects the
current judgment of the author(s) on the date of publication of this document and do not necessarily reflect the opinions of Erste
Group. They are subject to change without prior notice. Erste Group has no obligation to update, modify or amend this
publication or to otherwise notify a reader thereof in the event that any matter stated herein, or any opinion, projection, forecast
or estimate set forth herein, changes or subsequently becomes inaccurate. The past performance of securities or financial
instruments is not indicative for future results. No assurance can be given that any financial instrument or issuer described
herein would yield favorable investment results or that particular price levels may be reached. Forecasts in this publication are
based on assumptions which are supported by objective data. However, the used forecasts are not indicative for future
performance of securities or financial instrument. Erste Group, its affiliates, principals or employees may have a long or short
position or may transact in the financial instrument(s) referred to herein or may trade in such financial instruments with other
customers on a principal basis. Erste Group may act as a market maker in the financial instruments or companies discussed
herein and may also perform or seek to perform investment banking services for those companies. Erste Group may act upon or
use the information or conclusion contained in this publication before it is distributed to other persons. This publication is subject
to the copyright of Erste Group and may not be copied, distributed or partially or in total provided or transmitted to unauthorized
recipients. By accepting this publication, a recipient hereof agrees to be bound by the foregoing limitations.
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