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EXPLANATORY MEMORANDUM 

1. GENERAL BACKGROUND 

The Stability and Growth Pact is based on the objective of sound government finances as a 
means of strengthening the conditions for price stability and for strong sustainable growth 
conducive to employment creation. The 2005 reform of the Pact acknowledged its usefulness 
in anchoring fiscal discipline but sought to strengthen its effectiveness and economic 
underpinnings as well as to safeguard the sustainability of the public finances in the long run. 

Council Regulation (EC) No 1466/97 on the strengthening of the surveillance of budgetary 
positions and the surveillance and coordination of economic policies1, which is part of the 
Stability and Growth Pact, stipulates that each Member State has to submit, to the Council 
and the Commission, a stability or convergence programme and annual updates thereof. 
Member States that have already adopted the single currency submit (updated) stability 
programmes and Member States that have not yet adopted it submit (updated) convergence 
programmes. The first convergence programme of Romania was submitted in January 2007. 
In accordance with the Regulation, the Council delivered an opinion on it on 27 March 2007 
on the basis of a recommendation from the Commission and after having consulted the 
Economic and Financial Committee. As regards updated stability and convergence 
programmes, the regulation foresees that these are assessed by the Commission and examined 
by the Committee and if necessary and following the same procedure as set out above, the 
updated programmes may be examined by the Council. 

2. BACKGROUND FOR THE ASSESSMENT OF THE UPDATED PROGRAMME 

The Commission has examined the most recent update of the convergence programme of 
Romania, submitted on 5 December 2007, and is recommending a Council opinion on it (see 
box for the main points covered by the assessment). 

In order to set the scene against which the budgetary strategy in the updated convergence 
programme is assessed, the following paragraphs summarise: 

(1) the most recent assessment of the country’s position under the preventive arm of the 
Stability and Growth Pact (summary of the Council opinion on the original 
convergence programme) 

(2) the Commission’s assessment of the July 2007 national reform programme. 

2.1. The assessment in the Council opinion on the original convergence programme 

In its opinion of 27 March 2007, the Council summarised its assessment of the original 
convergence programme, covering the period 2006-2009, as follows. "The Council considers 
that, in a context of strong growth prospects and a widening external deficit, the programme 
envisages a pro-cyclical loosening in 2007. Progress towards the MTO is insufficient and 

                                                 
1 OJ L 209, 2.8.1997, p. 1. Regulation as amended by Regulation (EC) No 1055/2005 (OJ L 174, 

7.7.2005, p. 1). The documents referred to in this text are available at: 
 http://ec.europa.eu/economy_finance/about/activities/sgp/main_en.htm. 
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backloaded, starting only in 2009, and is targeted to be reached only beyond the programme 
period. Moreover, there are risks to the achievement of the budgetary targets from 2008 
onwards". In view of its assessment, the Council invited Romania to: 

“(i) exploit the good times to significantly strengthen the pace of adjustment towards the 
MTO by aiming for more demanding budgetary targets in 2007 and subsequent years. 
Improving the structural budgetary position over the medium-term would contribute to 
containing risks to the sustainability of public finances; 

(ii) control the envisaged high increase in public spending and review its composition so as to 
enhance the growth potential, as well as improve the planning and execution of public 
expenditures within a binding medium-term framework”. 

2.2. The Commission assessment of the July 2007 national reform programme 

On 11 December 2007, the Commission adopted its Strategic Report on the renewed Lisbon 
strategy for growth and jobs, which includes an assessment of Romania’s July 2007 national 
reform programme2. This can be summarised as follows. 

Romania’s national reform programme identifies as key challenges: improving the quality and 
management of government expenditure in the context of prudent macroeconomic policies; 
improving the functioning of markets; further improving the business environment; increasing 
employment and activity rates on the labour market; sustainable management of resources; 
and an overarching challenge of improving administrative capacity.  

Against the background of strengths and weaknesses identified, the Commission 
recommended that Romania is recommended to give highest priority to the challenges in the 
areas of: administrative capacity, public finances and macroeconomic stability, business 
environment, labour market and education.  

Against the background of progress made, the Commission recommended that Romania is 
encouraged to also focus on the areas of: long-term sustainability of public finances, R&D 
and innovation, infrastructure and ICT, tackling undeclared work and public employment 
services. 

                                                 
2 Communication from the Commission to the European Council, “Strategic report on the renewed 

Lisbon strategy for growth and jobs: launching the new cycle (2008-2010)” - COM(2007) 803, 
11.12.2007. 
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Box: Main points covered by the assessment 

As required by Article 5(1) (for stability programmes) and Article 9(1) (for convergence programmes) 
of Council Regulation (EC) No 1466/97, the assessment covers the following points: 
• whether the economic assumptions on which the programme is based are plausible; 
• the medium-term budgetary objective (MTO) presented by the Member State and whether the 

adjustment path towards it is appropriate; 
• whether measures being taken and/or proposed to respect that adjustment path are sufficient to 

achieve the MTO over the cycle; 
• when assessing the adjustment path towards the MTO, whether a higher adjustment effort is made 

in economic good times, whereas the effort may be more limited in economic bad times, and, for 
euro-area and ERM II Member States, whether the Member State pursues an annual improvement 
of the cyclically-adjusted balance, net of one-off and other temporary measures, of 0.5% of GDP as 
a benchmark to meet its MTO; 

• when defining the adjustment path to the MTO (for Member States that have not yet reached it) or 
allowing a temporary deviation from the MTO (for Member States that have), the implementation 
of major structural reforms which have direct long-term cost-saving effects (including by raising 
potential growth) and therefore a verifiable impact on the long-term sustainability of public 
finances (subject to the condition that an appropriate safety margin with respect to the 3% of GDP 
reference value is preserved and that the budgetary position is expected to return to the MTO 
within the programme period), with special attention for pension reforms introducing a multi-pillar 
system that includes a mandatory, fully-funded pillar; 

• whether the economic policies of the Member State are consistent with the broad economic policy 
guidelines. 

The plausibility of the programme’s macroeconomic assumptions is assessed by reference to the 
Commission services’ autumn 2007 forecast, using also the commonly agreed methodology for the 
estimation of potential output and cyclically-adjusted balances. 

The assessment also examines: 
• the evolution of the debt ratio and the outlook for the long-term sustainability of the public 

finances, which should be given “sufficient attention in the surveillance of budgetary positions” 
according to the Council report of 20 March 2005 on “Improving the implementation of the 
Stability and Growth Pact”. A Commission Communication of 12 October 2006 sets out the 
approach to the assessment of long-term sustainability3; 

• the degree of consistency with the national reform programme, submitted by Member States in the 
context of the Lisbon strategy for growth and jobs, and its October 2007 implementation report. In 
its cover note of 7 June 2005 to the European Council on the broad economic policy guidelines for 
the period 2005-2008, the ECOFIN Council stated that the national reform programmes should be 
consistent with the stability and convergence programmes; 

• compliance with the code of conduct4, which inter alia prescribes a common structure and set of 
data tables for the stability and convergence programmes.  

                                                 
3 Communication from the Commission to the Council and the European Parliament, “The long-term 

sustainability of public finances in the EU” - COM(2006) 574, 12.10.2006 - and European Commission, 
Directorate-General for Economic and Financial Affairs (2006), “The long-term sustainability of public 
finances in the European Union”, European Economy No 4/2006. 

4 “Specifications on the implementation of the Stability and Growth Pact and guidelines on the format 
and content of stability and convergence programmes”, endorsed by the ECOFIN Council of 11 
October 2005. 
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Recommendation for a 

COUNCIL OPINION 

in accordance with the third paragraph of Article 9 of 
Council Regulation (EC) No 1466/97 of 7 July 1997 

 
On the updated convergence programme of Romania, 2007-2010 

THE COUNCIL OF THE EUROPEAN UNION, 

Having regard to the Treaty establishing the European Community, 

Having regard to Council Regulation (EC) No 1466/97 of 7 July 1997 on the strengthening of 
the surveillance of budgetary positions and the surveillance and coordination of economic 
policies5, and in particular Article 9(3) thereof, 

Having regard to the recommendation of the Commission, 

After consulting the Economic and Financial Committee, 

HAS DELIVERED THIS OPINION: 

(1) On [12 February 2008] the Council examined the updated convergence programme of 
Romania, which covers the period 2007 to 2010. 

(2) Romania has experienced strong economic growth averaging 6½% annually between 
2003 and 2006. However, the strongly performing economy is showing clear signs of 
overheating with a high and growing external account deficit (projected at close to 
13% of GDP in 2007) which is increasingly financed by non-FDI and potentially more 
volatile sources, following the slowdown of the privatization process. Growing labour 
and skill shortages, strong wage growth hampering competitiveness and rapid 
increases in household borrowing are other signs of overheating. The depreciation of 
the Leu and other supply-side factors, against the backdrop of domestic demand 
dynamics and non-restrictive fiscal and public wage policies have triggered a sudden 
increase in inflation after a long period of successful disinflation. For Romania to 
maintain its fast convergence track towards the average EU-27 per capita GDP, it will 
be crucial to address the growing external imbalances. In this context, fiscal policy can 
play a key role by cooling down internal demand, while also improving the quality of 
public finance, in particular through a shift towards growth-enhancing investment.  

                                                 
5 OJ L 209, 2.8.1997, p. 1. Regulation as amended by Regulation (EC) No 1055/2005 (OJ L 174, 

7.7.2005, p. 1). The documents referred to in this text can be found at the following website: 
 http://ec.europa.eu/economy_finance/about/activities/sgp/main_en.htm. 
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(3) The macroeconomic scenario underlying the programme envisages real GDP growth 
to accelerate from 6.1% in 2007 to 6.5% in 2008 and to ease towards 5.8% in 2010. 
Assessed against currently available information6, projected growth in 2008 and 2009 
is on the high side. In particular, it is unclear how the sharp reduction of the negative 
contribution of net exports to growth will be achieved in a context of rising unit labour 
costs and strong demand pressures, exacerbated by a non-restrictive fiscal policy. The 
size and the fast deterioration of the external imbalances is a reason for concern as 
witnessed by the depreciation trend of the Leu since mid-2007, against the background 
of a general risk-repricing in international financial markets. The programme’s 
projections for inflation also appear to be on the very low side. The strong inflationary 
pressures from wage developments (including public wages), rapid increases in 
international food and commodity prices and the weaker exchange rate (after a long 
period of appreciation), suggest a more severe slow-down of the rapid disinflation 
process. The inflation (HICP) differential with the EU-27 is thus expected to stabilize 
or to narrow only slightly over the forecast period. Overall, the policies in the 
programme might not lead to progress towards convergence.  

(4) According to the updated programme, the projected 2007 general government deficit 
is 2.9% of GDP, 0.2 percentage point higher than the Commission services' autumn 
forecast and the target of the previous programme. The positive base effect from the 
lower than expected deficit in 2006 was offset by the increase in expenditure 
outweighing the increase in revenue in 2007. Budgetary implementation in 2007 is 
therefore not in line with the invitation in the Council opinion of 27 March 2007 on 
the previous convergence programme to “exploit the good times to significantly 
strengthen the pace of adjustment towards the MTO by aiming for more demanding 
budgetary targets in 2007 (…)”7. 

(5) The update confirms the previous programme’s main objective to achieve the medium-
term objective (MTO) for the budgetary position, a structural deficit (i.e. a deficit in 
cyclically-adjusted terms net of one-off and other temporary measures) of 0.9% of 
GDP, by 2011 (i.e. beyond the programme period). The programme targets a 
stabilisation of the headline deficit at 2.9% of GDP over the period 2007-2009 and a 
reduction to 2.4% of GDP in 2010. The primary balance follows a similar path. No 
fiscal policy effort is made between 2007 and 2009 when the structural deficit is 
estimated to remain constant at around 3½% of GDP and only in 2010 a ¾% 
adjustment towards the MTO is envisaged. Compared with the previous convergence 
programme, which targeted a relatively gradual rather than fully back-loaded 
adjustment to the MTO, the budgetary targets are less ambitious despite the 
programme's more favourable growth assumptions in 2008-2009. The adjustment in 
the update is driven by a significant increase in the revenue-to-GDP ratio (by 3½ 
percentage points, mostly relying on optimistic revenue-base projections) outpacing a 
marked increase in the expenditure-to-GDP ratio (by close to 3 percentage points). The 
largest contribution to the revenue increases (1.4 percentage points of GDP) is made 
by taxes due to an assumed buoyancy of direct taxes (income taxes are expected to 
increase due to a favourable evolution of average earning and the number of 
employees and corporate taxes would benefit from a positive effect of the employers' 

                                                 
6 The assessment takes notably into account the Commission services' autumn forecast and the 

Commission assessment of the July 2007 national reform programme. 
7 OJ C 89, 24.4.2007, p. 19.  
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social contribution cuts), but also due to VAT measures (concerning the timing of 
some VAT receipts), though not sufficiently spelled out in the programme. "Other 
revenues" rise by a similar amount which also reflects an assumed increase in EU 
funds. Social contributions are subject to several reform measures in 2008 with an 
assumed net positive effect (6 percentage points rate cuts, introduction of the second 
pension pillar and broadening of the contribution base). On the expenditure side, the 
change stems to a large extent from a substantial increase in public investment due to 
an assumed significant increase in the absorption of EU funds, which seems overly 
ambitious. Also, social payments (especially pensions) are expected to substantially 
increase. This increase will only be partly offset by a sharp decline in compensation of 
employees and subsidies (both not substantiated in the programme).  

(6) The budgetary outcomes could be worse than projected in the programme. In 
particular, given the favourable tax elasticity assumed by the programme and the most 
recent information regarding budgetary execution, the planned level of revenue in 
2007 is unlikely to be achieved. This would imply a negative base effect for revenue 
over the programme period, implying worse budgetary outcomes than projected for the 
period 2008-2010. This could be amplified by favourable growth assumptions retained 
for the years 2008-2009. The buoyancy of especially social contributions and indirect 
taxes may also be overestimated. On the expenditure side, the programme seems to 
continue the pattern of over-budgeting of investment spending. Consequently, there 
are risks that resources allocated to investments will be, at least partly, shifted to 
current spending as seen in the past, in particular to those items which seem under-
budgeted in the programme, namely the compensation of employees, social transfers 
and subsidies. Although the programme expects a more prudent public wage policy 
over 2008-2010, this is not substantiated in the programme and does not seem realistic 
in the light of past public wage overruns: in 2006 and 2007, wage bill increases were 
more than twice as high as originally planned. Taking this expenditure shift into 
account, the expenditure-to-GDP ratio may be higher than planned in particular for the 
years 2009-2010. Additional risk factors are considerable weaknesses in budgetary 
planning and execution, expenditure pressures in the election years 2008 and 2009 and 
uncertainty regarding the amount of compensations by the general government to 
owners of properties nationalised during the communist regime under the so-called 
"property fund". Moreover, the fiscal tightening foreseen in 2010 is not sufficiently 
substantiated with measures.  

(7) In view of this risk assessment, the budgetary stance in the programme is insufficient 
to ensure that the MTO is achieved by 2011, as envisaged by the programme. A safety 
margin against breaching the 3% of GDP deficit reference value (estimated at 1¾% of 
GDP) would not be provided by the end of the programme period and thus there is a 
serious risk that the reference value will be breached in the near term. After a sharp 
deterioration in the deficit in 2007, no adjustment towards the MTO can be expected 
before 2010 despite the fact that the economy is showing signs of overheating. This is 
not in line with the Stability and Growth Pact. The budgetary stance does not help 
addressing the macroeconomic imbalances identified above, in particular the high and 
growing external deficit and domestic demand pressures, which put at risk 
macroeconomic and financial stability.  

(8) In the absence of long-term projections of age-related expenditures, based on the 
common macroeconomic assumptions as carried out by the EPC/Commission, it is not 
possible to assess the impact of population ageing in Romania on a comparable and 
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robust basis as it currently done for the other Member States. While a significant 
impact of ageing on expenditure cannot be excluded given the current demographic 
structure, the 2007 budgetary position in the programme, with a large structural 
deficit, is not sufficient to stabilise debt even before considering the long-term 
budgetary impact of ageing. Improving the structural budgetary position over the 
medium-term would thus contribute to containing risks to the sustainability of public 
finances. 

(9) The convergence programme seems to be consistent to some extent with the July 2007 
national reform programme (NRP). In particular, it confirms the main government 
policy priorities such as improving the quality and management of government 
expenditure, the business environment and the public administration and the main 
reforms directly affecting public finances in particular in the areas of labour market, 
pension, health care and education. It also confirms the expenditure priorities in the 
fields of education, research, health, infrastructure, environment and agriculture. On 
the other hand, the convergence programme does not provide systematic information 
on the direct budgetary costs associated with the main reforms envisaged in the NRP.  

(10) As regards the data requirements specified in the code of conduct for stability and 
convergence programmes, the programme has some gaps in the required and optional 
data8. 

The overall conclusion is that the budgetary strategy outlined in the programme is not in line 
with a prudent fiscal policy, necessary to contain the growing external deficit and inflationary 
pressures which put at risk macroeconomic and financial stability and the convergence 
process. The programme envisages a continuation of high deficits, entailing a clear risk of an 
excessive deficit. Progress towards the MTO is insufficient and fully back-loaded despite 
strong growth prospects. In view of the risks to the budgetary targets and the significant 
adjustment that would be necessary after the programme period, the MTO is unlikely to be 
achieved by 2011 as planned.  

In view of the above assessment and the need to ensure sustainable convergence, Romania is 
invited to: 

(i) significantly strengthen the pace of adjustment towards the MTO by aiming for 
substantially more demanding budgetary targets in 2008 and subsequent years in 
order to contain the risk of an excessive deficit, foster macroeconomic stability and 
rein in widening external imbalances and address the risks to the long-term 
sustainability of public finances; 

(ii) restrain the envisaged high increase in public spending, review its expenditure 
composition so as to enhance the economy’s growth potential and improve the 
planning and execution of expenditure within a binding medium-term framework; 

(iii) adopt policies to contain inflationary pressures, complementing the recommended 
tighter fiscal stance, with appropriate public wage policy and further structural 
reforms. 

                                                 
8 In particular, data on short-term and long-term interest rates, general government expenditure by 

function and details on long-term sustainability projections are missing.  
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Comparison of key macro economic and budgetary projections 

    2006 2007 2008 2009 2010 
CP Dec 2007 7.7 6.1 6.5 6.1 5.8 

COM Nov 2007 7.7 6.0 5.9 5.8 n.a. Real GDP 
(% change) 

CP Jan 2007 8.0 6.5 6.3 5.9 n.a. 
CP Dec 2007 6.6 4.8 5.7 4.0 3.3 

COM Nov 2007 6.6 4.7 5.6 4.6 n.a. HICP inflation 
(%) 

CP Jan 2007 6.6 4.5 4.3 3.2 n.a. 
CP Dec 2007 2.2 2.1 2.1 1.8 1.1 

COM Nov 20072 2.4 2.1 1.3 0.3 n.a. Output gap1 
(% of potential GDP) 

CP Jan 2007 2.1 2.2 1.9 1.1 n.a. 
CP Dec 2007 -10.3 -12.6 -10.5 -10.1 -10.2 

COM Nov 2007 -10.3 -12.8 -14.5 -15.3 n.a. 
Net lending/borrowing vis-à-

vis the rest of the world 
(% of GDP) CP Jan 2007 -10.2 -8.9 -8.3 -7.8 n.a. 

CP Dec 2007 -1.9 -2.9 -2.9 -2.9 -2.4 
COM Nov 2007 -1.9 -2.7 -3.2 -3.9 n.a. General government balance 

(% of GDP) 
CP Jan 2007 -2.3 -2.7 -2.6 -2.0 n.a. 
CP Dec 2007 -1.0 -2.0 -2.1 -2.1 -1.6 

COM Nov 2007 -1.0 -1.8 -2.3 -3.0 n.a. Primary balance 
(% of GDP) 

CP Jan 2007 -1.2 -1.6 -1.5 -1.0 n.a. 
CP Dec 2007 -2.6 -3.6 -3.6 -3.5 -2.8 

COM Nov 2007 -2.6 -3.3 -3.6 -4.0 n.a. 
Cyclically-adjusted balance1 

(% of GDP) 
CP Jan 2007 -3.0. -3.4 -3.2 -2.3 n.a. 
CP Dec 2007 -2.2 -3.4 -3.4 -3.4 -2.7 

COM Nov 2007 -2.6 -3.3 -3.6 -4.0 n.a. Structural balance3 

(% of GDP) 
CP Jan 2007 -3.0 -3.4 -3.2 -2.3 n.a. 
CP Dec 2007 12.4 11.9 13.6 14.2 14.9 

COM Nov 2007 12.4 12.5 12.8 13.5 n.a. Government gross debt 
(% of GDP) 

CP Jan 2007 12.8 13.5 12.6 11.7 n.a. 
Notes:             
1 Output gaps and cyclically-adjusted balances according to the programmes as recalculated by Commission 

services on the basis of the information in the programmes. 
2 Based on estimated potential growth of 5.7%, 6.4%, 6.7% and 6.9% respectively in the period 2006-2009. 
3 Cyclically-adjusted balance excluding one-off and other temporary measures. According to the most recent 

programme, one-off and other temporary measures are 0.4% of GDP in 2006, 0.2% in 2007, 0.2% in 2008, 0.1% 
in 2009 and 0.1% in 2010 (all deficit-increasing). There are no one-offs in the Commission services' autumn 
forecast as the Commission services do not consider the compensations under the so-called property fund as 
one-offs. 

Source: 
Convergence programme (CP); Commission services’ autumn 2007 economic forecasts (COM); Commission 

services’ calculations 

 


