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? he complementarity hetween macro-
' economic and structural policies is
widely recognised. Yet it is often

neglected when macro-economic

indicators head in the right direction.

With high growth rates of GDP, it is not always
easy to focus on structural weaknesses and quest-
ion whether the policies intended to sustain
macro-economic stabilisation are well judged.
Coherent design. both of macro- and micro-
economic policy, is particularly relevant for coun-
tries making the transition from central planning
to a market economy in view of the large eco-
nomic dead weight inherited from the previous
structures. The tortuous story of Romania
hetween 1989 and 1997 illustrates the import-
ance of these links in a particularly striking way !
At the outser of transition Romania was, in
many respects, in a more difficult position than
most of the other countries in central and east-
ern Europe. In the early 1990s, the room for
manceuvre for structural reforms seemed limited,
particularly given the difficult social conditions
of the previous decade. Indeed. during the 1980s,
the population had had to pay for the quick re-
imbursement of a sizable foreign debt and some
public-construction projects on a pharaonic scale,
The People’s Palace” in Bucharest is a notable
example. The pressure on already low dispos-
able incomes meant a contraction of household
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consumption. The emphasis of the Ceaucescu
regime on economic self-dependence led to the
accumulation of a technological lag and put ex-
cessive focus on heavy industry. This led to the
depletion of domestic energy sources, inducing
shortages and subsequently costly dependence
on imports of energy and raw materials,

This difficult legacy argued in favour of a
gradualist approach, seeking to minimise the
social costs associated with the transformation
to a market economy. Although these social con-
cerns were understandable, the strategy was ill-
conceived and failed to produce sustainable gains
in either economic or social conditions. The ex-
perience of the first seven years of transition
suggests that the costs of a gradual strategy have
probably been higher than if a bolder approach
to structural transformation had been adopted.
In 1993, the OECD pointed out clearly the risks
that arised from delaying structural reforms.? In
particular, if loss-making industrial and agricult-
ural enterprises were artificially maintained
through state subsidies and easy access to credits,
both fiscal and monetary policy would be
undermined.

The importance of the links between macro-
economic and structural policy was disguised
for a while by the boost in exports and resumpt-
ion of growth in 1993, and the apparent success
in reducing inflation under the stabilisation policy
of 1994, But the export performance of 1993-94
was to 4 large extent based on unrestructured
heavy industry and could not be sustained with-
out massive imports of energy and raw materi-
als that led to a progressive deterioration in the
external position. In 1993 the growth rate of GDP
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peaked at 7.1%, but the sizable increase in the
current-account deficit (Figure, p. 42) resulted
in a fall in confidence in the currency. In
November of that vear, the authorities were
forced to accept a sharp depreciation in the offi-
cial exchange rate.

In 1996, output continued to grow at around
4%, apparently suggesting that the exchange crisis
had had only a moderate impact. But during the
year macro-economic conditions progressively
deteriorated. The official budget deficit almost
doubled over the 1995 figure, at a substantial
5.8% of GDP. In fact, when ‘quasi-fiscal” items
are included, such as the National Bank refinan-
cing of credits to the agricultural sector and other
indirect subsidies. the overall deficit exceeded
10% of GDP. This serious slippage was mainly
the result of pervasive lack of financial disci-
pline in large state-owned companies, aggravated
by the populist policies adopted during the elect-
ion campaign that boosted incomes and expend-
itures. The public deficits were financed mostly
by printing money, with the predictable result
that at end-1996 inflation accelerated to 57%. The
overall approach to economic policy was clearly
unsustainable. As international financial institu-
tions withdrew their financial support, policies
in Romania were at an impasse.

A New
Approach

In 1997, the new coalition government elected
in November of the previous year decided to
abandon the gradualist approach and implement
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a shock therapy. The main novelty in the gov-
ernment programme was  firm intention to ac-
celerate structural reforms towards privatisation.
the liquidation of loss-making firms, the liberali-
sation of prices, the reduction of trade barriers
and the promotion of foreign investment. Most
indirect subsidies were stopped. and direct sub-
sidies and easy refinancing from the central bank
were phased out. The previous system of an
official exchange rate was abandoned and the
currency was allowed to float according to market
forces. On the busis of this programme, the IMF
and the World Bank accepted to re-negotiate a
stand-by credit line and a package of structural
loans of roughly $1 billion.

The programme implemented in 1997 re-
presents an additional, but largely unavoidable,
transition shock for Romania. Social and eco-
nomic conditions have deteriorated in i country
where poverty was already widespread. By mid-
1997 real wages had fallen by 30% from their
position a year earlier. Both large and small en-
terprises have been hard hit hy the contraction
in demand, soaring interest rates and - espe-
cially large industries and state farms - the
phasing-out of state subsidies. For 1997 as a
whole, GDP probably fell by 6% or more. Un-
employment has remained surprisingly low, at
around 7%, in part hecause the private agricult-
ural sector has played the role of huffer. but its
ahility to do so is unlikely to last as restructuring
progresses and the capacity of rural areas to ab-
sorh the unemployed reaches its limits. Prices of
energy and other public utilities have doubled
or more, causing prices to rise by over 30% in
March 1997 alone. Since then, tight monetary
conditions have brought inflation down, but it
persisted at 3-4% per month at the end of the
vear. Inflation for 1997 as 1 whole was over 150%.

There are nevertheless some encouraging
signs. Exports have picked up and the current-
account deficit has declined. Improved trade per-
formance could re-ignite economic growth - as
in 1993, but this time on a sounder basis. The
target of 4.5% of GDP for the government deficit
in 1997 was reached despite difficult fiscal con-
ditions. And capital inflows have increased, help-
ing to stabilise the exchange rate and increasing
the reserves of the central bank.

Spotlight

Industrial restructuring by the new government has laid off 70,000 workers, though severance
payments were generous.

Against this background, the question of ade-
quate macro-structural links again becomes the
core issue. If structural reforms do not move
ahead rapidly enough, the short-term costs of
the austerity programme imposed by the shock
therapy of 1997 will not be balanced by the
longer-term gains of 1 more efficient economy.
Indeed. if the population does not see some
result from the difficulties they have been
through, the political consensus formed after the
elections of end-1996 may come under threat.

How Rapid andlDeep
are Structural Reforms?

Time is one of the most precious resources
for transition and much time has heen lost in
Romania. In its initial programme, the govern-
ment set out an ambitious list of structural
reforms, and parliament has since been legisla-
ting actively to pass around 100 new laws. The
implementation of reforms has nonetheless
lagged behind initial expectations.

For example, a bolder approach to privatisa-
tion has been instituted, but only half of the ini-
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tial target of roughly 2,700 companies to be pri-
vatised in 1997 was achieved. As part of the new
approach, the State Ownership Fund announced
that there would no longer be a minimum price
on the sales of state property and that enter-
prises that could not be sold would be liqui-
dated. Tn parallel, the government attempted to
impose tough financial conditions on state-
owned enterprises: subsidies were considerably
reduced. imposing a de facto budget constraint
on cash flows, and stocks of unpaid tax-arrears
to the state budget incurred heavy penaltes.
But practical difficulties meant that this bold
strategy could not be fully implemented. Assess-
ment of financial viahility of companies is often
problematic because accumulated losses arose
in part under the distorted price system of the
administered economy. Many enterprises, parti-
cularly large ones with sometimes a heavy burden
of financial arrcars, did not find a buyer. The
liquidation of non-viable enterprises also faced
strong resistance, hoth on political and social
grounds. Indeed, large firms such as oil refiner-
ies and steel plants are often viewed as valuable
assets both by the authorities and the public
opinion. Selling them off cheaply is politically
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Indicators, 1990-99
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sensitive, especially when the potential buyers
are foreign investors.

If they are not rapidly solved, these policy
dilemmas will threaten the coherence of the re-
form package. For example, the amount of arrears
in the economy, which reached 30% of GDP at
end-1990, is rising again. Most, indeed, are still
concentrated in large state-owned firms, notably
in the large public utilities (regies autonomes).
As a result, the amount of non-performing loans
in the banking sector has also increased and, by
mid-1997, over 50% of total bank credits were
either unlikely to be repaid or were already
obviously losses.
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The reform of the banking sector is another
kev macro-structural link in the economy. Ex-
periences in other transition economies show
that a fragile banking sector is the weakest link
in the chain of economic adjustment.* This sector
is dominated by four major state-owned banks,
two of which are severely burdened by non-
performing loans — mainly a legacy of the pre-
1997 policy when the banks were required to
provide low-interest (and largely unrecoverable)
credits to the agricultural and energy sectors.

3. Jobn Litwack, ‘The Russian Federation — Commercial
Banking, The OECD Observer. No. 210. Februany
March 1998,
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The government has nevertheless made firm
and sometimes difficult choices that should foster
structural change. A number of loss-making agri-
cultural farms have been closed down. The
mining sector has been largely restructured, in-
ducing massive lay-offs of around 70,000
workers; to minimise distress and social tensions,
lay-offs were accompanied by substantial sever-
ance payments. In addition, the official stance
towards foreign investment is now open and lib-
eral. although a 1.5% transaction tax is applied
to foreign portfolio investment. This openness
should stimulate private capital inflows and help
improve corporate governance. The start-up of
an over-the-counter market (based on the US
NASDAQ model) and the use of the stock market
for privatisation purposes have invigorated capital
markets. The government also intends to begin
privatising the state-owned banks in 1998, and
has announced major restructuring packages for
the two most problematic ones. These moves
will be supported by recent improvements in
the supervisory regime of the National Bank.

Romania has embarked on a long overdue
programme of difficult economic reforms, but
the scope for development is nonetheless widely
recognised. Romania has the second biggest
population in central and eastern Europe, a large
pool of skilled labour and generous agricultural
land. With better management of its endowment
of natural and human resources, it has the
potential to be a well-performing emerging
market economy. e
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