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Executive Summary

1. This Country Partnership Strategy (CPS) is being presented at a time when
Romania is at the threshold of European Union (EU) membership. The Accession
Treaty was signed on April 25, 2005 and entry is expected to take place on January 1, 2007.
Romania faces the challenge of convergence with EU countries in terms of both incomes and
living standards — its per capita GDP in 2004 is about one-third of EU-15' and it lags in
several social indicators. To meet this challenge, Romania will have to build on its
achievements and at the same time address risks to macroeconomic stability.

2. EU accession aspirations have enhanced macroeconomic stability and spurred
renewed commitment to reforms in recent years. The economy grew robustly at 4 to 5
percent per year during 2000-05, with inflation declining from above 40 percent in 2000 to
8.6 percent in 2005, the lowest level since the start of transition. Structural and institutional
reform accelerated during the same period — private sector share of GDP has moved closer to
EU-8 levels, more than 90 percent of banking assets are now held by the private sector,
energy reform has resulted in a substantial reduction of quasi-fiscal deficits, and
independence of the judiciary has been strengthened.

3. Nonetheless, Romania still has to complete the ongoing reform agenda which it
will have to pursue to underpin growth and improve living standards. The restructuring
of the enterprise sector is by no means complete. Financial intermediation is still low
compared to that of EU-8. Increasing productivity in the agriculture sector remains a major
development challenge. Further improvements in the business environment include
increasing labor market flexibility and reducing labor taxation. A skills mismatch with
market needs will require a reorientation of the educational system. Poor governance and
weak institutional capacity continue to be key concerns.

4, Fiscal risks to macroeconomic stability will have to be addressed and monitored
closely by the Government, especially in a situation where there is no Fund
arrangement in place.  Maintaining financial discipline, sustaining energy sector
restructuring, reforming the social security system, and properly managing the substantial
costs of upgrading infrastructure and environmental standards to meet EU requirements are
priorities to reduce fiscal vulnerabilities. In addition, to improve allocational efficiency of
public spending, bold reform of the expenditure planning and management systems is
required. Finally, there is a need to upgrade the ability to mobilize revenues to co-finance the
absorption of EU funds and provide resources for the reforms envisaged in several sectors.

5. While there has been significant progress in poverty reduction, benefits of
renewed growth have to fully filter through to all segments of the population. The gap
between urban and rural living standards as well as regional disparities will have to be
narrowed. The restructuring of the agriculture sector, which is likely to result in excess
labor, will have to be accompanied by measures to mitigate the adverse social impact.
Sustainable policies and programs supporting rural and regional development will have to be
designed and implemented successfully. Coverage of social assistance programs needs to be
improved and targeted poverty reduction measures will have to be well designed to ensure
sustainability and impact.

' EU members prior to May 1, 2004.
2 Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovak Republic, and Slovenia. These eight
countries, plus Cyprus and Malta, joined the EU on May 1, 2004.
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6. The CPS aims to support Romania in addressing the above challenges to
facilitate its integration with the EU. The Government has requested the Bank for support
based on the recognition of the Bank’s value added and deep knowledge of Romania. The
strategic framework of the CPS, developed with the Romanian Government, builds on the
Government Program, lessons from the EU-8, and Bank analytical work. The CPS has three
pillars: (a) accelerating structural and institutional reforms to support sustainable growth; (b)
addressing fiscal vulnerabilities and modernizing the public sector; and (c) targeting poverty
reduction and promoting social inclusion. The CPS lists a set of principles that will govern
the choice and design of Bank lending operations.

7. Bank support will be characterized by greater flexibility and responsiveness
within the strategic framework. This means an evolution from the previous CAS to a new
CPS that entails: (a) a more flexible approach to lending and non-lending activities in which
broad priorities are established with a defined program during the first phase corresponding
to the EU accession period and an indicative program to be more clearly defined by end-
FY07 for the second phase covering the post accession period; (b) the use of policy
performance benchmarks to trigger lending up to a ceiling and to define a minimum set of
standards for sectoral engagement; and (c) movement towards alignment of Bank procedures
with country systems. Bank programs in Romania will continue to incorporate elements of
the Middle Income Country (MIC) agenda, including reducing project preparation time,
accelerating project completion, and introducing new products and approaches.

8. Bank lending will use a mix of instruments with strategic use of Development
Policy Loans (DPLs) and programmatic approaches. The program will be anchored to
the ongoing Programmatic Adjustment Loan (PAL) series and the successor Fiscal and
Governance DPL both of which will underpin the sectoral reforms supported by other
operations. The Analytic and Advisory Activities (AAA) program will be frontloaded and
will contribute important inputs to the design of lending operations. In addition, the Bank is
offering a full array of financing and risk management products. To enhance assistance for
institution building, the World Bank Institute (WBI) will include Romania as one of its focus
countries in FY07. The CPS has a results framework accompanied by a monitoring and
evaluation mechanism.

9. A flexible lending program of $450 to $550 million per year is proposed to
support the strategic objectives of the CPS. Base case lending will be investment projects
which are subject to pre-conditions of appropriate sector policy and acceptable medium term
sector expenditure framework. High case lending will be a combination of investment and
development policy lending where the latter will require maintenance of an appropriate
macroeconomic framework as per Bank guidelines. A periodic assessment of the
macroeconomic framework and performance will be done by the Bank in consultation with
the Fund and the EU. This is especially important without a Fund arrangement in place.
Should the assessment indicate that the macroeconomic framework has deteriorated such that
investment lending would not achieve its objectives, there would be a low case scenario of
AAA and global goods lending. Bank exposure is manageable and even at maximum
lending, the Bank exposure will remain below the guideline thresholds with some exposure
indicators declining.

10.  IFC and MIGA will support Romania’s EU accession and integration agenda.
IFC’s main goal in Romania is to support private sector development, helping local
companies benefit from opportunities and meet challenges during the EU accession and
integration period. IFC will further increase its volume and scope of investment and
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advisory services in order to strengthen market forces and help Romania’s economy integrate
into the EU’s single market, especially through support of large national-level privatizations
in infrastructure, where IFC support and private sector involvement will help increase
reliability and affordability of services for consumers. When feasible, IFC will complement
the Bank’s work in the energy sector. Also, Romania is a large market with a banking sector
among the least developed in the region. IFC will seek to introduce new financing
instruments and to develop non-bank financial institutions. MIGA will be open for
opportunities to support foreign investors, particularly in the infrastructure sectors through
the provision of sovereign and sub-sovereign political risk.

11.  The proposed program faces a number of risks. First, failure to promptly address
emerging weaknesses in the macroeconomic framework including fiscal vulnerabilities,
especially in the absence of a Fund program, could affect adversely the absorption of EU
funds and result in a deterioration of the policy environment of the proposed Bank
operations. Second, slippages in the implementation of the reform agenda — due for example
to the political impact of a delay in EU membership - would have an adverse impact on
sustained growth and poverty reduction, and consequently on convergence with the EU
members. Third, lack of attention to strengthening institutional capacity would put at risk
program implementation. These risks are mitigated by the consensus on the EU accession
and convergence objectives as well as the provisions of the Growth and Stability Pact, which
would help focus Government attention on critical structural and institutional reforms.

Board members may wish to discuss the following aspects:

e Does the CPS adequately respond to the needs of Romania, balancing flexibility and
client responsiveness with a strategic framework to guide and focus the program?

e Are the suggested principles for Bank lending engagement appropriate?



