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SUMMARY

On October 1, 2001, the Department of Commerce (*the Department”) initiated an
antidumping duty adminigrative review of certain smal diameter carbon and aloy seamless sandard,
line and pressure pipe from Romania. See Natice of Initiation of Antidumping and Countervailing Duty
Adminigrative Reviews and Reguedts for Revocation in Part, (66 FR 49924, October 1, 2001).

On May 10, 2002, the Department received a letter from the Government of Romania
(“GOR") requesting areview of the status of Romania as a non-market economy (“NME”) country,
ether in afree-standing investigation or in the context of this administrative review. On September 10,
2002, in response to the GOR' s request, the Department initiated an inquiry into Romania sNME
datusin the context of the ingtant administrative review.



Our anadlysis of Romania s economic reform results to date, as analyzed under section
771(18)(B) of the Tariff Act of 1930, as amended (“the Act”), indicate that Romania has successfully
made the trangtion to a market economy. The currency isfredly convertible and wages are market-
based. While foreign direct investment (“FDI”) has been reatively low, Romaniais open to foreign
investment. Asaresult of economic and indtitutiond reforms undertaken in Romania since 1990, the
private sector share accounted for at least 65 percent of GDP in 2001 and 75 percent of employment.
Thereisasgnificant smdl- and medium-gze enterprise (“* SME”) sector, which isthe principa source of
new jobs. SMEs account for about half of al employment and dominate many parts of the economy,
including the service sectors and clothing, gppardl, footwear and furniture industries. Almogt dl land is
privately owned, and the legd systemisin place to facilitate land transfers. While energy sector
reforms are not yet complete, much progress has been made. Romaniais afounding member of the
World Trade Organization (“WTQO”) and is open to trade, with average applied tariff rates of 16.2
percent. Romania dso has atrade arrangement with the European Union (*EU”) and a bilaterd
investment treaty with the United States.

Despite these successes on the reform front, problemsremain. The stock of enterprise arrears
remains stubbornly high, and FDI isrdatively low. On baance, however, the totdity of Romania's
economic reform results indicate that Romania s economy is now market-based. Therefore, based on
the evidence on Romanian economic reforms to date, analyzed as required under section 771(18)(B) of
the Act, we recommend that the Department of Commerce revoke Romania s NME dtatus, effective
January 1, 2003.

Thisfinding will gpply to dl future adminigirative proceedings covering periods of investigation
or review that fal after January 1, 2003. Where a proceeding's period of investigation or review begins
before January 1, 2003, but ends after that date, the Department will use the standard market economy
methodology if it determines that a sufficient period of time has passed S0 that adequate market
economy datais avalable. In addition, the U.S. countervailing duty law will gpply now to Romania
where the proceeding at issue involves an adequate period of investigation after this effective date.

SUMMARY OF COMMENTSAND REBUTTAL COMMENTSFROM PARTIES
Parties Who Support Revoking Romania’ s NME status

In addition to the government of Romania, the Department has recelved comments supporting a
revocation of Romania’'s NME status from Lockheed Martin, PricewaterhouseCoopers, Proctor and
Gamble, Washington Group Internationd, Harris Corporation, Trinity Rail Group, the Romanian-
American Chamber of Commerce, Ipat Sidex, and S.C. Silcotub. The commentsin support
discussed the following issues in Romania:
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The European Bank for Recongtruction and Development (“EBRD”), European Commission,
the Internationd Monetary Fund (“IMF”), and the World Bank have al gpplauded Romania's
recent progress in reform.

Romania has not fully completed its economic trangition, but its progressis comparable to or
further than other countries whose NME status has been revoked.

Theleu isfredy convertible on dl current account transactions, foreign investors are subject to
equa treatment, and foreign investors are able to fregly repatriate profits and dividendsin
foreign currency.

Foreign investment is permitted and encouraged in Romania, with large investments enjoying
incentives and a streamlined adminigrative process.

Romaniais committed to privatizing its remaining state-owned enterprises.

The European Union has recognized Romania as a market economy for trade remedy purposes
gnce 1993, and has a free trade agreement with Romania.

Canada treats Romania as a market economy for purposes of anti-dumping investigations.
Wages are fredy determined, and the right to collective bargaining is guaranteed.
Economy-wide red wages have been growing recently, in line with economic growth.

The banking system has been restructured, and privatization is a an advanced stage.

Parties Who Oppose Revoking Romania’ s NME status

=
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Comments againgt revocation of Romania’'s NME status were submitted by severd U.S. stedl
producers. Bethlehem Steel Corporation, National Steel Corporation and United States Sted!
Corporation (“Sted Group”), as well as from the Ad Hoc Committee of Domestic Nitrogen
Producers. Their comments in opposition discussed the following issues below:

Romanid slegd dructure is undermined by inadequate enforcement and an inept judiciary.

For purposes of Romanid s candidacy for EU accession, the EU does not consder Romaniato
have a“functioning market economy.”

Wage rates are not determined by free bargaining between labor and management as labor
unions and worker rights are restricted in practice.

Romania has a higtory of backtracking on its commitments to liberdization and privetization.
While there are few formad barriers to FDI, unpredictable changesin the regulatory system and
aculture of state control keep investment levels very low.

Foreign investors are deterred by demands for bribes and by frequent targeting by tax
authorities.

GOR dill controls alarge share of theindustria and banking sectors, and it is reluctant to
privatize profitable SOEs and restructure unprofitable firms.

The government gill controls some prices, particularly in energy, and the toleration of non-
collection means that some customers pay nothing at al.

Property rights are undermined by a recent law that forbids redtitution in kind in most cases for
property seized during the Communist era



10.  The state-owned sector has been alowed to build up very high levels of arrears, which distorts
wages, discourages privatization, and prevents the efficient alocation of resources.

11.  Theruleof law isundermined by an opague legd process, rapidly changing regulations,
widespread corruption, and a paliticaly-influenced judiciary.

13.  Widespread corruption has helped prevent the emergence of amarket economy.

ANALYTICAL APPROACH

In making an NM E-country determination under section 771(18)(A) of the Act, Section
771(18)(B) requires that the Department take into account:

1. The extent to which the currency of the foreign country is convertible into the currency
of other countries,

2. The extent to which wage rates in the foreign country are determined by free bargaining
between labor and management;

3. The extent to which joint ventures or other investments by firms of other foreign

countries are permitted in the foreign country;

The extent of government ownership or control of the means of production;

The extent of government control over the alocation of resources and over the price

and output decisions of enterprises;

6. Such other factors as the administering authority considers appropriate.
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In evauating the six factors listed above, the Department has recognized that it is not sufficient
that a country’s economy is no longer controlled by the state to treat the country as a market economy.
See Natice of Find Determinations of Sales at Less Than Fair Vaue: Pure Magnesum and Alloy
Magnesum From the Russian Federation, 60 FR 16440, 16443 (March 30, 1995). Rather, the
Department considers whether the facts, as applied to the statutory factors, demondtrate that the
economy is generaly operating under market principles. To this end, Congress has provided the above
listed factors which the Department must evaluate to determine whether, in the judgment of the
Department, market forces in the country are sufficiently developed to permit the use of prices and
cogtsin that country for purposes of the Department’ s dumping analyss.

The reason for thisanalysisis that prices and cogs are centrd to the Department’ s dumping
andyds and caculation of normd vaue. Therefore, the prices and cods that the Department uses must
be meaningful measures of vadue. NME prices are not, as agenerd rule, meaningful measures of vaue
because they do not sufficiently reflect demand conditions or the rdative scarcity of resources used in
production. The problem with NMEsis not one of distorted prices, per se, sncefew, if any, market
economy prices are perfect measures of vaue, free of al digtortions (e.g., taxes, subsidies, or other
government regulatory measures). The problem, instead, is the price generation processin NMEs
(i.e., the absence of the demand and supply eements that individualy and collectively make a market-
based price system work).



The Department’ s evauation of the statutory criteria does not require that countries be judged
againg atheoretical modd or a perfectly competitive lai ssez-faire economy. Insteed, the
Department’ s determination is based on comparing the economic characterigtics of the country in
guestion to how other market economies operate, recognizing that market economies around the world
have many different forms and festures. Although it is not necessary that the country fully meet every
gtatutory factor relative to other market economies, the Department must determine that the factors,
taken together, indicate that reforms have reached a threshold level such that the country can be
consdered to have afunctioning market economy.

The Department has carefully consdered the facts and arguments presented by dl of the parties
who made submissions during this proceeding. In addition, consstent with the Department’ s practice in
addressing prior market economy determinations, the Department has relied upon the expert
evauations of third parties such as the World Bank, the IMF, the EBRD, the Asian Development Bank,
the Asian-Pacific Economic Cooperation and the Organization for Economic Cooperation and
Development (“OECD”).

OVERVIEW OF ECONOMIC AND LEGAL REFORMS

Romaniais a medium-sized country in southeastern Europe of gpproximately 22 million people,
with ardatively large agricultura sector and natural endowments of energy and timber resources.
During the Soviet era, Romania had a centraly planned economy dominated by heavy industry. The
state owned al property, and prices were set and resources allocated by the government. With the
regiona push towards democracy and free market economies at the end of the 1980's, Romania began
to implement gradua changesto its economic system, beginning with price liberaization and Sate-
owned enterprise (“SOE”) privatization in 1990. Reforms proceeded dowly, and results were
unsteady and uneven, due to macroeconomic ingtability, worker resstance to reforms, and government
indecisveness about reform objectives and the pace and sequencing of reforms. Thefird trangtiona
recession, which cut amost 30 percent from gross domestic product (* GDP”), further complicated
reform efforts.

In 1997, anew government announced far-reaching reforms, including fiscal and monetary
resraint, a unified exchange rate, full currency convertibility on the current account, the commencement
of large-scae privatization, the eimination of most remaining price controls, and a crackdown on soft
bank loansto SOEs. The new fisca and monetary restraint resulted in recession, which became worse
in the aftermath of the Russan financia crigs, and reform momentum dowed, particularly with respect
to large-scale privatization, industriad restructuring, and banking sector reform.

In 2000, the current government embarked on arenewed program of reforms. This has
resulted in an accelerated privatization of the remaining SOES, an enhanced legd infrastructure, banking
sector privatization and consolidation, cost-recovery pricing in the energy sector, and macroeconomic
growth and gability.



The following section discusses each of the Sx statutory factors for determining NM E-country
status and the current state of Romania s economy asiit relates to each of those factors.

ANALYSISOF SECTION 771(18)(B) FACTORS

Factor One. The extent to which the currency of the foreign country is convertible into the
currency of other countries.

A country’sintegration into world markets is dependent upon the convertibility of its currency.
The greater the extent of currency convertibility, for both trade and investment purposes, the greeter are
the supply and demand forces linking domestic market prices in the country to world market prices.
The greater this linkage, the more market-based domestic prices tend to be.

A. L egal framework

The requirements for a convertible currency regime are established by Regulation 3/1997 On
Performing Foreign Exchange Operations. Under thislaw, resdents and non-residents may acquire
any foreign exchange-denominated assats, open accounts in both foreign exchange and domestic
currency with banks licensed to operate in Romania, and perform current-account foreign currency
transactions fredy and without restrictions® The regulation does require licensing for certain capita
account transactions, but Circular 26/2001, amending the regulation, describes atimetable for phasing
out dmost al of these restrictions between 2002-2004.> These regulations and circulars are issued by
the Nationd Bank of Romania, which is responsible for overseeing the financid sector and Romania's
foreign exchange regime. The 1998 Statute on the Nationd Bank of Romania assgns the Nationa
Bank solejurigdiction over monetary and exchange rate policy, tasks the bank with regulating and
licensng the commercia banking sector, and ensures its nine-member board is independent of the
government.3 The NBR does not carry out quasi-fiscal activities

1Regula’[i on No. 3/1997 “On Performing Foreign Exchange Operations,” Articles 3-4 (1997).

%Circular 26/2001 “Amend ng and Supplementing Foreign Exchange Regulation No. 3/1997 on performing foreign
exchange operations’ (2001).

3Law No. 101/1998 “On the Statute of the National Bank of Romania’ Articles 34-35 (1998).

4Romania: Report on the Observance of Sandards and Codes - Fiscal Transparency Module (Washington, DC:
International Monetary Fund, 2002), p. 5.
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B. Developmentsin the economy

The Romanian currency, the leu, has been fully convertible for current account purposes snce
Romania assumed IMF Article V111 obligationsin 1998.> Domestic and foreign companies and
individuds are free to acquire, hold and sdll foreign exchange, and foreign companies are free to
repatriate capital and remit profits. The exchange rateisfredly set by the forces of supply and demand
in the interbank market, in which some 40 commercia banks licensed by the National Bank of Romania
(“NBR”) paticipate.® Firms and individuas (both foreign and domestic) can aso fredy exchange
currency at foreign exchange houses.” While the centra bank occasionaly intervenesin the foreign
exchange market to reduce voldility or an excessve appreciation of the leu, this does not ater the fact
that the exchange rate is market-based.

Theleu isadso convertible for capital account purposes. However, due to concerns about
capitd flight and currency stability, there are some restrictions on capital account transactions. These
are common in many market economies® Furthermore, in line with Romania s efforts to integrate into
the EU, these are being phased out. Most remaining restrictions ded with short-term capitd flows. In
2003-2004 the centrd bank plansto liberdize: (1) operaionsin money market instruments and in
current and deposit accounts conducted by residents with foreigners; (2) acquisition of foreign trade
securities by residents; and (3) short-term |oans between foreigners and residents. 1n 2007, upon
hoped-for accession to the EU, the NBR will alow quotation of foreign securities on domestic capitd
markets and operations by foreignersin leu-denominated deposit accounts opened with resident
financid indtitutions®

Assessment of Factor

Theleu isfully convertible into foreign currencies for trade purposes and convertible to a high
degree for investment purposes, giving rise to supply and demand on the interbank market that
determine the exchangerate. Limited currency controls remain to combat capitd flight and are Smilar
in nature to those maintained by other market economy countries. While these purdly capita account
controls may affect the supply or demand for foreign exchange, the underlying convertibility of theleu

SRomania: 2002 Article IV Consultation - Staff Report; Saff Satement, Public Information Notice on the Executive
Board Discussion; and Satement by the Executive Director for Romania, (Washington, DC: International Monetary Fund, 2003),
p.4.

®Romania Country Commerical Guide FY2002, (Washington: DC: US Commercia Service, 2002), p.38.

" Annual Report on Exchange Arrangements and Exchange Restrictions (Washington, DC: International Monetary
Fund, 2002), p.766-771.

8For example, Mexico, Poland, Russia, and Maaysia aso have capital account restrictions. See Annual Report on
Exchange Arrangements and Exchange Restrictions (Washington, DC: International Monetary Fund, 2002).

9« Romania Finance: Timetable for capital-account convertibility” EIU Viewswire, August 2, 2002.
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and, therefore, the resultant market-based nature of the exchange rate, remains fundamentally
unchanged.

Factor Two. The extent to which wage ratesin the foreign country are determined by free
bargaining between labor and management.

This factor focuses on the manner in which wages are set because they are an important
component of a producers costs and prices and, in turn, are an important indicator of a country’s
overall approach to setting prices and costsin the economy. The reference to “free bargaining between
[abor and management” reflects concerns about the extent to which wages are market-based, i.e.,
about the existence of a market for [abor in which workers and employers are free to bargain over the
terms and conditions of employment.

A. Legal framework

Romanid s Labor Code, the Law on Trade Unions, and the Law on Collective Bargaining
edtablish the rights, obligations and guarantees of workers and employers that form both the basis for
free bargaining over wages and other terms and conditions of employment. The EBRD and the OECD
consider the Labor Code of Romaniato be generaly consistent with internationa practice® Romania
has ratified dl seven Internationa Labor Organization (“ILO”) core labor conventions.™*

Unions are free to organize, and employees are free to join them, as guaranteed by the
Condtitution and Law 54/1991 On Trade Unions.> Thereisa 1991 law, however, that stipulates a
minimum of 15 employees as a precondition to forming aunion.®* The condtitution guarantees the right
to labor mohility, the right to collective bargaining, as well asthe right to strike.* The law deding with
collective bargaining is Law 130/1996 On Collective Bargaining Agreements®® This law mandates
collective bargaining in firms with over 20 employees, but dlows for individua contracting agreements.

10Stability Pact, South East Europe Compact for Reform, Investment Integrity, and Growth, Entrepreneurship and
Enterprise Development: Romania, Policy Review, Organisation for Economic Co-operation and Devel opment and European
Bank for Reconstruction and Development, 2002, p .48.

L Romania Risk: Labor Market Risk,” EIU Riskwire, February 21, 2003.

Lconstitution of Romania, Article 37. Seeaso Musat & Asociati, Attorneys at Law, Doing Businessin Romania,
2001, Chapter X1: Employment.

13 Romania Risk: Labor Market Risk,” EIU Riskwire, February 21, 2003.

Y constitution of Romania, Article 25 “Freedom of Movement,” Article 38 “Labor and the social protection of Labor,”
and Article 40 “Right to Strike.”

B Musat & Asociati, Attorneys at Law, Doing Businessin Romania, 2001, Chapter X1: Employment, p.106.
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Law 14/1991 On Salaries authorizes the minimum wage, which is vaid nationwide and
periodicaly set by the government after consultations with trade unions and employers’ associations.'®
The existence of asingle, nationwide minimum wage means that workers and employersin both private
firms and SOEs are free to negotiate wages above thislevel as part of aindividua or collective |abor
agreement.

B. Developmentsin the economy

There are two categories of wagesin Romania. The wages of government employees are set
by the Satute of Civil Servants!’ For dl other employess, including those employed in the private
sector and in SOEs, wages are formed through individua or collective bargaining. In smaler firms, the
worker and employer individudly negotiate the terms and conditions of employment, and in larger firms
collective bargaining is mandated by law.

Collective bargaining in the SOE sector has resulted in wages that have grown faster in recent
years than in the private sector.®® This has occurred despite the fact that most SOEs have been
consistent money-losers.’® While this practice potentidly leads to distortions, it oplies to a minority of
workers overal and is not the result of governmenta action or policy.?® Indeed, excessive wage

16Department of Labor Request for Minimum Wage Information, December 1997, available online at
http://www.mac.doc.gov/eebic/dec97.htm.

Y"0ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.38.

BThe lack of hard-budget constraints on the SOE sector continues to be one of the biggest areas of criticism by the
IMF, particularly as this wage growth has come at atime of high tax and inter-enterprise arrears. The IMF is particularly
concerned about a 43 percent minimum wage hike that took effect in January, 2003. As SOEs have traditionally based wages on
multiples of the minimum wage, this raise could artificially inflate wages across the board. For its part, the GOR claimsthat this
minimum wage hike is solely intended to mitigate the recent large increases in energy prices and will not result in broader

increasesin wages in SOEs. See IMF Romania: First and Second Reviews Under the Sandy-By Arrangement-Staff Report.

9/2002 p.20. See also OECD Economic Surveys: Romania Economic Assessment, (Paris: Organisation for Economic Co-
operation and Development, 2002), p 86, 89.

1%0ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p 72.

2ORomania: First and Second Reviews Under the Sand-By Arrangement, Request for Waivers, and Modification of
Performance Criterion - Staff Report; Saff Satement; News Brief on the Executive Board Discussion; and Statement by the
Executive Director for Romania, (Washington, DC: International Monetary Fund, 2002), p 15-16. See also OECD Economic
Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and Devel opment, 2002), p 67.
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growth in the SOE sector has occurred in spite of government efforts to limit or congtrainit?* Further,
the sgnificance of the rdatively high wages in the SOE sector is mitigated by the fact that over 70
percent of the workforceisin the private sector.?

Wages in Romaniaare low overal, but they vary across sectors and skill levels® Wage
variationsto alarge extent reflect the relative bargaining power of various groups of workers (e.g.,
skilled vs. unskilled, workers living near economic growth centers vs. those living in more remote
locations). For example, pay has outpaced inflation in the air transport and financia service sectors,
where workers are among the highest paid in Romania, but it has falen short in the education, hedth
and public administration sectors, where workers are among the lowest paid.* Many firmsfind it
difficult to retain skilled staff, who command high wages and have many job opportunities®® The
relatively high wages paid to workers in many SOES reflects their unions high level of bargaining power
and the weak budget congtraints that SOES face.

Freedom of movement is guaranteed by law.? However thereis alack of geographic labor
mohbility in Romania. Mogt city-dwelers are dependent on highly subsidized public housing, and it is
difficult to find other subsidized housing in another location.?” While the lack of labor mohility isan
issuein Romania, it is a developmenta question and not government-imposed.

Around 55-60 percent of the non-agricultura workforce is unionized; unions are strong and,
fearing job losses, have often successfully resisted restructuring.?® In fact, they are influential enough to
negotiate wage increases.?® Their power has waned in recent years, however, with the shift in

2Lipid, p.15-16.
22Romania: Sdlected Issued and Satistical Appendix, (Washington, DC: International Monetary Fund, 2003), p.41.

23PricewaterhouszeCoopers, Business Guide to Romania 2001/2002, p.24. See adso OECD Economic Surveys:
Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and Development, 2002), p.77.

24« Romania Risk: Macroeconomic Risk,” EIU Riskwire February 21, 2003.
25«RomaniaRisk: Labor Market Risk,” EIU Riskwire February 21, 2003.
Constitution of Romania, Article 25.

27«RomaniaRisk: Labor Market Risk,” EIU Riskwire, February 21, 2003.

2.

2%0ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002). p.86, 89.
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employment from large SOEs to private SMEs that are less likely to be unionized.

Assessment of Factor

Wage rates are market-based. Collective bargaining is the standard at larger firms, and
individualy negotiated employment contracts are the norm a smaler companies. Both result in wages
that reflect bargaining between |abor and management. Although the rdatively high wagesin loss-
making SOEs are not economicdly justified, they apply to asmdl portion of employment overdl.
Furthermore, the variance of wages across sectors and the high mohility of the highly skilled suggest
that wages are market-based. Wage arrears, a Sgnificant problem in many trangtion economies, are
not asignificant issue in Romania®

Factor Three. The extent to which joint ventures or other investments by firms of
other foreign countries are permitted in the foreign country.

Opening an economy to FDI tends to expose domestic industry to competition from profit-
maximizing market-based suppliers, including the management, production and sales practices that they
bring. It dso tendsto limit the scope and extent of government control over the market, snce foreign
investors, as agenera rule, demand a certain degree of autonomous control over their investments.

A. Legal framework

The legd bagsfor foreign investment in Romaniais Law 241/1998 On Promotion of Direct
Investment .3 Under thislaw and subsequent legidation, foreign investors are guaranteed national
treatment, have free access to virtudly al economic sectors, and are alowed to participate fully in
privatizations. Law 241 aso guarantees againgt expropriation, dlowsinvestors to remit profits after
taxes, permits foreign-owned companies to own land, and provides that foreign investors may choose
their preferred court or arbitration body in case of dispute.®® Foreigners may opt for portfolio
investment or any form of direct investment dlowed by Company Law 31/1990, which gpplies equdly
to foreign and domestic investors. The Company Law dlows for avariety of partnerships, joint-stock

rpid, p.68.

31_aw 241/1998 for the approval of Government Emergency Ordinance 92/1997 on the Incentive of Direct I nvestment
(1998).

4.
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companies, and limited liability companies® Most foreign investors choose to form limited liability or
joint stock companies, and the process takes about three to six weeks.3*

Foreign investments outside of afew natural-monopoly sectors are subject to auniform
licensng and registration system as pecified by Law 241. Foreign investors are subject to the same
procedures as domestic investors, there are no redtrictions on foreign ownership shares or on the forms
of investment, and there are no performance requirements imposed on foreign investors (unless the
foreign investors has gpplied for specia incentives).

Law 332/2001 isintended to promote large investments, both foreign and domestic.*® Under
thislaw, investments over one million dollarsin most fields (excepting finance, banking, and insurance)
aredigiblefor specid incentives. Such incentives include customs duty exemptions and income tax
reductions and deductions. In return, foreign investors commit to remain in Romaniafor ten years or
repay the vaue of their incentives™”

A. Developmentsin the economy

Romaniais open to FDI invirtuadly dl sectors, with the only redtrictions gpplying to sectors
such as energy and railways which are currently run by the state but which are being opened to foreign
investment in stages® The telecom market is now deregulated and the largest Romanian telecom
service provider isforeign-owned; some state gas and eectricity companies are now accepting foreign
bids, and the government even hopesto sdll the highly profitable state oil company (SNP Petrom)
within the year *®

Despite Romania s openness to foreign investment, per capita FDI levelsremain low. The
biggest obstacle to FDI is Romania s unwieldy and inefficient bureaucracy. There are more than 1,800
often conflicting indtitutions subordinate to government ministries and agencies, and their capacity to

33Company Law 31/1990 (as amended) (1990).

34Romania Country Commerical Guide FY2002, (Washington, DC: US Commercia Service, 2002), p.13.
SMusat & Asociati, Attorneys at Law, Doing Businessin Romania, 2001, Chapter I11: Investment Law, p.29.
36 aw 332/2001 Concerni ng the Promoting of Direct Investments with Significant Impact on Economy (2001).
Musat & Asociati, Attorneys at Law, Doing Businessin Romania, 2001, Chapter I11: Investment Law, p.29.
38 | nvestment in Romania, KPMG, 2002, Chapter 2.

39Country Report: Romania (London: Economist Intelligence Unit, 2003), p.18-19, 22. See also “21 Firms Interested
in SNP Petrom Privatization,” February 27, 2003.
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implement government policy isweak.*® The judiciary is inexperienced and overtaxed with the task of
adminigering ahogt of new laws. The lack of trangparency and consistency in the legal system offers
localswith ingder knowledge an upper hand. Tax authorities are dso more likely to target foreign-
owned firms, as they are more likely to be able to pay.*

Recognizing the bureaucracy’ s dampening effect on FDI, the government has recently indtituted
measures to improve the business environment. 1n 2002, the current government established the
Romanian Agency for Foreign Investments, which is tasked with developing strategies for atracting
FDI, such as proposing measures to simplify licensing procedures and reduce red tape.*? To assist
larger investors in navigating the current system, the government aso creeted the National Council for
Foreign Investment to assst investors of over $1 million, and the Office of Foreign Investment to
coordinate between business and government for investors of over $10 million.** The government has
aso simplified tax regulaions and reduced Romania's high payroll tax.** Certain regions within
Romania are dso seeking to attract FDI on their own, and local governments help expedite the business
licensing and regigtration procedures.®

Investors are drawn to Romania by low wages, the high levels of education and knowledge of
English, the fact that Romaniais the largest economy in southeastern Europe, and because of
Romanid s proximity to western markets. Romania has recently seen smdl increasesin FDI and has
countered the regiond trend towards lower FDI levels. Per capita FDI inflows into Romaniaincreased
from $47 in 2000 to $52 in 2001.%¢ This encouraging trend continued in 2002, with the Economist
Intelligence Unit (“EIU") forecasting a further rise to just over $55 per capita FDI in 2002.%
Particularly dtractive to investorsis the high growth of the Romanian export industry (EU), which grew

404 Romania Risk: Government effectivenessrisk,” EIU Riskwire February 21, 2003.

4L Romania Risk: Tax policy risk,” EIU Riskwire February 21, 2003.

42 Romania Regulations: Investors are offered incentives,” EIU Viewswire August 2, 2002.

4BRomania Country Commerical Guide FY2002, (Washington, DC: US Commercia Service, 2002), p.25.
44« Romania Risk: Tax Policy Risk,” EIU Riskwire February 21, 2003.

4« Romania Employer’s paradise,” EIU Business Eastern Europe, November 12, 2001. Seealso “Legal and
Regulatory Risk,” EIU Riskwire February 21, 2003.

46Forei gn Direct Investment Database, Statistical Annex of United Nations Conference on Trade and Development,

available onlineat www.unctad.org. See also Transition Report 2002, Economic Transition in Central and Eastern Europe and
the CIS, (London: European Bank for Reconstruction and Development, 2002), p.189.

47« Romania Risk: Forecast Data,” EIU Riskwire February 20, 2003.

-13-



by 17.9 percent year-on-year to October 2002 despite the global downturn.*® Most other countriesin
the region saw reduced per capita FDI inflows. Observers such asthe EIU predict that foreign
investment will continue to rise.*

Assessment of Factor

Romania permits dl forms of foreign invesment, e.g., joint-ventures and wholly-owned
companies, in virtualy al sectors of the economy. Foreign investors are free to repatriate profits and
capital and are protected from nationalization or expropriation. Recent tax reforms have made the
business climate more investor-friendly, and it is now eader to register acompany in Romania. The
government dso has in place numerous investment incentives. The positive effect on investor
confidence and the business climate is demondrated by the increasing FDI inflows into Romaniain
recent years, despite agloba economic downturn.

Factor Four. The extent of government ownership or control of the means of production.

The right to own private property is fundamenta to the operation of a market economy, and the
scope and extent of private sector involvement in the economy often is an indicator of the extent to
which the economy is market-driven. The two main areas of concern under this factor are the extent of
enterprise privatization and of land ownership.

1. The extent and pace of privatization of enterprises
A. Legal framework

The 1990 Condtitution guarantees the right to private property and to conduct enterprise.
Privatization in Romaniabegan in 1991 with Law 58/1991, which was amended in 1994 and 1995.%°
Although many smaller SOEs were quickly privatized, restructuring of larger firmslagged. The
government replaced the 1991 law with Emergency Ordinance 88/1997 to speed up the process.

The most current law governing privatization is Law 137/2002 on the Acceleration of
Privatization, which modified and partially superseded the earlier Ordinance 88/1997. Law 137
includes gtraight-forward provisions to encourage privatization of loss-making firms such as reducing

48Country Report: Romania (London: Economist Intelligence Unit, 2003), p.34.
4% Romania: Country Risk Summary,” EIU Viewswire, February 20, 2003.
OMusat & Asociati, Attorneys at Law, Doing Businessin Romania, 2001, Chapter 1V: Taxation System, p.29.
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the 180-day term for privatizations when various investors have shown interest; externdizing the socid
assts of firms, and the writing off of tax arrears for companies privatized in 20025 Law 137 dso
includes messures to facilitate the quick issuance of land titles to privatized firms and reduce
uncertainties associated with unresolved ownership clams.

Law 506/2002 clarifiesinvestors post-privatization responsbilities to avoid confusion on the
part of affected parties. Law 506 was needed because previous laws were often vague or
contradictory, and court chalenges by aggrieved parties to privatizations became common. Thelaw
mandates that the governmentd agency responsible for privatization, the Privatization Authority, monitor
the performance of obligations by the buyer in share purchase agreements.®

B. Developmentsin the economy

The privatization of small- and medium-sized SOEs was largely complete by the year 2000.%
The sde of larger SOES has proceeded more dowly, due to the chronic losses, large debts, and high
levels of redundant workers in these companies. Nevertheless, privatization progressed to the point
where the private sector accounted for at least 65 percent of GDP in 2001 and for 75 percent of dl
employment.>* Other sourcesindicate that the private sector share of GDP may have been even higher
in 2001, accounting for 67.1 of GDP.> While SOEs retain a significant presence in a number of
indudtries (e.g. machinery, pulp and paper, chemicas, and mining), the private sector dominates
information technology, congtruction, tourism, shipyards, automobiles, rubber, cement, fertilizer,
clothing, footwear, gppard, furniture, cosmetics and cleaners, glass and porcdain, food processing, and

51 aw 137/2002 “Law on Actions to Accelerate Privatization” (2002).

520ne potential problem with Law 506/2002 isthat it applies retroactively, potentially requiring prior investors to
undertake new obligations. See Rubin Meyer Doru and Trandafir, “Post-Privatization Law’ s Retroactive Effect of Prior
Investments,” The Romanian Digest, September 2002.

530ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.64.

Sranstion Report 2002, Economic Transition in Central and Eastern Europe and the CIS, (London: European Bank
for Reconstruction and Development, 2002), p.188. While this 75 percent figure includes agricultural employment, SMEs alone
accounted for 41 percent of all employment in 2000. See also Stability Pact, South East Europe Compact for Reform, Investment
Integrity, and Growth, Entrepreneurship and Enterprise Development: Romania, Policy Review, Organisation for Economic Co-
operation and Devel opment and European Bank for Reconstruction and Development, 2002, p 64.

SSOECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p 66.
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ged.%® Private SMEs account for alarge share of the non-agricultural private sector, and are heavily
involved in services, food processing, and in export sectors such as textiles and footwear.>’

2. Land Ownership
A. L egal framework

The 1991 Condtitution of Romania establishes the right to private property, including the right to
own land.>® The condtitution forbids foreign individuas from owning land in Romania, but legdl entities,
including 100 percent foreign-owned enterprises, may own land for the purposes of business>® The
firg law dedling with land privatization was Law 18/1991, which was modified by Law/1995 and
Law/2001 to resolve restitution claims®°

B. Developmentsin the economy

The actud process of privatization of land has been difficult because of the conflicting gods of
sling land to current occupants and returning land to those who were disenfranchised during the
communist era. Thishasresulted in legad complications, with most land being privately held but with
many occupants il lacking dlear title.®

Law 10/2001 on Restitution takes important steps to consolidate firm property rights®? It sets
as the bags for restitution shares in companies or money. Thisis an attempt to end the legd wrangling

Bstate Department Memorandum “Answers to Commerce Questions,” February 7, 2003.

571d. Seedso OECD Econoric Surveys: Romania Economic Assessment, (Paris. Organisation for Economic Co-
operation and Development, 2002), p. 94-95.

SBconstitution of Romania, Article 41 “Protection of Private Property”.

59 aw 241/1998 for the approval of Government Emergency Ordinance 92/1997 on the Promotion of Direct Investment
(1997).

60Early Warning Report Romania, (Bucharest: United Nations Development Program, 2002) p.8-9.

61 aw 112/1995 allowed current occupants to purchase their properties from the State by a certain deadline if the
former owners had not retaken the property The deadline was unrealistic as the Communist government had seized or destroyed
many records, the local bureaucracy was opague, and the judicial system quite slow. The price paid by current occupants for
their properties was also well under true market rates, which led many occupants to buy their properties from the state for a
pittance and then immediately resell them at much higher prices. See Rubin Meyer Doru and Trandafir, “ Post-Privatization
Law’s Retroactive Effect of Prior Investments,” The Romanian Digest, August 2002.

62Early Warning Report Romania, (Bucharest: United Nations Development Program, 2002) p.10.

-16-



over ownership that has overloaded the judiciary.®® Despite these problems, the principle of private
ownership of land has been firmly established in Romaniafor over a decade.

Assessment of factor

Romanid s privatization program is reaching an advanced stage. The dow pace of privatizing
the sat€' sremaining stake in the indudtria sector is due to the limited apped of many of the remaining
SOEs and not to a government policy to preserve state ownership or control over a SOE sector. Land
privatization is largely complete, dthough some owners have not yet received formd titles.

Factor Five. The extent of government control over the allocation of resources and over the
price and output decisions of enterprises.

Decentrdized economic decison-making is a hdlmark of market economies, where the
independent investment, input-sourcing, output and pricing actions of individuas and firmsin pursuit of
private gain collectively ensure that economic resources are dlocated to their best (most efficient) use.
Prices in such economies tend to reflect both demand conditions and the relative scarcity of the
resources used in production.

An important measure of government control over production decisions and the alocation of
resources is the degree to which the government isinvolved in the dlocation of capitd. Given that
banks are important alocators of capital, the degree to which the State exercises control over the
commercid banking sector is an important consderation.

For purposes of this factor, the four main issues are: (1) the extent of price liberdization, (2)
arears, (3) the status of commercia banking reform, and (4) the degree to which individuals and
businesses can engage in entrepreneurid activities.

1 The extent of priceliberalization

A. Legal framework

% The changing legal environment and the conflation of the issues of restitution and privatization have led to hundreds
of thousands of lawsuits regarding land ownership. This, in turn, has prevented the evolution of a proper market for land. With
so many claims outstanding and the laws shifting, it is risky to buy land under litigation. Only 60 percent of land titles are
properly distributed, and half amillion lawsuits have flooded the judiciary. Only considering claims filed under the newest law,
of the 188,297 claimsfiled by February 2002, only 2268 had been resolved as of July 2002. Early Warning Report Romania,
(Bucharest: United Nations Development Program, 2002) p.9. See also Rubin Meyer Doru and Trandafir, “ Post-Privatization
Law’s Retroactive Effect of Prior Investments,” The Romanian Digest, August 2002.
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Government Decision 180/1990 authorized the “Outline Strategy for Market Economy
Implementation in Romania’.% This document proposed that prices should be liberdized gradually.
Most prices were liberalized in three rounds: in September 1990, April 1991, and in September
1991.% After massive labor unrest, tacit price controls were reimposed, and eventually the government
retreated from price liberdization with Government Decision 45/1994.% This decision imposed price
controls on alarge range of goods.®’

It was only in 1997 that the previous government freed most prices through its “Hundred Laws’
program, with agricultura products liberalized in February 1997, retail goodsin March 1997, and fue
in September 1998.%

B. Developmentsin the economy

Mogt pricesin Romania are liberaized, with about 14 percent of pricesinvolving regulation in
early 2001, consisting mostly of energy, housing, medicines, and some transport.%® In recent years, the
government has dramaticaly increased energy prices to the point where prices now are a globa cost-
recovery levels.”® Enterprises paid over $40/tcm for natura gasin the first eight months of 2002."* The
government has fixed the price of naturd gasin red (constant dollar) termsto avoid energy prices being
eroded by inflation.” Energy price reform has been implemented as part of a broader ongoing

®4shobo, Keisou, Transition to a Market Economy in Romania: Lost 90s?, “Part |1: Progress of Transition to the
Market Economy in Romania,” July 2002, available online at http://www.econ.kobe-u.ac.j p/yoshii/e/publication/Romeco4.pdf.

5Romania: Sdlected Issues and Satistical Appendix (Washington, DC: International Monetary Fund, 2001) p.9.

6.

6" These included many food products, energy, metals, medicine, wood, transport, childcare, municipal services, and
others.

®80ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.22-23. See also Romania: Sdlected Issues and Satistical Appendix (Washington, DC: International
Monetary Fund, 2001) p.10.

9Romania: Sdlected Issues and Satistical Appendix (Washington, DC: International Monetary Fund, 2001) p.10.

"O0OECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.80.

"Romania: Sdected Issues and Satistical Appendix (Washington, DC: International Monetary Fund, 2003), p.67.

"20ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.80.
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government effort to reform the energy sector. Romania' s monopoly energy companies (gas and
electricity) have been restructured, and they are now in the process of being privatized. Termination of
non-payers isincreasing, and collection rates for energy-sector companies now exceed 80 percent.”

2. Thelevel of arrearsin the economy
A. Legal Framework

Business arrears are a concern because they distort the alocation of resources, ensuring that
lossmaking and inefficient firms can stay in business and absorb resources that would otherwise go to
more productive entities. They dso distort the price system by weakening the budget congraints that
firmsface.

Romania has afairly modern bankruptcy law, which has aspects that some observers find
comparable to Chapter 11 in the United States.™ The basic law is Law 64/1995, subsequently
modified and strengthened in 1997 and in 2002.” The law permits both liquidation and reorganization,
athough liquidation is the more common result. In the five years prior to 2002, about 35,000
bankruptcy proceedings were undertaken, with 70 percent resulting in liquidation.” The newest
amendments to the bankruptcy law, which took effect in September 2002, make company directors
persondly liable for failing to initiate insolvency procedures within 30 days of a default. They aso try to
make reorgani zations more feasible.

However, Law 64 does not gpply to SOES that have been subject to financial monitoring by the
government, athough the law does direct the government to restructure or liquidate such firms.”” This
monitoring procedure, at least temporarily, weakens for SOES the hard budget congtraint that private
firmsface. Thisexemption isthe primary explanation for the arrears problem discussed below.

"SRomania: 2002 Article IV Consultation - Staff Report; Saff Statement, Public Information Notice on the Executive
Board Discussion; and Statement by the Executive Director for Romania, (Washington, DC, International Monetary Fund, 2003),
p.31.

"4see the World Bark | nsolvency Database Project available online at
http://mww4.worldbank.org/legal/legps_bank/insolvency/index.html. See also PricewaterhouseCoopers/Linklater, The European
Restructuring and I nsolvency Guide 2002-2003, p.461.

SLaw 64/1995, Law Regarding Judicial Reorganization and Bankruptcy Procedure as amended by Emergency
Ordinance 58/1997 and Ordinance 38/2002 (1995).

76Prica/vaterhouszeCoopers/Li nklater, The European Restructuring and Insolvency Guide 2002-2003, p.461.

Law 64/1995, Law Regarding Judicial Reorganization and Bankruptcy Procedure, Article 128 (1995).
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B. Developmentsin the Economy

Mogt arrears in Romania are unpaid debts to the energy sector and to the government (taxes
and socid funds).” Arrears have hovered at around 40 percent of GDP over the past three years,
athough by the end of 2001 they had dropped dightly to under 36 percent of GDP.”® While arrears
are aproblem for both private firms and SOES, they are far less of a problem for private firms than for
SOEs, paticularly for a handful of large, heavily loss-making state firms®°

The toleration of high levels of arrearsin SOES can be understood as a substitute for direct
subsidization in old industrid sectors where reducing losses would involve large and contentious job
losses. Asfor partialy state-owned firms, these are firmsthat are largdly in the process of full
privatization and managers have little incentive to restructure before privatization is completing and its
accompanying hard budget constraints take effect.®!

3. The status of commer cial banking reform
A. L egal framework

An important measure of government control over resource alocations is the degree to which
the government alocates capitd/credit. Since banks typically are the primary dlocators of capitd, it is
important to look at whether the government controls the banks, especidly in a country like Romania
where capitd markets are underdeveloped. The original law that removed government control over
banks was the first National Bank of Romania Law No. 34/1991, which set up atwo-tiered banking

"80OECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.72.

"SRomania: Sdected Issues and Satistical Appendix (Washington, DC: International Monetary Fund, 2003), p.39.

80FuIIy private firms collectively account for about half of the dollar volume of arrearsin Romania. However, thisis
misleading for at least two reasons. Thefirst reason is the “knock-on” effect of unpaid obligations from SOEs to private firms.
Private-sector suppliers to SOESs often are not paid or paid late. Thus through this“knock-on” effect private firms may then
have no other choice but to accumulate their own arrears, and indeed, non-energy sector inter-enterprise arrears accounted for 29
percent of total arrearsin mid-2001. Non-payment from SOEsto private firms, especialy SMEs, isamajor burden and a major
cause of bankruptcies for SMEs. The second reason isthat arrears are much less a problem for non-SOEs, when measured as a
percentage of turnover, which is a gross measure of ability to pay. For fully private firmsin 2000, tax and social fund arrears
amounted to less than 3 percent of turnover, versus over 20 percent for fully and partially state-owned firms. Total arrears
accounted for 14 percent of turnover at fully private firms, compared to 41 percent at fully state-owned firms, and 69-70 percent
at partialy state-owned firms. See OECD Economic Surveys: Romania Economic Assessment, (Paris. Organisation for Economic
Co-operation and Development, 2002), p.69-70, and OECD Economic Surveys: Romania Economic Assessment, (Paris:
Organisation for Economic Co-operation and Development, 2002), p.20.

810ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.69-70.
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system comprised of the Centra Bank and commercid banks® This legidation was replaced by Law
No. 101/1998 on the National Bank of Romania, which modernized the Centrd Bank, and Law
58/1998 on Banking, which regulates commercia banks® These laws assign to the National Bank of
Romaniathe standard duties of centra banks in market economies, including the licensing of
commercia banks, setting reserve requirements, prudential regulaion, and supervison.®* Once
licensed, commercid banks may engage in any banking activities. Law 83/1997 dedswith privatization
of state-owned banks® Thislaw allows foreigners to purchase state-owned banks and does not
require the government to retain shares. The European Commisson gives the Romanian government
high marks on the legidation concerning the banking sector, thet itslawvs arein a“high level of
aignment” with the EU body of law required for accesson, the acquis communitaire, the body of
common rights and obligations which bind al the member states together within the EU.86

B. Developmentsin the economy

While Romania has had a two-tiered banking system since 1991, the vast mgority of the
banking sector remained in state hands throughout most of the 1990s, and restructuring did not begin
until 1999, after severa large banks became insolvent.®” The government let these banks fail, set up an
assat recovery agency, liquidated failing banks, and strengthened capitd requirements. The process of
restructuring has continued under the present government, so that by 2001, 55 percent of the banking
sector was in private hands, a figure which includes 24 foreign-owned banks® Thislast mgjor state-
owned bank, Banca Comercida Romana, which adone accounts for athird of al banking sector assets,
isin the process being privatized &

82The 1998 National Bank of Romania Act abrogated Law 34/1991 On the National Bank of Romania.

835ee Law 101/1998 on Satue of the National Bank of Romania (1998) and the Banking Act (1998).

SMusat & Asociati, Attorneys at Law, Doing Businessin Romania, 2001, Chapter VI1I1: Banking System, p.75.
85 aw 83/1997 for Privatization of Commericial Banksin which the State is Shareholder (1997).

862002 Regular Report on Romania’s Progress Towards Accession (Brussels: Commission of the European
Communities, 2002), p.61.

870ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.59.

8rangtion Report 2002, Economic Transition in Central and Eastern Europe and the CIS, (London: European Bank
for Reconstruction and Development, 2002), p.188.

8% Romania Finance: Banca Comerciala Romana Stakes for Sde” EIU Viewswire January 27, 2003.
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The commercid banking sector still does not provide effective intermediation between savers
and investors, although private-sector lending was up by 35 percent in 2002 from alow base® The
banking system remains concentrated and weak. Tota banking sector assets are under 30 percent of
GDP, deposits are around 20 percent of GDP, and domestic credit just above 10 percent of GDP.*
This places Romaniawell below most European transition economies.® The mgority of loans have
very short-term maturities, and SMEs face high rates of interest if they can borrow at dl.®® The
reluctance of banksto lend to enterprises reflects the risk aversion of the banks new owners and the
relatively high return on government bonds.

The government ill directly guarantees some bank loans, 90 percent of which it eventualy
honors.** However, the vast mgority of these guarantees facilitate investment in infrastructure and
defense, rather than support soft loans to industry.*

4, The degreeto which individuals and businesses can engage in entrepreneurial
activities

A. Legal framework

The right to free enterprise and private property is established in the Romanian Congtitution and
inthe Company Law. Romania scommercid legd framework is based on the French mode which
provides for both a Commercial Code and Civil Code.* Romania's commercia code and supporting
legidation contain the three key eements of any modern commercia code that supports free enterprise.
Those are enforceability of contracts, bankruptcy, and the registration and operation of companies.
Romania s bankruptcy law, most recently amended in 2002, is discussed in the section on arrears
above.

9ORomania: 2002 Article IV Consultation - Staff Report; Saff Statement, Public Information Notice on the Executive
Board Discussion; and Statement by the Executive Director for Romania, (Washington, DC: International Monetary Fund, 2003),
p.12.

912002 Regular Report on Romania’s Progress Towards Accession (Brussels: Commission of the European
Communities, 2002), p.47

92«Romaniarisk: Financial risk,” EIU Riskwire February 21, 2003.
9B« Romania Regulations. Banking Supervision isimproving,” EIU Viewswire August 2, 2002.

940ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.27.

Sipid, p.51.

9| aw in Transition Report, Spring 2002. (London: European Bank for Reconstruction and Development, 2002), p.65.

-22-



The current law dedling with contracts (also known as “pledge laws’) is Title VI of Law
99/1999, which took effect in August 1999.%7 This law, written with the assistance of the World Bank,
isamodern and extensive law aimed at securing commercid obligations® The law gppliesto dl civil
and commercial contracts, and the range of property that can be secured isvery broad. Since late
2000 thereisasingle nationd eectronic registry for charges over property, and Romanian law provides
for various enforcement mechanisms. According to surveys, the law is aso effective in practice.®

The law dedling with enterprise is the Company Law 31/1990, modified in 1997.1° Under this
law, the following commercia enterprises can be created: generd partnerships, limited partnerships,
limited liability companies, joint ock companies, and limited joint Sock companies. The law aso
alows foreign companies to set up branches or representative offices in Romania. Law 26/1990 deds
with the registration of companies® Recently, registration became less cumbersome with the
enactment of Emergency Ordinance 76/2001, which dlowsfor the regidtration of acommercid firm at
asingle government office. 1%

While private enterprise has been adlowed since the end of the communist era, the current
government has given it more inditutiona support, particularly to SMEs. In January 2001, the
government created the Ministry for SMIEs and Cooperatives to reduce the market entry barriers for
smdl business and help them find access to financing.’® The government also established a State
Guarantee Fund, under which SMES can access credit from private banks, with the state assuming the
risk of default.® There are dso two laws intended to promote the SME sector through various

97\ aw 99/1999 described in Law in Transition Report, Spring 2002, (London: European Bank for Reconstruction and
Development, 2002), p.63.

%1hid, p.65.

Psecured Transactions Project: Analysis of the Current Secured Transactions Legal Regime in Romania, European
Bank for Reconstruction and Development, 2002.
100 aw 31/1990 The Romanian Company Law, as amended by Emergency Ordinance 32/1997 (1990).

10% aw 26/1990 Registrar of Companies’ Law (1990).

102Stability Pact, South East Europe Compact for Reform, Investment Integrity, and Growth, Entrepreneurship and

Enterprise Development: Romania, Policy Review, Organisation for Economic Co-operation and Devel opment and European
Bank for Reconstruction and Development, 2002, p.34
108 hig, p.14.

104 bid, p.19.
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customs exemptions and tax breaks. Law 133/1999 on the Establishment and Devel opment of
SMEs and Government Ordinance 24/2001 On Taxation of Micro-enterprises.!®

B. Developmentsin the economy

With its well-educated, low-wage workforce and proximity to Western markets, Romania has
gone from an economy dominated by large SOEs to one based on the private sector SMES. 1n 2000,
there were dmost 400,000 active SMEs in Romania, and they feature most prominently in the export
sector and services.!® Agriculture is dmost completely privatized and is now dominated by small
farmers!?” SMEs are dso the primary drivers of Romania s rapidly growing exports. Starting from a
low base at the start of the trangition, the (largely private) service sector alone now accounts for over
haf of GDP.X®

By 2000, the SME sector accounted for 57 percent of total employeesin the private sector,
and 41 percent of employees in the national economy.'® Virtudly al job crestion in Romaniain recent
years has occurred in the private SMIE sector, with a net increase of 700,000 jobs between 1995 and
2000.1° Mogt of these firms are small and newly established.

SMEs have become the main drivers of Romania s exports, reorienting production of
Romanid s naturad comparative advantage in labor-intensive industries such as clothing and gppard,
footwear, furniture. These three sectors accounted for 37 percent of exportsin 2001.1! These sectors
aso recorded solid double-digit export growth in the first ten months of 2002.1*2 Heavy industry’s

15Musat & Asociati, Attorneys at Law, Doing Businessin Romania, 2001, Chapter 111 Investment Law, p.22-23.
106Slability Pact, South East Europe Compact for Reform, Investment Integrity, and Growth, Entrepreneurship and
Enterprise Development: Romania, Policy Review, Organisation for Economic Co-operation and Devel opment and European
Bank for Reconstruction and Development, 2002, p.27.

1070ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and
Development, 2002), p.66,94.

108Country Report: Romania (London: Economist Intelligence Unit, 2003), p.5.

109Slability Pact, South East Europe Compact for Reform, Investment Integrity, and Growth, Entrepreneurship and
Enterprise Development: Romania, Policy Review, Organisation for Economic Co-operation and Devel opment and European
Bank for Reconstruction and Development, 2002, p.26.

HO0ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and

Development, 2002), p.93.
"pid, p.o1.

112Country Report: Romania (London: Economist Intelligence Unit, 2003), p.34.
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share of exportsis smdler and declining. 1n 2001, iron and stedl accounted for just 7 percent of
exports, chemicals under 2 percent, and fertilizers 1.5 percent.** Currently, 67.8 percent of Romanian
exports are directed towards the EU. 14

There has dso been a remarkable shift in employment patternsin Romaniasince 1995. The
SOE-dominated large enterprise sector has shed 1.5 million jobs and contracted by 789 firms since
1995.1*> Meanwhile, there has been anet loss of 21,000 tiny retailers (of 1-9 employees, mostly
household or kiosk operations) as retail has shifted into dightly larger operations. Growth has come
mostly in enterprises employing between 10-249 workers, with anet creation of amost 18,000 firms
(most of which are at the smdler end of the spectrum). These SMEs, involved largdly in services and
light manufacturing, crested virtualy al of the new jobs in the post-1995 period.!® Thisis crucid
because such firms provide most of the dynamism in market economies.

Assessment of Factor

The government no longer controls alocations of resources or prices beyond those goods that
are subject to government regulation in some market economies, such as housing and transport. Even
the price of energy (electricity and gas), which in the past was a Significant ditortion in the economy
that led to inefficiency, has recently been increased to globa cost-recovery levels. The pace of
indudtrid restructuring of large, money-losing SOES has been rdatively dow, but Romanian firms and
individuds are nevertheess alocating labor and resources to new and growing business opportunitiesin
labor-intensve industries such as clothing and appardl, footwear, furniture, and Information Technology.
Asareault, there is now an SME sector of sgnificant Size and Romania s economy has restructured
according to Romania s natural comparative advantage.

The government is not the primary dlocator of capitd in the economy, dthough it does
guarantee some bank loans, primarily for infrastructure and defense investment projects. The banks are
growing in their role asfinancid intermediaries, but the leve of financid intermediation remains relatively
low. Asaresult, most investment is salf-financed, financed through informal channels, or financed with
foreign funds. Thus, a market based capitd dlocation sysem exigts, abeit arudimentary and inefficient
one.

130ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and

Development, 2002), p.92.

114Country Report: Romania (London: Economist Intelligence Unit, 2003), p.5.

H150ECD Economic Surveys. Romania Economic Assessment, (Paris: Organisation for Economic Co-operation and

Development, 2002), p.93-95.

116I d
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While some market distortions and resource mis-alocations characterize most market
economies, the relatively high level of arrearsin Romaniaremains a concern. However, the arrears
problem (measured in terms of arrears as a percentage of turnover) is primarily an SOE problem. And
in the SOE sector, the arrears problem, at least in the case of energy payments, is concentrated among
asmdl number of companies that are chronic, heavy money-losers. It isnot a systemic problem
outs de the SOE sector, where firms continue to face hard-budget constraints, as evidenced by the
large number of SOE bankruptcies.

Factor Six.  Such other factors as the administering authority considers appropriate.

Under this factor, the Department can address any additional issues relevant to its consideration
of market economy status. A humber of economic reform issues raised by the commentators do not
reedily fit into any of the preceding five factors and are addressed here. These issuesinclude trade
liberdization, rule of law and corruption.

Weak rule of law

Asdiscussed in severd of the preceding sections, the rule of law is rdatively wesk in Romania.
This can be atributed to severd factors. the law-making processis not transparent, the legd structureis
vague and changes frequently, and the judiciary is unpredictable and not fully independent.t*’
Successive governments have been gpt to govern largdly through “Emergency Ordinances,” which
effectively bypass parliament and can literdly bring changes to the business environment overnight.**®
There are dso laws in which the rights and obligations of individuds or firms are unclear.

With an opague and confusing legd process combined with rapid shiftsin laws, it is perhgps
unsurprising that the judiciary has problems understanding and enforcing the current legal sysem. There
is aso awidespread perception of political influence in the judiciary. Reports have included the poorly-
explained remova of judges, admonishments by the executive on the judiciary, and paliticization of the
anti-corruption drive.!®

117Early Warning Report Romania, (Bucharest: United Nations Devel opment Program, 2002) p.6, 9.

118Hu|ea, Dan, “Foreign Direct Investment Law in Romania-An Overview” NYSBA International Law Practicum,

Autumn 2002, Val. 15, No. 2, p.125-126.

119Early Warning Report Romania, (Bucharest: United Nations Devel opment Program, 2002) p.7.
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Corruption

Some commenters have assarted that corruption in Romaniais pervasive and undermines
Romania s clam that it isamarket economy. The Department recognizes that corruption is a serious
issue. Although we find the level of corruption to be a matter of note, it does not ater the fact that
prices and costsin Romania are being generated through market forces. Moreover, we note that even
in market economies, there exist varying degrees of corruption. According to oneindex, athough
Romaniaregisters high levels of percaived corruption, it is no higher than levels for anumber of market
economies.'?°

Trade Relations

Romaniais afounding member of the WTO, and its economy is generaly consdered open to
trade.®® Romaniahas aBilatera Investment Treaty with the U.S., atrade agreement with the EU, and
isamember of the Central European Free Trade Area. Romania s imports and exports have recently
both been growing rapidly.

ANALYSISAND ASSESSMENT

Although section 771(18)(B) of the Act enumerates Six factors that the Department must
consder in determining whether a country operates on market principles, the satute provides no
direction or guidance with respect to the relative weight that should be placed on each factor
in ng the overdl state of the economy. As discussed above in the “ Andytica Approach”
section, the Department considers whether the facts, as gpplied to the statutory factors, demonstrate
that the economy is generdly operating under market principles.

In the case of Romania, there are many positive developments that support the conclusion that
Romania has a market economy. The exchange rate is no longer set on an adminigrative bass.
Although currency controls are in place to limit capitd flight and volatility, and the NBR actively
intervenesin foreign exchange (“ FOREX") markets to smooth the exchange rate, this is something that
many centra banks do around the world. These government actions do not dter the fact that the leu is
fully convertible on the current account. Wages are market-based and reflect the relative bargaining
power of labor and management, which vary with loca market conditions and the industry sector in
guestion. Romaniais open to foreign investment, and dthough FDI inflows have been rdatively low,
the government has taken action to improve the business environment, with positive results. The
government no longer controls the vast mgority of prices, and markets now alocate resources and
determine output in Romania. The SME sector has grown to a significant size and accounts for virtualy

120 Corruption Perceptions Index 2002 (Transparency International, 2002) online at www.transparency.org.

2L Romania Risk: Foreign Trade and Payments Risk,” EIU Riskwire February 21, 2003.
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al job crestion. While privatization of the largest SOES has been relatively dow, its pace isincreasng
and the government’ s sated god isto sdl off dl its remaining shareholdings. Trade has been fully
liberdized and Romanian markets and prices have become closdly linked with Western Europe.
Romaniais afounding member of the WTO, both its exports and imports have been growing rapidly,
and the vast mgority of its trade is with Western market economies.

Arrears are high, but faling, and as measured as a percentage of turnover are heavily
concentrated in the SOE sector. Thus, arrears concern adwindling share of the economy and do not
take away from the fact that markets — private capitd, private property, private initiative, and
increasingly clear, stable and well-defined rules— now control resource alocations and Romanid's
economy. Thus, market forces within Romania have devel oped sufficiently that, in generd, the
Department may use prices and costs within Romania for purposes of its antidumping analysis.

RECOMMENDATION
Based on the preponderance of evidence related to economic reforms in Romaniato date, andyzed as
required under section 771(18)(B) of the Tariff Act of 1930, as amended (the Act), we recommend

that the Department treat Romania as a market economy for the purposes of antidumping and
countervailing duty proceedings.

Agree Disagree

Joseph A. Spetrini
Acting Assistant Secretary
for Import Administration

Date
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