HOW CAN ROMANIAN GOVERNMENT BOOST ECONOMIC GROWTH?

Campeanu Emilia
Bucharest Academy of Economic Studies
Faculty of Finance, Insurance, Banking, and Stock Exchange

Gyorgy Attila
Bucharest Academy of Economic Studies
Faculty of Finance, Insurance, Banking, and Stock Exchange

Restoring economic growth is a challenge for the Romanian government that have to apply fiscal
and budgetary measures in order to restore the positive path of the GDP without deteriorating
the public finances sustainability. Therefore, it is necessary to identify based on historic data the
impact of fiscal and budgetary policy on economic growth. The aim of this study is to analyze the
effects of fiscal and budgetary policies on economic growth based on Romania case. The results
are useful for identifying the instruments to boost the economy and propagation mechanisms of
their effects on growth. Therefore, the economic growth is sustained by governmental measures
involving increases for taxes on production and imports and cut for current taxes on income and
wealth. Meanwhile, compensation of employees, subsidies and interest have significant statistical
effects on growth.
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1. Introduction

It is well known and accepted that the state influences GDP and hence economic growth through
fiscal and budgetary policies, In public decision making matter understanding the mechanisms by
which fiscal and budgetary policies affect economic growth when they have to apply measures to
boost the economy. This requires knowledge of: 1) the theoretical foundations that led to the
formulation of economic theories focus on growth; ii) impacts identified and demonstrated in
these theories; iii) transmission channels of fiscal and budgetary policies. All these must be
supplemented by quantitative and qualitative analysis and empirical techniques able to indicate
the magnitude and the corresponding times of fiscal and budgetary effects on growth.

Descriptive and econometric analysis is based on the best variables able to describe the fiscal and
budgetary policies and economic growth. However it remains the question of indicators that best
reflects the fiscal and budgetary policies. In this respect, the literature indicates a range of
responses taken into consideration that it can be used to express the behaviour of fiscal and
budgetary indicators such as: i) budget revenue, per total and by component (direct taxes, indirect
taxes, contributions, other income, discretionary income, non-discretionary income, other
income); ii) budget expenditure, overall and component (current expenditure, capital expenditure,
expenditure productive, unproductive expenses, other expenses, consumer spending, subsidies,
investment); iii ) budget balance, that is considered to be a linear relationship between income
and expenditure, as its classical forms and derived forms (eg primary balance). These variables
can be expressed in real terms, real per capita terms and as cyclically-adjusted that not include
temporary fluctuations caused by economic cycles.

This paper focuses on analyzing the effects of fiscal and budgetary policies on economic growth
using the case of Romania has been hit hard by the economic crisis triggered in 2008. Although
governmental measures taken, the Romanian economy return to growth is slow and apparently
lasting due to the poor functioning of the engines of economic growth. Research approach is
structured into four sections. The second section presents the literature review, so that in section
three are given the results. Conclusions are found in section four.
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2. Literature review

In economic theories are shown the possible effects of fiscal and budgetary policies for the whole
economy. But do these effects are obtained exactly in reality? What is the influence sign, size,
and gap effects of fiscal and budgetary policies? These are questions that the paper aims to
provide answers. But the starting point is to investigate state of main findings from the literature
review.

Generally speaking, fiscal and budgetary policies can stimulate or restrict economic growth in
terms of the effect of government decisions regarding revenue and expenditure. Also, it counts
the type of fiscal policy (pro-cyclical, acyclic, and countercyclical) and the fiscal regime
applicable in each period.

It is also very important for an emerging economy like Romania as fiscal and budgetary policies
to act as engines of economic growth. It is showed that Romania is a country with: i) poor
economic performance reflected by low scores on the global competitiveness index of 4.08 in
2011 (position 77 from a total of 142 countries) down by 10 positions from 2010; ii) high risk the
fiscal and macro-financial risk (about 0.7 according to the European Commission 2010: 222), iii)
very high exposure to risk budgetary fiscal and external (Campeanu and Padurean 2011: 486).
The literature outlines a policy dilemma able to drive economic growth. Currently, one can speak
of preponderance in the use of fiscal and budgetary objectives for each state (eg the European
Union use of fiscal and budgetary instruments for intervention in the economy for more than 62%
having to the number of euro area countries that have only their own fiscal policy). Among these
goals are always found and ensure the continuation or resumption of economic growth. Thus, it
can say that this is a generally economic objective valid regardless of country, period, form of
government, political regimes, level of development, etc.. It also is a major objective imposed
and monitored by international institutions.

However, the economic growth is influenced by fiscal and budgetary policies?

What can be said about the influence is that it could be positive (desirable) or negative (to avoid),
short or long term, temporary or permanent, ex-ante or ex post, scheduled or ad hoc. Also, fiscal
and budgetary policies can influence GDP and/or growth. In terms of influence on GDP, the
literature indicates that it may be exercised either directly on the level of aggregate GDP or only
on some components of GDP such as consumption and investment.

However, fiscal and budgetary policies give their effects on economic growth indirectly by
influencing directly to: i) the average level of education of the workforce through public
investment in human capital (budget expenditure for education and training, culture) able to lead
to social benefits throughout the economy; ii) productivity of the stock of physical capital
whereas it should provide basic social and economic infrastructure allowing private sector
activities; iii) the quality of physical capital or labour supply so that the public policies have to
minimize the gap between supply and demand for capital and labour.

In the literature it is also shown the transmission effects of fiscal and budgetary policies on
economic growth through government measures that affect aggregate demand and supply.
Influence on aggregate demand is realized through two channels of transmission of fiscal and
budgetary policies, namely: i) confidence in government measures; ii) interest rate. Regarding the
first channel, confidence in government measures depends on the perception of change regime
capable of ensuring the fiscal budget deficit and public debt in the future without resorting to
further the costly fiscal adjustments in terms of affecting the disposable income of population.
Influence of aggregate supply is transmitted via the labour market and labour force supply. This
channel of transmission of the effects of fiscal and budgetary policies on economic growth is
analyzed in the neoclassical theory that economic growth as exogenous. This theory is based on
original neoclassical model proposed by Solow (1956) and Swan (1956) that was developed by
contributing to major in the field such as Diamond (1965), McGrattan and Ohanian (2008).
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Also, growth may be the result of endogenous forces and not external as in neoclassical theory.
Endogenous growth models are presented in numerous works including Arrow (1962), Mines and
Villieu (2010).

But since the paper does not aim to develop these theories on exogenous and endogenous growth,
the next step of the scientific is the indication of the effects of fiscal and budgetary policies as
outlined in economic theory. There are three main theories describing the role in the economy,
namely neoclassical, Keynesian and Ricardian (Bernheim 1989). In neoclassical theory is
considered fiscal and budgetary policies restrict the economic activities of the private sector
through the effects of "crowding out" (Buiter 1977) as expansionary fiscal and budgetary policies
(reducing taxes or increasing government spending) lead to price increases, decrease in money
supply growth rates. On the other hand, Keynesian theory supports the active role of fiscal and
budgetary policies targeted tax relief and / or government spending increases that took effect to
improve welfare ("welfare effects") in the short term followed by reduction of output ("crowding-
out effect") long while the government measures have led to higher deficits and debt.

The Ricardian theory is demonstrated the neutrality of fiscal and budgetary policies which means
that any government measure will not affect the economy because the consumers base their
consumption decisions on permanent income and not one available income that is sensitive to any
change in the budget and fiscal variables.

In addition, the effects of fiscal and budgetary policies on economic growth depend not only on
the relevant time horizon but also other factors such as: i) the size and persistence; ii) the
financing of budget deficit; iii) public debt; iv) fiscal and budget rules; v) institutional factors; vi)
trust in government measures; vii) expectations of the population and businesses.

At the short and long term effects it must be taken into consideration the compromise between
economic stabilization to be achieved short-term and economic growth as a long-term goal
(Perotti, 2007). Also, in literature there is a consensus that the tax increase affects economic
growth, while reducing spending, particularly those for consumption and social transfers, boosts
the economy. So governments have to choose between these measures without having a negative
impact on economic growth in compliance with requirements to ensure sustainable public
finances, further economic development and efficient ("green economy").

Effects of fiscal and budgetary policies are considered in the literature as resulting from shocks to
the economy. These fiscal and budgetary shocks can affect economic growth. Problems consist in
defining and identifying the issues related to shocks and also to the type of shocks (endogenous,
exogenous).

The impact of fiscal and budgetary policies on growth can be studied using macroeconomic
models able to capture the mechanisms of propagation effects. These models were developed by
extending the techniques applied to monetary policy. These models are described in the paper
Campeanu, 2012.

3. The research results

Analysis of the effects of fiscal and budgetary policies on economic growth is achieved following
some steps: 1) statistical profile of growth both in Romania and the international context; 2)
profile of fiscal variables, the GDP growth; 3) the relationship between budget and fiscal
variables and GDP growth; 4) Econometric the impacts of these effects budget and fiscal
variables (total and components) on growth.

Table 1. The profile of economic growth (1990-2010)

i Max Min
Country | Average | STDV ngazn(;llco
B Value | Year Value | Year
EMU 1.8 1.8 -1.6 3.8 2000 -4.3 2009
EUU 1.9 1.8 -0.7 3.9 2000 4.3 2009
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OEC 2.1 1.7 -0.1 4.0 2000 -4.0 2009
LDC 4.6 23 39 8.0 2007 0.6 1992
LIC 4.0 2.0 3.0 6.4 | 2006, 2007 -1.2 1992
LMC 4.8 1.8 32 7.9 2007 1.7 1991
OED 2.1 1.7 0.0 4.1 2000 -4.0 2009
WLD 2.7 1.5 1.3 43 2000 -2.3 2009
ROU 1.1 6.5 6.5 9.4 2008 -12.9 1991

Source: own investigation based on World Bank database.

Note: EMU = Euro Area; EUU = European Union; OEC = High income: OECD; LDC = Least developed
countries: UN classification; LIC = Low income; LMC = Lower middle income; OED = OECD member
states; WLD = World; ROU = Romania.

The profile analysis on the global economic growth indicates that the most important economic
growth was recorded in 2000 for most developed countries, respectively in 2006-2008 for
developing countries and emerging economies. In Romania, there is an alternation of periods of
negative economic growth (1990-1992, 1997-1999, 2009) with the positive (1993-1996, 2000-
2008, 2010). In these times of economic decline, Romania had the lowest negative real GDP in
1991 (value being -12.9%).

Dynamics of real GDP during 1990-2010 indicates that the most important change has been
rising in Romania (6.5 pp), while developed countries there has been downward. Per whole
period remains positive growth rate (average of 0.3 pp).

In a world in permanent connection and constantly evolving, is relevant the Romania's position is
the relevant groups of countries to see the national economic growth as percent of international.
The results are surprising because it enables to keep pace with international context. For example,
to the global economy, Romania's economic growth was 41.4% during 1990-2010, only 22.5%
respectively in 2010.

Research on the effects of fiscal and budgetary policies on economic growth envisaged first the
quantitative analysis of these variables as a whole. Thus, Figure 1 presents the real incomes of the
general government with which the real GDP growth. Budget revenues in absolute real had an
upward trend throughout the period except in 2009 when they experienced acute financial crisis
effects. On the other hand, real GDP had the same trend as actual revenues which lead us to think
of a positive relationship between these variables. This is confirmed by plotting the relationship
between two variables with a multiplier of 1.1 to 0.9 for actual expenditures. Thus, it appears that
GDP positively affects revenues and economic growth noting that the multiplication factor is
much smaller than previously indicated.

The actual general government expenditures are observed also a positive effect on GDP was
larger than on growth (Figure 2). Spending trends (absolute and rate) and real GDP growth are
similar to that observed with the revenues. When analyzing the dynamics between the variables
to produce a negative coefficient (-0.025) lower than the revenues. This is due to spending at a
pace faster than the GDP rate has been maintained including in 2009 the actual budget
expenditures increased by 4.1% while revenues fell by 5% due to negative real rates GDP growth
of 6.6%. This attenuates the budget and fiscal adjustment in 2010 that made the growth rate of
real revenues to surpass that of real spending by 6.4 pp (rate was 7.9% of budget revenues and
expenditures of the 1.5%) while growth reached -1.6%. We can therefore say that the budget and
fiscal adjustments in 2010 and reached their goals (deficit reduction, economic recovery).

But, it matter the engines of economic growth fiscal and budgetary policies. For this approach it
must be considered the study of the effects on growth of various types of income and
expenditure. This will check the case of Romania if valid conclusions from other studies on
boosting the economy through productive spending. This investigation indicates that social
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contributions and intermediate consumption are not statistically significant. Therefore, these
variables were not included in equation. An instant positive reaction comes from the taxes on
production and imports whose growth with 1 percent generates a dynamic growth increase with
0.3 percent. On the other hand, current taxes on income and wealth produce a decrease but the
reaction is delayed with 3 quarters.

Figure 1 General government revenue and economic growth
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Figure 2 General government expenditure and economic growth
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Source: author’s investigation based on Eurostat data.

On expenditure side, the results indicate a positive impact on growth that comes only from the
subsidies and interest with a delayed of two and three quarters). Compensation of employees has
an important effects on economic growth with a delayed of 1 and two quarters as a direct
consequences of the wages payment manner in the budgetary system. These results are obtained
using data from Eurostat (2000Q1- 2004Q3). All the data are expressed in real terms using HICP
and are seasonally adjusted. The series are stationary by applying first differences.

Surprisingly in a year if income or expenditure budget increase at a rate of GDP over the next
period when growth will be adversely affected. This finding should be considered when
conducting fiscal and budgetary projections for the next three years.
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4. Conclusions

This paper aims to analyze the impact of fiscal and budgetary policies on economic growth.
Results of research on Romania’s case indicate that revenues act to stimulate the economy
stronger than budgetary expenditures. This yields a positive influence on both the GDP and
economic growth. On the other hand, the dynamics of income and expenditure negatively affects
economic growth.

Romanian government can stimulate economic growth by increasing taxes on taxes on
production and imports, subsidies and interest and decreasing current taxes on income and wealth
and compensation of employees. Also, the growth rate of general government revenue or
expenditure must follow closely the GDP rate because there is a negative relationship between
the dynamic of fiscal variables and GDP growth rate.

Acknowledgement:

The author contributions Emilia Campeanu to this paper is an integral part of post-doctoral
research topic "The effects of fiscal and budgetary policies on the economy" which is supported
from the European Social Fund through Sectoral Operational Programme Human Resources
Development 2007-2013, project number POSDRU/89/1.5/5/59184 ,,Performance and excellence
in postdoctoral research in Romanian economics science domain”.

References:

1. Alesina, Alberto and Ardagna, Silvia. “Large changes in fiscal policy: taxes versus spending. ”
NBER Working Paper 15438, October, 2009.

2. Arrow, Kenneth. “The economic implications of learning by doing”. The Review of Economic
Studies, 29 (1962): 155-73.

3. Barro, Robert. “The Ricardian approach to budget deficits.
Perspectives, 3 (1989): 37-54.

4. Buiter, Willem. “Crowding out’ and the effectiveness of fiscal policy.” Journal of Public
Economics 7 (1977): 309-328.

5. Campeanu, Emilia. “How can be investigated the fiscal policy effects on the Romanian
economy?.” review Annals. Economics Science Series. Timisoara 2012.

6. Campeanu, Emilia and Padurean, Elena. “Identifying the shock exposure based on fiscal policy
within European Union member states.” Journal of International Scientific Publication:
Economy & Business 5 (2011): 476-488.

7. Diamond, Peter. “National debt in a neoclassical growth model.” The American Economic
Review 55 (1965): 1126-1150.

8. European Central Bank. “The European Central Bank - History, role and functions.” Accessed
24 April 2012. http://www.ecb.int/pub/pdf/other/ecbhistoryrolefunctions2004en.pdf.

European Commission. “Public finances in EMU 2010.” European Economy 4, 2010.

9. Kukk, Kalle. “Fiscal policy effects on economic growth: short run vs long run.” Working
Papers in Economics.School of Economics and Business Administration,Tallinn University of
Technology (TUTWPE) (2007): 77-96.

10. Minea, Alexandru and Villieu, Patrick. “Endogenous growth, government debt and budgetary
regimes: A corrigendum.” Journal of Macroeconomics 32 (2010): 709-711.

11. McGrattan, Ellen and Ohanian, Lee. “Does Neoclassical theory account for the effects of big
fiscal shocks? Evidence from World War I1.” Working paper no. 315 of the Research Department
of Federal Reserve Bank of Minneapolis, November 2008.

12. Perotti, Robert. “Fiscal policy in developing countries: A framework and some questions.”
The World Bank Policy Research Working Paper 4365, September 2007.

13. Rzonca, Andrze and Cizkowicz, Piotr. “Non-keynesian effects of fiscal contraction in new
member states.” European Central Bank Working paper series No. 519, September 2005.

EX]

The Journal of Economic

441



14. Solow, Robert. “A contribution to the theory of economic growth.” Quarterly Journal of

Economics 70 (1956) 65-94.
15. Swan, Trevor. “Economic growth and capital accumulation.” Economic Record 32 (1956):

334-361.

442



