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Abstract: This article analyzes the main trends of fiscdiggan the European Union, following the
economic crisis impact and fiscal policy measuted tvere applied in this economic context. The
study is focused in a few key areas: the evolutibfiscal policy captured by indicators measuring
tax burden, public sector size analysis by quantifypublic expenditure share in GDP and the
evolution of budget deficits. Finally, the study telzed correlations between fiscal policy and
macroeconomic developments, identifying trends amitipating possible solutions of fiscal policy
to achieve the required coordinates of fiscal goaace in the European Union. For realizing this
study we use annual data from Eurostat Databas20fi®-2010 for EU countries. The major findings
of the study are the negative impact of the sizputiflic sector on economic growth for EU and also
for Romania and the increase of the tax reventieiBconomic growth rates increase.
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1. Introduction

In this article we try to realize an analysis @ichil policy at European Union level
through the most relevant indicators: the tax boygriblic sector size and budget
deficit. We followed the evolution of these indigeg since 2000 for revealing the
government fiscal policy outcomes in the Europeamob) countries. Also the
impact of economic crisis is analyzed considerhmgrnajor changes determined by
the economic crises on fiscal policy in many coiestr like VAT increase with
important consequences on the public budget antiehouseholds revenues. The
economic crises brought huge budget deficits aadéeds of financing this deficit
through the public indebtedness.

! Senior Lecturer PhD, Bap®&olyai University, Faculty of Economics and BusiseAdministration,
Address: Teodor Mihali Street, No. 58-60, 400591yj ®lapoca, Romania, tel.: 40.264 41 86 52,
fax: 40.264 41 25 70, Corresponding author: ramandra@yahoo.com.
This article is the outcome of post-doctoral resledinanced through a post-doctoral grant under
European Social Fund, Operational Sectoral Progi@nthe Development of Human Resources,
‘Transnational network for the integrated managemeipost-doctoral research in the field of
Science Communication. Institutional building (pdsttoral school) and grant program
(CommScie)’ contract no. POSDRU/89/1.5/S/63663.

AUDG, Vol 8, no 2, pp. 156-168

15¢



ECONOMICA

The objective of this paper is to realize an analgs$ fiscal policy evolution for
revealing the causes of actual budget deficit anexpress possible solutions for
the fiscal discipline required by the European Wnio

Recently was adopted by twenty-five European leadlee Treaty on Stability,

Coordination and Governance aimed at strengthefigdegl discipline. The most

important elements of this Treaty include a requiat for national budgets to be
in balance or in surplus, a criterion that would rbet if the annual structural
government deficit does not exceed 0.5% of GDP atkat prices. According to

European Commission this balanced budget rule rbesincorporated into the
member states' national legal systems, preferahigrastitutional level, within one

year after the entry into force of the treaty.he event of deviation from this rule,
an automatic correction mechanism will be triggered

Previously many studies identifies the state oflipuimance in EU countries and
try to find the impact of the fiscal policy on eawnic growth, but without
considering this new requirement for the budgeicttefWe try to consider this
new threshold of the budget deficit for the futtmend of the fiscal policy in EU
countries.

This study is based on a descriptive analysisgfréis and indicators provided by
Eurostat Database and also build an econometricelatipn between some
variables through regression equations.

Realizing this correlation we have some import&sults: the increase of public
sector has a negative impact on economic growthatsala huge deficit is specific
for a recession period. The actual fiscal polioyrpoted by EU countries results in
huge deficits and is based on indebtedness. Whatharsolutions in this context
for realizing the structural deficit which does eateed 0.5%7?

For all EU countries even if there are part of emome or not the solution is

decreasing the public sector reducing the publesagitures and to have in the
near future an efficient public sector. There aguced possibilities to increase tax
revenues because we have some factors like unemeidywhich doesn't have a

favorable effect on tax receipts. Also even if m&ty countries increase the VAT,

there are important decreases of labor force taxasind corporate tax. Other
countries like Romania have important deficitsha Social Security Budget.

According to European Commission estimations, thkeles of the fiscal stimulus
package adopted by the Euro Area reaches 2% of @GP% in 2009, 0.8% in
2010). For 2009, the most consistent “fiscal paekagas adopted by Spain (2.3%
of GDP), Austria, Finland, and Malta (over 1.5%GDP). Greece and ltaly did not
adopt the discretionary policy in order to avoie ihcrease of the governmental
deficits (Sabau-Popa & al., 2011).
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Fiscal policy is a component of economic policyresgnting financial support to
implement other policies. Fiscal policy involvesetluse of public spending,
taxation and borrowing to influence both productemd economic activity and

employment. It is important to note that some cleanig fiscal policy affect both

the demand and aggregate supply. Fiscal policytfzaktionally been seen as a
demand management tool. This means that changesbiic expenditure, direct

and indirect taxation and the budget balance canded to influence economic
growth. Keynesian School sustain that fiscal poeyn have powerful effects on
aggregate demand, output and employment, if itsesduwhen economic needs
require such action.

Monetarists economist on the other hand, consiusr government spending and
tax changes can only have a temporary effect omeggte demand, output and
creating new jobs and that monetary policy is aareifective way. Expansionary

fiscal policies can be applied when economic peréorce and economic growth
are in decline, for helping the recovery of econofmythese cases governments
may apply measures to increase public spendingyngeanied by reduction of

compulsory levies in order to stimulate aggregamand and influence private
consumption and investment.

Contractionary fiscal policies target is reducinggreegate demand during the
boom, when is recording a too rapid growth of pidn and signs of

overheating.Regulator is based on the expected impact thatciegllaggregate

demand through a policy of reducing income avaddbt private investment and
consumption, by increasing tax levies on the publidget, while public spending
cuts, will result in a reduction in production asdpply counteracting trends
overheating.

Concerning the area of fiscal policy, a governmartt is not to exceed the
psychological line of demarcation between the taxdbn that taxpayers can
support and maintain equity between different dagiaups (Cliche, 2009).

2. Review of Literature

An important study concerning the effects of fispalicy in euro area and US is
realized by Burriel at al. (2009). This study congs past literature, analyzing the
effects of fiscal policies in euro area viewed aghmle in this respect, taking into
account a database of fiscal variables with qugrtealues between the 1981 -
2007.

Following the same line with previous analyzeswids found that GDP and
inflation increased in response to government spgrghocks, despite the fact that
GDP multipliers are generally very similar in bathses, and a small volume.
However, it was shown that the multipliers of GD® dsing steadily since 2000,
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both in the Eurozone and the US, which may linkhwthe "superabundance of
global economies."

On the other hand, government spending shocks &émgher level of persistence
in the U.S., which can be due to a huge amountilifany spending. The impact
on private investment is not so homogeneous: ifgternment spending or net
taxes are higher there is a negative impact indBewhereas in the EMU only tax
increases seem to lead to a negative reactionatprinvestment.

Myles (2007) try to highlight the role of taxatiémparticular on economic growth
based on econometric models. This study was anoewetnic modeling of
economic growth rate, using various calculation etgdto highlight the variables
that influence economic growth. There is no emplravidence that aggregate data
rate of growth would be in some way related totthe But there is evidence that
growth rate is higher when corporate taxes are Hodmy increase of the personal
income tax will affect the growth rate by influengi the decision to choose
entrepreneurship.

Karras et al. (2009), realizes an analysis for 1@oRean states estimating the
effects of taxation change on increase of real G8ed on annual data 1965 -
2003. The empirical results show that an increaséakes has a negative and
persistent effect on GDP per capita. Effect sizetermined by "tax shock", and it
is estimated that a tax receipt share in GDP isered 1% will lead to a decrease
in real GDP by 0.5% to 1.2%. This estimate is lothan that of Romer and Romer
(2007), the estimated effect of 3%, but "fiscal dtigpresented by them was very
different from here, they account for aggregate Gi@Eher than per capita.

Following this study has shown that an increasdaies has a clear negative
impact on aggregate GDP, consumption and investmEme tax change on

investment is more pronounced than for the otherihdicators.

Afonso et al. (2009) try to identify the macroecomo effects of fiscal policy using
a Bayesian Structural Vector Autoregression apgrdac US, UK, Germany and
Italy. They found that government spending shookgeneral, have a small effect
on GDP. The results of this study reveals thatgbeernment spending shocks
have, in general, a small effect on GDP.

The impact of public expenditures and taxation cmnemic growth is also debated
by Gerson (1998). Government expenditures on hea#ttlucation, and

infrastructure should have a positive impact onwghoon long term view as

productive expenditures. On the other hand, thati@x impact is net identified.

According to Lee et al. (2005) higher corporater@e have a negative impact on
economic growth, while the personal tax rate hameuaclear impact. If the
corporate tax rate is reduced with 10 percentagetpthe economic growth will
increase with 2 percentage points.
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3. Methodology

The government use taxation for various purposest 6f all for financing the
public expenditures, or for assuring a degree distabution of incomes through
(progressive income taxation). Also, the stabiliiy economy and the resource
allocation can be realized using taxation. Negatixternalities can be solved using
as a main tool some taxes.

Even if taxation can’t be neutral, at the same titages should not be distortive
for economic growth. In this context we try to eraplze the impact of fiscal
policy on economic growth in EU, more specific tberrelation between the
effects of fiscal policy and the economic growtkerdn the European Union the
state intervention is quite powerful and it is sirgéd through a high level of
taxation. The tax harmonization was the major tsepfdEU fiscal policy, but after
the crisis we have a new trend —fiscal consolidetor reducing the level of public
deficit and public debt. Fiscal policy is very inmpamt for the economic growth,
because many taxes have a distortionary impacthdf rates are increase or
decreased we have some transmissions channelssdfstal policy measures in
the economy. If the government intend to stimutheeinvestment has to decrease
corporate tax rate. For the public budget this reeanlecrease of tax receipt, but
only on the short term, because on the long teryrirarease of investments means
new jobs, new incomes for household, increase @fcinsumption and finally an
increase of economic growth. And we have an ineredighe tax receipts for the
budget.

In the next figure we try to reflect the transmasschannels of fiscal policy. The
changes of tax rates are used as leverage to atentle economic growth. If the
evolution of GDP is positive it is expected an gase of tax receipts for the public
budget. In this context the government can decidgpéent more.

Impact on tax Changes of
expenditures tax rates
Impact on
Impact on tax R
economic
revenue
~ growth

Figure 1.
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Global indicator which reflects the fiscal policythe tax burden measured through
total tax receipt as percentage in GDP. This ratielevant from macroeconomic
perspective because reveals the government suoceskecting taxes and also the
perception of tax burden for contributors. Therea ibuge difference between the
average for EU and Romania concerning the levehisfindicator, more than 10
percentage points. At first site we can say th&amania the level of tax burden is
the lowest comparative with EU countries, but ict fae have a higher tax burden.

42.0 —h ' ' o —0 ]
37.0 —¢—EU 27
320 =fli—Euro area
Romania
27.0 . . . T . . T . . T )
& & ')96& '190% P

Figure 2. Fiscal burden in EU and Romania as % in ®P

Source: own calculations based on Eurostat Database

The explanation is because the collecting tax ptdsi very low we have only
apparently a low tax burden. Also, the tax evasisnvery high and the
underground economy hides the potential tax reseljore than that, the physical
person must support a higher tax burden comparafihecompanies.

In Romania the consumption and labor are highly dsegl comparative with
capital. Increasing the VAT rate was a necessargsome for reducing the budget
deficit, but for the consumers the impact was aehdgcrease of the purchasing
power. More than that the VAT rate increase frorol® 25% leads to inflation
increase. (Mara et al, 2011)

The majority of EU countries choose to increase VIar reducing the budget
deficit in 2009 and 2010. But this measure is nubugh because the level of
public expenditures continues to be very high axaresee in the next figure. The
largest gap was in 2009 and only after this yearlélvel of public expenditures
start to decrease.
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Figure 3. The evolution of public expenditures andevenues
Source: own calculations based on Eurostat Database

The size of the public sector can be expressedhéyetvel of public expenditures.
In the last few years the public sector increasspecially in 2008 and 2009. The
most important increase is registered for the $qeiatection; for instance in 2007
is 17.6% from GDP and goes to 20% GDP. Another iamd category of public
expenditures is health and also we have an incriease 6.7% in 2007 to 7.5%
from GDP, according to data provided by Eurostabbase.

We will continue our approach by presenting thelatian of public sector in the
EU and Romania measured using the share of pyigicdsng in GDP. For the EU
there is a general trend roughly constant until72Ghd then we have a strong
growth determined by the economic crisis begafRdmania the situation is much
different from the EU, as public spending starts@asing since 2005. To note that
after 2009 the trend is declining in both the Ed &omania.

16z



ECONOMICA

55.0
50.0 ,“\
45.0 == —@—=EU 27
40.0 —  =ll=FEuro area
35.0 Romania
30.0 T T T T T T T T T T )

'»QQQ m@\/ ’»Q& '»Q& '90“ '96) 'LQQQ) '9@ '»00% ’9@ '»0\9

Figure 4. The size of public sector (Total generagovernment expenditure as % in
GDP)

Source: own calculations based on Eurostat Database

The results of the fiscal policy are reflectedtie budget deficit evolution. Because
in Romania have an uncontrolled growth in publiergting since 2005, the

repercussions are reflected in the continuous aseref the budget deficit, which
in 2009 reached a record level of 9% of GDP, exicepthe EU average of 6%.

The year 2010 is marked by a strong deficit redudbioth in EU and Romania and
we have similar data almost 6%.

2.0

0' 0 - 1 1 1 1 1 1 1 1 1 1 J
20 S I S P X & P
D v i L 1% 12 1% 1%

=¢—EU 27

-4.0 == Euro area
6.0 % Romania

-8.0 N7

-10.0

Figure 5. Net lending (+)/Net borrowing (-) under he EDP (Excessive Deficit
Procedure) Percentage of GDP

Source: own calculations based on Eurostat Database

This budget deficit decrease continued in 2011 amBnia although we have no
available data in this graph, due to austerityaligmlicies applied by reducing
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public expenditure and increase of taxes: VAT, &&j taxes on property or
introducing new taxes and also due to economic tiroggistered.

4. Results

In this section our study tries to identify macroeomic correlation between fiscal
policy and economic growth rate. For EU, we considee average for all 27
countries. Also we test these correlations for Ruméor the same period of time.

6.0
4.0 >

0.0 . e — : .
50420 44.0 46.0 - gsoqm 52.0

-4.0 '3

-6.0

Figure 6. Correlation between the size of public stor and economic growth rate for
EU (2000-2010)

Source: own calculations based on Eurostat Database

In this case there is an indirect correlation betwthe size of the public sector and
the economic growth rate, if the public expendituage increased with 1%, the
result is a decrease for economic growth rate wi®9%. The link between the two
variables is quite strong, revealed by correlatioeficient of 66%. Based on the
graph we can write the regression equation:

EGR=-0.893PS+43.27
where:
EGR = economic growth rate

PS =the size of public sector expressed througlistihee of public expenditures in
GDP

For Romania for the same time we find an indirectelation but not so powerful
like for EU, only in proportion of 43%.
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Figure 7. Correlation between the size of public stor and economic growth rate for
Romania (2000-2010)

Source: own calculations based on Eurostat Database

The tax burden is another important macroeconondicator which reflects the

results of the tax policy. Some tax reductionsused for stimulating the economic
growth, but for the budget these tax cut meantisseceipt. This decrease of tax
receipts is only on the short term because on d¢ng kerm when economy is
growing there are many revenues encashed for tthgebu

So, the expected result is an increase of tax tevevhen there is an economic
boom. This hypothesis is confirmed by the next fgguhus we have a direct
correlation between tax revenue and economic growath. These variables are
correlated in a proportion of 33% for the analydath in European Union.
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Figure 8. Correlation between the tax burden and emomic growth rate for EU (2000-
2010)

Source: own calculations based on Eurostat Database

As an exception for Romania are not the same rebké for EU. In this case we

don’t have a linear correlation, we can find onlgadinomyal regression of second
degree. The correlation is indirect and quite weakparative with EU correlation.

This means that even before 2008 in Romania wasteegd economic growth, the
level of revenue collection for the budget was Very because of tax evasion and
underground economy.
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Figure 9. Correlation between the tax burden and emomic growth rate for Romania
(2000-2010)

Source: own calculations based on Eurostat Database

The economic crisis impact on the budget deficit &aa unexpected magnitude for
all EU countries. For avoiding this magnitude i tuture, recently the 25 EU
countries signed the Treaty on Stability, Coordoratand Governance aimed at
strengthening fiscal discipline and introducindgcsér surveillance within the euro
area, in particular by assuring the balance oflihd@get. According to European
Commissions the key elements of this fiscal agre¢rrelude a requirement for
national budgets to be in balance or in surplusjtarion that would be met if the
annual structural government deficit does not edc@éb% of GDP at market
prices.

In the next figure we try to reveal the indirectrreftation between economic
growth and budget deficit because the budget deificicounted with the sign
“minus” and these variables are correlated of 52%.
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Figure 10. Correlation of budget deficit and econoric growth rate for EU (2000-2010)

Source: own calculations based on Eurostat Database
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The similar results are registered for Romania, with a powerful correlation,
almost 65%. This means that as we see from deiseriptatics starting with the
economic crises our budget deficit increase maaia the EU average.
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Figure 11. Correlation of budget deficit and econore growth rate for Romania (2000-
2010)

Source: own calculations based on Eurostat Database

For Romania this huge budget deficit from the titnises determined an increase
of the public debt as percentage from GDP from #2207 to 34% in 2011.

5. Conclusion

The main conclusion of this study is the fact thagéconomic crisis times the fiscal
policy has to be well managed because otherwisdulget deficit can became
overwhelming and the risk of increase the publistdmn’t be avoided. Is strongly
recommended for the governments to use some fiseakures for stimulating the
economy and approve increases only for productivelip expenditures. In this
category of productive expenditures we consider thest important the

infrastructures expenditures. Other proper meastresl be increases of tax rate
only for non-distortionary taxes and decreasingphklic expenditures or if this is
not possible to have a more efficient public sector

6. Acknowledgements

This article is the outcome of post-doctoral reseafinanced through a post-
doctoral grant under European Social Fund, OperaliiSectoral Program for the
Development of Human Resources, ‘Transnational owdwior the integrated
management of post-doctoral research in the fiéldiSs@ence Communication.
Institutional building (post-doctoral school) andagt program (CommScie)’
contract no. POSDRU/89/1.5/S/63663, Babes-Bolyavéisity.

167



ACTA UNIVERSITATIS DANUBIUS Vol 8, no. 2/2012

7. References

Afonso, A. & Sousa, R. M. (2009). The macroeconoeffects of fiscal policyECB Working Paper
Series No. 991JanuaryRetrieved from http://www.ecb.int/pub/pdf/scpwpdep991.pdf.

Burriel, P., de Castro, F., Garrote, D., Gordo, Baredes, J., and J. Perez. (2009). Fiscal policy
shocks in the euro area and the US: an empiricasasnentECB Working Paper Serig©ctober.
Retrieved from http://www.ecb.europa.eu/pub/pdfgeg'ecbwp1133.pdf

Gerson, P. (1998). The Impact of Fiscal Policy ¥hles on Output Growth. International Monetary
Fund.Working Paper98/1. Retrieved from http://www.imf.org/extermalbs/ft/wp/wp9801.pdf

Karras, G. & Furceri, D. (2009). Taxes and GrowthBurope.South-Eastern Europe Journal of
Economicg (2009), 181-204.

Lee, Y. & Gordon, R.H. (2005). Tax structure andremmic growth.Journal of Public Economics
89, 1027 — 1043.

Mara, E.R. & Dezsi, E. (2011). Fiscal Policy Impawst Inflation Volatility in Romania in The
Economic Crisis ContextFinante - provocarile viitorului/Finance - Challeeg of the Future
University of Craiova, Faculty of Economics and Bess Administration, vol. 1(13), December,
pages 181-187.

Myles, G.D. (2007)Economic Growth and the Role of Taxation, Fiscaid&svol. 21, no. 1, pp.
141-168.

Romer, C., & Romer, D.H. (2007). The macroeconoefifiects of tax changes: estimates based on a
new measure of fiscal shockN\BER Working Paper Seriedo. 13264. Retrieved from
http://www.nber.org/papers/wl13264

Sabau-Popa, C. D., Kulcsar E. (2011). The effedisofl rules on public finance sustainability et
Euro Area.Revista Economica/Economic JournBlo. 6 (59) Part 11/2011, p.p. 190-199, Retrieved
from http://economice.ulbsibiu.ro/revista.econonfécehive/RE%206-59.002-2011.pdf

Cliche, P. (2009)Gestion budgetaire et depenses publiqudescription comparée des processus,
évolutions et enjeux budgétaires du Québec/Budgetind Public Expenditure: comparative

description of the process, budget issues and dewelnts in Quebec. Quebec: Presses de
I'Universite du Quebec.

Eurostat Database (2012). http://epp.eurostat.epaleu/portal/page/portal/statistics/themes.

European Comission (2012)reaty on Stability, Coordination and Governancetia Economic and
Monetary  Union (TSCG) Retrieved from http://feuropean-council.europa.ewsene-
governance/treaty-on-stability.

16¢



