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Abstract. This article presents the effects of the fisaatarity on the growth of GDP for the countries in
Central and Eastern Europe. Austerity has becomevittehword of all heads of state or government. Its
effects are being felt increasingly in the pocldtsitizens, including, or perhaps we should sgeeslly in
Central and Eastern European countries. Are theedtysimeasures taken the right answer to the pnoble
currently facing the region? The paper’s findingsgalidate the assiduously promoting by Eastern e
countries of the fiscal austerity, this actuallgding to a decrease in economic growth.

Keywords: fiscal austerity, economic growth, CEE Countries

1 I ntroduction “

Day by day, we discover the depths of increasitaiger economic crisis. In 2008 and even in 2009
we were talking about a rapid economic recovergrdfie crisis. Important measures were adopted to
support the economy at that time convinced tha will overcome the crisis easier. The need for
these measures is generally not disputed. In 20Wever it became clear that problems would not
end here. Economic recovery is slower than antieghaand markets are increasingly reluctant to
finance the huge debts accumulated after receasidfinance the banking sector rescue packages and
stimulus packages. What has happened to Greece sedrave scared mainly the European countries,
but not only these countries. We feel more and rtitaewe are assist to hysteria of austerity.

Most European countries have recently introducestieaitty measures as being a solution to the public
debt crisis. Political leaders believe that thesst cuts will restore the trust in the public fioas of

the countries and that will ensure a healthy l@rgatgrowth. Austerity measures usually have these
main effects:

v Lower demand. Reduce public spending means a laggregate demand, which affects
growth. Then the production capacity of companiesreases so they are forced to resort to
layoffs. By default, the unemployment increasesl e lines of those without a job increase
too, because the public device restricts its agtidnd many state employees get fired.

v Inflation down. Keeping costs low means more denfandjoods and services and thus, the
prices decrease.

v' Competitiveness is influenced. This could incredsss money being available, companies
will have to make greater efforts to attract custosn
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The budget deficit decreases. The higher the tasesgn theory, the more money is being collected i
the budget. However, if austerity measures siggnifily affect the economic growth, the number of
unemployed increases, so the tax base is reduced.

2  Austerity measuresadopted in CEE countries

The Eastern European countries have not escapeBUWhand IMF pressure or severe reductions
imposed by the West to reduce the deficit. Romadimgary and Latvia have had to be saved in
terms of international financial institutions, basa they were on the point of reaching bankruptcy.
However, they should show greater austerity thastiat) peers.

In Romania, the government implemented an austerity planrsigesl by the IMF by reducing the
wages with 25%, and reductions between 15% and 26 grants and benefits. In mid 2010, the
Romanian government introduced radical fiscal memsuo combat the effects of economic
contraction, deeper than expected, measures thatdviave contributed to lower economic output.
Measures - mostly on the expenditure side, in otddiring costs to 2007 levels - have assumed a
25% cut in the public sector wages, social benéfjtd5%, further reductions in the public spending
on goods and services, a decrease of more tham&®¥einumber of public sector employees. An
increase in VAT by 5 percentage points to 24%, ais® operated in July 2010. However, these
measures have resulted in a very pro-cyclical jposibasically delaying the economic recovery.

And Hungary has approved a tough austerity plan, which indudéAT increase to 25% and
subsequently to 27%, charge 18% basic food, dedagtirement, 15% reduction of wages, real estate
loans currencies other than local currency wer@bdnbanks were extra charged.

The Baltic States followed the same exampleatvia, which has a 22% unemployment rate and a
GDP falling by 18% in 2009, reduced the costs efkhy sectors such as education, civil service, so
the salaries decreased with 20%, 14,200 state gsgdowere made redundant/got fired, the
equivalent 20% of total income tax increased fradfrolto 23% and VAT of 18% to 21%. In turn,
Lithuania cut the public spending by 30%, public sector vgagere reduced by 20% (in some cases
up to 30%) fired 20% of government employees, merssiwere reduced by 11% since in 2010,
income tax increased from 15% to 20% Value Added(VaAT) was increased from 18% to 21%.

At the same styleBulgaria has also reduced social spending, decreasingatelludget in areas like
health, education and military pensions. Also Brlgaeduced by 20% public administration body, it
overburdened the property, banks and oil compaaridst increased the retirement age.

Poland, the only country in EU and OECD which has notfexagfd a recession and it has slowed

deficits and increased taxes. VAT increased to 48%2011, after the government supported a

privatization plan that would result in the incredsevenues, while avoiding the costs and rising
public debt above 55% of GDP, it increased othpesyof taxes, it also froze the budgetary wages and
at the same time reducing their number.

The Czech Republic, the most advanced country in former communistofey has achieved 10%
salary cuts for civil servants, cutting public sgimig by 380 million Euros to keep the deficit below
5.3% of GDP in 2011. The measures have led to fayofthe public sector, increasing the retirement
age, reducing other categories of expenditure,ipessaxation, increased VAT, excise and other tax
categories.
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3 Literaturereview

Krugman (2012) talks about "bad logic of austerity measyréfiscal fantasy" or "madness."
Austerity does not necessarily bring economic recavRising the unemployment and enlarging the
crisis are the main effects of cutting costs. Theession of huge deficits makes the government to
adopt long term measures that do nothing but wotBeneconomic situation. Unemployment and
deepening the economic crisis are the main adweffeets of austerity measures, namely cutting
spending, adopted by the Government. He argueseftine, the theory of John Keynes, who said in
1937 that the austerity measures are welcome igstiofi economic boom, not in the regression. The
last two years have been an example in this reginé. orientation of the developed countries
focusing exclusively on reducing deficits and lessjob creation has its limits. The states thatehav
adopted such measures, subject to internatiorahdial institutions, saw their economy being pulled
down.

Wolf (2012) tries to make his own analysis of the siturausing the latest data from the International

Monetary Fund (IMF). His conclusion is that theseno evidence that the fiscal constraints may boost
economic growth so as to cushion the direct effetisconomic slowdown. To make predictions for

2012, Wolf considered two variables: the fiscaknaat as the percentage change of the structural

deficit (or cyclically-adjusted) government in 20G8e year of crisis, and growth as a percentage

change of GDP, from 2008 to 2012. He assumes hieatliange is policy results rather than cyclical

effects. The analytical result: the higher thedtrtal constraint, the greater the percentage @waing

GDP. He calculated that each percentage pointsehlffistructural constraints reduce GDP by 1.5%
compared to was in 2008. Thus, budgetary adjustroér@ percentage points of Greece's GD
decreased by 12%.

Blanchard et. al (2010) show that the impact of fiscal austeritygoeans depends on the degree of
economic openness and financial integration of s that apply. For example, in small open
economies such as Central and Eastern Europeartriesurfor fiscal austerity package to be
successful, the economy should aim primarily tangealcohol in order to ensure a higher multiplier
effect of policy tax. Also the authors point ouatlexcessive austerity is as dangerous as ladgaf r
of spending, recommending moderate austerity thogiag economic recovery. Excessive austerity
can bring disaster; Europe needs, first, a modsusfainable growth before the economic crisisithat
is facing.

4 Austerity measuresimpact in CEE countries

Next we present the main macroeconomic indicatorstlie seven EU member countries in the
Eastern Europe. The first table depicts the valoethe pre-crisis indicators and the second igigri
As you can see, there is a worsening of macroecmnonicators for 6 of the 7 countries.

Table 1 Evolution of pre-crisis main macroeconomic indicatim CEE countries
2003 2004 2005 2006 2007 Mean

Bulgaria GDP Growth 550 6.74 6.35 651 644 6.31
Unemployment rate 15.19 13.41 11.13 10.07 8.13 11.58
Public debt 46.47 39.07 29.43 23.40 18.55 31.38
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2003 2004 2005 2006 2007 Mean
Czech Republic GDP Growth 376 474 6.75 7.02 573 5.60
Unemploymentrate 7.81 832 792 7.14 532 7.30
Public debt 28.57 28.94 28.41 28.28 27.95 28.43
Hungary GDP Growth 3.9 4.8 4 3.9 0.1 3.34
Unemployment rate 5.5 6.3 7.3 7.5 7.7 6.86
Public debt 58.5159.43 61.68 65.85 66.95 62.48
Latvia GDP Growth 7.19 8.67 10.60 10.52.6 9.31
Unemployment rate 10.74 10.61 8.82 6.99 6.20 8.67
Public debt 14.60 14.41 11.77 990 7.79 11.69
Lithuania GDP Growth 10.27 736 7.79 7.80 9.79 8.60
Unemployment rate 12.41 11.37 8.27 5.62 4.29 8.39
Public debt 21.0419.30 18.38 17.94 16.82 18.70
Poland GDP Growth 386 534 361 6.22 6.785.1682
Unemployment rate 19.64 18.97 17.74 13.84 9.60 15.96
Public debt 47.0545.68 47.08 47.73 44.98 46.51
Romania GDP Growth 523 849 415 7.87 631 641
Unemployment rate 7.02 8.07 7.17 7.27 6.41 7.19
Public debt 24.1821.09 17.63 12.62 12.72 17.65

Source: IMF World Economic Outlook, April 2014

Thus, Bulgaria from 6.314 average GDP growth falls to 0.7154, ginemployment rate slightly
decreases from 11.5886 to 10.3476 and public detoirin greatly decreases from 31.3874 to 17.2214.
We say that this country has gone very well thenenuc crisis.

Before the crisis, the Czech Republic had an aee@gP of 5.6032, an unemployment rate of 7.3056
and 28.4338 public debts. After the crisis, thisirdoy is anemic GDP growth of only 0.5838, the
unemployment rate fell to 6.4102, but public dedatoched 37.1876.

Hungary does not deny the evolution of the other couningse region: from a GDP growth of 3.34
before the crisis it falls to a negative value 85856, public debt is increased from 62.4898 to
78.1188, while unemployment increased by 50% (f6o&6 to 10.3536).

Baltic countries have witnessed the painful effects of economisigrithe growth of GDP by 9319
(Latvia) and 8.6082 (Lithuania) to -2.7664 and 188, through the steepest decline of GDP of this
region in one year: -17,729 (Latvia) and -14,83&h{lania). The unemployment rate almost doubled
(from 8.6742 to 15.0416 to Latvia and from 8.3964.8.472 for Lithuania), and public debt as (triple
if at 11.6984 to 33.3618 Latvia and Lithuania fol&.7026 to 32.5494 doubling).

Poland, the champion of this region fared best in thisquk it did not enter into recession and it has
the largest GDP growth in value of 3.5326, halvihg unemployment rate (from 15.961 to 8.7864),
also with only a slight increase in public debb(fr46.5102 to 52.7982).

The same, the poor economic performance knowsRbiatania, like other countries in the region: a
modest increase in GDP of only 0.6084, maintaimstnt unemployment rate, but instead increased
by 90% of public debt (from 17.6528 to 27.1602).
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Table 2 Evolution of main macroeconomic indicators in CEftiatries during the crisis

2008 2009 2010 2011 2012 Mean

Bulgaria GDP Growth 6.19 -547 039 166 0.8 0.71
Unemployment rate 7.14  8.21 11.48 12.4512.45 10.34
Public debt 15.4515.57 16.70 17.0421.33 17.22
Czech Republic GDP Growth 309 -469 273 165 0.12 0.58
Unemployment rate 4.392 6.66 727 6.7 701 641
Public debt 28.7134.29 3755 41.4643.91 37.18
Hungary GDP Growth 0.9 -6.8 127 169 0.01 -0.58
Unemployment rate 8 10.07 11.24 1095115 10.35
Public debt 72.8879.70 81.31 80.4476.25 78.11
Latvia GDP Growth -3.27 -17.72-0.33 5.46 2.03 -2.76
Unemployment rate 7.82  17.31 18.97 15.6315.47 15.04
Public debt 17.19 32.8 39.88 37.7739.09 33.36
Lithuania GDP Growth 291 -14.831.44 587 201 -051
Unemployment rate 5.84 13.71 17.80 155 145 13.47
Public debt 15.5029.35 37.98 38.9640.93 32.54
Poland GDP Growth 512 160 394 435 263 3.53
Unemployment rate 7.11  8.16 962 9.64 937 8.78
Public debt 47.1050.92 54.88 55.3855.68 52.79
Romania GDP Growth 734 -657 -164 245 146 0.60
Unemployment rate 5.78  6.85 727 721 7.19 6.86
Public debt 13.6323.78 31.19 32.9534.22 27.16
Source: IMF World Economic Outlook, April 2014

Next we apply the model developed by Krugman andfYéo the euro area countries, the non-euro
area countries in Eastern Europe, and member dfnion.

To make predictions for 2012, we consider the sbmrevariables presented in Krugman and Wolf
models: fiscal restraint as the percentage changthé structural deficit (or cyclically-adjusted)
government in 2008, the year of crisis, and groagha percentage change of GDP in 2009 to 2012.
Also we start from the premise that the changbhegplicy results rather than cyclical effects.

Calculations and cyclical budget deficits and ptiggngross domestic product (using production
function Cobb Douglas) are based on OECD and EGhaedetogy described by Van den Noord
(2000) and Girouard (2005). According to the metiogy outlined above, the budget's structural
components are obtained by subtracting the cyclicshponent of the current budget, using the
following formula:

CAB;= B;- B = B-£ B @

Cyclical components of each category, income ameeses (B) are calculated by using the output
gap and the estimated elasticity of GI]P"?). The formula used to calculate the cyclical congru
is the following:

B =By x o x output_gap 2
The budget deficit is strongly influenced by th@mamic position in relation to the economic cycle.
Determining the structural deficit involves cycliGdjustment of budget revenues, eliminating the
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component generated by excess / deficit of demauafjustment result provides a measure of
sustainability / non-sustainability of total pubigpenditure levels.
The proposed model is a single factor such as:

F (GDP Growth) = constant + (fiscal coratt) x coefficient 3)

The data were used as source Eurostat databad®Brathta in 2000 basic prices, (desezonalized by
TRAMO - SEATS).
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Source: own calculations according to IMF World Bomic Outlook, April 2014
Figure 1 The correlations between fiscal austerity and GEfvth in CEE countries

As you can see from the graphic, between the isered GDP and fiscal austerity reverses a link to
the countries of Central and Eastern Europe. Stopfficient is negative, with a value of -0.48, ki
means that 1 percent increase in fiscal austesisybleen a decrease in growth of 0.48 percent.

The results are similar to those obtained by Krugmad Wolf for the euro area countries, the value
obtained by them, the 1.5, but is much higher tharvalue 0.48.

One explanation for this difference could be theéoss imbalances in the economies of these Eastern
European countries: too much dependence on thepBamomarket, which faces many problems,
stimulates consumption through unsustainable dewsihuge trade deficits of the order of 10-14%
GDP, fiscal policies procyclical, abrupt and dirémteign investment inflows and lower elasticity of
GDP in relation to fiscal policies.

In addition to the result obtained we support theaithat austerity does not help economic recoegry,
least under present conditions, this analysis captiwo aspects.

First, Poland's economy has evolved surprisinglgspite the increase of austerity. But fiscal
constraints in Poland are the smallest, and wdsentat the appropriate time, after passing the firs
phase of the economic crisis, the onset of thésctise country has taken steps expansionary sisnul

Second, economies of Hungary and Lithuania haveedsed slightly, although the tax measures were
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restrictive. For these two countries it is showstréking relationship between the fiscal restraint

the economic growth (there is a decrease in grolhto fiscal austerity). For the other analyzed
countries (Romania, Bulgaria and Czech Republig)figtal constraints, although large, have resulted
in a weak economic growth. With regard to fiscahgtoaints in Latvia, they were very large indeed
and led the country in a critical situation.

So there is no evidence that the austerity canutdiie economic growth so as to offset the direct
effects of economic slowdown. Small economic slowxdeads to recession and steep declines lead
to depression. Moreover, the overall performanceéhefeconomies of Central and Eastern Europe
between 2008 and 2012 is very weak. Only one cgufoland has sound economic performance,
others remaining 6 countries with weak GDP growglgnificant increases of public debt and
unemployment.

5 Conclusions

We discuss more and more often about the risk ef-ozaction. Austerity measures taken in times of
crisis may have a negative effect on resumptiogrofvth and can condemn such countries to adopt
on a resumption of a slower economic activity. Tiiparticularly true for countries with good fisca
credibility, still having in principle a potentialebt. By reducing the public spending, it wouldwslo
further consumption and investment, reducing ecoagnowth.

Adopting an austerity plan should be based on gtbtte analysis based on the belief that thermis
single recipe for all states. Although it is trbattall countries should adopt structural reforinsaaly

now to ensure fiscal sustainability over the meditemm, they should be tailored to the specific

context of the country depending on available fispace.

For each country there is still opportunity to mada@vings without jeopardizing the economic
recovery. There are still enough examples of ldckfficiency in spending public money, of course
with relevant volume differences from country tantry. From the waste of the French political class
to the Greek military budget, each country ha&igsory of waste. Moments of crisis are opportesiti
to eliminate the favorable management of public eyashortfalls.

In addition, a series of austerity measures canaken, both in reducing costs and in terms of
increased taxes or to correct a number of exidiisgprtions, or to cause the least possible. With
respect to public expenditure, governments coutdigoon rationalization of staff costs, increased
efficiency of allocation of subsidies, transferglaocial spending, keeping in check the growthsrate

of health care reforms aimed at keeping costs nedde and same time improving the coverage and
the quality of basic health services and pensiaferms should aim at raising the retirement age (u

to two years would stabilize the current coststfa next 20) and possibly reduce or increase the
benefits contributions.

In terms of taxes, governments can increase theanues by focusing on taxes with a broad base and
relatively immobile tax and raise taxes to reduxtemmalities. In that regard, we have to sustaa th
uniformity of VAT (tax exemptions and reduced ratéd/AT) and the growth in countries where the
level is low. Eliminating the unjustified tax bresakr social economic and fight against tax evason
still a source of revenue that should not be negteim times of crisis.
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