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Abstract: Many European countries faced with large fiscdicits have adopted great plans of
austerity to limit their public debt. In Romaniasgée many measures to reduce public sector wages
and some social allowances, in the 2009 and 20%0bkan recorded only a small contraction of
governmental expendituteut a fast growing public debt. However, the mdfeats of theausterity
measures have materialized in a significant redodti domestic demand and an important reduction
of gross domestic product. Also, despite a suhisiareduction of supply, the unemployment rate has
not exceeded 8% in Romania. This paper aims to a@dlpw much the policies restricting budget
deficit and public debt in Romania delayed the rgstion of economic growth. Even the euro
adoption perspective impose a stricter managemérlRomnanian budgetary policies and other
nominal convergence criteria, the hard core of enda policies must be the reinventing a new path
to sustainable growth. It is necessary to concludew financing agreement with IMF for the next
two years? We also intend to test the toleranceegegf the Romanian economy to public debt
expansion (according to Reinhart&Rogoff model, 289 reflected in the growth rate of real gross
domestic product.
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Brief Review of Classical Economic Theory

Fiscal deficit and public debt were certainly theosin affected nominal
convergence criteria by current economic crisi® luence of excessive deficits
and debt on macroeconomic stability and the abibtyesume economic growth
has been a constant concern since the Second Waurld
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POSDRU/1.5/S/59184, ,Performance and excellence postdoctoral research in Romanian
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Since the ‘50s, James Buchanan and Richard Wagwver gfroposed to define the
burden of public debt from its analogy with the taxden and paying attention to
the following issues: who pays, how much and whear?Buchanan and Wagner
(1958: 29)the burden of public debt is nothing tibhe opportunity cost of public
goods, which are financed through debt”. In thendéad sense, the opportunity
cost is measured by the value of sacrificed alteres With public debt,
opportunity cost is the value of private goods #rat given up in exchange for the
public goods that debt issue makes possible.

With the same objectives, James Meade and Franatightmi have analyzed
long-term implications of public debt on economiowth and the consequences in
the field of intergenerational equity.

James Meade (1958: 163-183) believes that a clséination must be made
between external debt and domestic debt. Whilermatealebt is a burden for the
community, because it produces real goods andceartiansfers between debtor
and creditor, domestic debt is a transfer froneeiis, as taxpayers, to citizens as
property owners and so nothing is lost.

Franco Modigliani (1961: 82) argued that despitefdct that government action to
expand the deficit could involve a future cost $ociety this does not mean that
action should be taken. In terms of intergeneratiomcome gains Modigliani sees
much more significant the present than the saesfien the future, and if

government spending for projects that produce &l yie the future, gross debt
burden could be offset by the expense and the gieksnet result would be quite

positive.

Robert Barro (1979: 940-971) has demonstratedthieapublic debt will be, sooner
or later, moved into taxation field, leading to igher taxation and reducing the
production potential. Barro approved that there aleo alternative like the

limitation of government spending, which will haae well contractions effect on
production. Debt maturity structure is also impntt&® note that as Robert Barro is
an obvious link between inflation and real costdebt as long-term government
debt is extremely vulnerable to inflation.

In the 1988, Paul Krugman has introduced the nemcegnt of “debt overhang”
(1988: 2) referring to inheritance or accumulatirge volume of governmental
debt, leading to mistrust the ability of creditéos early repayment. In other words,
Krugman believes that a country has a real probhéth debt if the expected
present value of future potential resources traasgdess than the debt.
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Reinhart and Rogoff (2010, p. 22) have shown thHdgher public debt is generally
associated with lower rates of long term growth gatlebt level over 90%).

According to Reinhart and Rogoff, the EU public débout 88.5% in 2010) is

still below the threshold at which growth is adwedysaffected. They suggest that
the debt of many developing countries already nasela negative impact on GDP
growth.

In the latest work of Iron and Bivens (20106) we find the argument that a lower
economic growth than the expectation of decisiokaerawill strongly increase the
deficits in developing countries. Large annual defj leading to a higher public
debt will cause higher interest rates, lower lewdlprivate investment and lower
growth opportunity in the future.

What Kind of Convergence We Want to Reach?

The strong need to establish some nominal criteais primarily determined by the

particular structure of European economy, whichuests a harmonious economic
development of their members that have chosen sl Wi participate to European
Monetary Union (EMU). These nominal conditions amended to remove any

tensions between members, caused especially bgptiead of negative effects of
economic imbalances.

The nominal convergence criteria laid down in theastricht Treaty of the
European Union, in the February 1992, were reladdte introduction of common
monetary policy, based on a single currency, mathdyean independent central
bank. Four years later, the Stability and GrowthctPaimed toward the
coordination of national fiscal policies to enswtbility and prudence for
budgetary climate, essential conditions for theceas of EMU.

For the new member states of European Union (Eb, af the targets sets in
Copenhagen, in the 1993, was the adoption of Earop@gle currency within the

shortest possible time. This objective has beemmdierstood by the new member
states, because the adoption of the Euro curranayt the end of the complex
process of convergence but rather its beginningtryEnto the Euro area does not
mean removing the need to solve macroeconomic amibabk existing in the

Member State wishing to join (Popa, 2009, p. 2).

Another illusion of emergent economies from Cerdwrad Eastern Europe has been
linked to the false idea that macroeconomic imbadarare a natural component of
the convergence process, than the result of a badgement.
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Moreover, the most of new members have been missiodel that the
achievement of real convergence will be easily agshed and that is a short
time process. The harsh lessons learned from prevdocession processes, such as
Greece, Ireland, Spain or Portugal, have showntligatatching up process takes a
very long time and continue also a long time a#iecession, did not end with
accession. For example, despite the fact that tfesecountries have had more
solid economies than the new members from East@ropg, it is important to note
that for the Greece the revenues fell soon afteession, for Ireland the revenues
growth came much later than would be expected amtifal has needed over 10
years to gain 17% GDP per capita growth.

Analyzing the evolution of the most used indicafor measuring the real

convergence into EU, the GDP per capita (PPS), amesee that the catching up
process of new member states was strongly influkihgethe negative effects of
economic crisis, turning intostop and ggrocess after the 2008.

Table 1. GDP per capita in Purchasing Power Standar (PPS)

Countries 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009

EU 27 100 100 100 100 104 100 100 100 100 100 100 100 100
Bulgaria 26 27 27 28 30 32 34 35 37 38 40 44 44
Estonia 42 42 42 45 46| 50 54 57 6p 66 49 68 64
Latvia 35 36 36 37 39 41 43 4 4P 52 96 56 52
Lithuania 39 40 39 39 41] 44 44 5 58 535 59 b1 b5
Poland 47 48 49 48 48| 48 44 51 5L 52 54 56 61
Portugal 78 79 81 81 80 8(Q 79 i n 79 19 €] BO
Romania 29 27 26 26 28 29 31 34 35 38 42 a7 46
Slovenia 78 79 81 80 80 82 83 8 8y 88 88 91 88
Slovakia 51 52 50 50 52 54 5§ 57 6D 63 48 r2 73

Source: Eurostat April 2011

It is also important to note that countries sucliRamania has received a massive
support of the population to join the European Wniaver the 85% of population
in the 2005 Barometer, support led by the expewxtatithat after accession the
revenues and standard of living will instantly imase. In this context, Romanian
policy makers have tried to respond to the hugeuladipn pressure by increasing
public wages and pensions over the national buchyscity.
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Many times it was considered that the process dfimal convergence has been
privileged in relation to the real convergence, m@h fulfilment efforts
influencing negatively the real economic variablés.fact, the two processes
cannot be seen but complementary. Even if nomimaivergence produce a
slowing of real economic performance, fulfillind tle Maastricht criteria ensure a
greater economic stability and a solid economieviino

For example, reducing inflation rate will lead igher economic performances and
an increase of real convergence of wages. Lowerdst rates will also stimulate
the growth of investments and the growth of reaPGD

Why the Real Convergence has slowed down?

The most frequently asked question that Europearergments have tried to
respond in the last three years has been relatdge toptimal fiscal behavior over
the business cycle and especially in the econorienturn. If we analyze the
European economic recovery measures we can obetvéhey did not followed
Keynesian model which recommend that fiscal padiicguld be countercyclical: in
bad times the government should increase governspemtding and should reduce
the taxes for helping production. European decssibave not be framed nor
neoclassical pattern tdéix-smoothingBarro, 1979, p. 940-971) which suggest that
fiscal policy should remain essentially neutral othee business cycle and respond
only to unanticipated changes that may affect theeghment’s budget constraint.

Empirical research has shown that opposite to deeel countries, the emergent
markets tend to promote pro-cyclical policies eiretimes of recession or before
to entry into recession (Gavin & Perotti, 1997, l-72). In addition, the
international credit markets do not trust the depmlg countries and so become
more difficult for government to finance the buddetficits.

In most cases pro-cyclical temptation is due tstttions” coming from political
arena, which may engage projects and governmemtdsye over the national
ability to finance them (Talvi & Vegh, 2005, p. 1360).

If we look at Romanian’s fiscal behavior in thetlisee years, the Talvi and Vegh
hypothesis is verified, especially due to acceéstajrowth of public wages and
public pensions. This action overlapped the pasiatary and local election and
may repeat in 2012 and 2014, when elections wiliédd again in Romania.
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The new Romanian agreement with International Manyetundwill aim to give
not only a psychological signal to internationalrkeds, but also to impregnate
continuity for fiscal reforms, without delaying attering them by the electoral
events.

m Expenditure|
s % GDP

m Deficit %
GDP

ek -6,80%
_10’00%,ﬁ
2004 2005 2006 2007 2008 2009 2010 2011  2012* 2013*

Figure 1. Romanian fiscal policy

Source: Romanian Ministry of Public Finance

In Romania, theatching upprocess was based on an economic growth raterhighe
than the European average, but this growth hasdaliruptly in the last quarter of
2008. Also, the process of real convergence ha®agspartner in the productivity
growth, more than 10% annually, led by very lowtiatilevels, the progressive
reduction of the rate of employment in agricultarel especially by the growth of
foreign direct investments. This substantial insecn labor productivity has been
brought forward by the accelerated growth of wadesding to a worsening of
external deficit and a further inflationary pressur

The effects of economic crisis were felt in the mogcroeconomic indicators
since the beginning of 2009, on the one hand asutrof relatively low flexibility

of the Romanian economy and on the other hand becat the inability of

Romanian government to immediately adapt its matnoemics policies to a
radically changed economic environment.
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We must redraw the Main Criteria for Public Finances Stability

Main arguments to prevent the excessive budgetite&ind high public debts into
EMU were related to the transfers between generatod to the public
investments with a large social return. Followingrighard and Giavazzi (2003, p.
2) the present condition of the European fiscabibtg has been based on the
estimation of nominal growth rate of potential autpf 5%, without taking into
account potential external shocks, but merely ywical economic fluctuations.
For example, a deficd% would lead to an increase of public debt as ratiGDP
asd=g, whereg is the nominal potential output. Thus,gfwill be g = 3% (real
growth) + 2% (inflation) = 5% and proposed by SGP d = 3%, the ratio of debt to
GDP will be estimated as:

d=g

(d =3%) =[g = 3% (real growth) + 2% (inflation)] lead to a 6@#&bt ratio to GDP,
level of EU Treaty.

If we will estimate this level for an emerging coynlike Romania, we will find
out that 60% ratio is overvalued:

Table 2. Estimation of public debt ratio

SGP Real Real Debt ratio by | Debt ratio by
Year deficit deficit growth Inflation SGP deficit real deficit
2007 3% 3,10% 6,30% 4,909 26,79% 27,68%
2008 3% 4,80% 7,30% 7,909 19,74% 31,58%
2009 3% 7,40% 7,10% 5,60% 15,15% 37,37%
2010 3% 6,80% 1,30% 6,10% 34,48% 78,16%
2011 3% 4,40% 1,50% 7,00% 35,29% 51,76%

Data source: Eurostat April 2011

The Reinhart and Rogoff(2010: 7) estimation of dbbtshold cannot be tested on
Eastern European countries due to lack of datdoiog time, especially in the

communist regime. In addition, countries like Romanave not ever faced with

higher rate of debt of 40%.

It seems to be too clearly that a public debt tho&sof 35% of GDP for Romania

is the highest limit of confidence, especially flmreign investors and credit

markets too. This debt threshold is lower than IME estimation, 40% of GDP
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(Cottarelli, 2010, p. 7), which took into considéva the negative perspectives of
aging population.

Unfortunately, Romania is not the only new Memb®@tate to which the accepted
level of public debt on GDP in terms of nominal eergence should be revised.
Countries with similar position are Bulgaria, Hungd_atvia or Lithuania.

Then, it is really difficult to predict when the @omies of new Members States
will be able to fit into the central bank inflatidargets. For Romania, the failure to
target inflation was mainly driven by the requirethe¢o adjust the minimum

European duty level, by increasing the value added from 19% to 24% as a
result of government failure to find alternativeludimns to restrict the huge

governmental expenditures and the dynamics of itedofood prices and the

increase of international fuel prices.

It must be said that the nominal condition of 3%GIDP sets by SGP for fiscal
deficit may affects the real convergence of thosenemies in which the

investment volume is really weak. For this reagbe, governments may choose
higher deficits than 3%, in order to stimulate plublic investments.

The public investments have been the strong arguossd by the new Members
States of EU in order to justify their excessivdiais. Unfortunately, we cannot
say exactly if there is a strong relationship betve higher fiscal deficit and
public investment levels in the new Member States,unconfirmed hypothesis
even by the IMF research (Graeme Justice and Aalia, R006, p. 10).

Moreover, this kind of financial stability evaluati, used by European
Commission, do not respond to other critical cand# of macroeconomic stability
like structural imbalances of developing econom@&ghange rate, interest rates
and a huge demand for finance in the internatishalcks circumstance. Recent
history has shown us that there were emerging desntespecially in Latin
America, that have entered indefaultat a lower level of debt ratio than 40%. For
example, Romania faces the following situationtemdy decline in young people
which can be involved in the labor market accompaitiy a fast growing number
of pensioners, the dependence degree in pay agyaystem is already of 0.79
employees to one pensioner. The structural budgetficit created only by such
negative demographic situation has already rea2l@t®6 of GDP and is expected
to increase until 2050.0Other structural difficudtiare related to low capacity to
collect the revenue from economy, corruption andei@asion affecting over 11%
of GDP from revenues potential.
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We also have to specify that there are more wayotmt the fiscal deficits and
public debt too. Eastern economies still holdingidenterprises and companies
whose losses are not quantified neither into sle@ajuasi-fiscal deficit. It is also
important to mention what kind of public debt we #&alking about. Because there
is a debt contracted directly by governments adéla contracted by other public
authorities but guaranteed by same governments.

We believe that for a more accurate assessmensazl fsustainability will have
take into account the debt of state-owned compamien we estimate the fiscal
deficit and must to include the debt guaranteedltiotal public debt.
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