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Abstract

The fiscal and budgetary policy should play a key role to alleviate the impact of
the business cycle on the real economy. Procyclical fiscal policy is particularly
undesirable in developing countries, as it not only exacerbates the business
cycle, but also the high output volatility hurts the poorest people with low safety
net. This paper assesses the structural budget deficit in Romania during 2000-
2009 and evaluates the role of the fiscal policy during the business cycle. The
paper concludes that the fiscal policy in Romania was highly procyclical,
exacerbating the economic cycle. In order to escape from this procyclicality,
Romania needs deep structural reforms in order to restore the sustainability of
the public finances and put Romania on a sustainable growth path.
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1. How to conduct the fiscal policy during the business cycle?

Fiscal and budgetary policy is one of the main instruments the
government uses to influence the economy through changes in taxation and
spending. Through fiscal and budgetary policy the authorities can control the
macroeconomic variables such as aggregate demand, disposable income, and
eventually economic activity as a whole. Moreover, the governments can use
the fiscal and budgetary policy to deal with some possible market anomalies and
to reach redistributive targets. In this classical approach of the role of a
government, fiscal and budgetary policy plays a key role to alleviate the impact
of the business cycle on the real economy.

In the Keynesian approach, the government should adopt
discretionary fiscal-budgetary decisions to counterbalance demand shocks and
stabilize employment. This is more stringent in the case when automatic
stabilizers are too weak and not enough to stabilize the economy and the
discretionary role of the fiscal policy should be more active. This is particularly
the case in emerging market economies with high tax evasion and underground
economy, lack or low unemployment benefits, and weak government
institutions. On top of this, if the monetary policy has some exchange rate
and/or balance-of-payments constraints and consequently it cannot be
countercyclical, the discretionary fiscal policy should be very active.

In the neoclassical approach, fiscal policy should remain neutral over
the business cycle as discretionary fiscal decisions are considered to be quite
ineffective. In the Ricardian equivalence theory, the fiscal measures have small
impact on aggregate demand because they are offset by increases in private
savings. If the Ricardian equivalence holds, the discretionary fiscal policies
should be avoided and the government should rely only on automatic
stabilizers. However, the Ricardian Equivalency relies on some assumptions
which are not valid especially in the case of emerging economies. Moreover, the
empirical evidence is not so supportive for the Ricardian equivalence.

Procyclical fiscal policy is particularly undesirable in developing
countries, as it not only exacerbates the business cycle, but the high output
volatility hurts the poorest people with low safety net. In addition, high output
volatility increase macroeconomic uncertainty with negative effects on long-
term growth through less incentives for capital accumulation (Serven, 1998) and
squeezed resources for productive activities (Montiel, 2003).

Nevertheless, there are two main caveats to the desirability of
countercyclical fiscal policy, valid especially in the case of developing markets,
but also in some extent in developed markets. One is related to the need to
signal credibility of policies and preserve the sustainability of public finances
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and the current account (IMF, 2005) in bad times, which means that a fiscal
adjustment in bad times (procyclical fiscal policy) could be unavoidable. The
second one is related to a possible too low fiscal multiplier (Iletzki et al., 2009),
even if a countercyclical fiscal policy is possible.

2. Empirical evidence of procyclicality and deficit bias in
developing markets

Even though a countercyclical fiscal policy is highly recommended
from the theoretical point of view, the empirical evidence points to an extensive
use of procyclical fiscal policy in both developed and developing countries.
There is a general temptation to adopt a procyclical fiscal policy in good times
as there is a considerable political pressure for the governments to distribute the
increasing budget revenues (although some of them are just temporary) to their
political constituencies and interest groups rather than creating budgetary
reserves for future countercyclical spending needed in bad times (Kumar and
Ter-Minassian 2007). Moreover, a procyclical fiscal policy in good times fuels
public debt accumulation as budget deficits from downturns are not offset by
surpluses during upturns. The empirical evidence in both developing and
developed economies shows that fiscal policy has been quite frequently
procyclical, especially during upturns, as there is a deficit bias in all countries,
irrespective if it is a developed or developing country.

Some political and financial factors have been found in the literature
to largely explain the procyclicality of the fiscal policy:

e lags in the formulation and implementation of policy;

e difficulties in assessing the business cycle position;

e Dborrowing constraints and limited access to international capital
markets in developing economies making pro-cyclical fiscal policy
unavoidable during downturns;

e “common pool” problems, especially valid in the case of local
governments; there is a moral hazard spending behavior of local
governments reflecting implicit or explicit bailout insurance by the
central government;

e “free rider” behavior of local governments taking advantage of funding
conditions of the country as a whole, but breaking the fiscal rules of the
central government;

e heavy spending pressures during good times;

e time inconsistency problems of policies agreed ex-ante but not adhered
ex-post.

There is a fundamental difference in the literature between the
assessment of the fiscal policy performed in developed countries and
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developing countries. While fiscal policies in developed countries is usually
acyclical or countercyclical, fiscal policies in developing countries is rather
procyclical (Hausmann and Stein [1996], Gavin and Hausmann [1998], Talvi
and Végh [2000], Lane [2003], Kaminsky, Reinhart, and Végh [2004], Gavin
and Perotti [1997], Talvi and Vegh [2005], Ilzetzki and Vegh [2008]).
Procyclical fiscal policies in developing countries are usually the result of
cutting taxes and increasing expenditures during upturns, while being forced to
implement restrictive policies during downturns when local and external
financing constraints become evident.

It has been argued in the literature that the capacity of developing
countries to adopt countercyclical fiscal policies is hindered by some factors,
which can be classified in two categories.

The first category includes some factors related to the access to local
and international financial markets. In the case when the access to domestic or
external funding is limited, the capacity of the governments to pursue
countercyclical fiscal policies in bad times is restricted (Gavin, Hausmann,
Perotti and Talvi [1996], Caballero and Krishnamurthy [2004], Riascos and
Végh [2004], Tytell and Wei [2004]). Gavin, Hausman, Perotti and Talvi (1996)
suggest that the failure of developing countries to access international capital
markets or even domestic financial markets in the case of adverse shocks led to
a procyclical response of the fiscal policy. Therefore, developing countries
cannot borrow simply resources in downturns and so have to cut spending. At
the same time, the governments can borrow more easily to increase public
spending during upturns (Catao and Sutton, 2002).

Moreover, there is strong empirical evidence that capital inflows to
developing countries are procyclical (Kaminsky, Reinhart and Végh, 2004;
Alesina and Tabellini, 2005), leading to procyclical fiscal policies.

Another factor in this first category is related to the relatively low
financial depth in developing countries, in contrast with developed markets,
which could lead also to procyclical fiscal policies in developing countries
(Caballero and Krishnamurthy [2004]). When the country faces a financing
constraint due to a low financial depth, higher government spending may crowd
out private investment and, hence, may be contractionary for the economic
activity. Caballero and Krishnamurthy find that fiscal policy is more procyclical
in developing countries than in developed countries and the crowding-out effect
of public spending on private investment is substantially larger in developing
countries. Consequently, a countercyclical fiscal policy is constrained by a
limited financial depth.

The second category of factors explaining procyclical fiscal policy in
developing markets is associated to theories where the institutional framework
plays a key role. Developing countries pursuing poor fiscal policies also have
usually weak institutions, lack of enforcement of property rights for investors,
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widespread corruption, repudiation of contracts, and the prevalence of political
institutions that do not constrain their politicians (Acemoglu, Johnson,
Robinson and Thaicharoen, 2003). Also, there are political economy
explanations based on “common pool” problems and fragmented policymaking
(Velasco, 1998; Tornell and Lane, 1999; Perotti, 2000, Stein et al., 1999; Braun,
2001; Talvi and Végh, 2005).

Tornell and Lane (1999) examine the fiscal process when powerful
groups of interest interplay in a society with weak legal and political
infrastructure. In their model, in the event of positive temporary shocks to
income (such as favorable terms of trade shocks), public spending can grow
more than proportionally (“voracity effect”). All power blocs compete for a
share in fiscal revenue and they do not want to reduce their appropriation rate
during upturns. Hence, the government would allow groups to even increase
their appropriation rate by a larger amount and over-spend instead of saving the
income windfall by running a budget surplus.

Procyclicality of the fiscal policy seems also to be more evident in
more corrupt democracies. As voters observe the state of the economy during a
boom they ask for more government spending and/or lower taxation, inducing a
procyclical bias in fiscal policy (Alesina, Campante and Tabellini [2008]). The
pressure to direct public resources to its political supporters induces
governments to spend all available resources including borrowed resources
during upturns, making fiscal policy both procyclical and deficit-biased
(Tlzetzki, 2009).

However, developing countries with institutional quality beyond
certain threshold levels may be able to follow counter-cyclical fiscal policies
(Calderén, Duncan, and Schmidt-Hebbel, 2004).

Weak fiscal discipline, especially in developing markets has
complicated monetary and exchange rate policies. If the budget deficit is
monetized, inflation and inflationary expectations will increase, leading to a
weakened investor confidence, capital outflows and depreciation of the
exchange rate, lower investment and economic growth, and eventually further
deterioration of the public finance position. Alternatively, a tightening of the
monetary policy intended to offset the lack of fiscal discipline will lead to
higher interest rates, appreciation of the exchange rate and increasing current
account deficit, crowding out of private investment, and negative impact on
investment and economic growth, also adversely affecting the fiscal position
(Mohanty 2003).



3. Structural budget deficit — utilization and estimation methods

The cyclically-adjusted budget balance (structural budget deficit) is
one of the key indicators for the analysis and conduct of fiscal policy. The
structural budget deficit measures the underlying budget balance, meaning the
fiscal position net of cyclical factors. The structural budget deficit is used in the
analysis and conduct of fiscal policy for the following purposes:

e to separate the contribution of discretionary fiscal policy from the effect
of the economic developments during the business cycle;

e to assess the fiscal impulse. The annual change of the structural budget
deficit became a common measure of the impact of discretionary fiscal
policy on the budget and on aggregate demand.

e to assess the sustainability of the fiscal policy.

The first attempt to estimate the structural budget deficit from goes
back to the 1950s. Brown (1956) was among the first to calculate the full
employment surplus, the predecessor of the structural budget deficit, which
measured the level of the budget balance if the economy was operating at full
employment. Thanks to the progress in statistics and computing technology, in
1970s a wide range of methods have been introduced to extract the temporary
and permanent components from macroeconomic variables.

Basically, the estimation of the structural budget deficit is based on
two alternative approaches.

The first aproach, developed by Blanchard (1990), is based on the
estimation of the cyclically adjusted measures of expenditures and revenues
directly from regression-based analysis. More recently, there were used SVAR
(structural VAR) methodologies (Dalsgaard and de Serres, 1999) and models
based on unobserved component methods (Camba-Mendez and Lamo, 2002).

The second approach for estimating the structural budget deficit is
based on a two-stage methodology: in the first step a cyclical component of the
budget balance is estimated and in the second step this is subtracted from the
headline budget deficit to obtain the structural budget deficit (or cyclically
adjusted deficit). This two steps approach is generally used by governments and
international institutions, including the European Commission, the OECD, the
IMF and the ECB.

To obtain the cyclical component of the budget balance, we need two
things, namely a measure of the cyclical position of the economy and a measure
of the link between the cycle and the components of the budget. The cyclical
position is usually measured by the output gap, meaning the difference between
the actual and potential output. The link between the economic cycle and the
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budget balance is reflected by some elasticities showing the percentage change
in budgetary component associated with percentage changes in the level of
economic activity. Such elasticities are generally obtained from regression
analysis.

4. The structural budget deficit and the business cycle in
Romania

We estimated the structural budget deficit for Romania based on the
European Commission methodology.

In the framework of the EU budgetary surveillance (see Larch and
Turrini, 2009) the cyclically-adjusted budget balance (CAB) is derived as:

CABt = BBt - CCt = BBt_OC OGt
where BB, is the nominal budget balance-to-GDP ratio in year ¢, « the
budgetary sensitivity parameter and the OG, output gap in year ¢.

The output gap is de difference between the actual and potential GDP.
To derive the potential GDP, we can use statistical methods based on data
filtering (Hodrick-Prescott filter, Kalman filter, Band-pass filter, Wavelet
transformation) or production function-based methods.

Although the use of a production function method would be desirable
as it allows to decompose the contribution on production factors to the potential
GDP, the alternative approach based on statistical data filtering is very often
used due to data quality problems or data availability. Starting July 2002 the
ECOFIN Council officially adopted a production function approach as a
reference method to estimate the potential GDP for EU countries in the
budgetary surveillance process.

The production function methodology used by the ECOFIN Council is
based on the use of a Cobb-Douglas production function, NAIRU and total
factor productivity (TFP) estimation (see more details in Denis, Mc Morrow
and Roeger, 2002). NAIRU estimation is based upon multivariate Kalman
filtering, the cyclical component following a Phillips curve type relationship,
and NAIRU a random walk with stochastic drift term. The total factor
productivity (TFP) of potential output is obtained from the Solow residual
which is filtered with a Hodrick-Prescott filter. The Hodrick-Prescott filter is
used also to estimate the non-cyclical rate of labour force participation.

The elasticity parameter a is derived by aggregating the elasticities of
individual budgetary elements estimated through the methodology developed by
the OECD (see more details in Girouard, N. and C. André, 2005).



The individual revenue elasticities, fz;, are aggregated to an overall
. . . R;
revenue elasticity, Sg, using the share of each in the total current taxes (;‘) as

weight (the weights are computed by the Commission services as an average

over recent years):
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The expenditure elasticity, S, is derived as

Be = Beu E

where fry is the elasticity of unemployment-related expenditures,
(estimated on the basis of the agreed OECD methodology), and EE—U is the share
of unemployment related expenditure in total current primary expenditure”.

As budgetary variables are generally expressed in percent of GDP, the
revenue and expenditure elasticities Sz and S (which measure the change in the
level of a budgetary item with respect to the output gap) are transformed into
sensitivity parameters as follows:

R E
ap = ﬁRm»“E = ﬁEm
where R/GDP is the share of current taxes in GDP and E/GDP is the share of
primary current expenditure on GDP.

The difference az-az yields the sensitivity parameter of the overall
budget balance a used in the equation defining the cyclically-adjusted budget
balance (CAB).

Using the European Commission methodology, we computed the
structural budget deficit for Romania in the period between 2000 and 2009
(figure 1). As we can see from the graph, Romania had a decreasing budget
deficit until 2005. Starting with 2006, the budget deficit started to increase
substantially (driven by the increase in expenditures — figure 2), towards 8.3%
of GDP in 2009. At the same time, due to the high and positive output gap, the
structural budget deficit was substantially higher than the effective deficit in
2006-2008.

? The share is computed using OECD data or data from national source for non-OECD countries.
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Figure 1 — Budget deficit and structural budget deficit in Romania (% of
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Figure 2 — Budget deficit in Romania (% of GDP)
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When assessing the influence of the fiscal-budgetary policy on the
economic growth we use the terminology such as a “tight fiscal stance/
contractionary fiscal policy” or “stimulative fiscal stance/expansionary fiscal
policy”. In this respect, the headline budget deficit is not the best measure of
changes in fiscal policy, as the developments in the headline budget deficit
reflect both changes in discretionary fiscal policy as well as the influence of the
economy on budget revenues and government expenditures.

So, we need a measure which quantify if the influence of the fiscal
policy are adding to, or subtracting from, aggregate demand pressures in the
economy. In the literature this measure is defined as an indicator of fiscal
impulse. Indicators of fiscal impulse can improve the interpretation of changes
in fiscal policy. We are interested to focus on changes in discretionary policy
that are likely to have an effect on aggregate demand. A focus on changes in
discretionary policy implies the use of a structural fiscal balance that excludes
cyclical influences.

We define the change in the structural fiscal balance as a measure of
fiscal impulse. An increase/decrease in the structural budget deficit/surplus
represents an expansionary fiscal impulse. Structural fiscal balance is one of the
most common indicators of the effects of fiscal policy on economic activity,
with increases in the structural deficit being considered as being expansionary,
and decreases being considered as being contractionary (see Blanchard, 1993).

Changes in the headline budget deficit can give a misleading picture of
the fiscal stance, especially in upturns, when a cyclical improvement of fiscal
balance may mask a possible deterioration in the underlying position of public
finances. This was the case in Romania starting with 2006, when the headline
budget deficit was low, although the underlying fiscal position deteriorated
substantially, as the structural budget deficit increased substantially.

In 2006-2008 the fiscal impulse (the change in the structural budget
deficit) was positive, which together with a positive output gap created a highly
procyclical fiscal policy, which exacerbated the economic boom and contributed
to the overheating of the economy (figure 3). So, the fiscal policy in Romania
failed to play its stabilization role during the business cycle.
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Figure 3 — Fiscal impulse and output gap in Romania (%)
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If we compare the change in the structural budget deficit and the change
in output gap in 2006-2008 (figure 4) we can see that Romania had one of the
most procyclical fiscal policies together with Greece, Lithuania and Latvia. In
the pre-crisis period Romania had a very stimulative fiscal policy, with fast
increase in structural budget deficit when the economy was booming with GDP
above potential GDP. Even when the crisis already hit strongly the EU countries
in 2008 Romania still had a procyclical fiscal policy (figure 5). Actually,
according with the figure 3, Romania had always a procyclical fiscal policy
since 2000, both in the upturns and in downturns.
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Figure 4 — Fiscal impulse and output gap growth in EU27 countries in

2006-2008
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Figure 5 — Fiscal impulse and output gap growth in EU27 countries in 2008
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According with the official projections of the European Comission,
Romania was projected to remain procyclical with its fiscal policy in 2009-2010
(2010). Actually, the countries which were procyclical in the pre-crisis period
(in the upturn part of the business cycle), remain procyclical also in the
downturn part of their business cycle when the crisis hit the economy (figure 6).
This can be explained by the lack of the fiscal space needed to stimulate the
economy through higher expenditures during the recession.

Figure 6 — Fiscal impulse and output gap growth in EU27 countries in
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Economic activity plunged during the crisis in all countries which relied
in a large extent on foreign capitals at the onset of crisis. Romania was one of
the most vulnerable countries, as both the private and public sector were highly
dependent on financing (figure 7). So, decline in real GDP was very large in
Romania, real GDP contracting by -9.4% between 20008 Q2 and 2010 Q2
(figure 8).

13



Figure 7 — Structural budget deficit and current account deficit in CEE
countries in 2007-2008
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Figure 8 — Real GDP developments in CEE countries

IV E IT RO HU BG CZ SK PL EA
5 I -5
0 - - — gt 0
I
-5 - -5
-10 - - 10
-15 - - -15
-20 - - 20
-25 - - 25

Real GDP in Q2 2010 compared with its peek (%)
B Change in real GDP between Q22008 and Q22010 (%)

Source: EUROSTAT, authors own calculation

14



5. Conclusions

The fiscal and budgetary policy should play a key role to alleviate the
impact of the business cycle on the real economy. Procyclical fiscal policy is
particularly undesirable in developing countries, as it not only exacerbates the
business cycle, but the high output volatility hurts the poorest people with low
safety net. In addition, high output volatility increase macroeconomic
uncertainty with negative effects on long-term growth through fewer incentives
for capital accumulation and squeezed resources for productive activities.

In 2006-2008 the fiscal impulse was positive in Romania, which
together with a positive output gap created a highly procyclical fiscal policy,
which exacerbated the economic boom and contributed to the overheating of the
economy. So, the fiscal policy in Romania failed to play its stabilization role
during the business cycle. Actually, Romania had always a procyclical fiscal
policy since 2000, both in the upturn and in downturn of the business cycle.

In order to reduce the structural budget deficit, Romania needs deep
structural reforms in order to restore the sustainability of public finances and put
Romania on a sustainable growth path.
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