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An assessment of the current account sustainabilityyn Romania
lonut Dumitru *
ABSTRACT:

This paper assesses the sustainability of the Gikitdein the New Member States (NMS) of
European Union by estimating its structural comporased on fundamentals. Using a large sample
of panel data, we estimated long term relationsfopshe CA deficit and its fundamentals using two
methods from the literature. The main conclusiorthaf paper is that in some countries there is an
excessive CA deficit which should be adjusted.he tase of Romania, the results are showing that
the structural CA could be between 6.3% and 10.9%[@P, depending on the model used and the
econometric procedure. Another important resulthef paper is that the main drivers of the CA
deficits in NMS are the economic convergence factor

Keywords: structural CA deficit, convergence, relative in@rRicardian equivalence.

JEL classification: F15, F32, F37, F41

1. Introduction

After the fall of the Communism, the transition atnies from the Central and Eastern Europe
and Baltic States experienced large current accdefitits, even higher than in other transition
countries from other continents. The explanatiomade related to the massive investments triggered
by the European Union entry perspective and thentetthbership afterwards. Given the relatively low
level of saving rate, the CA deficits started tis@mand to reach quite high levels. The relativegh
rates of economic growth in these countries wecempanied by increasing external deficits in some
cases.

Nevertheless, the New Member States (NMS) hadfardiit behavior in the current account
deficit development. In some countries (HungarylaRd, Czech Republic, Slovakia, and Slovenia)
there was an improvement or at least a stabilizatiothe balance of payment disequilibrium in the
last years after a period of large CA deficits. Btiver countries (Bulgaria, Romania, and Baltidextp
there was a different evolution, the CA deficitreasing and reaching high levels (figure 1).

Figure 1 — The CA deficit (% of GDP) in NMS and otler developing countries (ODC)
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Although in some countries the coverage of the ®ficd with FDIs remain comfortable
(figure 2), in some cases (Romania for exampleyr&d) the coverage decreased, being more difficult
to sustain the current large CA deficit for a Igegiod of time, especially in the current contefxtisk
repricing in the international markets (see alsdd@is and Schellekens, 2007, Pritta and all., 2007)

Figure 2 — Current account coverage with FDIs in NN
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Figure 3 — Current account deficit and FDIs in Romaia (% of GDP)
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In the Romanian case, the concern related to thes@#tainability is related also to the
deterioration in the structure of financing, therslierm component increasing (figure 4). The exdér
borrowings (with an increasing short-term compopané financing now a larger part from the CA
deficit, the main part of them being originateddmynmercial banks (figure 5).

Figure 4— CA financing sources in Romania (% of GDP
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Although the external debt has a still relativadwllevel as percent of GDP, it increased very
rapidly in the last years, especially the shonnt@omponent, triggering a sharp increase in externa
debt service (table 1). While the level of exterdebt is still low compared with other countriesnfr



CEE region, the coverage of external debt and eatetebt service with international reserves and
exports deteriorated rapidly, being even worse @rew other countries from CEE. The external
vulnerability indicators deteriorated continuousiythe last couple of years (table 1). Consequently
the concern regarding the CA sustainability inceelas the last period and the risk for a hard lagdi

scenario is rising.

Figure 5 - External debt by institutional sectors % of GDP)
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Table 1 — External vulnerability indicators in Romania versus CEE countries
INDICATORS Country 2002 2003 2004 2005 2006 2007 | 2008-Q1
Romania| 33.4% | 33.9% | 35.4% | 39.1% | 42.1% | 47.5% 49.1%
External debt (% of GDP
(% ) CEE 49.2% 49.8% 49.39 45.1% 51.2% 51.4% na
External debt (% of exports) Romania| 94.7% | 97.5% | 98.4% | 117.8%| 131.0%| 155.7%| 159.1%
CEE 130.0% 127.4% 119.6% 111.8% 118.8% 119/3% na
. Romania| 8.8% 7.2% 8.2% 17.1% | 20.3% | 21.5% 19.9%
External debt service (% of GDP
X vice (% ) CEE | 9.6% | 9.7%| 9.1%)| 86% 91%  8.8% na
External debt service (% of exports) Romania| 24.8% | 20.8% | 22.8% | 51.5% | 63.0% | 70.3% 64.4%
P CEE 25.3% 24.9% 22.19 21.4% 21.0% 20.3% na
Short term external debt service (% of GOl Romania| 1.1% 1.0% 1.6% | 10.4% | 13.6% | 14.8% 13.7%
—— , -
External debt service (% of interational | oo ia | 60.6% | 50.8% | 41.7% | 74.4% | 86.3% | 95.8% | 91.1%
reserves)
1 0,
Short term external debt service (% of | o ool 7506 | 7.206 | 7.9% | 45.3% | 58.0% | 66.0% | 62.9%
international reserves)
Short term external debt (% of total externaRomania| 7.6% | 11.1% | 14.9% | 20.8% | 30.6% | 35.7% | 34.6%
debt) CEE 17.4% | 20.6%| 21.8% 23.8% 2430 24.5% nal
Import cover by international reserves Romania| 4.2 Aol e o o cl sl
P y CEE 5.0 4.9 4.4 4.2 4.2 4.1 na

conclusion.

Source: NBR, IMF.
This paper is assessing the sustainability of tAed€ficit in NMS countries, particularly on

Romania, using both a qualitative and a quantiagipproach to identify a structural component based
on fundamentals. The paper has the following gfinectin section 2 we used a structural analysis of
the trade balance in Romania based on the COMBINEIMENCLATURE (CN). In section 3 we
analyzed some external competitiveness issuesclina 4 we have a quantitative assessment of the
structural current account deficit based on panafa dusing 2 different approaches, i.e. the
macroeconomic balance approach and the intertetnpppmoach. The last section is dedicated to



2. A qualitative assessment of the current accouleficit in Romania

Compared with other countries from CEE region oftiBéStates, Romania has a relatively
high current account deficit, being higher tharcauntries like Czech Republic, Poland or Slovenia,
but lower than in Baltics and Bulgaria.

The capital account liberalization triggered likethe case of other developing countries strong
capital inflows which are fueling the current acebuleficit. Moreover, the catching up process
requests capital goods imports, not only financiapital, generating a commercial trade deficit.
Consequently, there is normal situation for a fitaors country, excepting countries with rich natura
resources (especially oil and other basic commexjitito experience current account deficits.

The external disequilibrium of Romania, as wellfas other countries among the NMS, is
generated mainly by the convergence process. AptHper reveals, Romania has a downward rigidity
of the CA deficit at the 10% of GDP level, a desedelow this level being possible only with a
slowdown in investment activity, which can affeog treal convergence process. Moreover, the current
account deficit in Romania is mainly structural dra a strong persistence (section 4). It reflants
increasing need for investments to sustain thehoajaup process and a low level of savings which is
biased to consumption and to a lower degree tongathigure 6). Moreover, the CA deficit is
generated mainly by the private sector, the pukdictor having a limited contribution (table 2). In
order to adjust the current account deficit, theneenic policies should be oriented mainly to
stimulate savings otherwise the deficit could ghtor a long period of time.

Figure 6 — Investment and saving rate and the CA dieit (% of GDP)
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Table 2 — Saving-investment balance in Romania

2003 | 2004 | 2005 | 2006 2007
Public saving rate 1.2 1.7 1.8 2.6 1.2
Public investment rate 3.4 2.8 2.6 3.2 3.6
Public sector deficit -2.2 -1.1 -0.8 -0.6 -2.4
Private saving rate 14.9] 13.7 11.9 135 14.4
Private investment rate 18.5 21.0 20.p 23.3 26.(
Private sector deficit -3.6 -7.3 -8.1 -9.8 -11.6
Current account deficit -5.8 -84 -8.9 -10.4 -14.0

Source: NBR, NIS
2.1 Trade balance

The main driver of the CA balance in Romania istthde balance (figure 7).
Figure 7 — The components of the CA deficit (% of GP)
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The trade balance deficit increased rapidly in ldet years, from 7.5% of GDP in 2003 to
14.5% of GDP in 2007, the pace of increase acdeigran 2004-2005. At the same time, the data
show that the share of imports in GDP (figure 8% waite stable in the last years, while exportsesha
in GDP decreased from 30% in 2003 to only 24.292007. At first sight, one could say that the
deterioration of the external trade balance wagedrmainly by the poor performance of exports. This
could be partially true, as there was a continutedine in the traditional export-oriented sectiors
Romania, but we need a more detailed analysis erirtiile balance as there were some important
structural changes.
Figure 8 — Share of exports and imports in GDP
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We can observe something very interesting fromsthecture of trade balance deffciThree

out of the 19 sections of the combined nomenclagx@ained the largest part of the foreign trade
deficit: V — Mineral products, VI — Chemical products, an®fl % Machinery and mechanical
appliances; electrical equipment; sound and imageorders and reproducerd.he foreign trade
deficit recorded by the three sections remainedsatranchanged between 2002 and 2007, accounting
for around 10% of GDP (figure 9). We think thatstimight be considered intuitively as a structural
component of the total foreign trade deficit.

Figure 9 — Trade balance on the main components tiie Combined Nomenclature

2 The current analysis is based on combined nomiemelatatistical classification, which includes detions. All shares
in GDP are computed using 12 months rolling data.
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The high share oKVI — Machinery and mechanical appliances; eleetriequipment; sound
and image recorders and reproducdesound 5% of GDP) in the trade balance defica iesult of
increasing investments activity in the economyeesdly as an effect of the high FDIs inflow in the
economy in the last years. This will create a snatde base for real convergence of the economy and
will enhance export capacity in the future.

Romanian economy relies too much on energy consamgEnergy intensity of the economy
is one of the highest in EU27, as gross inland womdion of energy divided by GDP is more than 5
times higher in Romania than the EU27 average aork rthan 6 times higher than the Euro area
average. From the total energy consumption, 45%norted, and fromMineral products(around
3.3% of GDP trade balance deficit, figure 9), 60%ttee oil consumption and 30% of the gas
consumption is from imports.

Chemical productare generating a trade balance deficit of arouB&éb2f GDP, out of which
pharmaceutical products accounted for around 508eo$ection’ deficit (1.1% of GDP).

The foreign trade deficit in the tree sections seémhave a very strong persistence, which
means that it would continue to put strong preseuarthe foreign trade deficit in the next period. &
result, we see important limits for a rapid deceeimsthe foreign trade deficit. Also, developmeaoits
the real exchange seem to have little impact omyin@mics of deficit for these three sections.

There were also another four sections of the coetbimmenclature where the foreign trade
deficit (as a % of GDP) remained roughly unchanigetiveen 2002 and 200l Live animals and
animal products; Il — Vegetable products; Ill — Aral or vegetable fats and oils; and IV —prepared
foodstuffs, beverages and tobagtigure 10). These four sections accounted fourawdated foreign
trade deficit of around 1.7% of GDP between 200@ 2007. However, the foreign trade deficit for
the vegetable products displayed large volatillty.this case, the deficit moved in line with the
imports (especially cereals and edible vegetalthes)increased following a bad agricultural yeae W
think that the contribution of these sectors toftireign trade deficit should decrease marginallyhie
next years. The Romanian agriculture would berfedih important funds from the European Union
that are likely to improve its productivity and lelp to enhance the value of the agricultural lad,
Romania has a huge agricultural potential.



Figure 10 — Trade balance for agricultural products(% of GDP)
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We turn now our attention to the sections that ghtuhe fastest deterioration in the foreign
trade deficit.

Transport meandad the highest contribution to the increase audrbalance deficit. The
highest contribution is coming by far from tiehicles, tractors and other ground vehictesnponent.
While the share of exports in GDP started to ineeesharply in 2004-2005, the imports increased
much faster, creating an increasing trade defidiich reached 3% of GDP in 2007 (figure 11). The
growth of imports accelerated at the beginning@ii2after the removal of custom duties with EU and
the reduction of custom duties with extra EU coestr Nevertheless, some big international car
producers announced recently that they will sgpngaluction capacities in Romania. As a result, most
likely the trade deficit for transport means wouldcrease substantially in the coming years and
eventually the deficit could switch to a surplughe foreseeable future.

Figure 11 — Trade balance for Transport means (% oGDP)
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Another factor that explains the large increasthenforeign trade deficit is the decline in the
sectors of textiles and clothing articleXl (— Textiles; XII — Footwear accessofjeslhere are
traditional industrial branches and they accouribed large share in total domestic industrial ottp
and in Romania’s exports until 2004. The lohn agtjwith a very low value added and low margins,
used to play a very important role in the caseheké sectors (in fact Romania exported only the
domestic cheap labor force). The decline of thestoss accelerated rapidly at the end of 2004 when
the international trade with textiles was liberatizior the Chinese exports. The foreign trade lzalan
showed a surplus of around 3% of GDP at the erD6# in the case of these two sections, but the



surplus is now only at 0.9% of GDP (figure 12). \WWen't exclude a further deterioration in this
component of the foreign trade balance, especaillgn the recent increases in labor costs, which
could lead to new relocation activity of producergheaper labor force countries.

Figure 12 — Trade balance for Textiles and Footwea®o of GDP)

12.0% .
? Trade balance for textiles and footwear

- - = Imports
Exports

10.0%

8.0% -

........

------------

6.0% e,
4.0%

2.0% -

0.0%
Dec- Jun- Dec- Jun- Dec- Jun- Dec- Jun- Dec- Jun- Dec-
02 03 03 04 04 05 05 06 06 07 07

Source: NIS, author’s calculation
A decline in the foreign trade surplus was alswréed in the case of the secti¥V - Base

metals and articles of base met&loreign trade section within this section reglliie a surplus of
around 1% of GDP until the end of 2005, but cutketiie section record a foreign trade deficit of
around 0.5% of GDP (figure 13). The explanationldobe related to the construction boom in
Romania since 2005-2006 and to the low efficiertye(to the huge energy intensity) of this sector. |
fact, the exports’ share in the GDP is now at tmeslevel as in 2002, while share of imports is now
close to 5% of GDP (up from 3% at the end of 2002).

Figure 13 — Trade balance for Base metals (% of GDP
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There are another two sections with important tiaalance deterioratioW/ood products and
Furniture has decreased their cumulated surplus from 2%D0® @ 2003-2004 to 0.6% of GDP in
2007 (figure 14). This trend was due mainly to deereasing exports (as % of GDP) from above 3%
of GDP in 2003-2004 to less than 2% of GDP in 200&inly as a result of the appreciating currency
starting end of 2004.

Figure 14 — Trade balance for Wood products and Furiture (% of GDP)
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2.2 Income balance and current transfers
As we stated above, the main driver for the CAdaiefin Romania is the development in trade

balance. The second component of the CA, the induelence, had also a negative contribution. We
could expect the income balance to increase itathegcontribution in the coming years, as we can
anticipate that the repatriated profits and divatketo be paid for FDIs to increase (due to the high
stock of FDIs and given the experience from otlwemdries from the CEE, figure 15, Czech Republic
experiencing a CA deficit despite of a trade batesurplus).

Figure 15 — The components of the CA in CEE countes (2007, % of GDP)

@ Trade balance OIncomes -
B Current transfers = Current acoount

Bulgaria I

L
Ll
O

Czech
Hungary

Polonia
Romania
Slovakia
Slovenia

L
o
=
=%
o)
o

Source: IMF. Note: CEE: Bulgaria, Croatia, Czeclpi#ic, Estonia, Hungary, Lithuania, Latvia, Macaidg Poland,
Romania, Slovakia, Slovenia

The last component of the CA, current transferdleceng mainly remittances from
Romanians working abroad and current transfers Blilhoudget, is positive. The net current transfers
had a surplus of 4.2% of GDP in 2008 Q1, accounfitng30% of the CA deficit. Nevertheless, the
positive contribution stemming from this componel®creased in the last years, the remittances
growth decelerating. Moreover, the EU budget cbation of Romania (around 1% of GDP in the
next years) and the fact that the main part of &t for Romania would be accounted on the capital
account would lead to a decrease in the positimériboution of current transfers.

4. The quantitative assessment of the CA deficit
4.1 Macroeconomic balance approach
In this approach (Isard and others, 2001 and IMI®62, 2008, Debelle and Farugee, 1996),

the CA balance development is explained by thengawivestment balance from the economy, so the
CA balance is explained by factors which are aiifgcthe saving and investment



4.1.1 The data

Based on the empirical literature, the followingdamentals for the equilibrium CA deficit (as

% of GDP) were selected:

> Fiscal balance (Def). A higher fiscal balance would lead to an increaséhe saving in the
absence of a full Ricardian equivalence. The exgoksign is positive, a higher budget deficit
leading to a higher CA deficit. In countries wittmare developed financial system and less liquidity
constraints in the private sector, the impact efftecal balance on CA balance could be lower. The
variable is expressed as percentage of GDP.

» Demographics (pop anddep). A higher share of inactive population could leaca reduction in
savings and CA balance deterioration. We used tteonative measures for dependency ratio: the
share of population above 65 years old on total@giopulation (15-65 years old) and the rate of
growth of the population (as a proxy for the youage dependency, i.e. the ratio of population
between 0-15 years old and to the active populpntibne expected sign is negative, an increase in
the dependency ratio leading to a decrease ingaaie and consequently to deterioration in the CA
balance.

> Net external assets (NFAM). The level of net external debt (net internatianakestment position)
of a country could affect the CA in 2 opposite difens. On one hand, the countries with a higher
level of NFA can afford to run higher CA deficitgtiaout affecting their solvency. On the other
hand, a higher NFA means higher income inflows fadmoad. The empirical studies favor the later
effect to be more pronounced. The variable is nreasas % of GDP from the beginning of the
period and the data source is Lane and Milesi-Ee(&2906) and IMF.

> Qil trade balance (Fuel). A high price for oil will lead to an improvement irade balance for oil
exporting countries and will lead to deteriorationoil importing countries, caeteris paribus. The
variable is the oil trade balance expressed as &#. The expected sign is positive.

» Relative income (Reli). The poorer countries should import capital, batancial and physical in
order to sustain development. The variable is @se@GDP per capita at PPP as percentage of GDP
per capita in US. In the developing process thentas should experience current account deficits.
As soon a certain level of development will be hest; the CA should switch to a surplus in order to
sustain the payments for the accumulated extewtal @hd will export capital to the less developed
countries (see also Aristovnik, 2008).

» Economic growth (growth). At the same level of development, the countriesh viigher GDP
growth should experience higher CA deficit if thewth is based on foreign investments (Obstfeld
and Rogoff, 1996). The variable is used as growtheal GDP per capita. The expected sign is
negative.

» Foreign direct investments (FDI). Higher FDIs would lead to an increase in the CAiaite
through higher imports (Herrmann and Jochem, 2001%g.variable used is FDIs as % of GDP.

» Remittances (Rem). For some developing countries, the remittances tloeir workers abroad are
an important source for disposable income which lsarsaved or spent. The variable used is a
dummy variable with a value of 1 if remittances higher than and arbitrary level of 5% of GDP
and 0 otherwise.

» Economic crises. When economic crises occur, usually there is apshdjustment in the CA
deficit due to a contraction in economic activitydéor a reduction in external financing. We used
two dummy variables for Asian crisiBCR_DUMMY (for China, Hong Kong, India, Korea,
Malaysia, Philippines, Singapore, Taiwan and Thmailtor 1997-2004 period) and for banking crises
episodes from different countriecBCR_DUMMY (the source of data is Demirguc-Kunt and
Detragiache, 2005, and Gruber and Kamin, 2007).

The estimations were performed with panel data. déwa source is IMF, World Bank and

United Nations. The period covered is 1980-200Th whnual data. We performed the estimations for

two samples: the first one, a larger one whichudek 118 developed and developing countries (a

10



larger sample than in Rahman, 2008); and the seocoedwhich include a smaller sample of 56
countries (21 developed countries and 35 developoomtries excluding Africa).

4.1.2 Estimation results
The results are presented in table 4. The signsdige with the expectations, confirming the

economic theory. The coefficients are in the mairt ptatistically significant at 1% confidence leve

Table 3 — The results of estimations for the equidrium current account

MB1 MB2 MB3 MB4 MB5
Pooled Fixed effects | Fixed effects | Fixed effects | Fixed effects
Dependent Variable: CA ? CA ? CA ? CA ? CA ?
Sample: 1980-2007 1980-2007 1980-2007 1980-2007 1980-2007
Cross-sections included: 118 118 118 56 56
Total pool observations: 1867 1867 1867 1224 1224
DEF ? 0.243* 0.1574 0.163f 0.232* 0.231*
POP_? -0.259? -0.317¢ -0.316* -1.548* -1.486*
DEP_? -0.093%
FDI_? -0.008 -0.066 -0.068f -0.018 -0.014
REM_? 0.125 0.324 0.379
RELI_? 0.023* -0.358% -0.2387 -0.049** -0.343*
RELI_?72 0.001** 0.0021
NFAM ? 0.053* 0.038* 0.0371 0.050F 0.047*
FUEL_? 0.200* 0.326% 0.3267 0.564* 0.511*
GROWTH_? -0.131% -0.162¢ -0.136f
ACR_DUMMY_? 4.062* 5.987** 5.845% 5.2931 5.562F
BCR_DUMMY_? 1.225* 0.600% 0.628*4
R-squared 0.403 0.635 0.635 0.64 0.647
CA echilibru Romania 2007 -4.38 -8.43 -8.07 -8.58 -9.15

Note: * Statistically significant at 1% confidenlesel. ** Statistically significant at 5% confideadevel.

The size of coefficients is similar with those abé&al in other similar studies (Rahman, 2008,

Chinn and Ito, 2005, 2007, CGER - IMF, 2006, Abgaudl al, 2007).

Here are some comments regarding the estimateticieets:

» The fiscal balance coefficient shows that an irgeda the fiscal balance deficit with 1 pp of GDP,
the current account deficit will increase with 0/¥%-0.243% of GDP. The results are consistent
with other empirical studies which have a coefitibetween 0.15-0.4.

» A higher dependency ratio will lead to deterioratio CA balance. A 1% growth of population
will deteriorate de CA balance with 0.26-1.55% @®5 depending on the model.

» The FDIs coefficient is statistically significant 2% confidence level only for the models MB2
and MB3. Moreover, the size of the coefficientnisadl, 1 pp increase in FDIs share in GDP will
lead to an increase of the CA deficit of 0.008%66%. This could be explained by a
heterogeneous effect of FDIs on CA in the countri@s the sample, reducing the total impact.

» The coefficient for NFA implies that when the netdign assets are increasing with 10% of GDP,
the current account balance will improve with 0.30%3% of GDP, being in line with the
empirical literature (Lane and Milesi-Ferretti, 20@hinn and Prasad, 2003, IMF, 2008).

» The coefficient of oil trade balance shows that mvhieere is an increase of oil balance of 1% of
GDP there will be an increase of the CA balanc6.2f0.56% of GDP. The higher coefficient for
fixed effects models shows that there is a negatomeelation between the oil balance and the
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fixed factor. The oil exporting countries spendaat wf the incomes importing some other goods,
leading to a lower surplus in the CA.

» The coefficient for relative income is debatabler¥rom theoretical point of view. In the model
MB1, if a country will have a higher GDP per capidative to US, it will experience a higher CA
balance. In the models MB3 and MB4, an increaseelative income will deteriorate the CA
balance. The relationship is more complex, beingeeted to have a threshold for the relative
income when the impact will change. In order totaepthis effect, we introduced also the relative
income squared in regression.

» The coefficient of economic growth show that wheDFGper capita increase with 1%, the CA
balance will deteriorate with 0.13-0.16% of GDP.

» The Asian crises and banking crises lead to a singppovement in the CA balance of 4-6% of
GDP respectively 0.6-1.2% of GDP, confirming th@uatinent effect of the crises.

In Romania’s case the results show an equilibrivdindéficit between 4.4% and 9.2% of GDP
in 2007, depending on the model which is consideiedertheless, the fixed effects models are more
appropriate, meaning that we can say that the ibguiin CA deficit was between 8.1-9.2% of GDP,
depending on the model. The results are similah whbse obtained by Rahman (2008). Also, the
results suggest that starting with 2004 the effecCA deficit was higher than the equilibrium level
based on fundamentals (figure 18).

Figure 16 — The effective and the equilibrium CA dcit (% of GDP)
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4.2 The intertemporal approach and the persistencef the CA deficit

The intertemporal approach of the CA deficit wagialty proposed by Sachs (1981) and
extended by Obstfeld and Rogoff (1995, 1996). Hpiproach is based on the saving and investment
of a representative agent which is smoothing compsimm over time borrowing and lending from/to
abroad. A country will experience a CA deficit @ntporary will have a high investment rate or a
lower saving rate. This approach is appropriateidercountries which are in the convergence process
which are experiencing high rates of investmentciare fuelling the CA deficit.

The model used is similar with Bussiere, Frazsaret Muller (ECB, 2004) and Zanghieri
(2004). Their model introduces the empirical obagon of the persistence of the CA deficit and the
absence of a full Ricardian equivalence.

4.2.1 The model
The theoretical model is based on the permanemmectheory, the temporary shocks to

income being offset by temporary variations in aggite savings and current account (Obstfeld and
Rogoff, 1995, 1996).
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The economy is a small open economy, with a cohgtéernational interest rate. We assume
that the economy is populated by a continuum oividdals normalized to one. Bussiere, Frazscher,
and Muller (ECB, 2004) introduced the possible regeneity of the population.

The representative agent is maximizing his utflityction on his lifetime:

> pE L., ) @

wherep is the discount factor, @)i<1, Eis the expectations operator conditional on thermftion set
at time t, and C is private consumption.

The budget constraint is:

Y -GDP;
C,+1,+G +B,, =Y, +({1+1)B (2) :3 - net f;nanctlal assets;
—investments;

Biu =B =Y +1B -C -1, -G G _Government consumption;
CA — current account balance.

Applying the expectations operator on relation (2§, can obtain the following intertemporal
constraint:

-@+nB =Z(ﬁj€ (Vi) = Cooy = 1o —Gt+,»)+ym[ij E (- Br.y) ()

i= o\ 1+
j=0
Iterating and imposing a "no-Ponzi game" conditiores:

Iim(if E.(-Br..)=0 (5).

T-o\1+r
From equation (4) we obtain:

-0 =3[ e b - -6 =3 1 EfE) ©)

i=0 j=0

According with (6), the external debt stock shoogdequal with the present value of the future
trade balance surpluses.

We can derive the optimal consumption maximizingatren (1) and under the budget
constraint (2). We obtain:

E(c.,)=@+r)BEU(C,.)) i =01

For j=0:

u(c,)=Q+r)EU(C.) @

The standard intertemporal model is also modifigdBhssiere, Frazscher and Muller (ECB,
2004) by introducing two types of agents. In thstficategory are the agents which have liquidity
constraints and they spend their entire disposableme each period and the second category which
have an optimal behavior with respect to the ietagoral allocation of consumption. The second
category of agents have alsabit formation persistencéje intra-period utility depends not on actual
consumption as such, but on the degree by whiakabhcbnsumption exceeds some fractjoof last

period’s aggregate consumption.

For deriving the optimal level of the current acebdeficit, we use the assumption that a
permanent change in the current account is matenglonly in the presence of teabit formation
with a gradual impact in time on the current ac¢otihe structural level of the current accounthis t
level without cyclical influence and can be consadeto be normal from intertemporal point of view
and with some degree of persistence.

According with Obstfeld and Rogoff (1995, 1996) wefine the current account as the
increase in residents’ claims on foreign inco@&:= B,,, — B, . In terms of national accounts these net
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savings of the open economy correspond to the umetancome (returns on net foreign assets) rB
and net output N@Y-1i-G; minus aggregate consumption:

CA =1B, +NO, ~C, (8)
We can derive the following dynamic model of cutraccount determination:

A G _ y@-4) - Y eNA
CA = ([A-A)ICA +A(T, +1B, Gt)+—1+r ANG, +(1-A)1 1+r)(NOt E.NO) (9)

where:

CA — current account;
T — budget revenues;
B:°~ budget net assets;
G budget expenses;

NO —net outputNO=Y-I-G;
E NQ - the expected value of permanent level of nepuaiit
A the share of non Ricardian agents amslthehabit persistence.

We can observe that if andy are zero, equation (9) becom&A = NQ, - E,NO, which

reflects that if the Ricardian equivalence is vadiad there is no habit persistence, the Ca deficit
reflects only net output deviations from its perewinvalue. IfA andy are different from zero, the
CA deficit depends on: its previous value, the disdeficit, first difference of net output and the
deviation of net output from its permanent value.

4.2.2 Data and results

As we already mentioned, we used in the estimatibesnethodology proposed by Bussiere,
Frazscher and Muller (ECB, 2004). They used paatd ébr OECD countries plus the New Member
States (from the 2004 and 2007 accession waveshéoperiod 1980-2002. In this paper we used a
larger sample (138 countries) for the period 198072(1995-2007 for developing countries). The
OECD countries are used as a benchmark. The marnestor data was IMF and World Bank.

According with the theoretical model, the variablesgd to explain the dynamics in the CA
deficit (as % of GDP) are:

» The previous value of the CA(CA(-1)) — the expected sign is positive;

» Fiscal balance as % of GDRDef) - the expected sign is positive;

> Relative income(YPPPC) derived as 100*In(countgy OECD average) for OECD countries and
In(country; / average for the entire sampléor the other countries, the primary variablengei
GDP per capitain USD at PPP. The difference between the two nusthof calculation is
explained by the convergence process. The expeigedis positive, a GDP per capita below
average being associated with a CA deficit.

» Investment rate (INVC): country—OECD averaggefor the entire sample. The primary variable is
gross capital formation as % of GDP. The expeciga is negative, an investment rate above its
permanent value being associated leading to aitefithe CA.

> Public spending rate GOVEC): country—OECD averagefor the entire sample. The primary
variable is the budget expenditure as % of GDP. &kgected sign is negative, a spending rate
above its permanent value being associated leadiagleficit of the CA.

» ANet output as % of GDP (Dno) calculated as A(GDP - Investment — Government
consumption)/GDP. The expected sign is positive.

» Real effective exchange rateREER) calculated asIn(REER country/average country The
primary variable is REER (based on CPI), beingohiced only in the alternative specification.
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The expected sign is negative, an exchange rateeabend (increase=appreciation) being
associated with a CA deficit.

Table 5 presents the CA deficit, the budget defitie investment rate and the Government
expenditure rate in the New Member States plus udnd Croatia, but also for OECD countries.
Beside Slovenia, which experienced low CA defittie other CEEC12+2 experienced high deficits,
the average being -5.9% of GDP in comparison wghralus of 0.2% din GDP in OECD countries.

Table 4 — The indicators used for the period 1995e®7

Current account (% of e GDP per Investment Gove(nment
GDP) balance (% | capita (USD (% of GDP) expenditure (%
of GDP) at PPP) of GDP)
Average| Max Min Average Average Average Average
Bulgaria -6.9 4.1 -21.4 1.0 7,624 19.2 38.7
Cyprus -3.8 3.0 -7.1 -3.2 19,093 18.5 40.2
Czech Republic -4.1 -1.6 -6,3 -2\2 17,318 2p.8 40.7
Estonia -10.2 -5.2 -16.0 09 12,899 29.6 3b.8
Crogia -7.2 -2.9 -14.1 -4.5 11,109 261 49.9
Hungary -6.9 -4.§ -84 -5.2 14,192 22.6 50.7
Lithuania -8.5 -4.7) -13.( 2.7 11,015 22.3 34.9
Latvia -11.2 -4.7) -23.3 -1.1 10,245 25.9 36.5
Malta -5.6 25 -12.3 -6.0 19,111 20.9 48.8
Poland -3.7 -1.6 -7.4 -2.9 11,674 20.9 21.9
Romania -6.9 -3.3 -13.9 -2.9 7,745 215 38.1
Slovakia -6.7 -0.9 -9.1 -5.b 13,370 28.0 47.6
Slovenia -1.7 1.1 -4.8 -1.0 19,527 25.3 45.9
Turkey -3.0 2.3 -8.1 -6.0 6,585 20,0 26.3
CEEC_12+2 -5.9 4.1 -23.8 -2]8 12,297 28.3 39.4
OECD 0.2] 17.2 -15.3 -1.8 22,277 21.3 44.9

The estimated model is the following dynamic model:
Yi =Y, T BX; +Uu, (10) wherei =1..N andt =1...T are the country, respectively the time.

The dependent variable y is the CA deficit as &bBiP. The model is dynamic due to the presence of
the previous value of dependent variable. The exgitay variables X are the change in net outpeat, th
fiscal balance, relative income, the relative irtweent ratio and the relative ratio of public expéune.

The estimations were performed with 3 differentremuoetric methodologies in order to avoid
some econometric problems and to obtain consisedt unbiased estimators. The Least square
dummy variable (LSDV) could lead to biased estimattue to the correlation between the errors and
the previous value of the dependent variable whemse limited samples (the ,Nickell bias”, Nickell,
1981). In this paper we used a higher sample, nmigier than the one used by Bussiere, Frazscher
and Muller (ECB, 2004).

Alternatively, we used 2 methods which can dimintble disadvantages from the LSDV
method. The first one is the two-stage least squarenstrumental variables (IV) or Anderson-Hsiao
estimator (1982). The second one is based on GQeslaMoments Variable (GMM) and was
developed by Arellano and Bond (1989).

The estimation results are presented for the bwseapecification in table 6. We should
observe that despite that in the case of some atimthe differences are high, for long term retet
the differences are much lower, excepting IV. Ak testimators are statistically significant andehav
the expected sign, excepting the coefficient fecdi balance in the case of IV which is low and not
statistically significant. Also, &is high for all estimations.

Table 5 — The dynamic model, baseline specification
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LSDV \Y GMM

Coeficient t-stat Coeficient t-stat | Coeficient t-stat
CA(-1) 0.45 29.43 0.46| 11.68 0.39 992.56
DEF 0.30 11.18 0.02 0.30 0.39 839.99
DNO 0.03 5.88 0.18 4.27 0.08 471.55
YPPPC 0.02 2.51 0.02 2.39 0.001 81.93
INVC -0.42 -19.50 -0.18| -3.77 -0.56| -556.98
GOVEC -0.03 -1.41 -0.14| -3.35 -0.05| -148.21
R? 0.71 0.64

The coefficient of the previous value of the CAarmound 0.4, being in line with the existing
literature (Chinn and Prasad, 2003, Bussiere, Ereezsand Muller, 2004, Copaciu and Racaru, 2006).
Between 37-46% from the previous value of the Ceftected in the current CA, showing a certain
degree of persistence and the current account doesgully respond to changes in fundamentals
instantaneously.

From the increase in fiscal deficit around 30%eiflected in an increase in the current account
deficit. Moreover, the long term impact is highésble 8). This confirms the absence of the full
Ricardian equivalence. The increase in net ougpabnsumed in the main part, only a small partdein
reflected in higher savings and consequently inctiveent account.

The coefficient of relative income shows that a papita income below the average will be
associated with a current account deficit. A pgriteaincome of 10% below the average lowers the
current account by around 0.2 % of GDP (the longetiect will be more than twice as much). The
poorer countries can be assumed to grow more safiidh the average and are thus borrowing based
on expected future income.

An investment and a public spending ratio 1% abibvr "permanent” (average) levels are
expected to induce an current account deficit highith 0.18-0,42% of GDP, respectively 0,03-
0.14% of GDP.

In the next step we introduced also the Real HffedExchange Rate as explanatory variable,
obtaining an alternative estimation. The influemédeREER is low, an overvalued REER with 10%
lead to a higher CA deficit but only with 0.2-0.38% GDP (table 7). The long term effect is higher
(table 8).

Table 6 — The dynamic model, alternative specificain

LSDV1 GMM1

Coeficient | t-stat Coeficient | t-stat
CA(-1) 0.43 25.89 0.30| 11.96
DEF 0.27 10.05 0.29| 8.23
DNO 0.04 7.36 0.05| 4.50
YPPPC 0.02 2.73 0.03| 1.20
INVC -0.45| -19.59 -0.40| -8.75
GOVEC -0.06 -2.66 -0.12| -2.96
REERC -0.03 -6.88 -0.02| -2.50
R? 0.73

We calculated also the long term relationship @&a&)| deriving the structural deficits, meaning
the deficits which can be considered to be “nornfatim intertemporal point of view and when
cyclical factors disappear. We used the methodolofjyisard et al (2001). So, the long term

coefficients were calculatedag—. The change in net output was ignored.
-a

Table 7 — The long term coefficients and the struatal CA deficit in Romania in 2007
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LSDV TSLS GMM LSDV1 GMM1
DEF 0.545 0.046 0.63% 0.480 0.604
YPPPC 0.028 0.042 0.002 0.032 0.087
INVC -0.767 -0.324 -0.92% -0.78]1 -0.866
GOVEC -0.057 -0.259 -0.088 -0.107 -0.223
REERC -0.053 -0.036
Structural CA deficit in Romania in 2007 -10.7 -10.9 -6.3 -10.3 -7.8

Based on the estimated long term relationships amesay that the structural current account
deficit in 2007 was between 6.3-10.9% of GDP, ddpanon the model taken into consideration. The
structural level was lower than the effective lewsaning that there was an excessive CA deficit,
which is in line also with the findings from theeprous sections of the paper. Moreover, since 2004
the deficit can be considered to be excessivergid9).

We derived also the structural current accountcttefior the other CEE countries as well for
Baltic States in 2007 (table 9). According with astimations, Romania, Bulgaria and the Baltic
States experienced excessive deficits, at the samee the other countries had CA deficits very elos
to the equilibrium levels.

Table 8 — Structural and effective current accounteficit in 2007

Structural CA deficit in 2007 (based on
Effective CA deficit in 2007 LSDV1)
Bulgaria -21.37 -16.31
Czech Republic -2.50 -2.31
Estonia -15.99 -10.31
Hungary -5.60 -6.76
Lithuania -13.01 -11.09
Latvia -23.34 -15.21
Poland -3.68 -3.53
Romania -13.93 -10.30
Slovakia -5.33 -4.99
Slovenia -4.82 -3.42

Figure 17 — Development in the effective and struatal CA deficit
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The contributions of the explanatory variables @ohen models LSDV1 and GMM1) on the
structural CA deficit in Romania in 2007 were tb#dwing (table 11):
» A fiscal deficit of 2.3% of GDP led to a CA defiaf -1.1% respectively -1.4% of GDP;
> A relative income below the sample average 200& @GIDP per capita USD at PPP was 11419
dollars, compared with the sample average 14108rdpled to a CA deficit of -0.7% respectively
-1.8% of GDP;
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» An investment rate much above the OECD averagedexd CA deficit of -4.76% respectively -
5.27% of GDP;

» An spending rate below the OECD average (the “peemd value) led to a reduction of CA
deficit of 0.97% respectively 2.04% of GDP;

» The real effective exchange rate overvalued contpaith the average led to a deficit of 1.98%
respectively 1.34% of GDP.

Table 9 — The contributions of explanatory variabls to the structural CA deficit in Romania in

2007
Contribution to the Contribution to the
Value structural CA deficit based structural CA deficit based
on LSDV1 model on GMM1 model

Fiscal balance -2.30 -1.10 -1.39
Relative income -21.1% -0.69 -1.83
Relative investment 6.0p -4.76 -5.27
Relative government expenditure -9.13 0.97 2.04
Relative real effective exchange rate 3759 -1.98 1.34
Fixed effect -2.75
Structural CA deficit -10.30 -7.80

5. Conclusion

The present paper assessed the sustainabilityeafutrent account deficit for CEE countries,
particularly for Romania, using a qualitative andj@antitative analysis. The paper estimated the
structural CA deficit based on fundamentals. In flist part of the paper, using a qualitative
assessment, we emphasized the structure of the beddnce deficit and his main drivers based on the
Combined Nomenclature. Three out of the 19 sectairthe combined nomenclature explained the
largest part of the foreign trade deficit: — Mineral products, VI — Chemical products, andl X
Machinery and mechanical appliances; electrical ipguent; sound and image recorders and
reproducers.The foreign trade deficit recorded by the threetisas remained almost unchanged
between 2002 and 2007, accounting for around 10®RP. We think that this might be considered
as a structural component of the total foreignerddficit. The foreign trade deficit in the treetsens
seems to have a very strong persistence, which srteanit would continue to put strong pressure on
the foreign trade deficit in the next period. Aseault, we see important limits for a rapid deceeias
the foreign trade deficit. Also, developments of tieal exchange seem to have little impact on the
dynamics of deficit for these three sections.

We discussed also in the paper some competitiveissses related to exports. Romania
experienced an increase in its market share indaexports in the last years, which means that the
deterioration of the trade balance is not drivealdgss in competitiveness. However, the perforraanc
of Romania is weaker than in the case of other wmsfrom the region as the market share of
Romania in CEE countries exports decreased inastepleriod. The structure of exports improved in
the last couple of years in favor of higher teclogglproducts with higher value added.

In the second part of the paper we performed atgative analysis using two models used in
the literature in order to calculate the level afrent account deficit based on fundamentals or the
structural current account deficit. In the Romasigase, the results obtained using the macroecanomi
balance approach showed that based on panel dateaisn the equilibrium CA deficit in 2007 was
8.1-9.2% of GDP, depending on the model used. lalgarnative approach, using the intertemporal
version of the CA, the results showed also that@#ein Romania became an excessive one, the
structural current account for 2007 being betwe&%6and 10.9% of GDP, depending on the model
used and the econometric procedure.
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Regardless the approach used in this paper thésgesnphasized an excessive CA deficit in
Romania in the last years. The relatively low ineoper capita and the high rate of investment ae th
main drivers of the structural current accountagfbeing perfectly rational to have a CA deficit a
transition country like Romania. Nevertheless, @¥ deficit became excessive in some transition
countries from Europe, including Romania.

Based on our results, we can say that the mairedaf/the CA deficit in Romania as well as
for other transition countries is the convergencecess. The qualitative and quantitative analysis
performed in this paper showed that there is a aawa rigidity in the CA deficit of Romania at 10%
of GDP, a decrease below this level being possihlg with a slowdown in the investment activity,
with a high cost in terms of real convergence. High CA deficit in Romania is structural and
persistent at his origin, as it reflects an incieg@seed for investments, both in private and publi
sector, in order to sustain the catching-up protesards the EU development level, and a low level
of income biased towards a consumption behavioriara less extent towards savings. In order to
adjust the current account deficit, the public @ek should be oriented towards stimulating savings
otherwise the current account deficit would be hagld possible increasing for a longer period oktim
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