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Abstract. In this paper we investigate if the fiscal policies changes in Romania can produce
non-Keynesian effects. Our approach uses Rzonca and Cizkowicz model to investigate the
effect of fiscal impulse on the economic growth rate, on the privat investments rate, and on the
private consumption rate. We also compute time-varying coefficients for the Johansson and
Johnson consumption function as a state vector of a space state dynamic system, by applying
the Kalman filter algorithm.

The consumption function with time—varying coefficients is used to study the effects of fiscal
policies on the consumption.
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1. Introduction

Unlike the traditional Keynesian view, some studies indicate that contractionary economic
policy can stimulate short —term economic action.

Most fiscal episodes over the last decades have contributed to the development of theoretical
and empirical literature on so-called “non-Keynesian effects of fiscal policies”.

The first that considered the possibility of non —Keynesian effects were Giavazzi and Pagano
(1990) who studied fiscal consolidations in Denmark (1983-1986) and Ireland
(1987-1989) and proved the expansionary effects of this policy.
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Perotti (1996) and Alesina and Perotti (1997) considered that fiscal adjustment can generate
non-Keynesian effects, reducing public spending and increasing taxes.

Feldstein (1982) and Drazen (1990) argued that reducing government spending may have an
expansionist effect as it indicates a future reduction in taxes and rising expectations on disposal
income.

McDermott and Wescott (1996) discussed the possibility of wealth effect generated by fiscal
consolidation that can reduce the interest rate. The reduction of interest rate contributes to the
increase of the market value of the portfolios held by population and generates corresponding
wealth effect of increasing aggregate demand.

Blanchard (1990), Sutherland (1997) and Perotti (1999) proved if the public debt/GDP ratio is
high then, a negative shock to public expenditures stimulates consumption and production.
Sutherland (1995) demonstrated that with a high debt/GDP ratio, a reduction in taxes can
paradoxically lead to the decrease in private consumption. This effect is due to the population
expectations that the accrued interests to debt will require the increase of future taxes in order
to pay them.

Canale et al (2007) argued that a synchronous and opposite monetary policy as the intervention
reaction of the central bank to fiscal consolidation could generate non-Keynesian effects.
Therefore, it is necessary to correlate the fiscal and monetary policy.

In contrast, Hemming (2002) and Adagna (2004) pointed out that alternative monetary policies
have a relative small effect on the size of short-term fiscal multipliers and thus could not
influence expansionary fiscal contractions.

Maria Neicheva (2007) found that the size of the fiscal impulse is the most important factor in
the study of non-Keynesian effects.

Tagkalakis (2013) provided evidences of non-Keynesian effects in Greece. He observed that
non-Keynesian effects are higher in the case of public spending cuts than in the case of increase
taxes.

Alfonso and Silva Leal (2019) estimated the elasticities of private consumption with respect to
fiscal instruments for 19 euro area countries during the period 1960-2017. They concluded that
an increase in taxes is currently perceived by the population as a future increase in government
spending, generating non-Keynesian effects.

The aim of our paper is to check out the channels for non-Keynesian effects of discretionary
fiscal policies using statistical data of Romania. In order to complete our study, we extend some
of the results of Rzonca and Cizkowicz (2005) both for investments and consumption models.
We also compute the Kalman filter variable coefficients for the consumption function
introduced by Johansson and Johnson (2003).

2. The channels of non-Keynesian effects and the fiscal impulse computation

Manny theoretical studies concern the channels that could generate non-Keynesian effects in
an economy. The most commonly cited transmission channels of the non-Keynesian effects
are the consumption and the investment channels.

The consumption channel main hypothesis is that the fiscal consolidation effect could generate
the raise of the personal consumption. This consequence may be due to the expectations, to
the wealth effect and also to a substitution effect (Da Costa and Carvalho, 2009). The
expectations effect is generated by the fact that the fiscal consolidation will reduce the
uncertainty on the future taxes which, as a consequence, will reduce the precautionary savings
and therefore will rise the consumption (Feldstein,1982).The wealth effect appears due to the
reducing of the interest rate following the fiscal contraction. The transmission mechanism is
the rise of market value of bonds which increases the consumption. The substitution effect
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refers to the substitutions between the public consumption which is diminished as a result of
fiscal consolidation and the private consumption (Giavazzi and Pagano, 1990).

The investment channel is based on the assumption that fiscal consolidation generally results
in the increasing of the private investments that "is too robust to be attributed to the crowding-
in effect only"” (Alesina et al., 1998).

This channel has two major sources: the credibility/interest rate effect described by Ardagna
(1998) and the labor market effect introduced by Blanchard and Perotti (1999) and (2002).
The economic mechanism of the credibility/interest rate effect is simple. During the fiscal
consolidations, the interest rate decreases due to the reduction of the government borrowing,
and generates the increase of the private investment.

The labor/market effect consists in a different mechanism. The reduction of the government
expenditures generates the reductions of the wage claims which stimulate the employment,
investments and economic growth.

Another interesting problem in the research field of non-Keynesian effects consists in defining
and to computing indicators that could measure better the fiscal policy.

There are different and sometimes controversial views in this field. For example, Renee and
Janssen (2002) and Wells (1995) proposed the structural fiscal balance as a measure of fiscal
policy or also the shifts of IS-LM model.

In some other papers as Blanchard (1993), Blanchard and Perotti (1999) and Blanchard (2000)
it is accredited the idea that a simple measure of fiscal policy effects is not able to reflect the
second-order effects. It is suggested a macroeconomic global model or a structural vector auto
regression model (SVAR) to measure these effects.

Most researchers in the field use as a measure the fiscal balance defined as the difference
between the government’s current operating revenues and the current operating expenses.
Blanchard (1993) introduced an indicator of discretionary fiscal policy known as the Blanchard
Fiscal Impulse (BFI). The (BFI) is defined as the ratio of the primary surplus that could be
obtained with the unemployment at the level of previous year to the current GDP, minus the
ratio of the value of the primary surplus in the previous year to the GDP in the previous year.
The most usual methods for fiscal impulse as resumed by Alesina, Perotti (1995) are the
following:

- The primary balance: FI=(9 ~t) = (91 ~t) ;

- The BFI D Fl= (gt (utfl) _tt) - (gt—l _ttfl) ;
- The OECD measure D Fl=(G,-T,)- (G ,A+9)-T A+ yIN/Y, ,;
- The IMF measure D Fl=(G,-T,)- (G, @+ 9,)-T, @+ yIN/Y, .

where G, is the total current expenditures plus gross capital accumulation, less interest
payments; T, is the total revenue; g, and t, are the same variables but as shares in GDP; Y, is
the nominal GDP; v, is the growth rate of nominal GDP; ¥, is the growth rate of nominal
potential GDP; G, is the value of G, in the base year, T, represents the revenues in the base
year and u, is the actual unemployment rate.

3. The investment channel modelling

Andrzej Rzonca and Piotr Cizkowicz (2005) studied the investments channel of fiscal policies
effects and proposed a model that reflects the effect of fiscal impulse on the growth rate of the
investments and of the economic growth.
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The effect of fiscal impulse on the economic growth rate is given by the equation:

2 2 2
gdp, = p+6,9dp, , + Zﬂkimpt—kﬂ + Z@ reer_, + Zymcst—mﬂ + & (1)
k=1 1=1

m=1
where gdp, is the GDP growth rate; imp is the primary deficit fiscal impulse; reer is the real

interest rate; cs is the real exchange rate of national coin to Euro; ¢ is the white noise error.
Non-Keynesian effects could appear if the government expenditures rise, therefore the fiscal
impulse rises and generates a high and persistent crowding-out effect on the private
investments. That is, in the above equation, at least one of the coefficients g, 5, should be

negative significant as value.

gdp, =0.0029+0.9195gdp, , —0.1357reer, , —0.0376reer, +0.0297cs, —0.0018&cs, | -

2
—0.009%imp, +0.0036imp, ; +2, 2)

We note that the contemporary fiscal impulse is negative and statistical significant but it has a
small value so that it could be interpreted rather as crowding out effect of the government
expenditures policy.

In the above equation, the delayed fiscal impulse is positive and has also a small value, meaning
that the delayed Keynesian effect of fiscal policy is reduced.

The second equation, of the private investments rate, is given by:

2 2 2 2
I’ith =u+ krinvt—l + 251' gdpt—j+l + Zﬁkimpt—kﬂ + Zjiaratiot-m + Z7mreert-m+1 t& 3
j=1 k=1 I=1 m=1
where rinv is the private investments rate; aratio is a dummy variable with 1 value if the
government expenditures in the fiscal impulse is greater than 50% and 0 value, otherwise. The
computed equation is given below.

rinv, = —-0.3238 + 0.0550rinv, , —0.1888imp, +0.0475imp, , —0.4493reer, —1.0787reer, ,

4
+1.6878gdp, +1.0918gdp, , +0.0972aratio, +0.0500aratio, , + &, )

In the above equation the contemporary fiscal impulse is negative and statistically significant
and it has a value that could suggest the presence of the non-Keynesian effect on private
investment.

The dummy variable aratio signifies the magnitude of the influence of the government
expenditures on the private investments. We can notice the government expenditures have a
significant influence on private investments both in the current period and in the previous
period.

The influence of the real interest rate on the private investment rate is negative and significant,
as expected.

The descriptive analysis shows that the amplitude of the fiscal impulse is an important factor
of influence on the growth rate and on the private investment rate and the fact. Also the fiscal
consolidations, especially those made by the reducing of the government expenditures, are
usually accompanied by significant increases in output.

4. The consumption channel modelling

In order to verify the existence of non-Keynesian effects we employ two models.

The first one, proposed by Johansson and Johnson (2003) is based on a dynamic consumption
function with time varying parameters in order to measure the effect of the fiscal policies on
the consumption and it is described below.
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AC, = Lo + BuAY, + B AG, + &, ®)
where &, is the error, a stochastic process &, ~ N(0,0%)and g, follows a random walk with
disturbances v, which are normally distributed with zero mean and covariance matrix Q,

v~ N(0,Q) .Therefore, the state variable vector is given by g7 =[A,,, 8., 3, ] and the space
state dynamic system is:

1
AC, =| AY, [ﬂOt’ﬂlt’/BZt]+gt & N(O'ng) 6
" ©)
,Bt = ﬂt—l +Vi Vi - N (0’ Q)

The output variable is y, =AC,and the coefficients represent the observable vector
X, = [1,AYI,AGt].The first equation from (6) is called the measurement equation and it relates

the the dependent variableAC, to the observed variables[l,AY,,AG,]". The second
equationfrom (6) is called the transition equation and it gives the dynamics of the unobserved
state variables g, .

As x, =[LAY,,AG, ]and AC,are given, it is easy to determine g7 = [Bocs B Boy ] the time-

varying parameters by using the Kalman filter method.

The data series used for the empirical study are: Romania private consumption % in GDP,
real GDP growth rate (INSSE data base), government expenditure %GDP (EUROSTAT
databases) and they cover the period 200492-2019q4.

The observed and computed AC, using the resulted time-varying Kalman filter parameters, are

represented below.
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Figure 1. Final consumption growth observed and computed with KF time-varying coefficients

We note that the differences obtained between the computed and the observed values are small,
proving a good fitting. The consumption function will be used in some additional models in
order to check the existence of non- Keynesian effects of the fiscal policies.

The second model employed to investigate the consumption channel of non-Keynesian effects
in Romania uses a version of the consumption function proposed by Rzonca and Cizkowicz
(2005).

2 2 2
Co=H+)C,+ 26} 9dp, 4.1 + Zﬁkimpt—l-d + Z?/m reer ., + & ()
i=1 k=1 m=1

In the model above c, is the growth rate of the private consumption, the other variables having
the same meaning as above. The presence of the consumption channel non-Keynesian effects
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is proved if we have negative coefficient S, <O if at least for one k, k =1or 2. The change

rate of the fiscal impulse is computed using both primary balance measure and Blanchard
measure (BFI).

In order to compute (BFI) we firstly make the assumption that the government expenditure rate
is a function of the unemployment rate one period before g, (u, ;) .

In addition, we consider thatg,(u,,)is a linear function and we compute the estimated
function.

g,(u,)=0.01724+0,3482%, , +¢,. (8)
In (8) we note that the contribution of the unemployment rate to the government spending rate
is important and valued0,34825. The estimation uses the unemployment data from

International Bureau of Labor, INSSE quarterly data, covering the period 2004g2-2019g4. The
figures below reflect the fiscal impulse computed using the primary deficit and Blanchard
methods for Romania.

0.1
0.05
0
181721°2 2§ 333741454953 %7
-0.05
-0.1
Figure 2. Primary Deficit Fiscal impulse Figure 3. Blanchard Fiscal impulse

We notice that the fiscal impulse calculated as deviations of the primary balance, is very
fluctuating and valued between -0.05 and 0.05. On the other hand, (BFI) is less fluctuating, as
expected, due to method of computing the government spending rate.

The data used to compute Rzonca and Cizkowicz’s consumption functions are: real interest
rate (nominal interest rate minus inflation rate, National Bank of Romania data), fiscal impulse
(both primary deficit and Blanchard measures), real final consumption rate data, real GDP
growth rates, INS data 2004g2-2019q4.

The computed Rzonca and Cizkowicz consumption function, using primary deficit fiscal
impulse is given below.

¢, =0,0726c,_, +0,49446gdp, +0,054gdp, , —0,165129imp, +

9
+0,261329imp, , —2,36002reer, + 2,630826reer, , + &, ®)

We note that the contribution of the current GDP on the consumption is important, while the
contribution of delayed real GDP is much lower, as expected.

We also note that the current fiscal impulse has a negative and quite significant contribution
which reveals a possible non-Keynesian effect, while the influence of the delayed impulse is
positive, marking a usual Keynesian effect.

The consumption and the real interest rate in the current period have opposite tendencies that
could be the result of the speculative behavior of consumers to capitalize a part of their income
on the money or financial market. The positive relationship between the consumption and the
delayed real interest rate is the effect of consumption of wealth.

The computed Rzonca and Cizkowicz’s consumption functions using Blanchard fiscal impulse
is given below.
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¢, =0,27898c,, +0,241026gdp, +0,02017gdp,_, —0,43226imp, +

+0,29985impi,_, — 2,62908reer, + 3,078844reer, , + ¢, (10)
We note that the dependences between consumption as dependent variable and the independent
variables have the same directions though different weights.
There is a more significant non-Keynesian which is given by the negative coefficient of fiscal
impulse in the current period. Also, the wealth effect of the real interest rate is more pronounced
while the consumption from current income is much lower.
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