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1 National economic context around the economic is

The global economic crisis which began in 2008indted as a crisis
in, and of, the financial sector. The banks expdniéading to people
beyond what was sustainable. The crisis in thenfirz sector lead to a
crisis in the rest of the economy, globally, astihaks stopped lending to
people and companies, and so the level of speratidgconsumption by
the private sector fell. The lack of credit and fak in spending lead to
companies cutting production and going bankrupth lmd which brought
about increased unemployment and further reductoconsumption.

The debut of the economic-financial crisis in Romanas recorded
at the beginning of the second semester of yea8.200

Since in the fall of 2008 parliamentary electiorssl lheen scheduled,
the members of the Executive and the Romanian tdiges ensured
population that the country will not be affected thys crisis. Moreover,
prior to the parliamentary elections the Presidéiomania promulgated
the law to increase the salaries of the teachiaff By 50%, starting
January 1, 2009, law that is still in effect but was nevppbed.

At the beginning of year 2009, Romania officiallynaitted being in
economic crisis, which became the subject of puleicates.
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In the first trimester of the year, the social pars sent the
Government anti-crisis proposals and subsequeattgr consultations,
the executive made public a program contested éytrdde unions and
employers’ associations, which did not find insildeir own measures.

In April, the government approved the letter oeimtnegotiated with
the International Monetary Fund (IMF) for a loantime amount of EUR
19.95 billion, out of which EUR 12.95 billion frorthe IMF, EUR 5
billion from the European Commission (EC) and EURIllion each from
the World Bank (WB) and the European Bank for Retmttion and
Development (EBRD). The government claimed that finedamental
objective of the loan was represented by the désipgeserve jobs, to re-
launch and credit the economy, such as, indiretdlgnsure the payment
of salaries and pensions in Romania.

Year 2009 ended with a drop of the GDP, comparetthe¢oprevious
year, of 7.1%.

Fig. 1. Governmental Consolidated General Budget — Romania
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Source: Own calculation based on data of MFP Roangti06-2011).

The recession had a general effect of reducingréagnues, for all
levels of government. As consumer spending falldirect taxes revenues
fall; as unemployment increases, the volume ofdaxeincome decrease;
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as bankruptcies rise and profit fall, income fraxres on profits falls. The
recession also increased the payment of unemplayamehother benefits
and services. Both the fall in taxes and the riséenefits increased
government deficits (see Fig. 1).

2 Public expenditure policy in times of crisis

The current financial policy, aiming to end the momic crisis in
Romania, opted, apparently, as a saving solution,ttfe reduction of
public expenditure. Moreover, the public expenditwwf Romania’s
consolidated general budget was under the carefalchw of the
international institutions providing financial assince to our country, in
order to support it in surpassing the economicic@d in ensuring a
balanced economic development. Thus, the questiasked what public
expenses represent in the entirety of the natieoahomy, what effects
the management errors in this field can have asdtlo@al-economic level.
Public expenditure occurs as a result of the ecarisotial relations
manifested between the state and the natural ayadl persons, with the
occasion of the redistribution and use of the ®diaancial resources,
for the purpose of fulfilling its functions, on théasis of the
Government’s economic program (Georgescu, 2011).

In order to execute an analysis of the public erjgare comprised in
the consolidated general budget of Romania, we wdlé the data
regarding budgetary executfon

Tab. 1: Public Expenditure in Romania 2006 — 2010
Economic classification (in million lei)

2006 2007 2008 2009 2010

Total
expenditure
Social assistancg 30901.7 38 326.1 535924 63957.6 68 601.9

Compensation
of employees

112 626.3 136 556.% 189 121.7 193 679.3 201 903.4

v

21057.0 25588.9 43344.5 46837.6 42 806.5

! The data regarding the budgetary execution arsetipublished in the MPF Monthly
Bulletin, available at www.mfinante.ro. They aremgmuted according to national
methodology.
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2006 2007 2008 2009 2010
Seor‘\’/ﬁ:‘”d 227448 258351 332255 283259 29 801.2
Subsidies 74294 68731 783568 72154 67346
Interests 248971 2739.7 38933 60604 7247.0
Capital

. 12717.0 144104 232034 21940.3 19 368.9
expenditures

Other expenses 12244 21100 5473.8 21827 4280.1

Other current

14 062.2 20672.1 18553.2 17 159.2 23 036.4
transfers

Source: Own calculation based on data of MFP Roang@1106-2011).

Fig. 2: Structure of expenses in the Consolidated General
Budget of Romania — % of total expenditure
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Fig. 3: Public Expenditure in Romania 2006 — 2010
Economic classification, percent of GDP
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Source: Own calculation based on data of MFP Roang@1106-2011).

Examining the data in Tab. 1 and Fig. 3, we cantlsaethe amount
of the total public expenditure comprised in thensmidated general
budget registered a permanent increase, of coarshfferent rates, both
as absolute value, and as percentage of the GDP.

The expenses of the general budget increased imabtarms in year
2010 with 4.6% compared to year 2009. However, tmicture, the
expenses had different evolutions. Thus:

= Expenses with interest for financing the deficitdafor re-
financing the public debt increased by 20% in 200@e volume
of expenses with interest reached 7.3 billion B@coming an
important risk factor for the control of the budagtdeficit;

= Expenses with social assistance increased with m3gar 2010
compared to 2009, as a consequence of the incofasgenses
with unemployment aid;
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= Also, the expenses with goods and services cortdirtaerise.
Compared to 2009, an increase of 5.2% was recard2@10. At
the level of the local administration, the increatéhese expenses
is due to the undertaking of the financing of thetivity of
Agricultural Chambers, as well as to the decerdaéibbn of health
units, by their taking over by the local public laotties. At the
same time, the increase of these expenses wasniteer by the
increase of the expenditure of the National Sirkgled of health
social security, for the payment of outstanding ants,

= In the last years, the Government was able to Vathin the
budgetary deficit targets, by sacrificing investiseThe expenses
meant for them, which also include capital expenasswell as
development programs financed from internal anderet
sources, although were in 2010 in the amount of Bdlion lei,
respectively 6.6% of the GDP, they registered aresse,
compared to 2009, with 11.7%;

= The personnel expenditure decreased in 2010, cedpar the
previous year, with 8.6%, being performed both défg- and
reductions of salaries in the public sector.

With these data available, we reach the followimgpatusion: the
entire adjustment of the budgetary deficit, whicem@nstrates the
governmental “performance” in Romania, was achiesred to the 25%
reduction of the public sector salaries.

In addition to this severe reduction, the Governiredso raised the
VAT quota by 5 p.p., respectively from 19% to 24%.

The increase of taxation operated by the VAT ineeeand by other
less important measures faces the implacable @edinthe economy,
such as, although the Government collected moreesndrom VAT
(+14.3% in year 2010 compared to 2009), the tatdaf collections
stagnated. Practically, the decrease recordeceircdhections afferent to
profit tax (—4.9%), income tax (—3.2%) and socitigity contributions
(—4.5%) counterbalanced the higher VAT collection.

Moreover, the deficit of the general consolidatedddet of 33.3
billion lei, respectively 6.5% of the GDP registerat the end of 2010 is
below the limit of the deficit target, in the amowi 34.6 billion lei, set
as objective of the budgetary policy for year 2@h@ established in the
additional letter to the Stand-by agreement coredugith the IMF.
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Was it really necessary to reduce the personnetredifure in the
public sector by 25%7? We ask this question consigehe effects of this
reduction on consumption and on the main macro-@oan indicators.
Namely, the reduction of public sector wages alstemnined the
reduction of the budgetary incomes, both from VAdud€ to lower
consumption)andfromthedirecttaxesof public sectoemployeeswwages.

Elasticity of consumption depending on the incomefamilies with
at least 1 employee and where at least 1 employekswor the state,
according to the NSB (National Syndical Block) esttes, and which can
save money monthly, is of approximately 60%. Théstcity is used for
the realistic scenario regarding the impact ofdberease of public sector
wages on consumption and GDP (60% of the 25% rexuetill reflect
in the decrease of consumption). The realistic &tens coherent with
the situation of a family made up of one state @yg¢ and one private
employee (hence, an average decrease of 15% farttiy income). The
optimistic scenario takes into consideration a lowasticity (40%),
assuming that there are other resources for sawing,the pessimistic
scenario takes into account a higher elasticit¢qBGssuming that other
expenses are more rigid (utilities; bank installteenThe pessimistic
scenario is coherent with the situation of a fanmiywhich both spouse
are state employees. The computation was performhdtie level of a
family, using the data from the Inquiry on Familydgjets executed by
the NSI (National Statistics Institute). The weightthe consumption of
families with at least 1 state employee is of agpnately 30%, and the
weight of consumption in the GDP of approximated#® Therefore, in
the realistic scenario, we are dealing with a desweof the familial
consumption with 15%, which leads to a decreasd.9% in the total
annual consumption, which reflects in a contractwérihe annual GDP
with 2.7%, respectively 1.58% for the period Juree@nber 2010. Thus,
the effect of the decrease in salaries on the ggtgd demand will
contribute to the reduction of GDP with 1.35% frdmy until the end of
year 2010, in the realistic scenario.

The reduction of the public sector wages will diswe repercussions
on the budgetary income. Although it is difficutt tnodel the indirect
effect (impact of the decreased consumption on tthraover, profit,
numbermf employeeand, implicitly,the profit tax and the taonthe work
force paid by the private companies), it cannotdresidered negligible.
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In exchange, with approximation, we can computedihect effect of
the salary drop by 25% on budgetary incomes, iw\0é the weight of
38% of the state employees’ wages in the total wagée economy.

Next, we take into account the following scenatlee Government
decides to increase the VAT quota by 5 p.p., bugsdoot reduce the
public sector wages with 25%. We computed the impaic this
hypothesis on the consolidated general budget.hén hypothesis of
maintaining the public employees’ wages in 2010@8d trimester) and
2010Q4 (fourth trimester) at the level registene@®09Q3 and 2009Q4,
the personnel expenditure would have increased Wibko of the GDP.
At the same time, the incomes collected from theda wages and the
social security contributions increase with 0.3%tloé GDP.Ceteris
paribus the budgetary deficit at the end of year 2010 ld/dwave reached
6.75% of the GDR, still below the level agreed vilte IMF (6.8% of the
GDP). Still, let us not forget that we did not také account the increase
of VAT incomes following this hypothesis, elemenhieh, of course,
leads to the improvement in the deficit level.

Still, we agree that the reform of the total salugd must not be
eliminated, applying overall reductions with di#et percentages. As this
measure was applied, it was equivalent with a s=gve tax, the
reduction of wages in an undifferentiated manneirttaperverse effects
and not promoting fiscal sustainability. These aduns affect the quality
of public services, which reduce the quantity amdilability of public
services, which, in the end, can have as resultéminuous erosion of
the population’s trust in the government. Such @pasductions have
only a limited and short-term effect. Usually, urch a situation, the first
people leaving the public sector are those withegop training, which
leads to a reduction of labour productivity in thedgetary sector. When
the public sector will hire again, it will have atlot additional amounts of
the professional training of the newcomers.

How was this decision reached? Is Romania a péaticase?

3 European examples of fiscal crisis management

A number of EU countries have taken policy decisitmcut the pay
of government and/or public sector employees baivaii8-2010. It is
worth mentioning the fact that half of these cowestihave reached IMF
deals.
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Greece. In February 2010, the government of Gresepted a
package of cuts in public spending which includet?a cut in earnings
for all public sector jobs, as well as the candeliaof all agreed pay
rises. The pay of public employees was further cedufollowing the
agreement in March 2010 by the EC, the IMF, andBtepean Central
Bank on a support package for Greece which incladé&temorandum of
understanding’ on economic and fiscal policies.sTibd to a new law in
May 2010, which included an 8% cut in earnings bfgavernment
employees and a 3% cut in earnings of all workenpleyed by state-
owned companies. Public sector pay is frozen @iil4 (Lampousaki,
2010, Kapsalis, 2010).

Hungary received a support loan from the IMF indbetr 2008. Part
of the agreement was originally that public sect@rkers would lose
their bonus, worth 8% of their pay, and face a fragze; the cut in
earnings was later restored. However, in June 280lewly elected
government announced a new package of measurgmddsio reduce
the deficit to the level of 3.8% required by the/BMF, which included a
15% cut in the salaries of all 700 000 public seetmployees (Bretton
Woods Project, 2008).

Ireland. The government confirmed unilateral patsdo the budget
of December 2009, which specified that from 1studay 2010 basic
salaries of public employees would be reduced ksns: 5% on the first
€30 000 of salary; 7.5% on the next €40 000 ofrgalE0% on the next
€50 000 of salary. This produces overall reductiorsalaries ranging
from 5% to just under 8% in the case of salariesougl25 000 (Callan —
Nolan — Walsh, 2010).

Latvia faced acute problems arising from the finaincrisis in 2008,
which led to it securing an IMF stand-by arrangemearth more than
$2.3 billion at the end of 2008. Public sector pas cut by a succession
of measures in 2008 and 2009: in mid-2008 additiggayments and
bonuses were cut; conditionalities for the IMF dealuded a 15 per cent
reduction in local government employees’ wages, ar&0% cut in the
wage bill in 2009; in July 2009 salaries of stadetsr workers were cut
by between 15% and 20%; from September 2009 teaglagrwas cut by
28%(BrettonWoodsProject2009;Curkina,2009) Lithuania.ln June2009
the Lithuanian government announced unilateralé thwas planning to
cut the basic salaries of public sector employgesd86, with effect from
August.The trade union confederation rejected the decisimhorganized
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action, including a hunger strike: the governméententered discussions
with the unions, and agreed to suspend the uralatgecision. An
agreement was signed in October 2009 between thermgoent, private
employers and a number of trade union organizatitingicludes an
obligation not to reduce basic salaries for ciwhvants, but also an
overall austerity agreement involving general réidns in wages and
social benefits. The prime minister claims that thesterity measures
have been successful because they are based oal 'sonsensus'
However, some independent trade unions and cigiegpgroups refused
to sign the 2009 agreement because of the plamsittensions, and
criticize the process for lack of transparency &wdagreeing that the
burden of the crisis should fall on ordinary pecof&aziene, 2009).

Portugal. In early 2010, as a way of reducing thdget deficit, the
government proposed a general freeze on wages,ircyigblic sector
pensions, 5% pay cuts for senior civil servants poliicians only, and
unilaterally decided to cut unemployment benefd #me minimum wage.
This was strongly opposed by the unions and otlieckjding a strike of
300 000 workers in March, and one of the largeshatestrations ever
recorded in Portugal, in May 2010. The private eyeis also opposed
an increase in the national minimum wage, as agimedtie 2006 tri-
partite agreement: the government approved theaser, but provided a
subsidy for employers (Lima, 2010a, 2010b).

Spain. In response to international markets' fgraup the cost of
borrowing by Spain, the government introduced a lmemof measures in
2010 to try to reduce the budget deficit. In Mayl@dhe government
announced a cut in public sector pay of 5% on aera freeze on civil
service pay in 2011, a freeze on pensions, ancttieds in some benefits
(Miguel, 2010).

From the data above, it can be seen that not indR@was decided
reductions of the public sector wages, but theqreege applied was, by
far, the greatest.

Let's look at the evidence concerning comparativevements in
public and private sector wages since the stathefcrisis. Table 4 sets
out data for the European countries on the chamgesges and salaries
costs for the public and private sector. The datgpliesented using
Eurostat’s classification. The information mustused carefully because
they refer to the statistics of the business ecgnaativities (aggregated
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according to the homogenous activity), accordingN&CE Rev. 2, and

the public sector includes public administratiothyeation, healthcare and
social assistance (includes the private sectorethrcation, health and
social assistance, excludes the armed forces asichiged personnel).

These statistics do not take into account the Gmanform, their goal
being to supply information on economic activitiascording to NACE
2. The data is incomplete for a number of countnwath data covering

the whole of the public/private sector, as defiabdve, for both 2008Q1

and 2010Q1. Given all this caution, it is still pide to identify some

patterns in the relative movements in private amolip sector earnings in
2-year period since the recession (between thedurarter of 2008 and

the first quarter of 2010).

Tab. 2: Change in wages and salaries, Europe, 2008Q1 — 2Q10

Of which g Of which__
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s |52 8 = So| &€ | S® | Tc| g

> |22 3 S || 2 |EL| =259

o Elo| 2 |22 3 |8 2|

IS Q & ° Q

Bulgaria | 30.6] 26.3] 30.5 35.1 31.8] 27.8] 30.5 23.5 24.9
Czech | 113 75 103 101 42 34 146 88 28
Republic
Germany| 49| 64| 54 33 34 37/ 32, 35 1.8
Estonia | -0.5 -2.7 3.5/ —2.2 -3.7] 06| 16.6] 45/ -7.5
Greece 15 —2.8 115 -6.7] 11.3] 84| 16.0 23| 57
Spain 54| 48] 69 55 69 74 6.4 30 31
Latvia |-18.8 —26.5 -18.1 -13.0 -0.4] 2.0 -2.7] —2.1] 5.6
Lithuania| -3.6] -13.2 6.3 —3.3] —9.5| -3.5| 1.7 —2.6/ -3.8
Hungary | -4.8) —7.3 —0.3| —6.6] 8.8 105 18.3 12.3 26
Poland 14.7| 15.00 155 15.00 8.5 89| 14.4] 126 6.2
Portugal | -3.1] -1.00 -8.00 —-0.2] 3.7 35| 165 4.6 1.2
Romanial 14.9 0.3] 14.7] 305 26.2] 275 31.5| 28.2] 22.2
Slovenia| 13.8] 7.6/ 9.7 27.8 12.00 16.4 16.6] 14.7] 8.1
Slovakia | 10.1] 10.7] 9.9 10.0 7.0 82 6.0 81 75

Source: Own calculation based on Eurostat (2018beur cost index, nominal value —

Quarterly data (Nace R2Beasonally adjusted and adjusted data by woddryg.

Index: 2008=100. ExtractedApril, 2011 08:30:13.
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In 8 countries, public sector earnings increasedenrapidly — or
decreased less — than the earnings in the prieaters We include here
the case of Lithuania, where public sector earnfatjdy 3.6%, less than
the 9.5% fall in private sector earning, and Estpmihere public sector
earnings fell by 0.5%, less than the 3.7% fall rnivate sector earning.
Only in Bulgaria public sector earnings rose mdawk/ than private
sector earnings, but closet o the rate of privatetos. In 5 countries
(Greece, Spain, Hungary, Portugal, and Romanialgaéctor earnings
have fallen relative to private sector.

Within the private sector, earnings in financialveees performed
relatively badly — on average there was a fall ememominal terms, and
in all countries, earnings in financial serviced diuch worse than in the
general movements in the private sector. In halfhef countries, public
sector pay performed significantly better thanfthancial services sector
alone; earnings in the electricity and gas secatss did consistently
better than earnings in financial services.

However, if we analyze the data reflecting the rficaiions occurred
in year 2010, we will notice that in all countriexcept Lithuania, public
sector earnings have fallen relative to privatet@ecThe highest
discrepancy is registered in Romania, where pubBctor earnings
dropped by 21.5%, while the private sector earningseased by 2.7%.

Tab. 3: Change in wages and salaries, Europe, 2010Q1 — 2Q¥0

Of which g Of which
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8 'g c o 8 8 E g g — 0
w oo B 2 ) bl = = S R
&) = T o O] O bE o | C O
= |22 & S |88 & | ST |8 S2
5 |3E| 3 T |28 5 |20 |88 (25
o El o 2 las 5|8~ S|E 0
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Bulgaria| 1.4/ —9.2| 6.4 7.2 63| 55 19.1 8.2 10.0
Czech | 471 24 04| 17 94 128 50 38 115

Republic

Germany -0.7| -2.2| -1.6 04| 1.0/ 1.0 28 16/ 15
Estonia | —-3.5| —-4.8) -7.7/1 27| 3.0 20 0.7/ -2.8 7.3
Greece |-10.3] 5.7 -28.0 -16. -7.3] —-3.5| —28.2 -14.8 -4.6
Spain -2.8 -35 -30 -29 08 10 -04 25 17
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Of which g Of which
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Latvia 0.0 15 -1.8 1.5 1.7] 3.2 -1.2] 6.1 1.0
Lithuanid 1.1 -0.4{ -3.5| -14.4 -2.00 1.7 0.1| -0.6| -0.6
Hungary| -4.5 -0.4/ -3.5| -14.4 -2.00 1.9 2.4 -2.9 -8.5
Poland 1.8 -2.8 4.9 24 29| 4.1 115 2.1 25
Portugal 34| 4.7 52 -1.51 4.6 5.0 9.9 1.8/ 8.3
Romanial —21.5-13.2| -20.5 -31.241 2.7| 5.3 -0.2] 6.5 -2.8
Slovenia|l -1.2| -2.4 -=-2.2 0.9 -0.5{ -2.00 -0.8 -7.1f 2.1
Slovakia 2.4 -0.8 49 51} 3.0 21 53] 4.1] 5.6

Source: Own calculation based on Eurostat (2018beur cost index, nominal value —
Quarterly data (Nace R2Beasonally adjusted and adjusted data by woddryg.
Index: 2008=100. ExtractedApril, 2011 08:30:13.

Most of the countries involved in process of redgcpublic sector
wages have been the subject of external econoresspres, including
pressure from the European Commission to keepittebelow the level
of 3% specified in the Maastricht Treaty and pelscrequired by the IMF
as condition for loans supporting national curresci

Is there an economic justification for the cuttioigthe public sector
wages? A document published in June 2010 by the E&B Holm-
Hadulla,2010),the evidence seems to suggest tinate isno scientifically
solid argumentation that would link the public secpay with the
economic recession. Nor is there evidence to stipperidea that public
sector wages reflect on the business cycle.

Moreover, at the level of the EU countries, thexa clear relation
between the public and private wages. While in toes such as France
or Finland, where the number of public employedsigh, the salaries of
the private and public sectors are almost identi&tlll, there are
countries where the average wage of a state engpleyeeeds by nearly
50% the average salary in the private sector.
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However, we must remember that public sector pagrdenation is
much less likely to affect private sector wage lsgtents where trade
unions have negotiation powers, which coincide$ aiiveaker influence
of the public wages.

In the previous part of the paper we attemptedeimahstrate that it
was not the public sector wages that determined dhsis, but
governments proceeded to their reduction in ordemdhieve economic
growth. As indicated, the reduction of public seci@ges in Romania
did not bring about merely the reduction of puldigpenditure, but also
the diminishing of the taxes levied on (employeat)dur income, which
are usually withheld at source (i.e. personal inedax levied on wages
and salaries income plus social security contrims).

In addition to the reduction of salary expenseshm public sector,
Romania proceeded to a dramatic, sudden, violedtict®on of the
number of state employees without distinguishinggga and, especially,
without a preparation for the absorption of the kvimrce laid off.

Tab. 4. Number of employees in the public sector
(thousands of persons, year end)

May
2005| 2006| 2007 | 2008 | 2009 2010
1 Institutions fully financed
from the state budget 287| 314/ 336 339| 348| 345
2= Institutions fully financed
3+4 |from the local budgets, 557 595 617 644/ 633| 620
out of which
3 — apparatus of local
councils and other locdl 221| 259 280 311| 307| 299
institutions
4 —personnelinstate pre- | 444 a5l a3l 333 325 321
university education
5 Other institutions
(CNPAS, CNASS, 13 11 12 11 11 11
ANOFM)
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May

2005| 2006| 2007 | 2008| 2009 2010

= Total positions in public
1+2+5 |institutions and
authorities, excluding
institutions subsidized
from the state budget an
local budgets and the
institutions financed froni
own incomes

7 Self-financed institutions
and institutions subsidize
from the state budget an
local budgets

8= Total positions in public
6+7 |institutions and authorities1 233128111360 1399 1380 1358

856| 921, 965| 994/ 991| 975

o

377 361 395 405 389 382

o

Source: Fiscal Council (2010)

In the almost total absence of measures for stiimglathe real
economy, compensatory for the massive personneloffay the
perspective of increasing budgetary incomes ansphedtively, salary
incomes of the state employees appears as littbapie in the
immediately following period.

That is why we shall study the impact of labourati#on on the labour
market.

Supporting labour demand and monitoring incentteesork calls for
the assessment of both tax and benefit systemstakheurden on labour
as measured by the tax wedge is on average vemirhigurope, although
substantial differences exist across Member Statas.heavy tax burden
has been considered by some analysts as one aidimefactors behind
the unsatisfactory European employment performancecent years.

The tax barrier to employment is usually measungethk tax wedge,
the proportional difference between the cost ofkes to their employer
and the amount of net earnings that the workervesgtake-home pay).
The tax wedge is composed of several elementd, Emgloyers have to
pay employers’ social security contributions. Se;a@mployees have to
pay social security contributions on their wageome. Finally, the labour
income is subject to the personal income tax. @lkestedge is calculated
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for different household types and different incoleeels relative to the
gross wage earnings of an average worker. Thetedfébe tax wedge on
labour demand and labour supply (and eventually eamployment)
depends on whether and to what extend the tax bundeeases the total
labour cost for the employer or is transferredmthe worker, translating
into a lower net wage. When increasing the tothbla cost, taxes on
labour (notably in the form of employer’s sociatsety contributions)
tend to reduce labour demand. On the labour supgly; taxes levied on
wages (both direct taxation on labour income angleyee’s social
security contributions) reduce the net income ameked wedge between
the marginal product of labour and the marginaugabf leisure. They
thus tend to discourage the availability to workpecially at the lower
end of the wage scale due to higher labour sugpstieity of low income
workers.

Tab. 5: The composition of tax wedge in 2009, single avemgncome

worker
Income tax plus employeeg$’
and employers’ social | Annual change 2009/2008 ({n

security contributions (as % percentage points)

_of labour costs, 2009) .

o 3 @ = o 3 o =

T3 20| 20 T3 20| 20

= E | 52890 | awn = E |20 | 8w

x| 8 |EPIE?l 5| 8 |E?|E”

- c L L — = L L
Belgium 55.2/ 21.1 10.7, 3.3| -0.54 -0.50 0.00 —0.04
Hungary 53.4| 15.9 12.8 24.6f -0.72 0.11] 0.17| -1.00
Germany 50.9) 17.3 17.3] 16.3 —0.57| -0.52 -0.03 —0.03
France 49.21 9.9 9.6/ 29.7 -0.05 -0.05 0.00, 0.00
Austria 47.9] 12.1] 148 17.8 -0.91 -1.05 -0.02 0.10
Italy 46.5 15.00 7.2| 24.3 -0.03 -0.03 0.00, 0.00
Sweden 43.2] 139 53| 239 -1.65 -1.11 0.04 —0.57
Slovenia 429/ 93] 18.9 14.71 -0.52 -0.20 0.00, 0.30
Finland 42.4/ 18.6/ 5.1 18.71 —-1.39 -0.88 0.14| —0.66
Romania 42.4/ 9.4 123 20.6f 0.70, 0.70, 0.00, 0.00
Czech 419 83 82 254 -155 005 -1.05 -055
Republic
Lithuania 41.7) 15.6] 2.3 23.8 -1.38 -1.38 0.00, 0.00
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Income tax plus employeeg
and employers’ social | Annual change 2009/2008 (n

security contributions (as % percentage points)
_of labour costs, 2009) L
o T o s o @ o s
T3 20| 20 T3 20| 20
= E | 2890 | awn = E |20 | 8w
x| 8 |EQIE?l 5| 8 |E?|E”
- < L Ll — = (1] (1]
Latvia 41.6| 14.9 7.3] 19.4 -0.81 -0.81 0.00, 0.00
Greece 41.5 7.1 125 21.9] -0.06 —-0.06 0.00; 0.00
Estonia 39.5| 12.6 2.0/ 25.01 -0.56 -0.56/ 0.00, 0.00
Denmark 39.4, 29.1 10.3 0.0] —1.28 -1.25 -0.03 0.00
Spain 38.2 10.3 49| 23.00 0.19) 0.33 0.01 —-0.15
Netherland 38.00 15.1 13.8 9.1] -0.96| 1.18 -1.86 —0.29
Slovak 376 6.3 106 208 -1.17 -1.17 0.00 0.00
Republic
Portugal 37.2 9.1 8.9 19.20 -0.07| -0.07, 0.00; 0.00
Bulgaria 35.1 7.2| 10.8] 17.1] -1.37, 0.27| 0.78 —2.42
Poland 34.0 5.6/ 15.5 12.9] -0.521 -0.52 0.00; 0.00
Luxembourg 34.00 12.7| 10.9 10.3] -1.16 -1.59 0.08 0.35
zi”n'tg%‘lm 325 146 83| 9.6 -0.34 —0.21] —0.06 —0.07
Ireland 28.6) 12.9 6.0 9.7] 1.54| 0.35] 1.18 0.00
Malta 22.8 8.7 7.0 7.0] -0.81] -0.07| —-0.74 0.00
Cyprus 13.9 2.1 5.9 5.9] -0.21] -0.21] 0.00, 0.00
EU27 39.7| 124 9.6/ 17.6] —0.69 -0.36 —0.09 —0.22

Source: European Commission (2010).

In the EU, employers’ social security contributioosnstitute the
largest part of the tax wedge for the single averagome worker in
about two thirds of the EU countries (17.6% of kaboosts for the un-
weighted EU average in 2009). The second largespooent of the tax
wedge is income tax (12.4%), followed by employesixial security
contributions (9.6%). Compared to the European agesr Romania’s
situation presents as follows: indeed, the largest of the tax wedge is
constituted by the employers’ social security dbations (with 3 p.p.
higher than the EU average), the second largesponant of the tax
wedge is employee s social security contributiomish(22.7 p.p. higher
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than the EU average), and lastly, the income tax2(8 p.p. lower than
the EU average).

Moreover, a recent study performed by KPMG (2010aces
Romania on % position in what concerns the effective employrd a
employees social security rates on USD 100 000adsgincome and on
3 position taking into account USD 300 000 of grassome (after
France and Belgium). The study also reveals thetfat these effective
rates are the same, regardless of the level osgrm@®me, i.e. effective
employer social security rate is 27.2% and effectamployee social
security rate is 16.5%.

Tab. 6: Social security contributions in NMS in 2010 (%)

Social SK|HU| cz| RO| PL| LT| SL| LV| EE| BG
contributions
Old- | Employer| 14.0| 24.0| 21.5| 20.8| 9.8| 23.3] 8.9 - - 8.9
age |[Employeq 4.0| 9.5 6.5| 10.5| 9.8 3.0| 15.5 - - 7.1
pens| Total 18.0 33.5| 28.0| 31.3| 19.5 26.3| 24.4] - —-| 16.0
Un- |Employer| 1.0 -l 1.2/ 05 -l 1.1 0.1 - -l 0.4
empl|Employeq 1.0 - -l 05 - -l 0.1 - -l 0.6
ins. | Total 20 -| 12| 1.0 -| 11 02 - -| 1.0
Employer| 10.0f 2.0 9.0| 5.2 - 3.0l 71 - - -
Irs Employeqd 4.0 6.0/ 4.5/ 5.5/ 9.0 6.0, 6.4 - - 8.0
Total 14.0f 8.0| 13.5/ 10.7| 9.0, 9.0| 13.5/ - - 8.0
Employer| 10.2| 4.0 2.6| 1.4| 4.9 3.7/ 0.1 - - 1.8
OthetEmployeq 4.4/ 3.0 - —-| 4.0 -l 0.1 - - 21
Total 14.6| 7.0] 2.6/ 1.4 8.9 3.7] 0.2 - -l 3.9
Employer| 35.2| 30.0| 34.3| 27.9| 14.7| 31.1| 16.1| 24.1| 33.0 11.1]
Total|[Employed 13.4| 18.5 11.0, 16.5/ 22.7| 9.0| 22.1] 9.0 —| 17.8
Total 48.6| 48.5| 45.3| 44.4| 41.2| 40.1| 38.2| 33.1| 33.0| 30.5

Row legends: Old-age pens. = Old-age pensions, phéms. = Unemployment
insurance, H. ins. = Health insurance.

Column legends: SK = Slovak Republic, HU = Hung&¥,= Czech Republic,
RO = Romania, PL = Poland, LT = Lithuania, SL =\&loia, LV = Latvia,
EE = Estonia, BG = Bulgaria.

Source: European Commission (2010)
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Having figures in mind, we strongly suggest theuabn of social
security contributions for employers. A reductiop ® p.p. of the SSC
paid by the employers and employees (from a taedgntage of 44% to
41% of the contributions afferent to each grosargalcould lead to the
creation of 100 000 new work places. On the otlaadhthe state collects
from social contributions approximately 22.9 bitlitei during a period of
6 months, at a contribution amount of 44% of thepleyee’'s gross
incomes. If the contribution percentage is redutted1%, the amount
collected by the state decreases to 21.3 billigrwieich means that the
collections to the budget are reduced by 1.6 ille (approximately 380
million Euros), money that could remain at the disgd of companies.
This measure would mean a reduction of the cosh wiages of the
employer, but the impact depends on the compare; éiz an average
wage of 2 000 lei in a company with 1 000 employdbs reduction
would mean savings of 60 000 lei per month (appnately 14 300
Euros), but in a company with two employees, atsthrae average wage,
the reduction would be insignificant, of 80 de (&0 Euros). Still, for a
company with 100 employees who receive the averagge in the
economy, with an average gross expense of the gewmlof 2 500
lei/femployee, the savings derived from the reductibthe social security
contributions paid by employer with 3 p.p. wouldack 90 000 Iei,
meaning 21 500 Euros per year, money with whickraployer would be
able to support the salary expenses of at least\3amployees.

A big problem that Romania has is represented byiav number of
employees working legally. Actually, Romania haacteed the minimum
number of employees in the last 50 years — onl@3l.@illion persons
with legal employment contracts at the end of Janaa1%.

The reduction of social contributions is a good suea for
stimulating economic growth because, at the curtem¢l, the social
security contributions remain a fiscal burden ore tamployer. A
reduction by 3 p.p. of the social security conttitws rate paid by the

2 According to the NSI, in 1990 in Romania theres\aa average number of employees
in the economy of 8 156 thousand persons. The 8wolwf this number was
constantly descending until year 2004, when a nurabé 469 thousand persons was
recorded. In the interval 2005-2008, the trend iis®d, such as in 2008 the average
number of employees reached 5 046 thousand. Sfantith 2009, the number of
employees continued to decrease, on the grountiseoéconomic crisis and of the
massive lay-offs of the budgetary emoployees, agln 2010 a number of 4 368
thousand persons was recorded.
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employer would mean good news for the private segidhe conditions
in which this sector has experienced more thanOD@olay-offs since
2009 (year during which it was decided to incretlsecontributions for
pensions paid by the employer, from 18%8%20.8%, the current level).

Considering the high level of the social contribos rate, we believe
that their reduction is necessary in for the inseeaRomania’s
competitiveness and attractiveness before investors

Conclusions

Public administration, or, better said, the prof@sal quality and its
moral responsibility represent the key institutiofaetors of the political
efficiency of governance in this difficult periodnder the economic,
financial and social aspect. The reduction of wagégublic sector
employees is a strictly accounting issue, whichdrdg a minor result on
the improvement of the condition of the consolidageneral budget. As
demonstrated in the paper, the impact of the wagekiction, combined
with the loss of income from labour taxation, wd08% of the GDP.
Moreover, we performed a simulation of the hypathes$ cancelling the
decision to reduce public sector wages, in the itiomd of maintaining
the increase of the VAT level with 5 p. p. and wendnstrated that, in
this case, the deficit of the general consoliddtedget would have fallen
within the limit agreed with the IMF. Still, cutgnthe public sector wages
may have adverse effects of salary constraints;iwimay refer especially
to the reduction of the moral responsibility or thexrease of professional
competence, which we consider crucial for incregghre efficiency of
public administration, including for the increasé the budgetary
collections which would support the wages, whichtheir turn support
moral responsibility and professional competence.

Corrected depending on the total index of consumnpprices, public
expenditure recorded a real negative growth of Z®.6At first glance,
this appears a positive fact, but this reductionascorroborated with an
increase of investments generating economic addkek\and, therefore,
it (namely, the cutting of public expenditure) canrbe considered a

® This rate, of 18.5%, was valid only during theeiwal 12.01.2008-01.31.2009. In the
period 2001-2002, the rate was of 23.33%, in 2Q08ais 22.67%, in 2004 it was
22.00%, in 2005 — 20.00%, in 2006 — 20.5%, anchenihterval 2007-11.30.2008 it
was of 19.5%.
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measure stimulating economic growth. Moreover, @ EU level,

Romania has the lowest percentage of expendituteanGDP (41.0%
compared to the EU average of 50.8%, figures aaugrdo the

ESA95methodology), but public incomes also havedhest percentage
of the GDP (32.4% compared to the EU average 00%4.figures

according to the ESA95methodology). Hence, theceffiethe measure to
diminish public expenditure in the matter of in@®@ incomes is null.
That is why we agree with those opinions that supihe reorientation of
the public budget management in view of certainsuess for increasing
the degree of collection of budgetary incomes (eagnbating tax fraud
and evasion, diminishing of the black economy), redtucing the social
contributions shares paid by employers, rather taaimancial policy

focused on the drastic reduction of personnel edipere, as was in the
case in the latest period.

In countries that experience market pressures @ravare in place IMF
or EU programs, or a combination of the two, th@aet on the public
sector pay comes more from the political respornisethe government
stimulus measures. These responses are inhereaiitiggd because they
explain the economic mechanisms that make it nacgg$sr the burden
of the economic recession to be shared betweeoaktal actors.
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Labour Taxation and Personnel Expenditure
in the Romanian Public Sector

Maria-Andrada GEORGESCU — Dana Mihaela MURGESCU

ABSTRACT

The global economic crisis, which had a strong ichgan virtually all
states of the world, brought additional challengethe public sector. The
governments had to choose between two alternativedecrease public
expenditure by adopting austerity measures (optlursen by most EU
Member Stateg)rtoincreaseublicinvestmentsn anattempto stimulate
economic growtlgalternative preferred and supported byulsand Great
Britain). The paper at hand aims to analyze thdip@xpenditure policy
in Romania, as a result of the economic condition@osed by the crisis,
with a focus on the relationship between the incoowlected from taxes
on labour and the public expenditure with the pensb employed within
public institutions. We shall analyze and compdre figures regarding
public expenditure for the wages of persons workmthe public sector
in the years prior to the crisis and following #option of the austerity
measures. At the same time, we shall analyze threspmonding numbers
regardingheamountgollected from taxes on laboUhegoalofthepaper
is to identify the possible connection betweenrgduction of personnel
expenses and the decrease of the budgetary defibith was the
intendecpurposeof theausteritymeasures thefield of public employees’
salaries. Since the labour tax is computed on #Esbof the salary
earned, we expect both the expenses with the pegband the amounts
collected from labour tax, to decrease. Howevas, decrease will be in
different percentages. The paper will analyze éf final balance between
expenses with salaries and labour tax is positiveegative, in other
words, if the austerity measures helped improvebtidgetary deficit or
deepened it. The final part of the research focusesa comparative
analysis between the EU Member States, with resjgethe levels of
taxation on labour, the percentage of labour taxhien GDP, and the
public expenditure with the personnel, in an attetopshow if there are
certain similarities or differences between EU antNISPAcee States.
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