OPEN LETTER TO MRS. CHRISTINE LAGARDE AND TO MR. JEFFREY FRANKS

Dear Mrs. Lagarde,

Dear Mr. Franks,

This is a message from a young, independent Romanian economist. I studied in Romania and at Stockholm School of Business, but this is no more of a crime than Mr. Franks’ studies at  Chicago. We share the same interest, that of finding pragmatic solutions to exit the current crisis. 
Unfortunately, economic growth is not a target of the IMF program in Romania. Under your leadership (I think it is fair to call it this way), Romania has not applied either quantitative easing (as US and UK did), nor public investments’ stimulus (as Germany and France did in previous years). However, as you were watching (once every quarter), public acquisitions and investments were misallocated in many cases, with no impact on economic growth. Not all public investments are efficient; you should ask local authorities to set up a department specialized in cost-benefit analysis, to decide which public investments are worth being financed (on condition their rate of return is higher than the interest rate we pay to finance them). Not even the EU structural funds are a free ticket to economic recovery if they are hijacked by interest groups. 
I wonder if you can clarify how your policies contributed to the 2011 GDP growth. How did you support exports and agriculture, the areas which pushed the economy forward in 2011? Joseph Stiglitz observed that sometimes the economy recovers not thanks to public policies, but in spite of them. Nevertheless, one cannot bet on this every time.  
Cutting the budget deficit, which is commendable in principle, can only be sustainable if it is based on economic growth, which then needs to be better managed than in the past. Your way is different, however: cutting the budget deficit is the goal in your vision, and you aim at reaching it only through spending cuts. The way to hell is paved with good intentions. I am afraid that you will only end up affecting economic growth and, in the medium run, widening the budget deficit.

When and where can the fiscal contraction have an expansionary effect? The right answer, as you know, is that an economy can witness an expansionary fiscal contraction only when private investments step in to compensate for the cut in public expenditures. But this is not the case for Romania, a country where foreign investments inflows crashed in 2011 below their 2003 level. 
Also could you clarify which is the real figure for Romania’s budget deficit? Please consider the definitive court decisions against the Romanian government (they are still a commitment to pay irrespective whether their implementation is postponed or not), the national program to build county roads (which will enter into payment starting with 2013), arrears and all the other forms of the quasi-fiscal deficit.
Your approach, although not meritless, is unilateral and eventually inefficient. Do you honestly believe that cutting wages by 25% across the board and rising VAT to 24% were structural reforms? Or were they rather desperate measures? And if so, is the situation still desperate enough to justify keeping them in place? You should keep in mind that half of the money spent on wages re-enter the budget as tax revenues. In my view, real structural reforms would address energy efficiency, productivity in agriculture, lack of competition in many fields – all of which lead to higher prices. Your agenda misses these points, and it fails to change the structure of the economy. Had your previous reforms been sustainable, you would not have had to return. The same scenario will probably happen in 2013 and on. 
A budgetary reform is not complete without a fiscal reform. Property taxes should increase in Romania, to raise revenues from such taxes (currently at 0.7% of GDP) in line with the EU average (which is 3% of GDP). Wealth and income statements should be generalized to support the tax collection. You should return to a progressive income tax, like in your home country. The flat tax failed miserably: it did not reduce the bureaucracy, it did not increase tax revenues, and it did not stimulate the supply-side (on the contrary, it stimulated demand for a while). 
Most important, you should not fear some fiscal stimulus. The economic analysis (which I am happy to provide if requested) shows that a lower social contributions rate has a positive impact on the budget, especially if it is complemented by an increase of the minimum wage. You should also end the misery of the mandatory private pensions’ scheme, a failed experiment responsible for 15% of the public pensions’ budget deficit.
If the austerity measures succeeded, then you no longer need the 24% VAT. If they haven’t, at least admit that you need to change the current approach. 

Make higher employment your top priority! (Employment rate is very low, despite the relatively modest unemployment rate). By stimulating job creation you can enhance economic growth. As Keynes said, “take care of employment and the budget will take care of itself”:  this alternative way of cutting the budget deficit is the only sustainable one. 
Sincerely yours,

Liviu Voinea
Liviu Voinea, Ph.D., MBA
Senior Lecturer, National School of Political and Administrative Studies

Associate Professor, Academy of Economic Studies

Executive Director, Group of Applied Economics
1

