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1. Introduction 

Romania’s entry into the UE involves full liberalization of the capital account. Romania is well on the way to achieve this process; a recent step was the access of non-residents to domestic money deposits. And a following step is the access of non-residents to the t-bill market at the start of 2006. The pace of capital account liberalization has been visibly faster than what would have been indicated by an unconstrained policy optimization. 

As a matter of fact, this research proposal is a sequel to a study that was undertaken a few years ago (Daianu et. al. 2001). That research dealt with the benefits and costs of capital account liberalization, and it warned against the pitfalls of a quickened pace of liberalization; some of its conclusions were validated by economic developments in Romania. This research proposal aims at examining the effects of capital account liberalization against the backdrop of EU entry in 2007 (2008) and available policy options.

1.1 Revisiting capital account liberalization: the case of emerging economies

Capital account liberalization can have significant benefits for economic growth and welfare. Some of the benefits include: ability to tap savings globally, improvements in resource allocation through increased competition for financial resources, ability of domestic economic agents to choose where and how to borrow, invest or exchange assets, and more available resources to support investment or finance trade. Any one of these potential benefits would be enough to sell an emerging economy on this idea. Unfortunately, capital account liberalization entails certain risks, especially if is not accompanied by structural reforms and macroeconomic policies. 
While analysis of costs of capital account liberalization have been limited, there is a growing literature that tests the potential benefits of capital account liberalization (KAL) on long term economic growth and development, by directly investigating the empirical relationship between capital account liberalization and economic growth. But the conclusions are different for developed and developing economies. Furthermore, there are differences regarding the benefits of capital account liberalization within the developing economies, and in some cases those benefits never materialized.
Therefore, it is very hard to estimate a priori what effect removing capital controls will have on an economy, especially on a developing economy like the one in Romania. Against this background, this paper attempts to identify/estimate the effects of KAL (in Romania) on the exchange rate and the improvement of competitiveness in the domestic economy. However, KAL needs to be judged as an integral part of a bigger macroeconomic policy which includes adoption of an IT regime by the NBR and a fiscal reform implemented by the newly elected government.
2. Objectives
The objectives of the research are twofold:
i) to examine empirically/narrative the (potential) effect of KAL on  exchange rate dynamics and macroeconomic stability;
ii) to explain/examine/identify the contribution of KAL to the improvement of market competition in Romania.
Underlying both aims is the over-riding objective of learning more about the dynamics of the Romanian economy. 
So far, research has shown that KAL has different effects on an economy depending on the structure of that economy. Also, in the case of developing economies it is important the KAL is part of a wider restructuring of the economy. Furthermore, it is desirable that KAL is implemented together with financial sector reform and after the domestic currency was allowed to float. 
That is why KAL, although it has been at a faster pace because of the EU provisions was confronted with delays; economic reality took its toll. One example is the access of non-residents to money deposits that was delayed by almost one year (on April 11th, 2005, instead of 2004). 

3. KAL and the exchange rate
Previous research on developing economies has shown that in order to avoid any big cycles in the domestic currency, the KAL has to be part of a bigger macroeconomic and exchange rate policy. 
Therefore, we will analyze the effects of KAL in Romania within this context. We will look at the macroeconomic conditions at the time of liberalization, the health and structure of the financial sector, the fiscal reform process, and the implementation of the Inflation Targeting regime.  
The success of KAL, measured by the stability of the exchange rate, lower domestic interest rates, and higher growth, is also a function of the success of maintaining a low budget deficit, IT implementation and a further opening up of the domestic market to international competition. 
The analysis on this topic will be done both empirically and narrative. On the narrative part we will look at the sequencing in the KAL and the final steps that need to be taken until capital can move completely freely in and out of Romania. 

The empirical analysis will estimate a New Keynesian model. Also, we will try to improve the dynamic properties by calibrating it using VAR model. This way we are solving the inherent problem NK models of poor representation of the data. The idea is that VAR models are used in many macroeconomic applications to summarize those features of the data that ” good ” models should be able to replicate. For example, moments or impulse responses to identified shocks typically represent the benchmark against which models are validated. Since VAR use only the minimal set of restrictions derived from theory to identify shocks, one can use some of the least controversial (or more easily acceptable) qualitative implications of a model to identify structural shocks in the data. Once the data and the model are forced to look the same in some sense, both qualitatively and quantitatively exercise measuring the economic discrepancy between the model and the data in the dimensions of interest can be easily performed.

The model to be estimated:

Before the removal of capital controls, the uncovered interest parity was represented by 
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 represents interest rate wedge due to capital controls. Now the uncovered interest rate parity becomes 
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. However, because Romanian economy is still a developing one, we will add a shock 
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 (r stands for “risk premium”) to the UIP equation. In this empirical work, we will use historical data and regression residuals to construct a series for
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The model is broadly consistent with recent New Keynesian work on monetary policy in small open economies, such as Galí and Monacelli (2002). An IS curve, a Phillips curve, a monetary policy rule and an interest parity equation are specified for Romania. These are forward looking, with all dynamics and persistence due to serial correlation in exogenous shocks. As well, exogenous processes are posited for foreign (rest of world) output, inflation and interest rates.

The IS and Philips curve equations are:
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where 
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 represent output gap in Romania and in foreign country.
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We assume that under the new monetary policy regime, the monetary policy can be approximated by the following rule with a serially correlated shock 
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Finally the interest rate parity written in the real form and with the exogenous risk premium shock 
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To close the model we need 3 more equations, as we have 4 equations and 7 variables. We will not attempt to model the foreign variables, but instead we will assume that they follow an exogenous process:
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Finally, from this analysis we expect to see what interest rate, inflation, and output volatility is needed to reduce exchange rate volatility. 

4. KAL and competition
KAL should create the incentives for Romanian firms to become more competitive both domestically and internationally. We will look at the experience of other countries in Eastern Europe, and try to identify how they took (or did not) advantage of the opening up of their capital markets. Here the analysis will be narrative.
5. Conclusions
KAL is a very important issue, especially for a developing economy.  If done right the domestic economy will benefit enormously and will put the economy on a higher economic growth path. But if done hastily it could lead to major problems like severe depreciation, that would fuel inflation again, strain the corporate sector and financial institutions; it would complicate the process of reform and cause pains to the Romanian economy, whether in, or out of the EU. 

The research is policy-oriented and takes as a working assumption that Romania will be an EU member by 1 January 2007. Therefore, the research will consider probable effects of full capital account liberalization in conjunction with likely developments of the Romanian economy and make policy recommendations. 
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