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This paper reports the results of a study of the impact of government expenditures on economic
growth, emphasizing how government effectiveness influences the efficiency of government
spending. The effects of sub-categories of government spending on growth are also examined.
Total expenditures are estimated to have negative growth effects for some groupings of
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I. Introduction

Institutions matter. Empirical investigations into the determinants of economic

growth have clearly established that good governmental institutions foster growth.1

These effective governments establish a framework that promotes and rewards

initiative and creativity in private enterprise. Countries with effective governments

* James L. Butkiewicz (corresponding author): University of Delaware, Department of Economics, Newark,
DE 19716; e-mail jimb@udel.edu. Halit Yanikkaya: Gebze Institute of Technology, Department of
Economics, Gebze, Kocaeli, Turkey 41400; e-mail halityanikkaya@gyte.edu.tr. Yanikkaya gratefully
acknowledges the financial support of the Turkish Academy of Sciences through its “Distinguished Young
Scientist Award Program” (TUBA-GEBIP). The authors thank editor Jorge Streb and two anonymous
referees for many helpful comments and suggestions. Responsibility for any errors is our own.

1 A few selected studies include Olson (1982), North (1990), Hall and Jones (1999), Acemoglu, Johnson
and Robinson (2005), Butkiewicz and Yanikkaya (2007), Keefer and Knack (2007) and Rodrik (2008).
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may also make public spending decisions that support and foster economic

development. The finding that the quality of governance is important for growth is

emphasized by Reinhart and Rogoff (2009, p. 30):

…the modern literature on empirical growth increasingly points to “soft” factors such

as institutions, corruption, and governance as far more important than differences in

the ratios of capital to labor in explaining cross-country differences in per capita incomes.

In times of high unemployment, increased government spending is often advocated

to stimulate aggregate spending. But within the same macroeconomic framework,

the long-run growth path of the economy is assumed to depend upon resources,

technology, and the factors listed above, and not on the level of government spending.

Whether or not government expenditures are an effective means of providing short-

run stimulus, their long-run growth effects are equally if not more important.

Countries anxious to develop need to know which types of expenditures, if any,

promote growth, and which have no impact or retard growth. If certain expenditures

reduce growth, policy makers in developing and developed nations should understand

these costs of government spending programs.

The impact of government spending on growth has been investigated extensively,

generally with conflicting results. This holds true for total spending, the division

between capital and consumption expenditures, and various components of

government spending. The effects of government spending are also often found to

differ between developed and developing nations.

Public spending may yield diminishing returns, just like other types of expenditures.

Consider the case of road construction that may generate large, positive economic

effects in a developing nation. In a developed nation a new road may have a very

small marginal product. Road construction in a developed country may be providing

relief of congestion or anticipating future congestion, rather than capital deepening.

This “constant returns to scale” investment likely has no discernable aggregate empirical

growth effect, since the investment maintains the existing ratio of public to private

capital. Also, capital expenditures may be “pork barrel” expenditures; roads to nowhere.

Good governmental institutions are more likely to constrain “pork barrel” expenditures.

Weak governments may thrive on such spending. Thus, a category of government

expenditure such as road construction may have very different impacts on economic

growth dependent upon a government’s effectiveness.

Keefer and Knack (2007) demonstrate that the level of public expenditure may

be inversely related to its productivity due to the quality of government. Limited
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governments may spend less on public investment, but that investment may be

productive. Weak and corrupt governments may have a high level of expenditures

that is unproductive. Thus, the level of public investment may be a poor proxy for

its productivity.

It is this last issue that is a primary focus of this study. How does controlling

for government quality affect the measured productivity of various types of

government expenditure? Also, are the effects different in developing and developed

nations?

This paper reports the results of a study investigating the growth impact of

government spending. The primary focus of the analysis is how government effectiveness

affects the growth impact of government spending. Instead of classifying government

expenditures as productive and unproductive a priori, this study divides countries

into two groups as having effective or ineffective governments based upon three

recognized measures of government effectiveness used in the empirical growth

literature.2 The main hypothesis examined is whether countries benefit from the various

components of public expenditures differently because efficient governments make

more productive expenditures. A number of different measures of government spending

are used. Countries are grouped by both income level and by government effectiveness. 

Several important results are found to be significant and consistent across

specifications. The first is that government consumption expenditures (or current

expenditures) have negative growth effects for certain country groupings. In particular,

the negative growth effects of government consumption expenditures are clearly

supported for developing nations with ineffective governments, while these

expenditures generally have insignificant effects in developing nations with effective

governments. A second result is that capital expenditures have positive growth

effects in developing nations with ineffective governments, and possibly also in all

developing nations. Combined, these two results indicate that government effectiveness

is an important determinant of the growth impact of government spending for

developing nations. 

For developed nations, the evidence is mixed. Depending upon the definition

of government effectiveness, both total expenditures and government consumption

spending have significant negative growth effects for some classifications. No

evidence supporting positive growth effects is found. Capital expenditures have a

positive, significant growth effect in only one of six cases.

Institutions and the Impact of Government Spending on Growth 321

2 Kneller, Bleaney, and Gemmell (1999) and Bleaney, Gemmell, and Kneller (2001) use a priori
classifications of government expenditures in their analyses.
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The next section of the paper reviews key findings in the literature about

government spending and growth. The model and data are discussed in section III.

The fourth section presents the empirical results. Section V presents concluding

observations and policy recommendations.

II. Literature review

Many empirical studies of the determinants of growth include a measure of government

spending. Initial cross-section studies by Grier and Tullock (1989) and Barro (1991)

find a significant negative impact of government consumption expenditures on

growth. Grier and Tullock also report that the estimated effect of government size

on growth differs between different groups of countries, and estimate separate

regressions for various country groups. 

Subsequent studies report divergent findings. Hansson and Henrekson (1994)

find that for 14 OECD countries, government consumption spending, transfers and

total spending have a negative effect, education expenditures have a positive effect,

and investment has no significant effect. Easterly and Rebelo (1993) report a

significant, positive impact for government investment in transportation and

communication, but no effect on growth for other fiscal measures.

Agell, Lindh and Ohlsson (1997) find that the growth impacts of the spending

share in OECD countries are not empirically robust, varying from negative to positive

depending upon the econometric specification. Folster and Henrekson (1999) reply

that the econometric issues raised by Agell et al. are resolved through the use of panel

data and lagged instruments and using this approach they find negative effects of

government expenditures on growth. Agell et al. (1999) reply that the Folster-Henrekson

results are flawed because their approach uses incorrect instruments and fails to address

the issue of multi-directional causality, and that when growth regressions are correctly

estimated, the growth effects of the public sector are ambiguous.

Schaltegger and Torgler (2006) find that at the state (canton) and local level

within Switzerland, government spending from operating budgets has a negative

growth effect but government capital spending has no effect on growth. In related

work, Aschauer (1989) finds that public investment in “core infrastructure” has a

significant positive effect on total factor productivity in the United States for the

period 1949-1985.3

Journal of Applied Economics322

3 Aschauer (1989, p. 193) defines public investment in” core infrastructure” to include expenditures for
streets and highways, airports, electrical and gas facilities, mass transit and water and sewer systems.
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Devarajan, Swaroop and Zou (1996) find that for 43 developing countries, only

current government expenditures have a positive growth effect. Expenditures for

infrastructure, health and education have insignificant or negative effects. They

interpret these findings as indicating that developing nations spend too much on

capital and not enough on current expenditures. They also conjecture that some

capital expenditures may not contribute positively to private sector productivity,

suggesting the need to investigate in some way the quality of government expenditures.

For the same two decades (1970–1990) as Devarajan, Swaroop and Zou, but using

a smaller sample of 30 developing countries, Bose, Haque and Osborn (2007) find

that government investment and education expenditures are growth enhancing.

Turnovsky and Fisher (1995) develop a theoretical model to examine the effects

of government infrastructure and consumption expenditures. They find that

infrastructure expenditures are likely more productive than consumption expenditures,

but cannot rule out the possibility that consumption expenditures may be more

productive under certain conditions.

Tanzi and Zee (1997) survey the literature and find conflicting empirical results

for the impact of fiscal measures on growth. They identify several important

econometric issues. The a priori division of expenditures into non-productive

consumption and productive investment may not be appropriate. The relationship

between growth and expenditures may be non-linear. Also, they, as have other

authors, emphasize Wagner’s Law that growth may result in demand for more

government services, implying multi-directional causality between fiscal measures

and growth.

Expanding the findings of Grier and Tullock, other studies investigate whether

the growth effects of government spending vary between groups of countries. Folster

and Henrekson (2001) argue that the composition of government spending varies

significantly between high and low income countries, and that the growth retarding

effects of government expenditures and/or consumption occur only after a government

attains a certain threshold size. They report estimates for panels varying between

22 and 23 OECD countries supporting the proposition that a large government sector

lowers growth in high income countries.

III. Model, data and estimation technique

The primary focus of this study is the relationship between government quality and

the impact of fiscal expenditures on long-run growth. How does controlling for

government quality affect the measured productivity of different categories of

Institutions and the Impact of Government Spending on Growth 323
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government expenditure? The issue is examined in the context of recognizing that

the effects of government spending may differ between developed and developing

countries, using alternative measures of government quality.

An empirical growth model commonly used in the literature is employed to

analyze the effects of government expenditures on growth. The model has the general

form:

γyt = F(yt, Xt, Zt),

where γyt is a country’s real per capita growth rate in period t, yt is initial GDP per

capita, Xt is a vector of conditioning variables that have been found to be key

determinants of growth, and the variable Zt represents a vector of variables related

to government expenditure.

Data for the growth of real GDP per capita are from the World Bank (2007) and

initial GDP data are from Heston, Summers and Aten (2002). The conditioning

variables in the vector Xt are those commonly used in the literature. Human capital

is measured as the lagged logarithm of life expectancy. Telephone mainlines per

thousand workers is the measure of the capital stock.4 The lagged fertility rate

measures population growth, and is expected to have a negative effect since the

population growth rate reduces growth in the neoclassical growth model. The sum

of imports and exports as a percentage of GDP measures openness, a variable

frequently found to increase growth. All four of these variables are taken from the

World Bank (2007).

The Kaufmann, Kraay and Mastruzzi (2007) index of the rule of law controls

for institutional quality. The rule of law variable is an index ranging from -2.5

(worst) to 2.5 (best). Also included in the estimates are dummy variables for three

geographic regions: Sub-Saharan Africa, Latin America and East Asia.5

Government expenditure data for the period 1970 -1999 are from Easterly and

Sewadeh (2002). The major revision in the IMF’s data compilation (2001) makes

the data for the 1970-1998 period not comparable with the new series beginning

in 1990. The new government expenditure data for 1990-2004 are from the World

Journal of Applied Economics324

4 Easterly and Levine (1997) use this variable as a measure of infrastructure. This variable is widely
available for a large number of countries on an annual basis. While telephone mainlines and gross
domestic investment are positively correlated the former variable is a stock variable, while gross
investment is a flow and is subject to endogeneity concerns. 

5 The rule of law and geographic variables are the same for all time periods.
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Bank (2007). For the two differing expenditure measures, two sets of estimates

are reported: one for the 1970-1999 period and a second set for the 1990-2004

period.6

To determine the effects of government expenditures on growth, a variety of

expenditure measures are used. These include total expenditures as a percentage of

GDP, government consumption as a percentage of GDP, and various sub-categories

of expenditures as discussed below, all as a percentage of GDP.

Mean values of the data are reported in Table 1. Developing nations have lower

average growth rates than developed nations, and developing nations with ineffective

governments have lower average growth rates than those with effective governments.

Focusing only on developing nations, those with effective governments have higher

rates of gross capital formation and lower fertility rates, both of which increase

growth. Developing nations with effective governments have higher rates of

government consumption and current expenditure, but do not have higher rates of

government capital expenditure, except when effectiveness is determined by having

a legal system of British origin.

For each of the two government finance data sets, panels are created by

averaging the data over five-year periods. For the earlier sample, there are six

five-year periods, beginning with 1970-1974 and following sequentially. For the

newer data series, there are three five-year periods. The first is 1990-1994 and

others follow sequentially.

Over 100 developed and developing nations are included in the data set.7 The

sample size for each estimated equation is determined by data availability. Seemingly-

Unrelated Regression (SUR) is the technique used to estimate the basic model.

While the constant term for each five-year period varies, coefficients for other

variables are constrained to have the same value for all periods. Barro and Lee

(2005) recommend SUR estimates because fixed-effect and first-differenced GMM

estimates eliminate time-persistent cross-section information.8 Results of robustness

checks are also reported.

Institutions and the Impact of Government Spending on Growth 325

6 Since revenue growth typically follows expenditure growth, we do not include revenue measures.
Also, limited data on revenue would require a large reduction in sample size.

7 A list of countries is available from the authors upon request.

8 Fixed-effect estimates also obtain very large convergence coefficients.
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IV. Results

A. Basic results

The baseline models are estimated for all countries and by country income level

for two sample periods: 1970-1999 using the original government expenditures

data, and 1990-2004 using the new government expenditures data.9 The baseline

specifications include the following determinants of growth of real GDP per capita:

the natural logarithm of the initial level of real GDP per capita for convergence;

the log of the lagged value of life expectancy for human capital; the lagged log of

the fertility rate for population growth; the log of current telephone mainlines per

1000 workers for the physical capital stock; the current value of the sum of imports

and exports as a percentage of GDP for trade openness; the rule of law index for

institutional quality; and dummies for Latin America, East Asia, and Sub-Saharan

Africa; and various government expenditures as a percentage of GDP.

The first estimates, reported in Table 2, are for the impact of total government

expenditures on growth. For the first sample period, 1970-1999, government

expenditures have a significant, negative effect on growth for the total sample and

in developed countries. In the second sample, 1990-2004, government expenditures

have a significant, negative effect on growth for the complete sample and for

developing countries.

The results for government consumption expenditures, reported in Table 3 are

consistent. In both sample periods, consumption expenditures have a significant

negative effect both for the complete sample and for developing countries, but not

for developed nations.

The “rule of law” measure is significant for all countries and developing countries.

Rule of law is a measure of government effectiveness, and the estimates obtain a

significant positive growth effect for developing countries that establish and maintain

the rule of law.

As the basic models obtain divergent results, more focused estimates may provide

greater insight into the effects of government consumption expenditures on growth.

A worthwhile approach is to analyze whether government effectiveness matters for

the growth impacts of government (consumption) expenditures. It is expected/assumed

Institutions and the Impact of Government Spending on Growth 327

9 For the interval 1995-1999 in the first sample, government expenditures data are averages for the years
1995-1998, the last four years of the old government expenditures data. All other data for that interval
are five-year averages.
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that effective governments spend in ways that promote growth or at least do not

inhibit growth. There are many studies in the literature reporting that countries with

certain characteristics are more likely to have more effective governments. It is

evident that countries, depending on their effectiveness levels, may choose different

expenditure patterns, and are more likely to be affected differently from government

expenditures. The next set of estimates is for nations classified according to the

effectiveness of their governments.10

Government effectiveness is classified using three alternative criteria. Using

the Kaufmann, Kraay and Mastruzzi (2007) index of government effectiveness,

countries with an index above the mean value are included in the effective government

group, while those with an index value below the mean are classified as ineffective.11

The second classification criterion is whether a country’s legal system is of British

origin. La Porta, Lopez-de-Silanes, Shleifer and Vishny (1999) show that the

government efficiency factor is high in English common law countries and these

countries are less interventionist compared to other countries.

The third criterion is ethnic homogeneity. Countries with an ethnically homogeneous

population are presumed to have an effective government, while those with an

ethnicity index above the mean value (ethnic diversity) are presumed to have ineffective

governments. La Porta et al. show that higher ethnic fractionalization is associated

with more interventionism (worse protection of property rights, more intrusive

government regulation, and higher tax rates) and lower government efficiency (lower

scores on bureaucratic delays and tax compliance, but not on corruption). They

conclude that ethnically homogenous and common law countries have better/ more

effective governments.

The number of developing countries classified as either effective or ineffective

varies by the criterion used. There are a total of 105 countries using the index of

government effectiveness and 104 using either of the other criteria. A total of 36

countries have ineffective governments by all three effectiveness measures and only

4 are effective in all three classifications. However, 31 countries have effective

Journal of Applied Economics330

10 Hineline (2008) reports that parameter estimates in growth regressions may be sensitive to changes
in the sample, so investigating possible parameter heterogeneity for different country groups is a
worthwhile endeavor. 

11 Government effectiveness is defined by Kaufmann et al. (2007) as capturing perceptions of the quality
of public services, the quality of the civil service and the degree of its independence from political
pressures, the quality of policy formulation and implementation, and the credibility of the government’s
commitment to such policies.
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governments by at least two of the criteria. The number of governments classified

as effective is 20 by the index of effectiveness, 37 having a legal system with British

origins, and 43 using ethnicity as the classification criterion.

The number of developed countries actually classified by each effectiveness

measure varies. The number of developed countries included in the sample is 34,

36, and 37 using the ethnic fractionalization index, British law origin, and the index

of government effectiveness, respectively. A total of 5 countries have ineffective

governments by all three effectiveness measures and only 4 are effective in all three

classifications. However, 12 countries have effective governments by at least two

of the criteria. The number of governments classified as effective is 20 by the index

of effectiveness, 14 having a legal system with British origins, and 14 using ethnicity

as the classification criterion. Given the diversity of country classifications using

these alternative measures of effectiveness, obtaining consistent results across all

three measures is a strong finding.

The results in Table 4 support the hypothesis that government effectiveness

matters in developing nations. For the earlier time period the estimates indicate

a negative effect of government expenditures on growth in developing nations

with effective governments and a negative impact of consumption expenditures

on growth for the various classifications of ineffective governments in developing

nations, and no significant effect of consumption expenditures on growth for

countries classified as having effective governments. The estimated coefficients

for the effect of government consumption are remarkably similar. A 1% increase

in government consumption relative to GDP reduces the annual growth rate by

approximately 0.10%.

For the later sample (1990-2004) the results obtained have a similar pattern of

a negative, significant effect of government consumption on growth in developing

nations with ineffective governments. For the estimates of a significant negative

effect, the estimated coefficients are also -0.10 or greater in absolute value.12 This

is the most consistent result obtained, both in terms of the magnitude of the growth

effect and statistical significance.

Institutions and the Impact of Government Spending on Growth 331

12 Rice and Stewart (2008) have developed an index of weak states for developing countries. Dividing
developing countries at the mean of the index and estimating the models for effective (above mean) and
ineffective (below mean) governments obtains results very similar to the other measures of effective
and ineffective governments, especially for the earlier sample. The estimated growth impact of government
consumption expenditures in ineffective (below mean) states for 1970-1999 is -0.093 and statistically
significant at the 10% level. This result is comparable to the estimated results for other measures of
ineffective governments during the same sample period.
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In this later sample period, significant, negative effects of total expenditures in

developing nations are found for two measures of ineffective government and one

measure of effective government. In terms of the level of significance and consistency,

this finding is not as strong as that for government consumption spending.

For developed nations, half of the twelve estimated coefficients are negative

and significant; three each for total expenditure and consumption spending. For

both spending categories, significant effects are found for two classifications of

effective governments.

In the later sample the estimates for developed nations do not obtain a consistent

pattern of results. Total expenditures have a significant negative effect for two

measures of government effectiveness and consumption expenditures are significantly

negative for one category of ineffective government. These results for developed

nations for the earlier sample are stronger in terms of consistency and the level of

significance.

It is often asserted that government investment to develop infrastructure is

productive while current expenditures are nonproductive. Estimates using these

two categories of expenditures for the 1970-1999 period are reported in Table 5.13

One consistent result is that capital expenditures in developing nations with

ineffective governments are productive. Every 1% of GDP spent on capital

expenditures increases annual real growth by slightly more than 0.1%. One possible

explanation for this result is that, as indicated in Table 1, capital formation rates

(gross fixed capital formation) are lower in developing countries with ineffective

governments.14 Thus, government capital expenditure may be a substitute for

private capital formation.

The estimated growth effect of current expenditures in developing nations is

negative and significant regardless of government effectiveness. The magnitude of

the growth effect ranges from -0.06% annual growth reduction to -0.23% annual

growth reduction for each 1% of GDP spent on current government expenditure.

While this range is wide, most of the estimates suggest a growth reduction of slightly

less than -0.1% for each 1% of GDP devoted to current government expenditures.

For developed nations for the first sample period, current expenditures significantly

reduce growth for two classifications of effective government. The growth impact

for developed nations is smaller, 0.05% or less for each 1% of GDP of current

Institutions and the Impact of Government Spending on Growth 333

13 The breakdown of current and capital expenditures is available only for the earlier sample period.

14 Ineffective governments may reduce the incentive to invest in these countries.
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government expenditures. In one case capital expenditures significantly increase

growth by approximately 0.2% for each 1% of GDP expended on government

capital.

This pattern of results indicates that government expenditures affect growth

more in developing nations than in developed nations. Current expenditures reduce

growth in developing nations regardless of government effectiveness, while capital

expenditures increase growth in developing nations with ineffective governments.

While not directly tested, one explanation for these findings is that taxation to

generate the revenue needed to finance current expenditures reduces incentives in

developing nations, and, as discussed above, investment by ineffective governments

in developing nations may substitute for private investment.

Estimates were obtained for other categories of government spending.15 One

consistent pattern in the earlier sample is that interest payments have a significant,

negative growth effect of -0.1 or more for five of six classifications of developed

countries.16 Only developed countries with a legal system of British origin were

not adversely affected by interest payments.17

Another result for the same sample period is that growth in developed countries

with effective governments was decreased by social security and welfare systems.

The magnitude of the estimated effects ranges from -0.1 to -0.4. Of course, social

security systems reduce the need for retirement savings and generous welfare systems

reduce the need for precautionary savings in case of job loss. Reduced saving reduces

investment. In the neoclassical growth model the long-run result of reduced investment

has only a level effect, but it can have a steady-state growth rate effect in endogenous

growth models.

Some instances of a significant negative growth effect of education spending

were estimated, although many of these were for classifications of nations with

ineffective governments. It is feasible that education expenditures in nations with

ineffective governments are less successful in developing human capital.

Institutions and the Impact of Government Spending on Growth 335

15 A separate regression is estimated where each spending category replaces government expenditures.

16 Results discussed in this and the following paragraphs are not reported but are available from the
authors.

17 This group includes Australia, Canada, (the Republic of) Ireland, New Zealand, the United Kingdom
and the United States; countries that have continuously had AAA or AA credit ratings reflecting relatively
strong fiscal positions.
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B. Robustness checks

Agell, Lindh and Ohlsson (1997) find that growth effects of government tax and

expenditure shares are sensitive to changes in control variables. 18 Specifically, they

find that the inclusion of a measure of demographic structure, the percentage of non-

working age population, changes the estimated growth effects from negative and

significant to positive and significant. Table 6 reports the estimates when this demographic

structure variable replaces the fertility rate in the basic growth regression. The results

are comparable to those reported in Tables 2 and 3 for the 1970-1999 periods. For

both government expenditures and government consumption, the new estimates are

virtually identical to the original estimates, both in magnitude and significance.

The basic models were estimated using annual panel data for the earlier sample

period, for all countries, developing countries and developed countries.19 Four

different expenditure measures were used: total expenditures, government

consumption expenditures, current expenditures and capital expenditures. For nine

of the twelve cases significant negative effects are found. Only for capital expenditures

are the results insignificant.20

The results reported here may be due to reverse causation. Wagner’s Law states

that growth may increase the demand for government services, resulting in expansion

of the public sector. Agell et al. (1999) demonstrate that one-period lagged values

of explanatory variables are not appropriate instruments. Lack of a sufficient number

of appropriate instruments makes instrumental variable estimates problematic. As

an alternative Granger causality tests are conducted for growth and various measures

of government spending. Granger causality tests fail to find significant effects of

growth on measures of government expenditures except for government consumption.

Of course, Wagner’s Law suggests a positive relationship between growth and

Journal of Applied Economics336

18 A limitation of the Agell et al. critique is that their analysis is not conducted within the context of a
fully-specified empirical growth model. Their particular results may be due to an omitted variables
problem.

19 Results are available from the authors. The short sample makes estimation problematic for the second
period.

20 For developing nations for the earlier sample, interacting the three measures of government effectiveness
with the four measures of expenditures (total, consumption, current and capital) obtains significant
interaction terms that are in line with the results reported above. A test of normality obtains a Jarque-
Bera statistic of 7015 with a p value of 0.0000, clearly a failure of normality. However, in a large sample
it is possible to get a significant Jarque-Bera statistic due to outliers even if the distribution of residuals
is not far from normal.
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consumption, while the estimates reported above indicate government consumption

has a negative growth effect. In several instances, government expenditure measures

have a significant causal effect on growth, including total expenditures, current

expenditures and capital expenditures in the first sample period.21

V. Discussion and conclusions

In the neoclassical model, growth depends solely on resource (labor) growth and

technology. Growth is not affected by policy choices. Endogenous growth models

allow for policy and other variables to affect long run growth.

In particular, fiscal policy may have important growth affects. The taxes levied

to finance expenditures distort incentives and create tax wedges. Public expenditures

may substitute for or crowd out private spending. Public expenditures and subsidies

may also affect resource allocation, either positively or negatively, or in both

directions for different activities. Public expenditures for capital and education are

investments that may stimulate growth. Thus, government expenditures have

uncertain growth effects that must be investigated empirically.

This paper reports the results of an investigation of the growth effects of

government expenditures, with emphasis on the role that government effectiveness

has in determining the growth effects of government spending. The results reported

above indicate that total government expenditures have a small negative growth

effect in developed countries. However, the results are inconsistent across sample

periods and classification by government effectiveness, except for interest payments

and for social security and welfare spending. High levels of interest payments are

the result of past government dissaving and social security and welfare programs

reduce the incentive to save. In an endogenous growth model, reduced saving reduces

investment and can reduce growth.

Estimated results are more consistent and of greater magnitude for developing

nations. Each 1% of government consumption expenditure reduces growth by 0.1%

in developing nations with ineffective governments. This result is consistent across

sample periods and classifications of government effectiveness. Total expenditures

are estimated to reduce growth in developing nations, especially in those with

effective governments. This result is consistent across classifications in the first

period, but not consistent in the second period. Developing nations with ineffective

governments benefit from increased public capital expenditures.

Journal of Applied Economics338

21 Detailed results are available upon request from the authors.
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The strongest, most consistent results are obtained for consumption and capital

expenditures. For the earlier sample period, negative growth effects of consumption

expenditures are found for developed and developing nations. For developing

nations, the results appear stronger in those nations with ineffective governments.

Negative growth effects for government consumption are also estimated for

developing nations with ineffective governments for the recent sample period.

The other consistent result is that capital expenditures have significant positive

growth effects for developing counties with ineffective governments in the first

sample period.

These results indicate the importance of fiscal policies for developing nations.

Expenditures appear to reduce growth, and government consumption expenditures

reduce growth in countries with ineffective governments. However, these same

countries would benefit from increased public investment. A possible explanation

is that ineffective governments in developing nations discourage private investment,

so public investment may be a substitute for private investment. Thus developing

nations that are most in need of strong growth must carefully allocate public

expenditures to minimize negative and maximize beneficial growth effects.

Aid agencies should insure that aid designations are not undermined by the

fungibility of money. Aid intended for capital projects may facilitate diversion of

other funds to current expenditures. The benefits of increased capital spending in

developing nations may be offset by increases in current expenditures using funds

freed by foreign aid, especially in developing nations with ineffective governments.
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