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Moreover, corruption may induce more government spending on military spending (Mauro, ) and hence the effect of
economic growth on government spending is likely to be larger in a more corrupt country.

Messenger Economic growth is driven by new ideas, by discoveries that result in better products and more
efficient production technologies. Human capital is the engine of this process: In the end, more education
equals more economic growth. Or so goes the theory. In practice, researchers and policymakers have often
questioned the effective aggregate return of spending on education. Simply put, the question is: When the
estimate is run for Australia only, the multiplier is slightly higher: While intuitively appealing, these results
raise some questions. An obvious concern is that a country with a larger GDP must also spend more on
education. This introduces the risk of reverse causality; that is, the model might pick the effect of GDP size on
education expenditure and not vice-versa. The graph below somewhat addresses this limitation. World
Development Indicators of the World Bank In the chart, GDP is measured by its rate of annual growth
between and and education expenditure is measured as a share of total GDP over the period This time lag
reduces the risk of reverse causality. The dots indicate combinations of education expenditure and GDP
growth for each of countries for which data are available from the WDI. The red line provides the best
statistical approximation of the bi-dimensional scatter plot. The positive slope indicates that countries that
spent more on education as a proportion of GDP in experienced faster growth in the subsequent decade. More
precisely, an increase in education expenditure by 1 point of GDP eg from 4. What do academics have to say
about this? A lot of research has been devoted to the analysis of the effects of education on economic growth.
Academic research in this area is characterised by a certain degree of technical complexity and results often
differ across studies depending on the methodology used, the sample considered, or how education is
measured. A survey of this vast literature identified 57 studies, many of which measure education in terms of
outcomes eg enrolment rates, literacy rates, years of schooling in the workforce rather than expenditure. But
the studies that did look at educational expenditure as a proxy for education generally reported a positive
effect of education on growth. A recent a meta-analysis considered 29 papers that specifically look at the
impact of government education expenditures on economic growth. Of these 29 studies, 14 report a positive
and statistically significant effect of government expenditure on growth, 12 report a negative effect, and 3
report no statistically significant effect. Averaging across all studies, the effect of educational expenditure on
growth is positive - albeit modest - in the order of a 0. All these studies typically look at the direct effect of
educational expenditure on growth. However, if education outcomes affect growth, and educational
expenditure affects education outcomes, then expenditure also has an indirect effect on growth. Recent
estimates that use US data suggest that this indirect effect can be large: One such study uses international
student achievement tests to construct a measure of cognitive skills that ranges from 3 to 5. It reports that an
increase in this measure by 0. The question is then how to produce quality education. The authors of this study
consider some of the drivers of test scores, but do not include education expenditure in their analysis. This
represents an interesting avenue of future research.
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2: How Does Government Spending Affect The Economic Growth
Daniel is a former McKenna Senior Fellow in Political Economy. Most government spending has a negative economic
impact. The deficit is not the critical variable. The key is the size of government.

Abolish twenty taxes and go for growth, says IEA Summary: Measuring taxation and government spending as
a proportion of national income is beset with difficulties. However, it is clear that there has been a strong
upward trend in taxation and government spending as a proportion of national income in the developed
countries over the last years. At the beginning of World War I, the UK government spent just over one eighth
of national income; now it spends between 40 per cent and slightly over 45 per cent depending on how
national income is measured. Government spending as a proportion of national income in the UK is at a
similar level to that in Germany but is considerably higher than in Switzerland, Australia and Ireland. Thus, it
is clear that a welfare state of significant size can be provided at levels of government spending far below
those in the UK. It is also notable that, in some UK regions, government spending is between two thirds and
three quarters of regional GDP, depending on the definition employed. It is government spending rather than
taxation that ultimately determines the total burden of government activity on the private sector. Although
government spending can be financed by borrowing or creating inflation, all government spending is normally
a call on resources that have alternative uses or involves transfers from one group in society to another. If a
government borrows money, this has to be financed at the time of borrowing and then serviced by future
generations of taxpayers. Although there is a general perception that there has been a significant reduction in
government spending since , there has not been. Nominal spending increased by 4. Real spending per capita
fell by a little more â€” about 1 per cent per year. By , government spending remained at over 45 per cent of
GDP at factor cost. Some forms of government spending can promote growth, especially capital spending.
However, this does not mean that the resources concerned might not be better employed elsewhere, including
for supply-side enhancing tax cuts. Spending on government consumption tends to harm growth. Spending on
badly designed transfer payment systems can be especially damaging as they can reduce work incentives.
Despite rising government spending in general, there has been a fall in spending on investment while there has
been a huge rise in spending on government consumption and transfer payments. Government spending on
investment is extremely volatile, but, by way of example, it has fallen from over 6 per cent of national income
in the late s to less than 3 per cent today. Welfare payments have almost doubled over the same period as a
percentage of national income to their current levels of around 14 per cent this excludes health and education
spending. Even during the period â€”15, there was a significant reorientation of spending. Meanwhile,
spending on both health and social protection increased in real terms. These trends will not be reversed and
may be further reinforced in the years to The taxes that have to be raised to finance government spending
damage growth through a number of channels. These include reduced incentives for work and saving and
reduced incentives for entrepreneurship. This evidence suggests that a 10 percentage point increase in the tax
or government spending burden is associated with approximately a 1 per cent fall in the growth rate in the
long term. The negative impact of tax on growth is also far greater than the benefits to growth that might arise
from increased government spending, even if that spending is on investment or subsidising private sector
research and development. For example, they cannot necessarily distinguish between cause and effect. In
many ways, regulation and tax are substitutes for each other and have similar effects. For example, politicians
can attempt to improve living standards by regulating wages and other working conditions or by providing
in-work welfare benefits. Robust new modelling has been undertaken as part of the research for this project on
the impact of tax and regulation on productivity. This modelling is not subject to the problems of the earlier
tax and growth studies. This research finds that a 10 percentage point fall in a combined index of top marginal
tax rates and regulation relative to its trend produces a rise in output over about thirty years of 24 per cent.
This is equivalent to an increase in the growth rate over the thirty years following the cut of about 0. The
model does not distinguish between regulation and tax. However, the model uses data from a period in which
falls in marginal tax rates have been much more frequent than changes in regulation. As such, it is reasonable

Page 2

GOVERNMENT EXPENDITURE AND ECONOMIC GROWTH pdf
to infer that a 10 percentage point cut in the top marginal tax rate would bring about the improvement in
growth indicated by the model. In theory at least, we can identify a growth-maximising, a welfare-maximising
and a revenue-maximising share of taxation in national income. The maximum sustainable level of
government spending is a little different from this as a result of the existence of non-tax-based government
revenue and the complications of debt dynamics. The welfare-maximising share of taxation in national income
is greater than the growth-maximising share because there may be some functions that increase welfare while
reducing measured economic growth. The growth-maximising share of government spending in GDP is
probably in the range The welfare-maximising share is probably in the range The maximum sustainable level
of government spending is probably in the range 37â€”38 per cent of national income. All taxes do not affect
growth in the same way. For example, taxes on mobile capital and high marginal rates of tax on income affect
growth disproportionately. The overall design of the tax system also affects economic growth. Ideally, a tax
system should have low negative effects on welfare and economic efficiency; low administration and
compliance costs; fair and non-discriminatory procedures in the way companies and individuals are treated;
and be transparent and easily understandable. The UK system is a long way from meeting these goals. More
specifically, tax systems should be designed so that there is a broad understanding of the basic facts of who
pays how much, with simple rules, thresholds, schedules and rates. Tax should be codified so that taxpayers
know what is expected and can arrange their affairs accordingly with any ambiguity kept to a minimum. To
facilitate this, a formal tax strategy should be adopted by the government, with changes announced in advance
and with explanations of how each change helps bring the system closer to implementing the overall strategy.
The UK has a very badly designed tax system with high marginal rates, huge complexity, taxes that
discourage wealth-creating economic activity and wide-ranging exemptions. Current property taxes provide a
good example of how badly our tax system is designed. These taxes raise nearly 4 per cent of national income.
Council tax is based on a complex system of thresholds and is, in fact, regressive, at least in part. Current
property taxes should be abolished and replaced with taxes that damage economic welfare to a much lesser
degree. Among other taxes, corporation tax, national insurance, capital gains tax, inheritance tax, council tax,
business rates, the television licence fee, the apprenticeship levy, stamp duties, alcohol duties, tobacco duties,
vehicle excise duty and air passenger duty should be abolished. A radically reformed tax system should be
designed to raise around 20â€”25 per cent of national income. It would comprise the following main elements:
Distributed corporate profits would also be taxed at this rate. VAT set at A new housing consumption tax on
rents and imputed rents to mimic VAT at A new location land-value tax. Fuel duty retained at around half the
current rate. If this package were implemented, static modelling would suggest that the poorest decile would
enjoy tax cuts worth 26 per cent of gross income, followed by 19 per cent, 17 per cent and then 13 per cent for
the fourth poorest decile before further falling to 7 per cent for the fourth richest decile. The benefit of the
proposed tax changes then rises slightly with income. Because lower taxes would lead to higher growth and
because there would be a tax system that led to far fewer distortions of economic decisions, it is likely that
employment, productivity and wage levels would rise considerably. Tax policy should be formulated to
increase certainty, stability and transparency. The government should set out a formal tax strategy that
expresses its medium-term and long-term intentions. Tax policy decision-making should be taken out of
annual budgets and implemented separately from periodic statements involving economic and fiscal
forecasting so that fuller attention can be devoted to the implications of both tax policy changes and changes
in budgetary and economic forecasts, respectively.
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total expenditure in GNP can be determined to Granger cause the rate of economic growth, or if the rate of economic
growth can be determined to Granger cause the relative size of government.

This can lead to higher growth in the short-term. Higher government spending will also have an impact on the
supply-side of the economy â€” depending on which area of government spending is increased. Higher
government spending could be on Welfare benefits â€” this spending will help to reduce levels of inequality.
There is potential higher welfare benefits could reduce incentives to work, but on the other hand Pension
spending â€” ageing population, requires higher government spending, but this has no impact on boosting
productivity Education and training â€” if successfully targetted government spending can increase labour
productivity and enable higher long-term economic growth. Infrastructure investment â€” Higher spending on
roads and railways can help remove supply bottlenecks and enable greater efficiency. This can also boost
long-term economic growth. Higher debt interest payments â€” If the government has higher debt and higher
bond yields, then it can cause increased costs of borrowing. This spending will go to investors and have no
benefit for the economy. Evaluation of higher government spending It depends on how the government
spending is financed. If government spending is financed by higher taxes, then tax rises may counter-balance
the higher spending, and there will be no increase in aggregate demand AD. If the economy is close to full
capacity, higher government spending can lead to crowding out. This is when the government spends more,
but it has the effect of reducing private sector spending. For example, if government borrow from the private
sector, the private sector has lower savings for private investment. The impact of government spending also
depends on the state of the economy. If the economy is close to full capacity, then higher government
spending may cause inflationary pressures and little increase in real GDP. If the economy is in recession, and
the government borrows from the private sector, it can act as expansionary fiscal policy to boost economic
growth The impact of an increase in AD depends on the situation of the economy. Why will real GDP tend to
rise when government spending and taxes rise by the same amount? This is a controversial assertion in
economics. It is more likely that the rise in taxes will negate the impact of rising government spending. This
would leave Aggregate Demand AD unchanged. However, it is possible increased spending and tax rises
could lead to an increase in GDP. In a recession, consumers may reduce spending leading to an increase in
private sector saving. Therefore a rise in taxes may not reduce spending as much as usual. The increased
government spending may create a multiplier effect. If government spending causes the unemployed to gain
jobs, then they will have more income to spend leading to a further increase in aggregate demand. In these
situations of spare capacity in the economy, the government spending may cause a bigger final increase in
GDP than the initial injection. However, if the economy was at full capacity, the increased government
spending would tend to crowd out the private sector leading to no net increase in AD from switching from
private sector spending to government sector spending. Some economists would argue increasing government
spending through higher taxes would lead to a more inefficient allocation of resources as governments tend to
be less effective in spending money. Another consideration is that an economy may grow at 2. If there is
higher government spending, this growth rate continues. But, the growth is not due to the rising government
spending. The government spending just fails to change the growth rate.
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1. Introduction This paper analyses the relation between government expenditures and economic growth in the EU. It
focuses on three questions.

In response to the financial slowdown and its impact on the economy, the government plays a key role by
increasing its spending in order to boost economic growth. With so much spending going in this area, it
becomes important for the policy-makers to review whether the government spending is actually promoting
economic growth or not. Key Roles of the Government The Government has a huge role to play in the
economy. Some of its key roles are as follows: Provides a well functioning legal and political system:
Moreover, there is uncertainty in the economy and people are also unwilling to invest. The government needs
to make sure that there is a stable political environment. Plays regulatory role to provide a competitive market:
The government needs to think about trade policies with foreign countries, regulation on natural resources
available in our country etc. Stimulate the economy by increasing the government spending: Keep economic
inequality in check: This disparity causes a certain amount of imbalances in goods and capital market. Hence,
the government needs to provide schemes and policies via taxes or social spending to keep inequality in check.
If you are not familiar with the terms, fiscal deficit, government spending, economic growth, there is an
opportunity to learn these terms in NSE Academy Certified Macroeconomics Course. The main sources of
income for the government are Tax and Non-Tax revenue. The government spending can be classified as
Revenue and Capital Expenditure. Revenue expenditure includes payment of salaries to government
employees, payment to ministers etc. Capital expenditure leads to the formation of assets in the economy like
the building of roads, bridges, schools etc. A Budget Deficit is an indicator of financial health in which
expenditures exceed revenue. The government tries to fulfill this gap through borrowing which it does so by
issuing bonds or borrowing from the foreign government. India recorded a Government Budget deficit equal
to 3. The understanding of government spending is not restricted to cost-benefit analysis. Keynes also believed
that the government has the power to improve the situation of economic downturn through borrowing money.
The government can borrow money from the private sector and return the same through different spending
programs. This mechanism did not necessarily mean that government should be big. The Keynesian theory
suggested that government spending program is just to provide a short-term boost to help overcome a
recession or depression like- situation in the economy. They even suggested that policymakers should be ready
to reduce government spending once the economy is recovered so as to prevent inflation , which they believed
would result from too much economic growth. Fiscal deficit if kept in a check is not bad. The government in
such a scenario can play the role of creating assets in the economy. These assets in the economy will benefit in
the long term. However, if the deficit is out of control it can pose a problem for the economy. Our Indian
economy is mostly in deficit and in some years it has become uncomfortably high. Some of the consequences
of the high Fiscal Deficit are as follows- 1. High taxes in some cases Impact of government spending on the
economy There is a high possibility that the rise in taxes will negate the impact of rising government spending
which would leave Aggregate Demand AD unchanged. However, it is possible that increased spending and
rise in tax could lead to an increase in GDP. In a recession, consumers may reduce spending leading to an
increase in private sector saving. Therefore a rise in taxes may not reduce spending as much as usual. The
increased government spending may create a multiplier effect. If the government spending causes the
unemployed to gain jobs then they will have more income to spend leading to a further increase in aggregate
demand. In these situations of spare capacity in the economy, the government spending may cause a bigger
final increase in GDP than the initial injection. However, if the economy is at full capacity, the increase in
government spending would tend to crowd out the private sector leading to no net increase in Aggregate
demand from switching from private sector spending to government sector spending. Some economists would
argue increasing government spending through higher taxes would lead to a more inefficient allocation of
resources as governments tend to be less effective in spending money. You can get a more clear understanding
of the impact of government spending on an economy by watching the video below: Multiplier effect Fiscal
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Multiplier is often seen as a way that spending can boost growth in the economy. This multiplier state that an
increase in the government spending leads to an increase in some measures of economic wide output such as
GDP. As per the multiplier theory, an initial amount of government spending flows through the economy and
is re-spent over and over again which leads to the development of the overall economy. A multiplier of 1
implies that if the government created a project that takes people, it would put exactly i. A multiplier greater
than 1 suggests more employment, and a number less than 1 means a net job loss. However, government
spending may sometime decrease economic growth, possibly due to inefficient use of money. Empirical
evidence suggests that in practice, government outlays designed to stimulate the economy may fall short of
that goal. So before it approves any additional spending to boost growth, the government should have an
understanding whether such spending is likely to stimulate growth and report how much uncertainty surrounds
those estimates. Moreover, this analysis should be opened to the public for comment prior to it is applied in
the system.
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large government expenditure tend to experience higher economic growth. Devarajan and Vinay () used panel data for
14 developed countries for a period ranging from to and applied the Ordinary least square method on 5-year moving
average.

Many public programs are specifically aimed at promoting sustained and equitable economic growth. Public
expenditures can--and have--played an important role in physical and human capital formation over time.
Appropriate public expenditures can also be effective in boosting economic growth, even in the short run,
when limits to infrastructure or skilled manpower become an effective constraint to an increase in production.
Therefore, the effect of public expenditures on economic growth may be a comprehensive indicator of public
expenditure productivity. Ideally, the two components of such an indicator should be measurable: By pointing
to a set of public sector outputs as particularly conducive to economic growth, as well as to the efficiency with
which the expenditures contribute to public sector production, empirical studies on expenditures and growth
can suggest ways to improve public expenditure composition and productivity. A cautious interpretation of the
results of such studies is warranted, however, because not all public programs are necessarily aimed at
economic growth and because public expenditures are not all that matter for economic growth. Moreover, the
relationship between public expenditures and economic growth is not necessarily unidirectional. Overview A
variety of empirical studies, based on time-series or cross-country data, have aimed at estimating the
contribution of public expenditures to economic growth. Some studies relate aggregate public expenditures to
economic growth; others focus on the relationship between certain expenditure components, such as public
investment, education or health expenditures, or their components, and economic growth. The major obstacles
encountered in these studies include the difficulties involved in 1 valuing public sector outputs; 2 estimating
separately the impact of how public expenditures are financed including the possible crowding out of private
investment ; and 3 measuring the effects of other factors on economic growth. In addition, using
contemporaneous cross-country data to relate public expenditures to economic growth may not yield correct
results because many public expenditure projects for example, those on primary education and physical
infrastructure have long gestation periods. Public Expenditures and Economic Growth Many studies have
aimed at estimating the effects of public expenditure on economic growth. Empirical studies have yielded
conflicting results: Public expenditures were observed in one study to have no impact on growth in developed
countries, but a positive impact in developing countries Sattar In general, studies of the relationship between
aggregate public expenditure and economic growth have not yielded robust results, as the results of many are
sensitive to small changes in model specification Levine and Renelt A number of studies have tested the
effects of certain public expenditure components on economic growth. In general, these studies suggest that
public sector consumption does not promote economic growth Diamond , Barro , Grossman , and Easterly and
Rebelo A number of studies have found a positive correlation between economic growth and various
education indicators or expenditures: Other studies suggest indirect links between education and economic
growth, for example, through the linkage between education expenditures and private investment Clements
and Levy Other strands of research have aimed at identifying the effect of household investments in education
and health or public outlays on specific education and health services; these studies have found, in general,
robust results, indicating the positive effects of such investments on lifetime earnings or educational and
health indicators. These studies point to the productivity of primary education and community health services,
particularly in developing countries, as well as health education and preventive health care expenditures Ryoo
; Haddad and others ; Winkler ; Atkin, Guilkey, Popkin, and others ; Jamison ; Psacharopoulos ; and World
Bank b. Some studies have aimed at assessing the effects of military expenditures on economic growth.
Military expenditures can create jobs, and military research and development programs can promote
technological progress. While some studies have reported a positive correlation between military expenditures
and economic growth, this positive correlation reflects to a large extent the effects of an increase in military
outlays on aggregate demand during recessionary periods Benoit When resources are fully employed, the
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simple theory of opportunity costs implies that military expenditures will crowd out other expenditures,
including private investment. Several more recent studies for example, Deger suggest that this effect
dominates any positive impact of military outlays on growth. Public investment in basic infrastructure is an
essential precondition for capital accumulation in the private sector. Public investment in education and health
facilities improves human capital formation. However, public investment is also an area where grossly
unproductive white elephants can be found. While the contribution of public investment to economic growth
has been invariably assumed theoretically, empirical studies based on aggregate public expenditure data have
found only weak links between public investment and economic growth. Using cross-country data to test the
relationship between public investment and economic growth, some recent research in this area has found only
a statistically insignificant relationship Barro Other research has found that capital spending on education,
health, and housing has a positive effect on economic growth Diamond Some others have used U. While
many studies have found positive effects, the effect of public investment on private capital spending appears to
be strongly influenced by the extent of crowding out for example, Aschauer a and b , Munnell , and
Holtz-Eakin , while cross-country studies including the developing nations have failed to produce robust
statistical results linking public investment and growth Levine and Renelt
6: Does government spending on education promote economic growth?
taxation, government spending and economic growth edited by philip booth with contributions from ryan bourne rory
meakin lucy minford patrick minford.
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