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Abstract

Governments will want to achieve their highest priority goal according to their economic circumstances. Governments use
many tools to achieve these goals. Economic growth and price stability are among the main objectives which fall within the
scope of governments. One of the most important tools that governments will deploy to achieve these goals government
expenditures, which is a fiscal policy tool. In this study, the relationship between government expenditures, economic growth
and inflation in 9 randomly selected OECD countries (France, Germany, Italy, UK, Portugal, Hungary, Spain, Finland and
Poland) was analyzed by panel causality method using annual data for the period 2010-2019. As a result of the analysis, a
bidirectional causality relationship was found between economic growth and inflation in the period analyzed. It was also found
that there was a unidirectional causality relationship from inflation to government expenditures and from government
expenditures to economic growth.
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Oz

Hiikiimetler, ekonomik kosullar1 dogrultusunda en yiiksek oncelige sahip hedeflerine ulasmak isteyeceklerdir. Bu hedeflere
ulagmak isteyen hiikiimetler bircok ara¢ kullanmaktadir. Ekonomik biiyiime ve fiyat istikrar1 hitkkiimetlerin gérev alanina giren
temel hedefler arasinda yer almaktadir. Hiikiimetlerin bu hedeflere ulagsmak icin kullanacagi en 6énemli araglardan biri maliye
politikas1 araci olan kamu harcamalaridir. Bu calismada rassal olarak secilen 9 OECD iilkesinde (Fransa, Almanya, Italya,
Birlesik Krallik, Portekiz, Macaristan, Ispanya, Finlandiya ve Polonya) hiikiimet harcamalari, ekonomik biiyiime ve enflasyon
arasindaki iliski 2010-2019 donemine ait yillik veriler kullanilarak panel nedensellik yontemi ile analiz edilmistir. Analiz
sonucunda incelenen dénemde ekonomik biiyiime ile enflasyon arasinda ¢ift yonlii bir nedensellik iligkisi bulunmustur. Ayrica
enflasyondan hiikiimet harcamasina dogru ve hiikiimet harcamasindan da ekonomik biiyiimeye dogru tek yonlii bir nedensellik
iliskisi oldugu tespit edilmistir.
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1. Introduction

Governments implement different policies to achieve their macroeconomic goals. There are two basic policy tools
that they commonly use to achieve the targets they set, monetary and fiscal policy. As monetary and fiscal policies
implemented by governments directly or indirectly affect macroeconomic targets such as economic growth,
inflation, employment, etc., the changes in these policies are closely monitored by economic units. Monetary
policies by central banks and fiscal policies by governments have very important effects to achieve economic
goals. Which monetary and fiscal policies are more effective in achieving economic goals can vary depending on
the conjectural structure of the economy and the relevant period. It is seen that the fiscal policies by governments,
which cover public expenditures, taxes and transfer expenditures as a whole, stand out in certain periods in the
economic system. Especially in times of economic crisis and recession, governments can turn to stimulate the
economy with the expenditures they make. There is a constant change in the effectiveness of governments within
the economic system. Due to this change, there can also be increases or decreases in government expenditures. As
changes in government expenditure affect the macroeconomic indicators that stand out in the economy, such as
economic growth and inflation, the role of government in the economy is also included in the economic literature
as an important topic of discussion.

The discussion of how much the state should play an active role in the economic system is regarded as one of the
main points on which Classical economists and Keynesian economists differ. Classical economists argue that a
state should only intervene in the economy to a limited extent by fulfilling its basic duties such as health, safety,
education and infrastructure services. They point out that the intervention of a state in the economic system could
upset the general balance of the economy. They also express that a state does not function effectively and that the
public sector's activity in the market would create an exclusionary effect on the private sector, and in this context,
it will not be effective on economic output. The economists who adopted the Keynesian view argue that the state
should intervene in the economy. With the Economic Depression in 1929, as the basic principles of the Classics
failed to explain the crisis and failed to produce a solution to the economic problems experienced in this process,
the views of the Classicals were abandoned and the views of Keynesian economics began to gain general
acceptance. During that period, it has been observed that the economic depression process will come to an end
with the governments implementing monetary and fiscal policies together. In this process, the view that the state
should intervene in the economy, which is advocated by Keynesian economics, and the view that the economy can
reach the full employment level and the amount of output in the economy will also be increased were accepted
generally. Keynesian view was adopted in many developed and developing countries, especially in the 1950s and
1960s, in countries that adopted the concept of social state. The role of the public sector in the economic system
increased significantly as a result of the expansionary fiscal policies implemented in many countries with the
dominance of the Keynesian view adopted in those periods. Today, the governments of many countries apply
monetary and fiscal policies in accordance with their economic conditions and intervene in the economy when
necessary.

Governments use fiscal policy tools such as government expenditure, tax policies and transfer payments to achieve
economic growth. Reviewing the economic literature, it is seen that the relationship between government
expenditures and economic growth is mainly evaluated within the scope of two basic frameworks, Wagner law
and Keynesian view. Wagner’s law is expressed as “the law of the increasing expansion of the public and especially
of state activities”. According to this law, there is a relationship between government expenditure and economic
growth. Wagner’s law states that the growth of the public sector will occur as a result of economic growth. This
sets forths that government expenditure is an intrinsic factor driven by economic growth. According to this view,
the increase in government expenditure takes place as a result of economic growth. Whereas, according to the
Keynesian view, economic growth occurs when government expenditure increases. In the Keynesian approach, an
increase in government expenditures increases economic growth through the multiplier mechanism. This shows
that government expenditure is an extrinsic factor that triggers economic growth. According to this approach, an
increase in economic growth is the result of an increase in government expenditure (Loizides and Vamvoukas,
2005: 126; Thabane and Lebina, 2016: 87; Algadi and Ismail, 2019: 1).

Government expenditures can effect inflation as well as economic growth. An increase in government expenditure
will increase the demand for goods and services. The increase in demand for goods and services will increase the
prices of goods and services. Accordingly, there will be an increase in the general level of prices in the economy.
As aresult of the increase in the prices of goods and services due to the increase in demand for goods and services,
an inflation resulting from demand will be faced in the economy. In this case, the government will adopt a
narrowing fiscal policy to control inflation arising from demand. This time it will reduce government expenditure,
raise tax rates and lower transfer payments. An increase or decrease in government expenditures in an economy
will also affect the macroeconomic indicators in that economy. Therefore, it is important how government
expenditures affect economic growth and inflation, which are among macroeconomic indicators, and discussions
continue on this issue in the economics literature.
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2. Literature Review

Reviewing the studies investigating the relationship between government expenditures, economic growth and
inflation, it was seen that the findings vary according to the size of the public in the economy, the economic
structure of the country, the relevant period, the empirical method applied, and the control variables used in the
analysis. It was observed that some of the studies in the literature investigated the relationship between government
expenditure and economic growth, some others the relationship between government expenditure and inflation,
and in others, the relationship between government expenditure, economic growth and inflation. Literature studies
on the subject are summarized in Table 1.

Table 1. Literature Review

(2000)

G7 countries

Panel cointegration
test and ve VECM

Authors Period / Country Method Results
Cheng and Lai 1954-1994 Granger causality They founq a bidirectional causality
test relationship between government
(1997) South Korea expenditure and economic growth.
They determined that there is a
Kolluri et al. 1960-1993

reciprocal causality relationship between
government expenditure and economic
growth in the long term.

1948-1995 They reached findings that government
.. . . expenditure was the cause of economic
I{;:ﬁiggiﬁ:g Greece CO;ﬁ?%?;fne;eSt growth in the UK and Ireland in both the
(2005) 1960-1995 causalit tges ¢ short and long term, and that economic
Y growth in Greece was the cause of
UK and Ireland government expenditure.
Séaez and Alvarez-
Garcia 1980-2002 Regression and They found that government expenditure
(2006) 15 EU Countries panel data analysis positively affected economic growth.
Huang 1979-2002 Bounds Test based There is no long-term relationship
. ) on UECM between government expenditure and
(2006) China and Taiwan estimation economic growth.

Jiranyakul and

1993:Q1-2006:Q4

Granger causality

They found that there is a unidirectional
causal relationship from government

Brahmasrene Thiland test and OLS expenditure to economic growth and that
(2007) method government expenditure has a positive
and strong effect on economic growth.
Mohammad et al 1977-2007 Johansen They found that government expenditure
(2009) ' cointeeration test and inflation are negatively correlated
Pakistan & with economic growth in the long run.
Alexiou 1995-2005 . He found that government expenditure
(2009) 7 transition countries | Panel data analysis had a strong anq positive effect on
in Southeast Europe economic growth.
Taban 1987:Q1-2006:Q4 MWALD Granger There i§ a bidirectional causality
causality fest relationship between total government
(2010) Turkey y expenditure and economic growth.
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Authors Period / Country Method Results
They found that there is a bidirectional
relationship between economic growth
Bashir et al. 1972-2010 Granger causality and mflatl.on, apd a unidirectional causal
(2011) ) test relationship from government
Pakistan expenditure to inflation and from
economic growth to government
expenditure.
A unidirectional causality relationship
Olayungbo 1970-2010 VAR model was found extending from low
(2013) Nigeria government expenditure to high
inflation.
They found that there is an unidirectional
Attari and Javed 1980-2010 Granger causality causality relationship between
(2013) ) test government expendlturq and economic
Pakistan growth, and between inflation and
economic growth.
Ono 1960-2010 :
ARDL analysis Ono found that economic grgwth
(2014) Japan affected government expenditure.
They found that government expenditure
has a statistically significant and positive
Frank et al 1970-2010 ARDL analysis gnd effect on economic growth.in the long
(2014) ' Granger causality term and a negative effect in the short
Ghana test term. They did not find any causal
relationship between government
expenditure and economic growth.
Lahirushan and 1970-2013 They found a bidirectional causality
Gunasekara ) ) Panel causality test relationship between government
(2015) 9 Asian countries expenditure and economic growth.
They revealed that the increase in
Mehrara and 1959-2010 Bayesyen ‘ i i
Sujoud . government expenditure and economic
econometric . .o
Iran method growth did not have a significant effect
(2015) on inflation.
A bidirectional causality relation was
) found between government expenditure
Rosoiu 1998:Q1-2014:Q1 Granger causality and economic growth, and a
(2015) Romania test . unidirectional causality relatiqn from
inflation to government expenditure and
economic growth was found.
Odhiambo proved that there is a
bidirectional causality relationship
Odhiambo 1980-2013 Granger causality betwee?n government expenditure and
) test economic growth in the short term, and a
(2015) South Africa unidirectional causality relationship from

economic growth to government
expenditure in the long term.
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Authors

Period / Country

Method

Results

Ajayi and Aluko
(2016)

1985-2014
Nigeria

Toda-Yamamoto
causality test

No causal relationship was found
between government expenditure and
economic growth.

Séez et al.

(2017)

1994-2012

15 EU member
countries

Regression and
panel data analysis

As aresult of the analysis, the effect of
government expenditure on economic
growth in Portugal and the United
Kingdom was found to be positive. In
addition, there was a positive effect in
France, Greece and Luxembourg. In
Austria, Germany, Denmark, Finland,
Italy and Sweden, they found that the
effect of government expenditure on
economic growth was negative. On the
other hand, they also found negative
effects in Belgium, Ireland, the
Netherlands and Spain.

Dudzeviciute et
al.

(2018)

1995-2015

EU member countries

Granger causality
test

While a unilateral causal relationship
from economic growth to government
expenditure was found in France,
Belgium, Germany, Portugal and
Cyprus, and a unilateral causal
relationship from government
expenditure to economic growth in
Sweden and Slovakia, no causality
relationship was found between
government expenditure and economic
growth in Poland.

Sriyalatha and
Torii

(2019)

1972-2017
Singapore and

Sri Lanka

ARDL analysis and

Toda-Yamamoto
Granger causality
test

They found that government expenditure
had a positive and significant effect on
economic growth. A bidirectional
causality relationship was found between
the inflation rate and economic growth in
Singapore. While inflation rate in
Singapore has a positive effect on
economic growth, it has a negative effect
in Sri Lanka.

Mandala
(2020)

1981-2018

Indonesia

Engel-Granger
cointegration test
and ECM

Mandala found that while the
relationship between inflation and
economic growth was negative, the
relationship between government
expenditure and economic growth was
positive.

3. Data and Method

9 OECD member countries (France, Germany, Italy, United Kingdom, Portugal, Hungary, Spain, Finland and
Poland) were randomly selected to investigate the relationship between public expenditure, inflation and economic
growth. The analysis was made by employing the panel causality method. Annual data covering the period 2010-
2019 were used. General government expenditure was taken as public expenditure. Differences in general
government expenditure show the diversity of approach of countries to offer public goods and services and provide
social protection. Total government expenditure per capita data was obtained from the electronic data distribution
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site of the OECD site and its logarithm was used as it is of great value. The annual percentage growth of GDP was
taken as the economic growth data. And consumer price index was taken as inflation. Economic growth and
inflation data were obtained from the electronic data distribution site of the World Bank website.

3.1. Panel Unit Root Tests

Performing unit root test in time series studies is becoming widespread among applied researchers and it becomes
important for results to come out as significant in econometric analysis. In the literature relating to panel unit root
tests various panel unit root tests have been developed such as Quah (1994), Harris and Tzavalis (1999), Im,
Pesaran and Shin (2003), Maddala and Wu (1999), Choi (2001), Levin, Lin and Chu (2002), Harris and Sollis
(2003) (Baltagi and Kao, 2000: 2).

Apart from these, Bhargava, Franzini and Narendranathan, Boumahdi and Thomes, Breitung and Meyer and Puali
proposed a new test in dynamic models with fixed effects. In their proposal, they proposed Durbin Watson statistics
as a new modified form of test statistics based on fixed effect residuals and differentiated OLS residuals. They
proposed their own DW statistics as N goes to infinity in micro panels. Other than these, Quah suggested that the
N/T ratio is constant, the unit root test in the panel data model where the N and T values go to infinity and where
they have no constant effects (Quah, 1994).

In our study, the stationarity of variables was determined by the stationarity tests developed by Levin, Lin and Chu
(LLC), Im, Pesaran and Shin (IPS), ADF and PP. Of these tests, which are among the first generation stationarity
tests, all tests showed the government expenditure (GE), inflation (CPI) and economic growth (GDP) series were
stationary at the 1st difference, at the significance level of 5%, for LLC, IPS, ADF-Fisher, ADF and PP-Fisher
tests. The stationarity tests of the series are given in Table 2.

Table 2. Panel Unit Root Tests

I(0) (w/constant) I(1) (w/constant)
Variables Method Statistic Prob* Statistic Prob*
Levin, Lin and Chu t* 6.227 1.000 -7.171 0.000%*
Im, Pesaran and Shin W-stat 6.811 1.000 -2.741 0.003*
LGE
ADF-Fisher Chi-square 0.565 1.000 39.051 0.002*
PP-Fisher Chi-square 0.248 1.000 34.554 0.010*
Levin, Lin and Chu t* -5.165 0.000* -12.139 0.000%*
GDP Im, Pesaran and Shin W-stat -2.078 0.018* -5.196 0.000*
ADF-Fisher Chi-square 32.299 0.020%* 64.384 0.000%*
PP-Fisher Chi-square 18.888 0.398 42.203 0.001%*
Levin, Lin and Chu t* -8.519 0.000* -5.707 0.000%*
Im, Pesaran and Shin W-stat -3.387 0.000* -2.526 0.005%*
CP1
ADF-Fisher Chi-square 46.474 0.000* 38.366 0.003*
PP-Fisher Chi-square 12.508 0.819 35.875 0.007*

* Im, Pesaran and Shin; ADF-Fisher and PP-Fisher- Null Hypothesis: Unit root (Individual unit root process),
Levin, Lin and Chu Test- Null Hypothesis: Unit root (Common unit root process). Automatic lag lenght selection
based on Modified Schwarz Criteria and Bartlett Kernel.
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3.2. Granger Causality Test

Panel causality test is based on the Granger (1969) method. Dumitrescu and Hurlin (2012) provide an extension
designed to detect causality in panel data. The underlying regression are;

ALGE;; = ay; + X721 P11y ALGEy ey + X721 811y AGDPy ey + 372, 9111 ACPLy + €14, (1)
ALGEyN; = aiy + Z?:ll Bini ALGEy._; + Zf:ll O1ni AGDPy._; + Zf:ll @1ni ACPIye_; + €15t
AGDPyy = ap; + Z?=21ﬁ21lAGDP1t—l + Z?:zl 8211 ALGE ; + Z?:zl @211 ACPL + €31 (2)
AGDPyy = ay + X721 Bant AGDPye_y + X121 8opy ALGEy,—y + X021 92y ACPIye_ + €an:
ACPLy = a3y + Zfﬁl B311 ACPL + ?:31 8311 AGDPy; + 2?21 @311 ALGE  +€31¢  (3)
ACPIy; = azy + 212, Bani ACPIye—y + X2, 8330 AGDPyy_y + 12, @3y ALGE ey + €35¢

In the above equations, “N” denotes the number of countries in the panel (i=1,2,3,..., N), “t” the time period (t =
1,2,3,..., T) and “1” the length of the lag. The error terms . eINt, e2Nt, €3Nt are assumed to be white noise (they
have zero mean and constant variance).

Granger causality test results according to 2 lags are given in Table 3.

Table 3. Granger Causality Test

Null hypothesis: Obs F-Statistic Prob
AGDP does not Granger cause ACPI 6 4.040 0.022*
ACPI does not Granger cause AGDP 4.500 0.015%*
ALGE does not Granger cause ACPI - 1.807 0.173
ACPI does not Granger cause ALGE 7.288 0.001*
ALGE does not Granger cause AGDP - 7.499 0.001*
AGDP does not Granger cause ALGE 0.082 0.921

According to the test results in Table 3, the HO hypothesis, which states that GDP does not Granger-cause CPI, is
rejected at the 5% significance level the HO hypothesis, which states that CPI does not Granger-cause GDP, is
rejected at the 5% significance level. According to the Granger causality test, a bidirectional causality relationship
between inflation and economic growth has been determined. The HO hypothesis, which states that CPI does not
Granger-cause GE, is rejected at the 5% significance level. A unidirectional causality relationship was found from
inflation to government expenditure. The HO hypothesis, which states that GE does not Granger-cause GDP, is
rejected at the 5% significance level. A unidirectional causality relationship was found from government
expenditure to economic growth.

4. Conclusion

The state’s role in the economy has been discussed in the economic literature for a long time. While many schools,
starting from the classical economists, advocated that the state should not intervene in the economy, many schools
which adopted Keynesian view and are close to Keynesian view have argued that the state should intervene in the
economy with monetary and fiscal policies. Although the state's intervention in the economy has increased in some
periods and decreased in some, it is seen that the state has an important role in the economic system in economies.
Governments use monetary and fiscal policies effectively to achieve their macroeconomic goals. Government
expenditure is one of the important fiscal policy tools used by governments to achieve macroeconomic goals. In
the economy, changes in government expenditures cause changes in demand on the one hand and in investments
on the other. And changes in demand and investments in the economy have impact both on the economic growth,
by affecting the production output, and on inflation. The relationship between public sector expenditures and
economic growth is explained in the context of the hypotheses set forth by Wagner and Keynes in the economic
literature. While Wagner argues that as the economic growth increases, the expenditures made by the public sector
would increase, Keynes argues that the increase in the expenditures made by the public sector would increase the
economic growth. Additionally, according to the Keynesian view, expenditures made by the public sector increase
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the demand for goods and services in the economy and cause an increase in aggregate demand. As a result of the
increase in demand for goods and services, the prices of goods and services increase and an increase is observed
in the general level of prices in the economy. This causes inflation arising from demand.

The change in expenditures made by the public sector affects macroeconomic variables that are deemed important
such as economic growth and inflation. Therefore, in this study, how government expenditure affects these two
macroeconomic variables in 9 randomly selected OECD countries was analyzed by panel causality method using
annual data for the period 2010-2019. As a result of the analysis, a bidirectional causality relationship was found
between economic growth and inflation in the period analyzed. It has been also determined that there is a
unidirectional causality relationship from inflation to government expenditure and from government expenditure
to economic growth.

The finding of a unidirectional causal relationship from government expenditure to economic growth supports that
the Keynesian view holds true in selected countries in the relevant period. It was found that there was a
unidirectional relationship from inflation to government expenditure. According to this finding, when there is an
inflationary process in the economy, the government has to implement a contractionary fiscal policy in order to
reduce the inflation and for this, the aggregate demand in the economy is tried to be reduced by decreasing
government expenditures. Another finding is that there is a bidirectional causality relationship between economic
growth and inflation. Due to the increase in the amount of goods and services produced as a result of economic
growth, more people will be employed. As a result of the increase in employment in the economy, there will be an
increase in people's incomes. People will spend more on goods and services in the economy with their increasing
incomes. Prices of goods and services will increase depending on the increase in demand for goods and services.
An increase in the general level of prices in the economy will be seen. This will lead to inflation in the economy
arising from demand. From the findings obtained as a result of the analysis, it can be stated that effective use of
government expenditures can affect economic growth positively and government expenditures can be used as a
policy tool in controlling inflation. Governments should be very careful when making government expenditure.
While they want to achieve economic growth, they should be careful that their government expenditures do not
cause inflation. Governments can apply additional monetary and fiscal policies in addition to government
expenditure to prevent inflation in the economy.
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