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1. Introduction

However one chooses {0 measure 1lt, the degree of government
intervention in OBCD countries has expanded rapidly since 1960 .
One aspect of this expansion is the gr;wtb in the ratlilo of
general government (hereafter, publié? expegditure Lo GDPR.
Although this measure of the size oF géverﬁment egciudes those
activities not covered in the natlional accounts budgetary
framework, it nonetheless repr&seﬁfg a significant component of
public sector activity for which compreheéensive and reliable data
are avallable on a comparable basgisg. IThis paper 1g thus
concerned with developments in the ratio of public expenditure to
GDP. In-the two decades up to 1880, the averageVOEca public
expenditure share rose by over eighieen percentage points from
26 .3 per cent in 1860 to 44.2 percent in 3383‘ Cver this peried,
the role of government changed from a concern with the provision
of goods and services of a collective nature, to anange of
breader and more direct interventicns in the ;ncome generation
and di&tribution process. Reflecting this, the o&erail growth in
public sxpenditure was accompanied by significént compositional
changes, iacluding a r;se in éha fe;ative importance of
government transfers’and a decline in exhaustive expenditure on

02

goods and services generally and capital outlays in particular.

The aim of this paper 1s to invesltigate Lhe factors behind
the slze and growth of public expenditure in ORCD countries

eful Iin at least two

0

between 1%60 and 1980. .Such an exercise is u

important respects: First, identification of the factors



contributing to the growth of public expenditure is‘impartant in
understanding country differepces in the level f{and past growth)
of public expenditure. This may in turn allow identification of
those countries where public expenditure levels are high ( or
10w}srelative to experience alsewhere,'aftervaccaunting for
differences in the factors contributihg to expenditure growihn:
Second, the analysils and results may shéd light on the nature of
the difficulties inherent in any longer—-run policy almed at

public expenditure restraint, particularly where those factors

+
o

responsible for past developmentits may continue to exert further

upward pressures on expenditure.

By way of background, tThe following section presents and
discusses the main public expenditure trends in OECD countries
over - the 19%60-1880 period. The data which form the basis of the
subsequent statistical analysis are then presented and briefly

discussed. The analysis is conducted on total public

eXpenditure, tetal current expenditure {current disbhursementsl,
and the gwo major components of disbursements;'final consumption
expenditure and transfer payments, In sSectlon 3 a simple basic
moded which focuses on historical and political féciars as the

L

major elements behind the development of public expenditure is

o
<

p?esemted and estimatad* This is followed in &ection 4 by
consideration of the role of a number of economic factors thought
to influence the demand for public expenditure and the costs of
supplyin§ public services. The analysis sheds light oﬁ several
hypotheses that have chéracterised previous research into the
causes of the size and growtih of government. In 8Section 5, the

main results are brought to bear on one aspect of the guestion o

th



the appropriate size o¢f public expenditures. In particular, an

Lo ldentify those countries whers the public
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United ¥Wations. They reprasen the most re
public expenditure series available on-a comparable basis for a

broad range of industrialised countries (11}, They thus. represent
the best data set for any comparative investigatlon intc Lhe size

and growth of government. In eorder not toe give undue welghtit to
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calculated for the years 19%60-62 and 1878--80, It i1s these series
which form the basis of the staltistlical analysls that follows.

Table @ shows the main trends in the total lewvel of public
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relation to GNP shows considerable diversilty ac
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reflecting the very rapld rise in the expenditure

sweden, Denmark and the Netherlands, and the much
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France, Germany and the United Ringdom. The ex
of public expenditure can be gauged by Lhe aver

expenditure share of 15.6 percentage points, from
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where the public expenditure
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exceeded Lthe share 1n France do

highest share in any OECD country at thalt time.

Table 1 aliso 1llustrates that Uthe overall
expenditure has been accompanied by important

changes.

e

the share of total spending devoted to current

s}

general, and to transfer payments in p

average over tThe period, ths

Lransfer payment

by 10 percenta

o

e polnts, almest two Chirds of

hare during 1878~

The most significant of these has been

rd

i
s
-
;""1
ts
s
W
(=3}
<
3
<Y
[
“
o
=
t...l

[os

L

I

f o individual

&

&3

&

““i

countr

na

lo

rowith

Cries

£0

re

wer

i

¥ total

in

the

easured

in

n public

expenditures

roicular.

the total public expenditure share. in 18%60-62,

rage

in

in

st

-

jes



Table 1: Public Expenditure in OECD Countries, 1960-1980
(percentage of GDP)

Average 1960-62: , Average 1978-80;
: Final Transfer - Current (ay Jotal Final Transfer  Curvent (q) Total
- Consumption - Payments  Disbursements®’ Public Consumption  Payments  Disbursements™’ public.
Expenditure : Expendi-  Expenditure Expenditure
, ture
Australis 9.9 9.7 19.6 23.1 16.6 3.4 30.0 33.4
Austria 12.7 13.5 6.2 32.7 18.1 25.0 43.1 49,7
Belgium 12.5. 15.6 28.1 30.2 18.2 28.0 46.7 49.7
Canada 14.7 1.1 25.8 29.6 19.8 17.4 37.0 40,1
Denmark 14.3 B.7 23.0 26.4 25.4 23.7 491 53.4
Finland 12.1 10.0 22,1 26.7 18.6 16,1 34.7 38.7
France 13.1 18.7 31.8 35.8 15.0 27.4 42.4 45.6
Germany 13.9 14.8 28.7 m®xmmm1 19.8 22.8 42.6 @wyﬁmmv
Gresce (b) 11.5 6.2 17.7 ngm,ik 16.2 13.8 30.0 30.0°
Iceland 5.3 12.5 20.8 25.4 11.0 15,1 26.1 35.5
Ireland ) 12.5 12.9 25.4 29.1 19.6 24.9 44.5 50.0
ITtaly 12.8 13.2 26.0 30.0 16.2 25.7 41.4 45,9
Japan 7.8 5.5 13.3 17.8 8.9 14.4 24.3 31.9
Luxemboury 10.1 16,1 26,2 31.0 16.0 29.4 45 .4 53.0
Netherlands ‘“/ 14.0 15.3 29.3 34.9 18.5 35.8 54.3 58.6
Norway (d) 13.2 13.7 26.9 30.4 19.6 26.7 46.3 5G.7
Portugal 7/ 12.3 4.6 16.9 18.4 14.8 14.3 29.1 32.7
Spain 7.3 5.9 13.2 17.0 10.9 16.8 27.7 30.8
Sweden 16.1 11,1 27.2 31.5 () 28.2 27.0 55.2 60.4 ,
Switzerland 9.5 8.4 17.9 17.9 % 12.8 17.0 29.8 29.8 %/
United Kingdom 16.7 13.6 30.3 33.2 20.4 20.1 40.5 44.0
United States 17.6 8.5 26.1 28.5 - 17.7 14.4 32.1 33.5
Mean (unweighted) 12.4 11.3 23.7 27.3 17.4 21.3 38.7 47.9
Coefficient of : , ; _
variation .0.22 0.34 0.23 0.22 0.25 0.30 0.24 0.23
Notes: {a) Current disbursements is equal to the sum of final consumption expenditure and transfer payments
—===" (b} Data for Iceland stops in 1975-77
(c) Data for Netherland stop in 1977-79
{(d) Data for Portugal stop in 1975-76
{e} Current disbursements only for Greece and Switzerland . R
Source: OECD, Annual National Accounts, supplemented by data from OECD, Economic Outlock, various issues.




public expenditure was comprised on average of 45.4 per cent

on final consumption expsnditure, 41.4 per cent on transfer

payments and 13.2 per cent on gross invesiment axpenditure: By

cent, 48%.6 per cent and 9.8 per cenit, respectively. Gaoavernment
gross investment expenditure declined in number of countries
i

1, however, there are considerable

deviations from thess broad trends for individual countries,

in

although the coefficients of wvariation show little changs in the

)

overall variablillity across countries in the public expenditure

share componentis., A slight increase in the measured variabi. ity

of filnal consumptlon expenditure shares 18 offset by a similar
O I 3 Phe o ug ey omihd o4 S T i SN e R PR . 3

decline in the variability of the transfer payments expendliture

shares.

3. A_Simple Polit

The empirical analysis which follows begins Ffrom the

propoesition thalt the growth of government — and hence publiic
expenditure -~ 1s the outcome of a comple¥ nexus of economic
£ ronomic,
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soclial and politiva

ot

interactions (3). Any explanation that doe
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Chese social and political factors Where concentusl and

measurement difficulties abound. Ultimately, of course, all
increases 1n publlec expenditure must gsome coembination of




increased demand for public services {or transfer pavments) ar

increased costs of. supplylng a given level of provision. But for

these factoers to be translated into increased spending, account
must be taken of the historical, scocial and political climate
within' which compelting demands and other:pressures are

f@rmulatéd, pursued and resolved. The broader background thus
net only influences tﬁ@ relation between preferences and cutcomes
but also affects Lhe preferences themsgelves. In this context,
the appreach of this paper has much Ln cemmon with recens work by

Lindbeck {1885k) on the growing impeortance of redistribution

@

policy in government bud; £s, and with Wildavsky’'s (1985}

emphasis on the importance of cultural factors in explaining the

ot
2

growih of government, In contrast, the conventional publi

cholce perspective which emphasises opiimigation within a given

s

socio-political framework pavs less attention to 1lnteraction
between the framework itself and ths prsf&rena&s that develop

within it {(4).

Lindbeck's recent analysis emphasises the importance of
looking beymnd the more apparent motives which drive the demand
for redistributive lnterventions by government. Account must
also be taken of those background factors such as technological
and demographic conditions which set the socio-economic framework
within which motives are formulated and pursued. Furthermore,

the targels and instruments of redistribution policy influence

[

the driving forces and conditions that initiate further policy

o
ok
@
fotd
(5]
L

o

demands . Both Lindbeck and, more expllicitly, Wildavsky
emphasise the important role that goevernments play in shaping the

overall socilal and political climate, and thus in influencing



what the community expecis rom, and demands 0f, government

itself. In this wav, the size of government and the scope of its
interventicon will ultimately have an important influence on The
aspirations and demands for further government expansion.

contributions noted above, a

In recognition of the important

simple model 1s ontlined which explalng the size and growth of
governmént in inst al terms whnich reflect historical and
cultural influences, as well as the baslc political stfacturé and

rocess (51}, The role of sconomic factors Iin this model is
extremely limited, although the resulls nevertheless provide some

useful insighlts into the threugh which economic factors
may exsrt thelr Influence. Thessa matters are pursuved in more
detall 1in ing section,

The basic model begins W1th the simple proposition that &
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the past. Or toe put the polnt somewhat differently, fundamental

preference for the degree of government invelvement in The

economy dlffer across ceuntflésg in part reflecting whatl that

society has become accustomed to in the past {(8). <These

e

historical and cultural differesnces will influenced by

N

econoemic and political Ffactors, but they will ultimately be

St

reflected Iln past levels of public expenditure; and they will

GDP in Thne past 1s toe be iLnterpreted as a taste or preference

varlable, reflecting those basic historical, social and eultural
defy quantification or
measurement. Although these facltors are difficull to guantify,

they are uniikely to change significantly, except over very
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extended periods of Time, ¢r in the most extreme social,

o
in
ot
=
o]
2
&
{2
!
]
o
o

political or economic circumstances {8). 1t 1
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assume that They ar centant over the lengtith of time considered

here. In order to make the basic idea operational, the share of
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public expenditure in GDP at the beginning of the sample period
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{i.e. averaged over the vears 1860-62}) has been seslected as a
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major determinant of the public expenditure share in the period

1878-80y reflecting those historical and cultural facters
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referred to above. For ease of eyposition, this variablg will
referred to as the lagged dependent variable [(LDV) in the
following discussion and tables; i1t should be noted that the
precise deflinition of LDV varies for each of the main public
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Estimates of the simple distributed lag model for the shares
in GDP of total public expenditure {TPE}, final consumplion
expenditure {(FCR)}, transfer pa§m@nts {7p} and current
disbursements (CD = FCE + TP) are presented in equations {1} -

{4} in the top half of Table 2 {(8}. Th

very close relatlionsnip across countries between tThe public
sexpenditure shares at the end and beginnling of the sample 134;%3:“1@»:“_r
despite The considerable differences in the individual country
experience already dlscussed. The explanatoery power of LDV alone
is strong, to 60 per cent of public expendlture share
variations explained by this factor alone. The relatlonship 1s
sﬁz@ngest for total public expenditure, although 1L remalns very
important feor each of the major public expenditure components.

in all cases, tLhe coefficlient ¢n the lagged variable is
significantly greater than one, implying a positive relatlion
between the size of the public expenditure share at tLhe beginning
of Lhe sixties and its increase over Lhe subsequent two decades

These result thus cast some doubt on the

“internation

releveance

<

h

government, which imply & negative relation betwegen the initial
gize of public expenditure and 1its subseguent growith It is, of
course, possible that use of a different meausure of af

government (per ecapita public expenditure, for examplel,and
different time periods might lend support to the convergence
hypothesis. But since this particular aspect ig nol the main
focus of Lthis study, no attempt has been made Lo explore these

possibilities urther. FPinally, 1t ls wort

basic eguationg f{and those which follow!
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sgquations explaining the absolute growth of public expenditu

by deducting the wvariable LDV from bolth sides. For

separate eguatlions explaining the growth of public sxpenditure

“have not kheen investigated.
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The simple distributed lag model was extended to inciude two

additional variables, both designed To capture

underlying political and Institutional background. The firast

variable is ilntended to reflect the degree of vote-bidding
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politicians competing for office. The
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costsg assoclated with flpancing increassed public expenditure
exceed the associated perceived benefits (10}, A second argument

{not exclusive of the first) is that the b

& eneficiaries of nigher

puﬁlic spending will volce thelr support more vigorously than
Lhose who bear the assoglated cost, wérticuiariy when the former
group are considerably smaller in number Than the latter, and
more eazgily organisged. In such cases, the galing per person to
the former group will fa: exceed the cosits per person Lo

tagpavers at large {111}.
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The impertant point, however, is that whatever the-direction

of these effects, they will exert mere of an influence on public

expenditure the more freguent are federal elections {12¥: The
‘variable NELEC was thus defined as the number of naticnal
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elections taking place in each country, standardised for the
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highly significant and'quantitatively important, while tnhe
overall explanatory power oOf this basic model is high. There 1is,
however, no explicit role in the model for economic factors, or

bther influences likely to affect the demand for, or costs’pf,

ER T o

» . o

public provisicon of goods and services, or for transfers. The

DR NN

role of such factors in determining prllC expediture shares is

ke

conSLderea in more detail in the following section.

sl A

4. Additional Influences on the Size of Public Expenditure

In this section of the paper, a range of alternative
explanations for the size and growth in public expenditures are
considered. Of particular interest is the role tha; thesg
factors play, either in ad&ltlon‘to those faﬁtoLsuggready
includéd;iﬁ the basic medel, orﬁas replacements for CLhem. In
selecting the varlables and h}po;heses to test, atgentlon is
focused onAanse expianatlons of the size and growth of publ
expenditure that have featured‘mgst promlnently in the llterature
to date . The addltlonal 1nfluences to be conSLdefed fall uqder
the following four categorles‘of evélanaf?on (i) Economic
Performance (11) Revehue Structure, (iigf Demographlc Factors,_
and (ivs‘Degree of Openness Eacb of these explanaulons w171
flrét be con31dered sepa*ately, and then ;Q combingF}on wherenﬂ

further analy31s seems wa*ranted The add tional varlables

employed are deflned more precisely in the Appendlx

Sy o .

(i) Economlc Performance

There are several ways in which the performance of thé

economy might be expected to impact on-the development of ‘publidé



expenditure. Higher rates of economic growth, for egampie, ralse
the capacity to finance lncreased publlc spending without needing
Lo ralse tax rates,. Furthermore, increased capacity to pay will
be accompanied by lowei demands o¢n, public funds Lo finance
unempioyment*benefits if econonic growth'is accompaniea by high
levels of employment. Against this, increased growth may pxoducé
demahds for more spending in areas such as infrastructure
investment and research and development. The net impac*t of
economic growth on public expenditure is thus unCéifain, although
there is normally the presumption that the relationship will be

inverse.

Related te the impact of economic growith on public
expenditure s Wagner's law, which c¢oncerns the impact of thé
expenditure in GDP. AL its most basic level, Wagner's Law
asserts that the income elasticity of demand for
publicly~provided goods, services and transfers 1s greater than
unity..'As Bird (1971) has pointed out, there is notﬁiné
inevitable about this proposition that deems it worthyiéf the
status of a law; Rather, it is an empirical observation that 1is
testable, although two observations should be noted inifhe
coﬁtext 0f attempts to test it; first as Bird {1971) has
observed, an international‘cross—section frame&drk maybnot be
appropriate for testing a hypothesis that is intended tokexplain
economic developments over time within individuval countries;
second, and more fundamentally,,the hypothesis relates explicitly
to the demand for publicy-provided goods, whereas its testing is

often based on public expenditure equations that are an amalgam

e
<)
1



of demand and supply influences, a point emphasised by
Borcherding (1385}, Lyback {1986), ang also‘by Smith (isvs),
albeit in the context of Baumol‘s (1967} unbalanced productivity
érowth model. Both difficulties apply to the current study, and

1

for this reason the results reported below should be treated with

caution.

Aspeéts cf economic performance other than the level and
g#owth 0f national income may also influence the public
ekpenditure share. The impact of unemployment, for examﬁle, has
already been referred té.\ The fact that spending on unemployment
compensétion ié a vefy small proportion of total public
exnendlture suggests that thls effect may be small, althqggh_it
may have been‘more iméortant at the margin {(17),. There igvagso
the pOS¢lblllty that increased unemp‘oynent has put upwa;é
pressure on other areas of public exXpen diture; a{‘Q well as

1nduc1ng governments to 1ntroduce new 1nxt1at1ves in response to

the growing number of unemployed people(ls).

A thlrd aspect of economlc performance which may influence

trends in publlc exXpenditure is the rate of lnflatlon Agaln,
however, 1t is not clear what the net direction of any 1m0a is
likely to be. cn the cne hand, hlgh 1nt1at10n sver 2 sustalned

perlcd provides governments WiLh fiscal drag.as a means to’
finance 1ncrease public expenditure wlthout needing t§‘1ncrease
nominal tax rates, assumlng that the tax system'ls net fully
indexed. Agalnst thls, nlgher ﬁnde:iylng rate§ ot lnf atldn may
discourage governments from lncreasing publlc expendlture for

fear that they may exacerbate demand pressures and/or add to cost



pressures when taxes are raised.

The relationship between économic performance and public
expenditure shares 1is, of course, neot negessarily
uni-directional. Indeed, the view that the growth in public
expenditure 1is an important causal factor behind the decline in
economlic.performance has been widelyv expressed in recent years.
To the extent that such a view 1s consistent with the kind of
international c:oss—section data employed here,vone is faced witp‘?ﬁ
simultanelty problems thch raise questioné of economet;ig
tecﬁnique and interpretation of results. However, much of ;he
relevant international cross-section evidence does not confirm
the view that public expenditure éhares {or changes therein) are
significantly related to eitﬁef economic pe;formance or to i;;wﬂ
downturn in recent times{(19). 7In light of this evidence,
simultaneity problems do not ;éem te be sericus in p:gct}ce, and

they will thus not be considered further.

The impact of economlc growth on pub;;c expengiture was
tested bf including two alternative variab;gs into the basic
model outlined in‘tne previous section. These were,
respéctiﬁély, the average énnual rate of real GDF growth over the
sample ééfiod (ECGTH{, and the average annual rate of per capilta
GDP growth (PCECGTH). For each of the four public expenditure
measures, the estimated relation with both g¢growth variables was
inverse, altﬁough in ogly one case was the variab;e significént
{at the ten §er cent levell). The regults thus provide no
evidence in;support of ;ﬂe view th%t iﬁc;égséd gconomic'growth

i

has led to¢ higher public expenditure shares, at least over the



two decades up to 1980.

The impact of uneémployment was also tested using two
'alternative measures. The first (UN¥20) measured the unemployment

H t B
rate at the end of the sample period, while the second {(CHUN)
measured the change In unemployment ovér the sample period. in
order to avold problems assoclated with trends in participatiocn
rates, both unemployment variables were expressed as a percegtége
of the total population rather than the labour force. This
definition also. seems m?st appropriate to explain the share of
public exéenditure in total . dinceme in the economy, as opposed to
labour income only. Both unemployment variables performed
poorly, never approached significance and had negative
coefficient estimateé in all cases. Thus whagé%er the direct
impact of unemployment on unemployment compensation expendifuze
'itself, these effects do not translate inﬁe h;gher public

expenditure shares overall.

The impact of inflation was assessed by including in the
basic model the variable CPI, which measures the average annual
rate of consumer priée infilatiocn. This produced the rgsults
shown 1in the top half of Table 3. The coefficient on CPI is
negative in all four cases and significant for three of the
public éxpenditure measures, The perfo:mancergg the other
variables is broadly unchanged, although the size and :
significance of FEDD&M is 1ncreased slightly. These ;ésults-thus
suggest that countries experiencing lower inflation rates have

been characterised by nlgher public expenditure shares,

particularly 1in the form of increased spending on transfer



(a)

(

[

D

} Variables are defined

in the Appendix

Table 3: The Effects of (a) Inflation and (b) Revenue >tructure on tne Share of Public Expenditure in GOP
Independent <mﬁdmcgmwﬁvv
" Equation Dependent : =2
Number Variable Intercept LDV NELEC FEDDUM CPI TAXVIS R
13.850%  1.134%%*%  0.259%  -10.101%%*  -0.821*
(9) TPE78_g0 (1.84)  (6.31) (1.93) (3.69) (1.93) 0.76
. 0.571 1.081%%%  0,206%*% -2, 773* -0.174
(10) FCErg-80 (0.75)  (5.33) (3.11) (2.08) (0.82) 0.70
) - 15.742%%% 1 09%%%  0.053 6. 7T4%RE  _(),QO4kk 07
78-80 13.50) (5.75) (0.57) (3.57) (3.13)" .
, 15.319%  1.130%%*%  0.257* N R

(12) C075-80 (201)  (5.56) (1.97) (3.53) (2.49) 0.74
~ -4.244 1.175%6%  (.286%%  ~7.183%* 0.240%

(13) TPEs8 g0 (0.59) (5.99) (2.11) (2.89) (1.80) 0.75

-3.115 1.080%%*%  0.212%%*%  -2.165* 0.046
(14) FCEr5-80 (0.89)  (5.18) (3.17) (1.77) (0.70y Y70
’ ~4.743 1.106%%*  0.081 -3.496% 0.266%**
(15) TP76-80 (0.98)  (5.63) (0.87) (2.04) (3.00) 0.73
. 8,138 1.119%%%  0.291%% . -5 Gggkk 0.306%*

(16) C0s5-80 (1.15)  (5.32) (2.19) (2.33) (2.31) 0.73
Notes: (a) See Notes to Table 2

b



payments.

The last hyvpothesis to be tested was Wagner's Law, that the
public expenditure share is related to the level of per capita
income. The variable used to test this (PCY80) was expressed in
Us dollars at suriént {1§.1§80§ sxchange raltes. When this
variable was included in the basic model in place -of the lagged
dependent variable, 1t was positive and significant in all c¢ases
except FCE. However, the explanatory power of tThese eguations

¢ model as shown in Table 2.

Bt

was much lowsr than for tThe bas
Furthermore, when PCY80 and LDV were included together, the per

capifta income wvariakle became insignificant, while LDV remained

1 s8ize and significance to that shown in Table 2. These

g
&

similar 1
results Thus suggest that while the evidence may be consistent
with Wagner's Law, this does ;Gi offer the most powerful

explanation of differences in public expenditure shafes among

industrialised economies (201},

{11} Revenuse Structfurs

The argument that government’s ability te finance public

expenditure may depsnd upon the precise methods used to raise

£

& has been emphasised by .

B

revenue, ls well-kKnown. This id
Wilensky (1881} who argues Lhat the visibility of taxes is an
important determinant of the public’s willingness to pay them.

ed

2]

Buchanan (1867) and Baumol and Oates (1985) have also emphasi
that the tax structures will affect the actual f{and perceived)
distribution of tax-prices faced by individuals if public

spending lncreases, It will therefore influence the degree of



3

community support for spending increases. In addition, where the
revenuve structure 1s such that individuals have difficulty

establishing what thelr tax-price

el

actyally are, the resulting

uppoert for increments to public

el

fiscal illusion may lead to more
gxpehditure than woulﬁ oeccur under different revenve systems.
These arguments suggest That Uthe structure of government revenues
may play an important role in determining the overall size of
public expenditure {(211}. In attempting to test this proposition
it must be borne in mind that what is relevant are voters’

percepltions asg to the degree of visibili

fus
fas

S
(o)
s

alternative faxes,

which leaves the identification of visible taxes as somewhat

ambiguious.

The

[t

& 1s a second way in which the structure of government
revenue méy influence the total amount of funds available to
governments. It can be argued that government borrowing to
finance budget deficits 18 the least visible form of revenue; asg
ne apparent burden is placed on current taxpayers. The validity
¢f the argument underlying this idea hasz been the subject of
extensivs debate In the public economics literature. An

alternative wview - the Ricardian eguivalence theorem - argues

-
i

that budget deficits ultimately involve higher

¥

axes, both to
finance interest payments and to redsem public debt. Thus if

<

Taxpayers are ratlonal, and 1f thev take account of the welfare

)

of future generation:

g

of taxpayers, Ilmposing taxes now or

o
o
ot
[
3

deferring them through issuance of pi debt makes no real

difference.

A& pumber of alternative variables were defined in ordexr to

E i S



test for Lhe 1lmpact of the structure of the revenue .system. In

#ach case, revenues collected from the identified subset of
vislble taxes were expressed as a cportion of total current

receipts and averaged over the entire sample periocd. The first
variable {(TBDNIJ includes as visible tawes all direct taxes as
defiined in the National Accounts; TBDHN?2 wasg defined as TBDNT plus

secial security contri bublnms {by employees and emplovers). One

problem with these Two measures is that tLhey both include taxes
on corporate incomes, although it is difficulit teo argue that

these are particulariy visible. Toe overcome this,., a third

variable (PINCTAX) included the persocnal income tax as the only

L}

form of visible tax. Finally, the variable TAYVIS was defined as

PINCIAYX plus social security contributions.

In almost all cases, the wvi $ibility wvariables appeared with
a posgitive sign, sug ggesting that fiscal drag has been a more
important determinant of publiic expenditure frends than fiscal
iilusion. TBDN2 performed bhetter than TBDHL, while TAYVIS
performed better than PINCTAZ, both results indicating that
sociaEFSecurity contributions are an important element in tax

visibility. In al "CE, the variable TAYVIS

é«.‘.t
2
]
n
@
w0
@
L
[
2]
7k
o+
g
[
i=

peformed best overall and was significant; the relevant results

are reproduced in the lower half of Table 3. The significance of

-3

TAZVI

&

implies that the structure of taxatlion duoes Pi}h%? ¢ The

level of public expenditure in relation to oDP. However, since

P

the coefficient on TAXVIS is pogitive, not negative as Wilensky's

arguments would suggest, the underlving causal mechanisem may be

gt

A

more tLhe result of the interac tion bet

{T}

n high rates of

W&

inflation and hence nominal inceme growth, and Progressive



elements in the tax system.

The other version cof The visiblility hypothesis 5130 received
very little support from the evidence. This version was tested
by {ncluding the variable DEFFIN, defined as the average ratio of
the budget deficit to Total publilc expénditure, into the basic
model. The variable appeared with thé incorrect negatlive sign in
all cases except expenditure on tzangfér pavments. It was also
insignificant in all cases, particularly for total public
expenditure where one would expect 1t to perform best. The

general insigr

o3

ificance of DEFFIN is consistent with Ricar

o
]
]

egquivalence, although the strength ¢f this evidence 1s extremely
weak and not much welght should be attached toe this aspect ©f the
results.

{iii} Demographic Factors

Different groups in the population ben

o}
O
)
ot
o

from public
gxpenditures to varving degrees and may thus be expected to

support different levels of public spending, or a different

4

compoesition of a given level o spending. The demand for public

expenditure and for it componen

I
o
fout

will thu

A

depend upon the

demographic structure of the population.

L1
oot
o

is not to deny the
existence of conflicts, for example between the current
generation of reiifed people who may be expected to favour nmore
spending on age pensions and health now, and the currént working
population whoe may obidect to filipancing these oultlays and be more

concerned with the implication

L]

of exwisting arrangements for
spending on the future generatlons of retirees. The age

structure of the population will aliso affect the extent To which



existing entitlements

public expenditures on the relevant programmes. Indeed, a major
lohger-run concern in many OBCD countries at the current time is
whether tThe expenditure ilmplications of existing entitlements to
age *pensiohs are sustainable 1ln s situgtign where tThe proportion

e

e

coted to ¢

o
&
3

of aged people Iin the total populatlion is &x

sharply in three to four decades.

I

@
W
REE
g
in
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~r
hov 4
%

1 order to

e

the population has affected the level and composition of public

expenditurse, two
measures the proportien of the Total peopulation aged 65 and over,

the second {(YGEPOP! messures fhe proporvion of the tota

Lo

Y

38

pepulaticen aged 15 and under. A& third variable {(®¥WPOPRP) was

defined as the sum of it is eqgual v Che overall

v
o
5
1
o
-
oy
for)
L]

£ the opulation

¢
o
2
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o
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ot

populatien may also he

A hezvily-urbanize

3

Lo be provided

at lowey costi telt economies

o i tcatlions thalt opeyate on

the

F 2N rs v %
pulbllic gervices, these

will

ot
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ot
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expendlture. However,
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urbanisatioen on public expenditure, in

the context of the process of industri

srgument, ithe effect 1lg expecied to be pomitive

3 K
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increased urbanisation

economic davelopmant,

3

and the concommitiant increas

ervices and

ke
]
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wubl

infragstructure.
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variable URBDEN was defiy

ftotal population 1iving

¢

included in the basi

on URBDEN was
negative in all four
supply-side explanatltl
was notl signiﬁicah‘
Tt performed least

sxpenditure, where

greatest effect (aside

conglidered sepa

. . This aspeclt of resuits Thus
casts some doubt on this reason

they are not presented in

1dgiture.
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suppoert the view that publi
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