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Annotation. The objective of this paper is to empirically investigate the direction
of causality between the government spending and the national income using aggregate
data for the period 1997-2020. It is found that economic growth variables do not have
statistically significant effect on the government spending variables in the short-run.
Speed of adjustment ranges from 50 to 125 percent, meaning deviations from the long-
run path of government spending is corrected by 50-125 percent in the following year.
Finally, Granger Causality tests are employed to verify the validity of the Wagner’s
law. It is found that causality is unidirectional running from government expenditure
variable to economic growth variable in three of out six versions. Other three versions
indicate that the causality is neither Wagnerian nor Keynesian. In general, we do not
find an empirical support for Wagner’s law in our study.

Key words: Wagner’s law, economic growth, econometric analysis, government
spending.

Annotatsiya. Ushbu tadgigotning magsadi davlat xarajatlari va milliy daromad
o'rtasidagi sababiy bog'liglik yo'nalishini 1997-2020 vyillardagi ma'lumotlardan
foydalangan holda empirik tarzda o'rganishdir. Igtisodiy o'sish o'zgaruvchilari gisga
muddatda davlat xarajatlarining o'zgaruvchilariga statistik jihatdan ahamiyatli ta'sir
ko'rsatmasligi aniglandi. Moslashish tezligi 50 dan 125 foizgacha o'zgarib turadi, ya'ni
davlat xarajatlarining uzoq muddatli yo'lidan chetlanishi keyingi yilda 50-125 foizga
tuzatiladi. Nihoyat, Vagner gonunining haqigiyligini tekshirish uchun Granger
Causality testlari go'llaniladi. Oltita variantdan uchtasida sababiy bog'liglik davlat
xarajatlari o'zgaruvchisidan iqtisodiy o'sish o'zgaruvchisigacha bo'lgan bir yo'nalishli
ekanligi aniglandi. Boshga uchta versiyada sabab-ogibat na Vagner, na Keynslik
emasligini ko'rsatadi. Umuman olganda, biz tadgiqotimizda Vagner gonunini empirik
go'llab-quvvatlamadik.

Kalit so’zlar: Vagner qonuni, igtisodiy o'sish, ekonometrik tahlil, davlat
xarajatlari.

AuHoranus. L{enpr0 TaHHOW CTaThbU ABIAETCS MIIMPUUYECKOE HMCCIIEIOBAHUE
HaIpaBJIEHUs! MPUYUHHO-CIIEICTBEHHOH CBSI3U MEXIY TOCYIapCTBEHHBIMU PACXOAAMHU
Y HaIMOHAJIBHBIM JI0XOJIOM C MCIIOJIb30BAHUEM arperupOBAHHbBIX JIAHHBIX 3a MEPHO]L
1997-2020 rr. YcTaHOBIIEHO, YTO MTEPEMEHHBIE SKOHOMUYECKOTO POCTa HE OKA3bIBAIOT
CTATUCTUYECKM 3HAUYMMOIO BIIMSIHUS HA TIEPEMEHHBIE TOCYJaPCTBEHHBIX PACXOJ0B B
KpaTKoCcpouHOU mnepcnektuBe. CKOpOCTh KOPPEKTUPOBKHU KoJiebsercs ot 50 go 125
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IOPOLIEHTOB, YTO O3HAYaeT, YTO OTKIOHEHHS OT JOJITOCPOYHOM TPACKTOPHUH
rOCyJIapCTBEHHBIX PacX0J0B KOPPEKTUPYIOTCS Ha 50-125 mponeHToB B ClEAYIOIIEM
rony. Hakonen, tectsl nmpuumHHOCTH ['perHIKEpa UCHONB3YIOTCS ISl MPOBEPKU
CIIPaBEIMBOCTH 3aKOHA Barnepa. Y CcTaHOBJIEHO, YTO NPUYMHHO-CIICICTBEHHAS CBA3b
SABJISICTCS OJHOHAIIPABJIEHHOW, UIYLIEH OT NEPEMEHHON TOCYIapPCTBEHHBIX PAaCX0J0B
K MEPEMEHHON H>KOHOMHYECKOTO POCTa B TPEX W3 LIECTH BapuaHTOB. [[pyrue Tpu
BEPCUU YKA3bIBAIOT HA TO, YTO IMPUYUHHOCTH HE SBJISIETCS HU BAarHEpOBCKOM, HU
KEMHCUAHCKOM. B 1eIoM MBI HE HAXOJIUM 3MIIMPUYECKOrO MOATBEPKIACHUS 3aKOHA
Barnepa B HameM ucclieIOBaHHH.

Karwuesbie ciioBa: 3akoH Baruepa, 5JKOHOMUYECKHN POCT, SKOHOMETPUYECKUI
aHaJu3, TOCYyIapCTBEHHBIE PACXO/IbI.

Introduction

The relative size of the government in developing countries is now becoming
larger than ever before. This produces reasonable worries that such an upward trend
may end up having a negative effect on economic growth. For this reason, the analysis
concerning the relationship between government spending and economic growth
attracts significant attention of economists and policymakers.

This relationship has been the subject of two opposing views. On one hand,
Keynesians treat government spending as an exogenous factor and a tool for increasing
national income. They assume causality runs from public spending to gross domestic
product (GDP). On the other hand, Wagnerians suggest national income is the driving
force behind the growth of public spending. They view causality runs from GDP to
government expenditure. Therefore, there is a need for an empirical testing before
deciding which of these propositions best describes the relationship.

Understanding the relationship of government spending and national output is
essential for several policy and economic issues. For instance, government officials in
many countries are now trying to stimulate their economies through fiscal policy
measures due to the recent Covid-19 pandemic. If Wagner’s law is valid in those
countries, it suggests that government intervention should be kept at a minimum since
it does not promote an economic growth. Moreover, identification of the long run
relationship between public spending and economic growth helps to create a
framework in which governments achieve their budgetary aims and eliminate the risk
of default.

Literature review

The propositions of Wagner (1883) and Keynes (1936) are two opposing views
concerning the relationship between government expenditure and economic growth.
As long as Wagner’s law is involved in this paper, we will discuss the literature that is
related to former proposition.

According to Wagner's law, it is expected that the share of government
expenditure in gross national product will increase as the economy becomes more
developed. There are three main reasons for increased public spending. Firstly, there is
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a need for law and order as well as tighter regulation as society develops. Therefore,
the protective and organizational role of government will increase. Secondly, the
government will tend to increase its welfare expenditure such as education and
healthcare as nation progresses.

Thirdly, the government increases its expenditures in order to eliminate
monopolistic power from the market by taking over large private companies for the
sake of stability in the economy. It is believed that some level of government
intervention is needed for projects that require huge and risky capital injections can
only be financed by the state. Government fills the gap when private sector becomes
inefficient while providing certain economic services due to technological progress. In
other words, Wagner’s law states that the expansion of state activities is inevitable due
to increasing need for public goods and correction for externalities. Relying on the
above arguments, Wagner’s law implies causality running from economic
development to government spending.

The law is subject to several criticisms. According to Peacock and Wiseman
(1961) there is no justification for Wagner’s argument that public expenditure must
rise at a faster rate than national income although he provided clear explanations for
government spending to increase in any developing state. Furthermore, as Bird (1971)
states ‘“‘essentially, this ‘law’ is not really a theory at all but rather a kind of
philosophizing about history”. It is difficult to test this law empirically since Wagner
did not specify the exact formulation of the hypothesis. Most importantly, Wagner did
not specify what variables should be used to measure economic development and state
activity. Although many researchers use government spending as the measure of state
activity, government spending itself is hard to determine since there are many factors
(social, economic and political) affecting the level of public spending which are mostly
qualitative. GDP per capita, however, is widely accepted and used by many economists
as a measure of economic development.

Methodology and results

Wagner did not specify the exact formulation of the hypothesis. Different
economists use different formulation to test the validity of Wagner’s law. Most widely
used specifications are listed below. However, there is not any decisive factor which
helps us to determine the best version. Therefore, we use all six versions of Wagner’s
law in our study.

1. Peacock-Wiseman version

One of the earliest forms of Wagner’s law was suggested by Peacock and
Wiseman (1961). Wagner’s law holds true if the value of slope coefficient 3 (elasticity
of government expenditure with respect GDP) is higher than one.

In(GE), = a + B X In(GDP), +u,, =1

Here, In denotes natural logarithm; GE stands for government expenditure, GDP
for gross domestic product.

2. Pryor version
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This form of the law is very similar to the one presented above except Pryor
(1968) suggests using government consumption expenditure as a measure of state
activities. The law is supported when elasticity of government consumption
expenditure with respect to national income exceeds one.

In(GCE), = a+ f X m(GDP), +u,, [f=1

Note that, GCE stands for government consumption expenditure.

3. Goffman version

Goffman (1968) relates government spending with income per capita. Elasticity
of public spending with respect to income should exceed unity for Wagner’s law to be
valid.

In(GE), =a + B X In(GDP_PC),+u,, f=1

Note that, GDP_PC represents the gross domestic product per capita.

4, Musgrave version

Musgrave (1969) recommends using share of public spending to GDP as a proxy
for state activity and income per capita as a measure of economic development. Since
this form is a share version of the law, support is found when the slope coefficient is
positive.

In(GE_GDP), = a + f§ x In(GDP_PC), +u, f =0

Note that, GE_GDP stands for government expenditure per capita

5. Gupta version

In this version, public spending per capita is used as a proxy for state activities
and it is expressed as a function of income per capita. Verification of the law requires
slope coefficient to exceed unity.

In(GE_PC), = a + f % In(GDP_PC), +u, f=>1

6. Mann version

Relatively new formulation of the law developed by Mann (1980) recommends
that share of public spending in national income must be seen as a function of GDP.
Coefficient of elasticity must be greater than zero if law is to be found valid.

I{GE_GDP), = a + § xIn(GDP), +u, =0

Note that, GE_GDP represents the share of government expenditure in national
income,

We found a long-run relationship between government expenditure and economic
growth variables. It implies that all short-run deviations from their long-run path will
ultimately be erased. Therefore, it is highly recommended that government should treat
short-run spending cuts with special care. In order for savings generated by spending
cuts not to get erased in the long-run, it is essential that spending cuts are combined
together with long- term reforms.

Conclusion and recommendations

Understanding of the exact causality direction has crucial policy implications. For
instance, if the causality was Keynesian (government expenditure causing national
income), it would imply that government should increase its expenditures. Government
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spending would be seen as an important policy variable which is used to correct the
short-run deviations of the economic growth from its long-run path. Likewise, in our
case, the causality is not Wagnerian. This result increases the importance of
government spending as an important policy variable. In other words, economic growth
Is affected by government spending, thus government can rely on its ability to increase
expenditures to correct short-term fluctuations in national income.

Author was unable to find disaggregated data for longer span of time, so he
limited himself with aggregated data. After all, Wagner’s hypothesis is a long run
phenomenon. However, given the very long period under consideration, it is unlikely
that total government expenditure remains stable. For this reason, the examination of
various categories of total expenditure (such as healthcare and defense) and the
economic growth would be a more appropriate method for checking the validity of
Wagner’s law. One of the topics for future research would be the examination of
Wagner’s law using disaggregated data.
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