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The determinants of public spending:
an overview in a methodological
perspective

SURVEY: This article shows that applied econometric is not a way of selecting, from among
a plethora of possible explanations of public spending evolution. It lists 19 explanations
and 73 explanatory variables and provides evidence of the great confusion in this field and
the relative emptiness of quantitative economics. Then it sustains the Mayer’s idea that
“given all the weakness of econometric techniques, other ways of testing, such as appeals to
qualitative economic history, should not be treated as archaic”.
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1. Introduction
The general growth of government spending in the last hundred and fifty years and in

industrial societies is a fact established (Borcherding 1977, Flora et al. 1983, Mitchell
1998). The explanation of the growth of government size has also received numerous
theoretical explanations (Larkey, Stolp, and Winner 1981, Borcherding 1985, Mueller

1987, Hosley and Borcherding 1997; Mueller 2003; Bergh and Henrekson 2011).

This article lists 19 explanations and 73 explanatory variables. It shows also that the
“covering law model” (Hempel 1942) fails when it is applied to explain the evolution of
public spending. The “covering law” model is based on mathematical physics. Taking
physical sciences as a model, economics deals with efficient causes i.e. A (say, a billiard
ball) strikes B (another ball) and causes it to move (Hoover 2008, p.719). In Wagner’s
Law economic development, for instance, is the shock which causes public spending.
This physical approach has a lot of problems. These are the traditional problems of
regressions parameter heterogeneity, outliers, omitted variables bias, model
uncertainty, measurement error, endogeneity (Rodrik 2012, p.319), and ecological

inference. There is, also, the fact that the results of regressions are often un-conclusive



and it is always difficult to know if A strikes B or B strikes A. It is important also to recall
that journals do not publish papers that find statistically insignificant results. That limits
our knowledge of correlations between the variables and our ability to evaluate their

qualities.

Therefore beyond the necessary work to know the literature on this topic, this paper
inserts in the controversy around the ability of quantitative analysis to learn us
something. There are no law, no generality in this literature. Econometric’ literature
seems only a way to tell the history of public finance with statistic. Quantitative would

not useless, but would promise more than it could be deliver.

The article is composed of twenty sections organized into a theoretical and an empirical
part. The last section concludes with a table summarizing all the theories proposed, the
explanatory variables used and the presence or absence of a consensus on the proposed
explanation. This will provide evidence of the great confusion in this field and the
relative emptiness of quantitative economics.

2. Income and Wagner’s Law

The first explanation is by the incomes. It is the result of inductive approach. The
economists give ad hoc explanation. They observe a correlation between the two events
and try to explain why. This section is the longer because income has been the variable
more tested by the literature. The tests of Wagner's hypothesis accumulated evidence
are unsupportive the law.

2.1 Theoretical approach

When in an economy, the incomes increase the public spending rise also. This
explanation is either an empirical generalization (Laskey et al. 1981) or it is micro-

founded on a theory of demand or supply. Income per capita and/or Wealth per capita



operate similarly (Pryor 1968, p.53). They affect not only demand but reflect taxable
capacity and the cost of government services as well (Pryor 1968, p.53). That explains
why there are two interpretations of the correlation income- public spending. 1)
Wagner’s law argues that in a society where the income progresses, government
involvement in fiscal-budgetary matters rises even faster (Borcherding 1985, p.365). 2)
In the leviathan fiscal theory the government is viewed as a malevolent revenue
maximizer rather than a benevolent public goods provider. The size of State is a function

of the capacity of citizens to limit the revenues of government to a given amount.

2.1.1 Wagner’s Law
In Wagner’s law perspective income per capita (Biehl 1998) is a variable affecting

primarily demand for public consumption expenditures. It is an empirical generalization
(Larket et al. 1981, p.176, Peacock and Scott 2000) or a theoretical perspective, using
inductive methodology. Wagner sustained that growing population and economics
demand an increasingly larger state sector to service them with collective goods. He saw
three main reasons for the increased of public spending: industrialization i.e.
urbanization, the rise of population and economic development. Urbanization and
increased population density would give more social frictions and more expenditure on
law and order. The growth in real income would facilitate the relative expansion of
expenditures on certain income elastic demands (Henrekson and Lybeck 1988, p.217).
Then the empirical question is “whether the income elasticity of demand for public

consumer goods is in excess of unity” (Musgrave 1969, p.78).

Indeed, Wagner’s Law assumes an elasticity of demand for public goods superior to one;

€ > 1. With an elasticity equal to one if the income doubles the demand for public goods



doubles. With an elasticity superior to one the demand for public good increases more

than proportionally than the incomes.

2.1.2 The government as Leviathan
In Fiscal Leviathan hypothesis government is perceived as revenue-maximizing entities

which seek to exploit the citizen through excessive rates of taxation. The degree of
exploitation depends 1) on the number of competing governments and citizen mobility
and 2) on the level of incomes. The rise of income per capita is an opportunity for Fiscal
Leviathan to capture a rent. Economic development increases the table capacity of

Government and in fine its size.

2.1.3 Causality and Keynes's Effect
It is possible also that more prosperity does not lead to higher size of State but that more

size of State does lead to more prosperity. The causality is the other problem. Keynesian
school considers public expenditure as a determinant of aggregate income, invoking a
reverse causality, running from public expenditure to GDP. It is not a proposition about
short-run co-variation. In short or long run public spending supports economic growth
(Keynes’s effect) and in long run economic growth explains the rise of government size
(Wagner’ law). Meltzer and Richard (1981) justify also a reverse relationship. When
economy grows, incomes of skilled workers might increase much more than the income
of unskilled workers, leading to increased inequality. Then, there are more voters for
redistribution and a higher level of government spending (Oxley 1994, p.288).

2.2 Empirical Tests

Empirically, different interpretations of the Wagner’s Law have been tested for many
different countries (Tarschys 1975, Afxentiou and Serletis 1992, Peacock and Scott
2000, p.7):

-1- G=f(Y) i.e.Peacock-Wiseman’s interpretation (1961),



-2- GC=f(Y) i.e. Pryor’s interpretation (1968),
-3- G=f(Y/N) i.e. Goffman’s interpretation (1968),
-4- G/Y=f(Y/N) i.e. Musgrave’s interpretation (1969),
-5- G/N=f(Y/N) i.e. Gupta (1967) or Michas’s (1975) interpretation
and -6- G/Y=f(Y) i.e. Mann’s interpretation (1980) “modified Peacock-Wiseman version
where G = total government expenditure!, GC = (total) government consumption

expenditure?, Y = gross domestic product and N = population.

2.2.1 The great confusion around Wagner’s Law
There is a great confusion in the results (Table 1).

2.2.1.1 Diversity of Methods
Bohl (1996) attributed the conflicting findings to the different econometric

methodologies used. Firstly there is the traditional conflict between cross section
analysis and time series studies. Bird (1971) argued that given cultural and institutional
differences across countries, cross-sectional multi-country studies do not necessarily
prove or disprove Wagner’s Law. Secondly, before 1985 mostly studies used Ordinary

least squares method for stochastic modeling (Wagner and Weber 1977).

Beginning with Henrekson (1993) all the studies employed unit root and co-integration
methodologies, although not in a panel data because many studies of Wagner’s law used
inappropriate estimation techniques when confronted with non-stationary time series
data. Co-integration approach is a mean to examine if there is any long run relationship

between spending and national income (Henrekson 1993, Ansari 1997). Early studies

1 Total general government expenditure is defined in ESA-95 §8.99 by reference to a list of categories:
intermediate consumption, gross capital formation, compensation of employees, other taxes on
production, subsidies, payable property income, current taxes on income, wealth, etc., social benefits,
some social transfers, other current transfers, some adjustments, capital transfers and transactions on
non-produced assets.

Z General government final consumption expenditure (formerly general government consumption)
includes all government current expenditures for purchases of goods and services (including
compensation of employees). It also includes most expenditures on national defense and security, but
excludes government military expenditures that are part of government capital formation.



using co-integration used the Engle and Granger methodology whereas more recent
works apply the Johansen (1988) technique (Magazino 2012). The majority of the recent
studies used econometric techniques such as co-integration analysis and Granger
causality test (Biswal et al. 1999, Sideris 2007). However, despite the more rigorous
methods Table 1 does not show a break or convergence after 1993 i.e. the treatment of
spurious regressions. So it is may be not a good explanation of the diversity of results.

Table 1. No consensus around Wagner’s law
(Bibliography in Appendix Table A.1, 105 articles)

Developed countries Developing Countries Mix Sample

(105 developed countries | (66 developing countries have | (15 countries have been studies in
have been studied in the 105 | been studied in the 105 papers | the 105 papers published

papers published between | published between 1967- 2012) between 1967-2012)

1967- 2012)

50.47% valid Wagner’s Law 46.96% valid Wagner’s Law 40% valid Wagner’s Law

32 developed  countries | 12 developing countries studied 6 mix sample between 1967-1992
studied between 1967-1992 between 1967-1992 33.33% valid Wagner’s Law
46.87% 50% valid Wagner’s Law 9 mix sample between 1993-2012

73  developed countries | 54 developing countries between | 44.44% valid Wagner’s Law
studied between 1993-2012 1993 - 2012
52.05% valid Wagner’s Law 46.29% valid Wagner’s Law

2.2.1.2 The causality
There is also a great confusion in the analysis of the causality. At beginning Singh and

Sahni (1984, Karavitis 1987) deployed the Granger method to determine the directions
and patterns of causality and suggested that confirmed neither Wagnerian nor the
Keynesian view. However Table 2 does not show a clear result about causality. Modern
tries to limit these un-conclusive results to using instrumental variables3 to create a
variation in government size that ideally can be used to properly identify the causal

effect (Bergh and Henrekson 2011, p.11). Afonso and Furceri (2010) or Folster and

? Informally, in attempting to estimate the causal effect of some variable x on another y, an instrument is a
third variable z which affects y only through its effect on x. For example, suppose a researcher wishes to
estimate the causal effect of political ideology on economic growth. Correlation between political ideology
(statistically) and economic growth does not imply that ideology causes a weak economic growth because
other variables may affect both economic growth and political ideology, or because political ideology may
affect economic growth in addition to economic growth causing ideological variations. The researcher
may proceed to attempt to estimate the causal effect of political ideology from observational data by using
the effect of North American political ideology on french political ideology as in intrument. If North
American political ideology affect economic growth only because they affect french political ideology,
correlation between political ideology and economic growth is evidence that political ideology causes
changes in economic growth.



Henrekson (2001) used as instrument the share of government and revenue by its
lagged value. Then instrumental variables gives a causal interpretation rather favorable

at the Keynes’ Effect but with a negative sign.

However the use of an instrumental variable simply produces additional evidence of a
statistical relationship (in this case between 'instrumental variable' and 'G'), without
providing evidence of what type of relationship it is, and without providing evidence for
the type of relationship between 'GDP' and 'G'. Moreover the instruments are not
plausibly all predetermined (Sims 2010, p.61). In a world where people learn, it is also
always very hard to establish the sense of the causality. If the facts of the social sciences
are what people think and believe then social scientists have to explain how people
learn (Storr 2010, p.35). If the learning process is central then quantitative approach is
not sufficient. It is obvious, for instance, in a learning process perspective, than the rise
of public spending can have a negative effect on economic growth, and people knowing
that can try to limit this growing. The evolution of income per capita is both the cause
and the consequence of government size. The new methods can improve the quality of
causality tests using discontinuity design and more generally quasi experiment, but if

the causal relationship is circular or dialectic it is a bad question.

2.2.1.3 The diversity of interpretations
There are multiple interpretations of the relationship GDP or income per capita and

public spending. “Because economics is not an experimental science, economists face
difficult problems of inference. The same data generally are subject to multiple
interpretations” (Sims 2010, p.60). In Fiscal Leviathan hypothesis government is
perceived as revenue-maximizing entities which seek to exploit the citizen through

excessive rates of taxation. The degree of exploitation depends on the number of



competing governments and citizen mobility and on the level of incomes. The
falsification of Wagner’s Law challenges this reasoning and impact also the Laffer curve.
Indeed the Laffer curve is a good example of an economic constraint on the

government’s ability to collect taxes (Holcombe and Mills 1995, p.449).

2.2.1.4 Econometric theory promises more than it can deliver
The main reason to use econometric method was to define a structural model through

an equation; G = a + X + . In Wagner’s Law G denotes total government spending
and X denotes GDP or total personal income (Higgs 2007, p.34). If =0.3 then every
additional dollar of personal income gave rise to an additional thirty cents of
government spending (Higgs 2007, p.34). In average there is a negative effect between
size of government and economic growth, but in some countries high taxes seem able to
enjoy above average growth.

There are outliers. Bergh and Henrekson (2011) discuss two explanations of this
phenomenon. One hypothesis is that countries with higher social trust levels are able to
develop larger government sectors without harming the economy. Another explanation
is that countries with large governments compensate for high taxes and spending by
implementing market-friendly policies in other areas. These outliers add at the
confusion. Durevall and Henrekson (2011) and our survey of literature show,
nonetheless, that this structural relationship is localized in a very short time, 30 or 40
years, and in space. Each country has its own coefficient. Durevall and Henrekson (2011)
show also that there are structural breaks and no regularity. Each period of public
finance history has its own characteristics. It is futile, in these conditions, to look for the
determinants of size of government. There are determinants for each country and each

period. Wagner’s Law is true but not all the time.



Table 2. Wagner’s Law versus Keynes’ Effect: the results stay ambiguous
(Bibliography in Appendix Table A.2, 40 papers)

Neither nor Keynesian Wagnerian View Short run/long Bi-directionnal
view Run
Granger Test. Granger Test | Magazzino (2012):
Singh and al. 1984): confirmsfor developing
Indian (1950-1981) Ghali (1999); | countries.
Ram (1986): 63 Biswal and al | Granger Test.
countries. Demirbas (1999); Tan | Ram (1988 +): USA
(1999): Turkey (1950- | (2003); (1929-1983)
1990); Bagdigenand | Chimobi Park (1996): South-
al. (2003): Turkey (2009) Korea.
(1965-2000); Dogan Cletsos and al. (19975):
and al. (2006): Greece
Indonesia, Malaysia, Abizabeh  and  al
Philippines, Singapore (1998): South Korean
Granger Test and Engle-Granger  error Abu-Bader and
Homes-Hutton test correction approach al. (2003);
Ansari and al Islam (2001): USA Dritsakis and al.
(1997): Ghana, (1929-1996) ((2004);
Kenya and South Loizides and al.
Africa (1961-1992) (2005);
Cointegration Samudran and
Anwar et al. al. (2009);
(1996 ¢ ): 88 Kucukkale and
Countries al. (2012)
Afxentiou et al. | Multivariate Co-integration and | Johansen Asymetrical
(1992) cointegration | Granger Test multivariate relationship
Sinha (1998) Via  money | Oxley  (1994): UK | cointegration Government
Muhlis and al | stock and | (1870-1913); Thornton | Tang (2001): | expenditure
(2003) budgetary (1999): Europe (XIX | Malaysia (1960- | react
Lyare (2004) deficits Ahsan | century); Yuk (2005): 1998), short run but | asymmetrically
Halicioglu (2006) and al. (1992) | UK (1830-1993); | notin long run. conditional on
Sinha (2007) via money | Aregbeyen (2006); | ARDL, VECM, | the state of
Afzal and al. (2010) | supply. Richter et al. (2012): | Granger test economic
Courakis et al. | Ying-Foon Greece (1833-2010) | Akpan (2011): | growth (Wahab
(19937): Portugal and | and al. (2002) | Multivariate and co- | Nigeria (1970- | 2004, Kolluri
Greece. Chandran and | integration test 2008), Wagner Law | and al. 2007)
al. (2011) Chow and al. (2002) in long run and
Al-Faris (2002): Gulf | Keynes’ effect in
countries. short run.

So it is not a law. There is neither necessity nor regularity. It is an answer to Lewis-Beck

and Rice (1985, p.26) who saw no reason why their model of government growth,

although developed out of the United States’ experience, would not be applicable in its

4In general it seems that causality runs mainly from revenue to expenditure in the federal data, but
predominantly from expenditure to revenue in data for the state and local government sector.

5Chletsos and Kollias’s (1997) study examines the validity of Wagner’s law in the case of Greece by
considering disaggregated public expenditure and found support for the law only in the case of defense

expenditure.

6 The majority of countries do not exhibit causality running from GDP to public spending. The causality
can be bidirectional (8 countries), or unidirectional (23 countries).
7Courakis et al’s (1993) study examined 2 countries (Greece and Portugal) and found significant

differences in responses to some determinants of public expenditure and between the two countries.
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essentials to other advanced capitalist democracies. We know now that there are
problems because each period and each country (Higgs 2007, p.40) have their own
determinants. Therefore, econometric theory promises more than it can deliver (Leamer

2010, p.36).

3. The costs of public goods and Baumol’s Law
Wagner’s Law seems therefore a bad explanation of the rise of public spending. Let’s see

if Baumol’s Law (1967, Baumol and al. 1985) or Baumol’s cost disease theory is better. It
is an explanation by the costs without microeconomic foundation. It suggests that the
increases in the marginal cost of government relative to that for private goods, due to
the public sector’s relatively intensive use of labor and slower productivity advance, will
decrease the size of government (West 1991, p.368, Winer et al. 2008, p.418).

3.1 Theory

Baumol’s disease is the hypothesis that productivity improvements in services sectors
are less likely than in the goods-producing section of the economy because of the
inherent nature of services. To understand the cost disease starts with an observation.
In 1913 Ford introduced assembly line to move cars between workstations. This
allowed workers, and their tolls to stay in one place which cut the time to build a model
T car from 12 hours to less than two. In some sectors of the economy, however, such
productivity gains are much harder to come. Performing, for instance, a Mozart quartet
take just as long in 2012 as it did in the late 18th century. Employers in such sectors
nonetheless have always needed to increase the wage of their workers to limit their
defection. The result is that the costs of production in stagnant sectors rise, firms are
forced to raise prices. These increases are faster than those in sectors where
productivity is improving and faster than inflation. So prices of goods from stagnant

sectors must rise in real terms (Baumol 2012). Health spending or education spending
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must rise as a share of GDP. The implications for government spending are important,
because many of the public services provided by governments like health, education,
national defense, justice suffer cost disease (Baumol 1993). Cost disease explains why
the size of government increases. The theory means that cutting costs without

reductions in quality may not be possible.

Figure 1: Baumol’s Law and X-inefficiency of bureaucracy

Price-Tax
A

yy (1)
Baumol effect in supply side (1.1)
versus
-X-inefficiency (1.2)

MC,

| [ e Mc,
]

0+ <+

v

Baumol effect in demand side

Figure 1 describes cost disease. If demand is inelastic the public spending increases
mechanically (effect 1 Figure 1). If the demand is elastic, the costs of public expenditure
increase and the demand decrease (effect 2, Figure 1). There is an upward shift of MC
curve which leads to a decrease in the quantity of public goods. Baumol’s Law is very
sensible to the assumption done about the elasticity of demand.

3.2 Empirical Tests

Since Beck (1976) the usual variable to test Baumol’s law is the relative price of public
goods to GDP as measured by the ratio of the implicit deflator for public consumption8

to the GDP deflator. It is used as an approximation for the relative cost of public

8 Implicit deflators are calculated by dividing an aggregate measured in current prices by the same
aggregate measured in constant prices.
Source: http://www.insee.fr/en/methodes/default.asp?page=definitions/deflateur.htm



http://www.insee.fr/en/methodes/default.asp?page=definitions/deflateur.htm
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production or Baumol’s Disease effect (Lybeck and Henrekson 1988; Katsimi 1998,
p.130). Bradford et al. (1974) or Ferris and West (1999) use rather a differential of wage

between public and private sector (Bradford, et al. 1974).

3.2.1 Baumol’s law is validated?
The explanation of government size by the cost disease would have received an

empirical support (Holsey and Borcherding 1997, p. 569, or p. 574, Table 3), but the 1)
the public goods are only a part of public spending beside social transfer and public
redistribution and 2) the indicator which measures the cost of public goods and the
causality between the variables are not clear. The measure of public productivity is
difficult and may be not possible under the Mises’s Theorem.

Table 3. Baumol’s Law: a strong empirical support
(Appendix A.3, bibliography 20 articles)

Authors Sample Periods Result
Bradford et al. (1969 USA 1925-1965 Rising unit costs have been a major source
of recent increases in local public budgets
Tussing et al. (1974) USA 1900-1969  Support
Beck (1976)
Spann (1977) Support
Delorme/André (1978) France 1872-1971 No support (primary education)
Beck (1979) 13 OECD 1950-1977
Peltzman (1980) USA 1929-1974  Support (ratio of price deflators)
Pommerhen et al. (1982) Switzerland
Berry et al. (1983)
Berry et al. (1984) USA 1948-1979  Support (Beck’s indicator)
Lybeck (1986) 12 OECD No support in France, Sweden, and USA but

support for Australia, Austria, Belgium,
Canada, West Germany, Italy, Norway?
Netherland, and UK.

Henrekson/Lybeck (1988) Sweden 1950-1983  Support (Beck’s indicator)

Henrekson (1988) Sweden 1950-1983  Support (Beck’s indicator)

Neck et al. (1988) Austria

Ferris and West (1996) USA 1959-1989  Mix. Relative productivity hypothesis is not

sufficient (Beck’s indicator) but relative
wages explain large proportion of the
change.

Ferris and West (1996) USA 1959-1984 No support (one third of the increase in the
relative costs of government services was
due to increases in wages in the public
sector relative to the private sector.

Ferris and West (1999) USA 1947-1979  Support (Real wage rate in manufacturing)
Katsimi (1998) 19 1961-1987 No support

countries (Beck’s indicator, opposite sign)
Borcherding, et al.(2004) OECD 1970-1997  Support (Beck’s indicator)

Neck and Getzner (2007) Austria 1924-2002  Support (Beck’s indicator)
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3.2.2 Theoretical argument is not completely convincing
Moreover theoretical argument is not perfectly convincing. In Baumol’s cost disease

perspective the nature of public activity explains the increase in Government size. The
famous example of the string quarter illustrates the operation of the cost-disease but
does not recognize, nonetheless, the role of innovations in the process. In 1780 four
quartet players required forty minutes to play a Mozart composition: today forty
minutes of labor are still required. However, the technology of electronic reproduction
has improved the productivity of the string quartet. Even if the number of musical
performances does not rise, the quantity of performance output, measured in
consumption units has skyrocketed (Cowen 1996, p.208). If public sector blocks
innovative process, then the lag between productivity in public and private sector is
more result of inefficiency than the cause of government growth (Mueller 2003, p.510).
Moreover it is not sure that cost disease has not been cured. Triplett and Bosworth
(2003), for instance, find that labor productivity in services industries has grown as fast
recently as it has in the rest of the economy. Baumol’s disease for them will be cured. It
is always difficult to determine the net result (Nordhaus 2006).

The interpretation of the correlation is moreover not obvious, because we do not know
precisely if cost disease is the result of the nature of public good. Katsimi (1998, p.118)
gives three interpretations. Firstly, the public sector is more labor intensive (Baumol
1967) and therefore less affected by technological progress than the private sector.
Secondly, the public sector assumed to be less volatile than the private sector because
the public sector does not generally aim at profit maximization, is less dependent on
relative price shocks and productivity shock. Public employment is more stable. These

assumptions suggest that countries with more volatile output will have a higher
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“demand-driven” size of the public sector. Katsimi (1998, p.127) called the mechanism

the insurance effect on the size of public sector.

Thirdly the productivity differential may result from the absence of markets for public
sector products that allows for inefficiencies. We do not know, then, if the rise of public

costs is linked at the nature of public activity or at the inefficiency of public bureaucracy.

4. Bureaucracy
4.1 Theories
Indeed bureaucrat inefficiency is another explanation by the costs. In Figure 2, the price-

tax rise is the result -1- of a direct attempt by bureaucrats to maximize their budget, -2-
of their incompetence (X-inefficiency), -3- the self-interest on the part of public servants
and/or -4- of a lack of competitive pressure. Buchanan/Tullock pointed to a
disproportionate increase in the salaries of civil servants and to the transfer that is
thereby effected (Cullis and Jones 1984, p.198, Figure 2, effect 1.2). Public employees
have preferences for larger budgets (Niskanen 1975, 1994) and constitute a sizable
share of the electorate (Mueller and al. 2010, 16.6.2).

Tullock (1972), Craswell (1975) and Buchanan and Tullock (1977) have hypothesized
that when the number of employees of a government program or the number of
beneficiaries grow, there will be an increasing percentage of the population in favor of
even further growth in the level of spending for these programs. This makes it more
likely that higher levels of expenditures will be voted for by the people’s representatives

(Green and Munley 1979, p.92).

Buchanan and Tullock (1977) explained also the rise of public spending by the voting
power of bureaucrats (Courant and al. 1979). This increased voting power has enabled

appointed public officials to extract higher wages from elected public officials. Voting
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power of bureaucrats has increased in the postwar era and leads a rise of bureau wages
relative to private sector wages.

4.2 Empirical Tests

It is commonplace to consider the voting propensities of bureaucrats when testing for
the validity of the others explanations by the costs (Frey et al. 1982). Bush and Denzau
(1977) and/or Bennet and al. 1983) find that voter participation is higher for
bureaucrats than for private sector voters. Jaarsm and al. (1986) for Netherlands do not
support the assumption of a higher electoral power of bureaucrat. In general the direct
empirical evidence would not very supportive of this explanation (Courant, Gramlish

and Rubinfield 1980, Kau and Rubin 1981, Lowery and Berry 1983, Garand 1988).

However, Cuzan and Heggen (1985, p.31) found that fiscal expansion erodes the political
support of the incumbents in the United State (1928-1980) and Great Britain (1935-
1983). In USA and UK it does not follow that more spending yields greater support
(Cuzan and Heggen 1985, p.32). When size of State rise, for every vote gained in the
bureaucracy and interest group, more than one vote is lost in the electorate at large

(Cuzan and Heggen 1985, p.32). Therefore, the results are mixed.

5. Interest Group
Public sector employees can act as interest groups. Special interests do have substantial

influence over legislative decisions. They try to beneficiary of public spending (Tullock
1959, Marlow and Orzechowski 1996). Becker (1983) developed a model of the
influence of interest groups on the rise of public spending. Interest groups expand either
the redistributive or the public good expenditure components, or both. The demand of
redistribution will be a function of interest group strong. Each interest group demand

lower taxes and higher subsidies (Mueller 2003, p.521). Special interests are Medical
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association, Airplane owners and Pilots association, Labor Unions, farmers, unemployed,
old and retirement, young and their families, union of civil servant, and/or the big firms.
They will be highly consumer of public spending (Lewis-Beck and Rice 1985, Rice 1986).
5.1 Civil servant

Public sector employees are a strong interest group. Buchanan and Tullock (1977)
predict that public sector employees will be commonly believed to favor an expanding
role for the public sector. This view predicts that public sector unionism exerts a
positive influence on demand for public programs through their voting and lobbying
efforts (Marlow and Orzechowski 1996, p.3). Summers, Gruber and Vergara (1993)
argue that corporatism increases the size of the public sector. Calmfors and Driffill
(1988) constructed a corporatism index. They find some empirical evidence to support
the hypothesis that a tax increase will reduce labor supply by less in a more corporatist
economy. This is explained by the fact in corporatist economies the level of labor supply
is controlled by a small group of decision-makers who perceives the linkage between
taxes and benefits better than individual workers do. Garrett and Way (1999) or Crouch
(1990) supports the hypothesis that a positive relationship exists between corporatism
and public spending.

5.2 The poor and unemployed

The second group often successful in securing government funds is composed of
individuals disadvantaged by unhealthy economic conditions. It is not only the poor but
the unemployed and underemployed people who regularly pressure government for
immediate relief from their plight.

5.3 Young and old

The third group the most prominent is the young and old. The young (and their parents)

make demands for educational needs and old press for increased income assistance and
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medical benefits (Rice 1986, p.242, Shelton 2008). Both labor tax rates and per capita
transfers in advanced economies are historically positively correlated with the ratio of
retirees to the working age population and negatively correlated with the ratio of
children to the working-age population (Shelton 2007, 2008). This result obviously
depends strongly of institutions. Social security increases mechanically the social
spending of government. There is a priori no relationship between ageing and public
spending.

Nonetheless, this literature is limited and the proxy variables constructed to measure
the influence of interest group is not yet stabilized. There are: the number of consumer
and business interest groups, the union membership, the number of trade union,
number of political parties, the share of farm population, number of government
employees, etc. There is no consensus. There is also a problem in the definition of
interest groups. It is difficult to assimilate old and young at labor union or political party.
The interests of farm population is likely more homogeneous than the interests of
young. The empirical results are not clear because the definition are not completely

stabilized and the theory imperfect.

6. The cost of taxation

6.1 Theory
The demand of public good is a function of the price-tax (Figure 2). A rise in price should

decrease the demand. In contrast, its decreasing should lead to the inverse effect. In
Figure 2 the price of public goods Fjis equal to their (assumed) constant marginal
resource cost (MC) while total social marginal costs including excess burden, compliance
and evasion costs of taxation is the curve, B+ SC (Winer, Tofias, Grofman and Aldrich

2008, p.417). The reduction of the deadweight losses associated with taxation increases

the demand of public spending (Kau and Rubin 1981, 2002).
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An improvement in the efficiency of either taxes or spending would reduce political
pressure for suppressing the growth of government and thereby increase total tax
revenues and spending (Becker and Mulligan 2003). The rise of nation-State and the tax
collection costs falling are correlated. Kau-Rubin (1981) discovered that one significant
cost of government has fallen over time, the welfare cost of tax collection (Ferris and
West 1999, p.310).

Figure 2: Kau and Rubin’s effect (Winer et al. 2008)
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The Kau and Rubin’s explanation implies, nonetheless, ceteris paribus, a downward shift
in the cost of government services and the potential for greater consumer surplus for
consumers of government services. West (1991) considered one possible violation of
ceteris paribus and argued government as Leviathan will attempt to capture it for itself.
The downward movement in cost of public spending will be frustrated by the offsetting
pressure on conventional payroll costs, thrust upwards by the opportunistic forces of
Leviathan (Ferris and West 1999, p.311). Then the Leviathan hypothesis predicts that in
addition to relative employment size, this created variable will be positively related to

the cost providing government services.



19

6.2 Empirical Tests
The number of article testing Kau/Rubin hypothesis is low. Kau and Rubin (2002)

consider that 1) entry of women into the labor force where they can be much more
easily taxes; 2) declines in the extent of self-employment making it harder to avoid or
evade taxes; and 3) increasing computerization which they think shifts the power to
enforce compliance to government (Winer and al. 2008, p.417).

Table 4.Cost of taxation and size of government
(Appendix A.4, bibliography 4 articles)

Authors Sample Period Result
Kauetal. (1981) USA 1929-1970 Support
Ferris etal. (1996) USA 1959-1989 Support
Kau et al. (2002) USA 1930-1993 Support?
Winer et al. (2008) USA 1930-2002 No support

The debates between econometricians are also rather sharp. Winer and al (2008, p.445)
conclude their paper to saying; it is fair to say that the original model of Kau and Rubin
(2002) is not robust and, in particular they clearly do not support the original
hypothesis about the importance of the supply-side in the growth of government. For us
nonetheless the female participation could be explained 15% of total government

growth in USA (Winer and al. 2008, p.441).

7. Political regime
7.1 Theory
The political regime would have also an effect on the dynamic of public sector. Indeed,

Persson et al. (1997, 2000, 2007) suggest that the parliamentary form of government
promotes a stronger incentive to internalize the distortions arising from taxation

(Milesi-Ferretti and al. 2002, p.646).

9Kau/Rubin (2002) female participation is significant and positive, indicating that the ability to tax
working females is an important part of the growth of government. Self-employment is significant but has
the opposite sign from our prediction and from the results of our earlier paper, from 1929-70. This means
that since 1970 something has happened to make it easier to tax the self employed; we have no
explanation for this result.



20

The West’s hypothesis could be moderated by a political regime which will limit the
opportunism of Fiscal Leviathan. Indeed, if the marginal distortion is high the monotonic
relationship in the existing theory between regime type and the size of government may
even break down (Anderson 2012, p.83). Hence, with a high marginal tax distortion, the
size of government and the total economic loss from the distortions can be lower in a
parliamentary system than in a presidential form of government, while the opposite is
more likely if taxation is less distortionary. Intuitively if the government is dominated by
one strong member, all residual government revenue will be directed towards this
member’s constituent, and taxation will hence be perceived as less costly to these
recipients. The incentive for the government to internalize the tax distortions is then
relatively weak (Anderson 2012, p.84). It is a mechanism of residual claimant applied to
public finance. The presidential form of government would promote a weaker incentive
than the parliamentary system because there is the separation of powers.

7.2 Empirical Tests

Persson and Tabellini (1999) found that strong support for the prediction that
presidential regimes have lower spending in a cross section of 50 democracies in the
early 1990’s.Persson and Tabellini (2004) have collected data for 80 democracies,
averaging yearly outcomes over the period 1990-1998. They showed also that
presidential regimes induce smaller governments than parliamentary democracies. The
explanation by the costs assumes, nonetheless, an inelasticity of the demand. Fiscal
illusion can explain this inelasticity. Then, fiscal illusion maintains the rise of public

spending by the costs.

8. Fiscal Illusion
The effect of costs variation or tax-price variation on demand is, nonetheless, a function

of information of voters. Individuals will not obtain perfect information but rather an
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optimal amount. There are two assumptions. Either benefits of government expenditure
have low visibility, being diffusive, long term and not obvious and in contrast the
sacrifice of taxes are highly visible (Downs 1960) or voters systematically
underestimate the cost (taxes) of public sector activity and overestimate the benefits of
government expenditures (Cullis and Jones 1987, p.220).

8.1 Theory

Wagner (1976) draws attention to the role of tax structure in fiscal illusion. The
complexity of the tax system increases the cost of obtaining budgetary information
which leads individuals to consistently underestimate their true fiscal burden. So voters
underestimate the real price-tax of public goods mainly because government
manipulates the tax structure and produce perception bias of voters by public debt,
public deficit, and /or share direct taxes to total taxes. Political agents choose tax
structures (composition of revenues) to minimize the political costs (vote loss) of raising
budget (Hettich and Winer 1984). The consequence of this political strategy is fiscal
illusion (Puviani 1903, Buchanan 1967, Wagner 1976, Mueller 1987, p.140, Dollery
1996, Da Empoli 2002). Fiscal illusion would increase the quantity of public output

demanded. It is another source of budget expansion.

Figure 3: Fiscal Illusion (Wagner 1976)
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In figure 3 the perceived tax price is P;where the quantity of public output is Q, and the
budget 0P,DQ,. Fiscal illusion leads voters to underestimate the actual cost of
government inducing to purchase more government services than they otherwise
would. Indeed if the real tax price was P,; the demand should be Q;.

When Baumol's disease effects or bureaucratic inefficiency assumes inelasticity of
demand, implicitly it takes into account fiscal illusion. The price-tax increases but the
demand is always the same. Fiscal illusion can explain inelasticity of demand.

8.2 Empirical Tests

Since Wagner (1976) empirical works use direct evidence (Lewis 1982). It is not a
surprise but in general results have been mixed (Dolory 1996, p.31, Table 5). This is as
usual attributable to the diversity of data and models employed (Dollory 1996, p.31). As

usual also this literature has some technical problems.

8.2.1 Problems of old econometric
This literature has the traditional problems of old econo