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Mykola Pasichnyi (Ukraine)

EMPIRICAL STUDY

OF THE FISCAL
POLICY IMPACT ON
ECONOMIC GROWTH

Abstract

The challenges of economic globalization, recession, and the essential changes in
market conditions, as well as the financial institutionalization, determine the ex-
pediency of the new studies to explore the impact of fiscal instruments on the
dynamics of economic growth and social stability. This paper examines the role of
fiscal policy in the economic growth ensuring in advanced and emerging market
economies over the period from 2001 to 2015. The research indicates the growing
role of the state (in general) and the budget (in particular) in regulation of social
and economic processes. Based on the methods of economic regression, the in-
terrelations between government spending and GDP growth in different groups
of countries were evaluated. The study emphasized the directions to increase the
positive influence of budget policy on economic development for countries with
emerging market economies. This can be achieved by harmonization of the tax
burden and structure, improving the use of budget funds, conducting structural
optimization of budget expenditures, further development of financial and budget
institutions, implementation of the fiscal constraints and rules while forming the
basic indicators of fiscal policy.

Keywords fiscal policy, economic growth, taxation, government
spending, budget deficit
JEL Classification  E62, H20, 040

INTRODUCTION

One of the most actual scientific issues holding strong attention for
along time is the determination of the budget and tax instruments
role in ensuring sustainable social and economic growth. There is
a common opinion of neoclassical economics that the changes in
the main budgetary parameters of revenues and expenditures have
a significant impact on the level of revenues, but at the same time
have no essence to economic growth in the long run. A signifi-
cant share of budgetary expenditures and state funds in GDP re-
duces the rates of economic development. An alternative approach
to this issue is based on the fact that under conditions of recession
and financial instability, the government plays a fundamental role
restoring positive macroeconomic dynamics (by demand stimula-
tion) and rising productive expenditures both on human capital
and improvement of the infrastructure. Increase in public expendi-
tures has a significant dual effect on economic growth. On the one
hand, public spending rise has a positive impact; on the other hand,
the tax increase (required to fund the necessary expenditures) has
an opposite economic effect.



1. LITERATURE REVIEW

A prominent American scholar Romer (1990) gave
a special attention to the determinants of economic
growth. He concluded that substantial influence on
the economic dynamics was provided by investing
both in human capital and endogenous technologi-
cal change (Romer, 1990). Robert J. Barro (1996),
the Paul M. Warburg Professor of Economics at
Harvard University, conducted a profound empir-
ical study of growth factors both in the countries
with advanced economies, as well as in the coun-
tries with moderate per capita income. He discov-
ered that the excessive state influence on the nation-
al economy slowed down the growth of real GDP
(Barro, 1996). Agell, Lindh, and Ohlsson (1997) did
not make a unified conclusion about the impact (ei-
ther positive or negative) of the share of GDP redis-
tribution through the budget system (Agell, Lindh,
& Ohlsson, 1997). Swedish researchers Folster and
Henrikson (1999) used the methods of mathemati-
cal modeling in their studies of economics. They
determined that a substantial share of GDP redis-
tribution through the budget system and public
finances had rather strong negative effect on eco-
nomic development in advanced market economies.
At the same time, there are some scientific studies
showing that in terms of economic instability the
public institutions (responsible for the fiscal policy)
play a key role to secure the restoration of positive
macroeconomic dynamics through additional pub-
lic spending or redistribution of the budget expendi-
tures. Ram (1986) made the estimation of the budget
expenditures influence on the dynamics of real GDP.
He specified the presence of a positive correlation
between these indicators (Ram, 1986). DeLong and
Summers (2012) emphasized the vital role of fiscal
policy aimed to restore positive economic dynamics.
Cogan, Taylor, Wieland, and Wolters (2013) identi-
fied the measures of fiscal policy ensuring economic
growth both in the short and long run.

A positive influence of the fiscal policy instruments
on the economic development is indicated in the
studies of such domestic scholars as Boholib (2015),
Zapatrina (2007), Lysyak (2009), Makogon (2016),
Chugunov (2015, 2016), etc. Taking into account all
the previous studies, the continuation of scientific
research had to determine the importance and im-
pact of budgetary and tax instruments ensuring the
social and economic development is essential.
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2. FORMULATION OF
RESEARCH OBJECTIVES

Analyses of the mentioned scientific works prove
that it is impossible to make a definite conclu-
sion about the fiscal policy impact on economic
growth. It is necessary to carry out an empirical
study of the fiscal policy instruments in order to
unveil the interrelations between its main compo-
nents and the indicators of economic growth. This
paper examines the role and impact of fiscal pol-
icy levers on economic growth in advanced and
emerging market economies over the period from
2001 to 2015.

The purpose of this article is to determine the role
and to specify the impact of fiscal policy instru-
ments on economic growth.

3. THE MAIN RESULTS
OF THE STUDY

According to the terms of economics and positive
empirical experience of the fiscal policy implemen-
tation, it is assumed that the lower misbalance of
the budget system and public finance is associated
with higher rates of economic growth in general.
Obviously, there is a reverse causal link. There are
much more opportunities to form a balanced bud-
get or even a budget with possible surplus in the
countries with higher rates of economic growth.
Considering the mentioned facts, it is important
to analyze the correlation between the annual
growth rate of real GDP and fiscal deficit in de-
veloped and transitional economies during the pe-
riod from 2001 to 2015. We have selected the four
following groups of the countries: the 1% group -
the countries of the G7, primarily the US, Japan,
Britain, Germany, Italy, and France; the 2" group
that includes the countries of Central Europe and
the Baltic states (once had a socialist administra-
tive command economies) which are the members
of the European Union now: Lithuania, Latvia,
Estonia, Poland, Romania, and Bulgaria; the 3%
group - consisting of the post-Soviet countries
that are the members of the Eurasian Customs
Union - the Russian Federation, Kazakhstan, and
Belarus; the 4™ group - including the countries
known as PIGS that have experienced the great-
est misbalance of public finances during the global
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Source: author’s own calculations based on IMF and World Bank data.
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Figure 1. Fiscal deficit and real GDP growth in advanced and emerging market economies
over period from 2001 to 2015

recession of 2008-2010 - Portugal, Ireland, Greece,
and Spain (see Figure 1).

According to the results of our studies, we can
make the conclusion that (during the period from
2001 to 2015) the GDP growth rates in the coun-
tries of the 3™ group (countries with post-Soviet
economies) were higher than the world’s average
rate. In addition to that, their annual budgets were
executed with a surplus. For example, the average
growth of real GDP in Kazakhstan during the an-
alyzed period was at 7.08% per year, while the bud-
get surplus was equal to 2.70% of GDP; in Belarus,
the corresponding figures were 5.39% and 0.96 %;
in Russia - 3.69% and 1.48%, respectively.

During the analyzed period, the countries of the
4™ group (except Ireland) were characterized by
slight rates of economic growth and a quite sub-
stantial budget imbalance. The economy of Greece
has not shown any indications of growth during
the same period. The average percentage of gov-
ernment budget deficit was equal to 7.42% of GDP.
Real GDP in Portugal has been growing at 0.19%
per year, while an average budget deficit was equal
to 5.76% of GDP. The corresponding figures in
Spain were 1.45% and 3.86%; in Ireland - 3.19%
and 5.16%, respectively.

The 2" group of countries (consisting of Central
European and the Baltic states) has had an average
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annual rate of economic growth from 3.5% to 4.2%
and rather stable situation with the budget defi-
cit. The average percentage of government budget
deficit has been varied in descending order from
the value equal to 4.50% of GDP in Poland to the
value equal to 1.31% of GDP in Bulgaria. The exact
figures were: 3.14% of GDP in Romania, 3.04% of
GDP in Lithuania, 2.10% of GDP in Latvia. At the
same time, in Estonia, the state budget was execut-
ed with an average annual surplus equal to 3.61%
of GDP.

Over the last fifteen years, the G7 members have
had rather moderate economic growth rates equal
to 1-2% per year. At the same time, the economy of
Italy, for example, was characterized by an average
annual decline equal to 0.02%. Meanwhile, these
countries (under conditions of global recession
and unstable economic recovery) have conducted
countercyclical fiscal and monetary policies in or-
der to stimulate domestic demand and to revive
the growth. The measures of these policies have
increased the budget deficit. Its average value in
Japan over the last fifteen years was equal to 6.68%
of GDP; in the US - 5.46% of GDP; in United
Kingdom - 4.97% of GDP; in France - 3.91% of
GDP; in Italy - 3.33% of GDP; in Germany - 1.72%
of GDP; in Canada - 0.81% of GDP.

Financial regulation of economic development
should be performed considering two main as-



pects: ensuring the sustainability of public financ-
es and promotion of financial balance. A harmful
unbalance of the budget system and rapid accu-
mulation of public debt reduce the level of market
participants’ confidence to the government bonds
and to the paying capacity of the borrowers as well.
The absence of non-inflationary debt financing
sources forces the governments to impose some
budget constraints. This is performed by imple-
mentation of some structural reforms in the field
of public finances (adapting national fiscal policies
to the crisis or a prolonged recession). The men-
tioned causes a crucial change of approaches to
the formation and realization of fiscal policy, cre-
ation of the new indicative targets of its develop-
ment over the short, medium, and long term. The
public debt (accumulated during the recession
and the further recovery period) is the factor that
limits the scope and effectiveness of the fiscal ad-
justment measures. In addition to that, the imbal-
anced for extended period fiscal policy contributes
to the strengthening of rather negative trends in
economy. The experience of Greece (gained dur-
ing the last decade) may be considered as evidence.

Budget policy in the field of expenditures adjusting
may have different influence on economic dynam-
ics. This fact, in turn, is confirmed by the scientific
studies and empirical experience. The growth of
budget expenditures may increase the fiscal defi-
cit. The budget imbalance reduces the opportuni-
ties for a rapid economic development over the me-
dium term. In countries where the share of public
spending exceeds 40% of GDP, in most cases, the
budget deficit exceeds 4% of GDP. Among the ra-
re exceptions are Belarus, Canada, and Germany.
The budget deficit increase may be caused both by
conducting expansionary fiscal policy and by the
influence of automatic fiscal stabilization levers. In
that case, the debt service payments, social protec-
tion and security spending, wages of public sector
employees and civil servants should be considered
as an essential part of the aggregated budget ex-
penditures. In these terms, during the reduction of
budget revenues (including tax revenues reduction
due to the processes of economic transformation)
only a slight adjustment of expenditures is possible.
That increases the public deficit growth rate.

A positive impact of increased public spending on
economic growth was determined in countries
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with high levels of state financial institutions per-
formance and public financial regulation. Poland,
Spain, Ireland, and Germany should be named
primarily among the examined countries as the
examples proving this conclusion. However, in
the countries with a moderate level of public ex-
penditures (particularly in the Russian Federation,
Kazakhstan, Belarus, Bulgaria, Romania, and
Latvia), the similar dynamics does not lead to in-
creased economic growth. We have found specific
dependencies between the growth rate of real GDP
and the dynamics of the public expenditures share
over the period 2001-2015 (using the correlation
and regression equations). The study of these de-
pendencies was performed for all the represented
countries in general, as well as for the groups of
the analyzed countries. For our study, we have
sampled the parent population (consisting of all
the analyzed countries). 20 countries have been
included into the sample. It was determined that
increase in the public expenditures share in GDP
by 1 percentage point had caused reduction in the
growth rate of real GDP by 0.201 percentage points.
The approximation ratio (R?) was equal to 0.567.

The analysis of this correlation for the G7 coun-
tries has given the opportunity to state that in-
crease in the public expenditures share in GDP
by 1 percentage point had caused reduction in the
growth rate of real GDP by 0.041 percentage points.
However, it should be noted that there were found
no strong or sustainable correlation between the
mentioned indicators for this group of countries.
The similar results have been received after using
the method of the correlation and regression anal-
ysis to study the economies of Central European
and the Baltic states: increase in the public expen-
ditures share in GDP by 1 percentage point had
caused reduction in the growth rate of real GDP
by 0.054 percentage points. The approximation ra-
tio for the sample was higher than in the previous
study. Nevertheless, there is no reason to argue
about the stability of this correlation.

For the group of former Soviet countries, the re-
sults of analysis have demonstrated a strong in-
verse dependence between these indicators. The
rise in the public expenditures share in GDP by
1 percentage point increased the growth rate of
real GDP by 1.125 percentage points (with suffi-
cient approximation coefficient). For the 4" group
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of the countries (PIGS), increase in the public
expenditures share in GDP by 1 percentage point
had caused reduction in the growth rate of real
GDP by 0.531 percentage points (with sufficient
approximation coeflicient).

The most important objectives of budget and tax
policy include supporting the processes of sus-
tainable economic development (at the stages of
growth), macroeconomic stabilization (at the stag-
es of decline), as well as providing the stimulating
impulses by enhancing the investment and con-
sumer demand (at the “bottom” of the recession).
There are some questions requiring the detailed
analysis. How do the changes of budget expendi-
tures impact the consumption in national econo-
my? What lag effects are caused by the budgetary
stimulating measures? How to determine a time-
bound period within which the rise in budget ex-
penditures is both actual and appropriate? During
the several studies, the mentioned neoclassical ap-
proach revealed the fact that constant growth of
budget expenditures provided by expanding the
tax base or increasing the tax rates had mainly
negative effect on the financial condition of house-
holds. It leads to the costs optimization and de-
creases the households’ consumption. Temporary
growth of budget expenditures (mainly entailing
the increase in the budget deficit) has less effect on
the welfare of households. It is aimed at enhancing
an investment or consumer demand. Depending
on the duration of funding of the excessive bud-
get deficit and the depth of recession, the level of
investment and consumption may both grow and
decrease. New-Keynesian economics offers an
alternative view on the impact of the increased
government spending on the economic processes.
The key new-Keynesian thesis is that the growth
in budget expenditures is supplemented simulta-
neously by increase in the real wages and the aggre-
gate consumption. As a result, the business activity
is enhanced.

Considering the budget policy, in economic stud-
ies, all the components of the state budget expen-
ditures are traditionally divided into two opposite
groups: productive and non-productive. The first
group includes all expenditures affecting the eco-
nomic growth directly or indirectly through the
increase in stocks of input (physical and human
capital) and rising of total factor productivity.
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According to this definition, productive expendi-
tures include expenditures on education (tradi-
tionally associated with increase in human capi-
tal), expenditures on scientific research and devel-
opment (providing growth due to innovation and
technological progress; rising the labor productiv-
ity), expenditures on the infrastructure, transport
and communications (enhancing the productivity
of private capital and stimulating aggregate de-
mand), expenditures on health (due to improve-
ment of the public health a number of employees
and labor productivity are increased). The other
components of the budget expenditures are identi-
fied as non-productive. Their effect on the change
of total factor productivity growth rate is insignifi-
cant (Idrisov & Sinelnikov-Murilev, 2013).

It should be mentioned that in order to ensure the
prerequisites for economic growth, it’s important
to support the essential level of investment in hu-
man capital. Involvement of the budget funds for
this purpose should be conducted under the rigor-
ous control and audit of the effectiveness of their
implementation. Furthermore, the government
should contribute to the development of the in-
stitutional environment for private capital invest-
ment in production and improve the mechanism
of public-private partnership for implementation
of the projects in the field of social development.
Under the terms of economic theory and due to
the significant externalities, some “market failures’
may occur. The market is unable to provide the
optimal provision of public services in the spheres
of education, health, and scientific research with-
out government regulation and substantial invest-
ment. Creation of the specific conditions for the
profitability growth of private investment aiming
to increase the level of total factor productivity
(including the fiscal spending on infrastructure
and science) is expedient as well.

>

The scientific research in the area of assessing the
impact of tax regulation on the processes of eco-
nomic development covers several important is-
sues. One of these issues is to determine the tax
burden effect (often represented by the tax-to-
GDP ratio). The other issue is to estimate the inter-
connection between the structure of tax revenues
and the long-term economic growth. The total tax
burden is the factor that determines the precon-
ditions of economic development and the amount
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Table 1. Tax revenues in advanced and emerging market economies, % of GDP

Source: author’s own calculations based on IMF and World Bank data.

Country 2001-2005 2006-2010 2011-2015 2001-2015

United States 25.38 24.94 24.98 2510
Japan 26.26 27.94 29.28 2783
United Kingdom 35.58 36.16 34.98 3557
Canada 32,92 31.64 30.58 3171
Italy 39.74 41.42 4318 4145
France 44.08 44.30 46.94 4501
Germany 39.02 38.92 39.26 3907
G7 34.71 35.05 35.60 3502
Lithuania 29.16 30.20 27.58 2898
Latvia 28.10 28.30 28.86 2842
Estonia 30.82 32.46 32.28 - 31.85
Poland 33.64 33.92 32.80 3345
Romania 28.22 28.16 27.78 28.05
Bulgaria 30.04 29.04 27.06 2871
Central Europe and Baltic states 30.00 30.35 29.39 2991
Kazakhstan 13.19 11.56 13.30 12,68
Russia 35.30 34.98 36.56 3561
Belarus 33.24 29.62 34.60 3249
Eurasian Customs Union 27.24 25.39 2815 2698
Spain 34.46 33.88 33.48 3394
Portugal 33.84 34.36 36.22 3481
Greece 33.32 133.40 38.06 3493
Ireland 30.24 30.56 29.50 3010
PIGS 32.97 33.05 34.32 33.44

of budget revenues. This thesis is confirmed by
the conclusions of famous American economist
Arthur Betz Laffer (including the interrelation be-
tween the rates of taxation and the resulting levels
of government revenue represented by the Laffer
curve). The necessity of reducing the tax burden is
indicated in the works of numerous liberal econo-
mists. Their position is based on the fact that the
high level of taxation negatively affects the pro-
duction. It is obvious that excessive tax burden
doesn’t only constrain the business activity and
deprive the companies of financial resources (they
could invest in production), but also has a strong
influence on the size of shadow economy. Taxation
is an important part of an endogenous growth
model. The tax policy instruments have a serious
impact on the determinants of endogenous de-
velopment. The level of investment activity of the
enterprises and the level achieved in the fields of
scientific research and education are among those
determinants.

The type of selected model of mixed economy
(Nordic, West European, Asian, Liberal, etc.), the

institutional environment, the structure of econo-
my and its technology degree, the quality of pub-
lic administration, and the involvement of the na-
tional economy into the global economy affect the
level of GDP redistribution through the tax sys-
tem. It was determined that the share of tax rev-
enues (including social security contributions) in
GDP in advanced countries (members of the G7)
is quite significant. Its average value during the
period from 2001 to 2015 was equal to 35.12% of
GDP (see Table 1).

It should be noted that during this period, only a
slight growing tendency of the above-named indi-
cator was investigated. In the mentioned sample,
the highest tax burden - equal to 45.11% of GDP
- was observed in France, the lowest - equal to
25.10% of GDP - in the US. However, the tax-to-
GDP ratio is not a determining criterion for assess-
ing the level of tax burden. It is not the measure of
the effectiveness of the tax system too. Depending
on the tax burden, it is important to divide the
taxpayers into two separate groups - legal enti-
ties and individuals. The questions of macroeco-
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nomic stability and sustainability of public financ-
es without reducing the potential of economic
growth over medium and long term have become
very important. As an available instrument of tax
regulation (aiming to achieve the main fiscal goals
of the public institutions), the improvement of tax
revenues structure is the most appropriate for im-
plementation in modern conditions.

In addition, the overall rate of tax burden reflects
the social choice of the level of GDP redistribution
through the public finance. Tax structure is an
implementation tool of this choice. Through the
use of this tool, the authorities are able to reach
the desired level of public services provision and
to reduce the impact of negative tax factors on the
economic processes.

CONCLUSION

To achieve the paper’s goal, we have chosen the main components of fiscal policy and studied the inter-
relations between these components and the main indicators of economic growth over the period from
2001 to 2015. We have selected the four following groups of the countries: the 1* group - the countries
of the G7, the 2™ group including the countries of Central Europe and the Baltic states, 3™ group - post-
Soviet countries that are the members of the Eurasian Customs Union, and the 4" group including the
countries known as PIGS. Based on the methods of regression, we have found out negative impact of
increased government spending on economic growth almost in all cases. It should be mentioned that
the strongest negative effect exists in 3" and 4'" groups. A positive impact of increased public spending
on economic growth was determined in countries with high levels of state financial institutions perfor-
mance and public financial regulation. Poland, Spain, Ireland, and Germany should be named primar-
ily among the examined countries as the examples proving this conclusion. In case of taxation, we have
determined that overall rate of tax burden reflects the social choice of the level of GDP redistribution
through the public finance. As an available instrument of tax regulation, the improvement of tax rev-
enues structure is the most appropriate for implementation in modern conditions.
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