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AN INVESTIGATION OF THE REAL EFFECTS
OF GOVERNMENT EXPENDITURES

By Gloria M. Arroyo*

The paper examines the macroeconomic effects of government expendi-
lures. The possible crowding-out effects of government expenditures on private
consumption are investigated under the notion that the possible benefits of
government spending, as well as the changes in disposable income due to tax
changes are both perceived by people — a case of two-sided rationality.

The discussion takes off from the empirical work of Feldstein in defense
ol the multiplier effect of government purchases, and that of Kormendi about
the crowding-out effect of government expenditures on consumption. The paper
then tests the implications of the consolidated approach to modeling consumer
hehavior developed by Barro and Bailey with Philippine aggregate data.

Results show that the various specifications of the consumption function
were characterized by significant and large negative effects of government
#xpenditures on private consumption. It is thus concluded that in the Philip-
pines, government expenditures have a strong crowding-out effect on private
tonsumption, This effect tends to dampen rather than raise output and employ-
ment.

1. Introduction

Intellectual developments in the analysis of government pur-
thases have shifted in emphasis from the early Keynesian view that
povernment expenditures have a positive and multiplier effect on
national income to a new classical view which recognizes the pos-
ble crowding-out effects of government expenditures on consump-
lion and investment.

M. J. Bailey (1971) has pointed out that the effects of govern-
ment expenditures on aggregate demand may be dampened to the
nxtent that government expenditures substitute for private consump-
tlon expenditures. Robert Barro (1974) argued that in a Ricardian
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setting whereby future taxes implied by debt issues to finance deficit
spending by the government are fully perceived, fiscal policy is irre-
levant. In another paper, Barro (1981) argued that in a market-
clearing environment which incorporates the effects described by
Bailey, government purchases may yield some output effects to the
extent that the interest-rate effects of government expenditures
induce some intertemporal substitution of labor and leisure on the
part of private economic agents. Barro likewise pointed out the need
to distinguish between temporary and permanent government pur-
chases, which are analogous to Milton Friedman’s (1955) temporary
and permanent income.

Martin Feldstein (1982) argued that the effects of government |
spending imply more than what adherents of the Ricardian equiva- |
lence theorem uphold and showed in his empirical work that govern-
ment spending has relatively little effect on personal consumption, |
implying the usual multiplier effects.

In this paper, we look at the issue of government expenditure
in the Philippines and its real effects. Interest in an examination
of the pattern of government expenditures in the Philippines has
increased as a result of the 1983 economic crisis. The years beginning
1973 are of special interest. During these years, there was a rapid
increase in government expenditures which led to large deficits
in the government budget. Beginning 1977, there was a marked
slowdown in the growth rate of output, which culminated in a
general contraction in 1984, It has been conjectured that the pattern
of government expenditures and the accompanying deficits may have
contributed in large measure to the mediocre performance of the
whole economy (see e.g., de Dios, 1984). At the outset, this turn of
events raises the issue of the real effects, i.e., output and employ- |
ment, of government spending. '

This paper deals with the possible crowding-out effects of
government expenditures and their output effects. The crowding-
out effects of government expenditures on private consumption are
investigated under the notion that the possible benefits of govern-
ment spending as well as the changes in disposable income due to tax |
changes are both perceived by people, a case of two-sided rationality.

Section 2 starts with Feldstein’s empirical work in defense of |
the multiplier effect of government purchases. Then it goes on to
Kormendi’s (1983) empirical work supporting the hypothesis of |
Bailey and Barro about the crowding-out effect of government ex-
penditures on consumption. The third section reports on the em-
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pirical implementation of some of the econometric procedure
methods of Feldstein and Kormendi using Philippine data.

2. Government Expenditures, Public Debt, and
Private Consumption

A.  The Relevance of Fiscal Policy

Feldstein (1982) deduces from the Ricardian equivalence hypo-
thesis five implications that can be tested with aggregate data on
household consumption. He adds as a further testable implication
within the same framework the more extreme fiscal impotence pro-
position that even government spending does not add to aggregate
tlemand.

The framework of analysis is a consumer expenditure function

rolating real per capita consumer expenditures to a measure of real
permanent income, real wealth, and various fiscal variables:

b G
(1) Crabo+b,Y, +byW, +bgSSW, +b,G, +b,T,

+bgTR, *+b,D,,

where
Ct :  consumer spending in year ¢
i permanent income
W; : market value of privately-owned wealth at the begin-
ning of year t
SSW; . measure of the value of future social security benefits
Gt : government expenditures
Tt ¢  tax collections
TR, : government transfers to individuals
D, net debt of the federal, state and local governments.

The strong form of the fiscal impotence view implies that an
Increase in government spending by one dollar with all other vari-
nbles constant must induce a one dollar reduction in consumer
ipending: b4 =-],

The Ricardian view suggests that b, is negative but small since
Il reflects the first year response of households to a one dollar in-
trease in the wealth of a taxpayer whose economic life is effectively
infinite. Although the more general fiscal expectations approach
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of Feldstein is consistent with a wider range of responses, it cannot |
be distinguished from the Ricardian approach on the basis of b, |

A second prediction of the Ricardian hypothesis is that a |
change in taxes has no effect when the levels of government spending
and transfers are held constant: b, = 0.

A third suggestion is that an increase in transfer payments
financed by a government deficit should have no effect on current
consumption. While households have more spendable income, they
also have a new future tax liability: b, = 0. '

Feldstein argued that the anticipation of social security retire-
ment benefits causes individuals to reduce their own saving for retire-
ment and therefore to increase their consumption. In contrast to this
view, Barro’s fourth implication argues that the promise of future
social security benefits should not decrease saving and increase cur-
rent consumption because the taxes that will finance the social
security benefits represent a household liability that, over the infinite
future, is as large as the benefits themselves. If b, =0, households
save to compensate future generations for their extra burdens, while
if ba is positive, increases in future social security benefits raise cur-
rent consumption.

The fifth emphasis of the Ricardian equivalence view is that the |
public debt does not represent net wealth at all, while the alternative |
view is that the anticipation of future debt service obligations only |
partially offsets the value of the debt. This alternative view that
households treat public debt as a net contribution to wealth means
that b, * b, is positive whereas the Ricardian equivalence view im- |
plies that Do bz.

In estimating Equation (1) the most serious problem is that an
exogenous increase in consumer spending tends to boost aggregate
demand in a way that raises nearly all types of tax collections. This
introduces a positive correlation between taxes and consumer spend-
ing that biases the coefficient of the tax variable toward zero and.
therefore in favor of the fiscal impotence and Ricardian hypotheses,
Because of the bias introduced in this way, spurious support for the
Ricardian hypothesis and the view that fiscal policy is impotent has |
been provided by previous estimates. The coefficient of the tax :
variable, however, becomes larger than the ordinary least squares esti-
mate if instrumental variable estimation is used. '

Feldstein draws our attention to the ordinary least squares
estimates. The coefficient bs is very small, and the sum b, +b; is
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not significantly different from zero. But while b, is negative, and -
b, insignificant, the large coefficient on government transfers con-
flicts with the assumption of fiscal neutrality. This evidence con-
lradicts the view that variations in government spending induce
nqual offsetting changes in private consumption.

The instrument that Felstein used for instrumental variable
pstimation is the lagged value of the tax variable itself. The instru-
mental variable estimates give a small and insignificant coefficient
for the government expenditure variable, while the coefficient of the
lax variable becomes large. The coefficient of the debt variable lends
no support to the hypothesis that b, = b,, while the coefficient
of the transfers variable remains approximately equal to one.

When the government debt variable is removed from the speci-
fication, the coefficients of the remaining variables do not change
pubstantially but the reduced collinearity lowers the estimated
utandard errors.

In conclusion, the evidence presented in Feldstein’s paper
indicates that changes in government spending or taxes can have
pubstantial effects on aggregate demand. Each of the implications
of the Ricardian equivalence hypothesis is contradicted by the data.

The results are instead consistent with the view that consumers
[nterpret current change in tax rates or in government spending as
ugnals of possible future changes.

I,  Government Spending and Private Sector
Behavior

Kormendi (1983) draws on the work of Bailey and Barro to
tlevelop an approach to modeling private sector consumption-saving
lwhavior based on rational evaluation of the consequences of gov-
uwrnment fiscal policy.

He distinguishes between that portion of government spending
that yields utility to the private sector in the current period, govern-
moent consumption (GC¢), and that portion that yields utility to the
private sector in future periods, government investment (GIy),
I'ne difference between the resource cost of government-provided
goods and services and their value is termed government dissipation
((iD;). Government dissipation is a direct drain on disposable in-
vome, which is defined as Y; — GD; , where Y; is income from all
ROUrces,
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Total consumption (7TCy), defined as the sum of government
and private consumption, is a constant fraction of the estimated
permanent component of total disposable income, which gives rise
to the following total consumption function:

(2) Tct‘""ao +a, Yt+agGD5 +03Wt+ut

where W, is wealth from all sources and Uy is a stochastic term. Using
the definition TC; = PC; + GC, ,where PC; is private sector con-
sumption, we can rewrite Equation (2) as

(3) PCt +GCt= a, *+a, Yt +a, 'G.Dt +a; Wt +u-t.

We can then obtain a specification for a private sector consumption
function by moving GC; to the right-hand side of the equation:

(4) PCt=a0 +a, Yt+azGDt__GCt +03Wt + Uy
=a0+a1 Yt'}'ﬂalGDt"'angCt-f-aBWt-fut

where it can be expected thata,, = —1.

Kormendi then considers an empirical specification of the pri-
vate sector consumption function in the following modified version
of (4):

(5) PCt=a0 +011Yt+612Yt_1 +ﬂgGSt
+a, Wt +04TR.£ +ut’

where TR; is transfer payments and the effects of GC;> GIyp and
GDy, are collapsed into a single variable GSy. Notice that the govern-
ment spending variable has found its way into the right-hand side of
the equation as an explanatory variable for private consumption
behavior.

Kormendi uses the following data series over the period 1929-
76: National Income and Product Accounts (NIPA) consumer ex-
penditure on nondurables and services plus an imputed flow from the
Bureau of Economic Analysis (BEA) stock of consumer durables as
a measure of PCy; NIPA net national product as a measure of Yy;
NIPA government spending on goods and services as a measure of
GSy; NIPA transfer payments from federal, local, and state govern-
ments as a measure of TR,; and the stock of private wealth plus
human wealth from two other studies as measures of W,
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Since the data are nonstationary in the levels, Kormendi tries
three forms of estimation: OLS in the levels, generalized least squares
in the levels, and OLS in the first differences. His results over the
three methods give the same conclusion: government spending has
i significant negative coefficient, indicating a crowding-out effect on
private consumption.

Kormendi then uses the definition of personal disposable in-
come, YDy =Yy —TXy — REy + TRy + GINT}, to develop the follow-
ing augmented version of (5):

(6) DPCy=a, +a,,DY;+a,,DYs1 + a, DGS;
+a3DW; +a,DTR; +asDTX; +agDRE;
+ a,DGINTt *uy

where D is the first-difference operator, TX ¢ 1s measured as NIPA
povernment receipts from all sources, RE,; is measured as NIPA
vorporate retained earnings: and GINT, is measured as NIPA in-
lerest payments by federal, state, and local governments. Under the
ulandard approach, the private sector is assumed to ignore govern-
ment spending, and a9 = 0. Under the consolidated approach, GS;
nffects private consumption negatively, so that a9 should be negative.

The coefficients for DY, DW; DTR; and DGS; are virtually
the same as those for Equation (5) when (6) is estimated over the full -
1930-76 period and over the period 1930-40/47-76, which excludes
the war years. The t-statistic for a, rejects the hypothesis of the
standard approach. The coefficient of TX; is small in magnitude and
estimated precisely enough to reject the hypothesis a; = a, and
iy = -a, at the 1 per cent level.

Kormendi tests the “net wealth effect” of the stock of govern-
ment  debt outstanding, GB; , by augmenting (6) to include
iy DGB;. Under the standard approach, government bonds are “‘net
wealth” and ag should be positive, but the coefficient turns out
nogative,

The consolidated approach to the private sector consumption-
shving decision yields implications for differing effects of the three
uomponents of government spending. Kormendi considers the largest
untegory of government spending in the U.S., defense expenditures,
)X, . Wealth-augmenting defense spending he classifies as a form of
Ihvestment while wealth-maintaining defense spending is a form of
yovernment dissipation. Kormendi presented some evidence of the
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differing effects of the consumption and investment components of
government spending implied by the consolidated approach.

The most serious problem in the estimation of equations (5)
and (6) is the identity character of the national income accounts
data. Ex post national income accounts data always yield the iden-
tity Y=C+I+G+X—M, where X = exports and M = imports.
This introduces a negative correlation between private consumption
and government spending that biases the coefficient of the govemn-
ment spending variable in the private sector consumption function
toward a negative figure and therefore in favor of the hypothesis of
the consolidated approach.

C. Evidence in the Philippines
1. Testable Implications
The consolidated approach to modeling consumer behavior has
implications about the multiplier effect of government expenditures
that can be tested with Philippine aggregate data.
1.1 A-la Feldstein
We can start with
(7) C=a 0_'+al Yd-f-agW
where
C : private consumption in real terms

Y4 : real disposable income
W : real wealth

’ - ¥
‘LetYy=Y-T+R

where
¥ . real gross national product
T ~ : real taxes
R - : real transfers.

Furthermore, let W be represented by public debts D, as in the
formulation of Albert Ando and Franco Modigliani (1963) where
public debts are regarded as net wealth, along with corporate re-
tained earnings, E. Hence the model for estimation is

(8) C=by +b, Y +b, T+byR+byL +bsE
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Then we can augment the above by adding government ex-
penditures G, or run (8) replacing D with G.

1.2 A-la Kormendi
Kormendi starts with
TC=ay +a,Y +a, W +a;GD.
Then, if TC =PC + GC,
(9) PC=ao +a,Yz+a,W+d;GD +a,GC
where a, =-1.
We can run the following variant of (9):

(10) C=ay +a,,Yy+a,,T+a,3R+ay;D
+a,, F +a;G.

This is essentially the same as the augmented equation (8). The
difference between the two lies in the methods of estimation. Feld-
stein estimates his equations using the ordinary least squares (OLS)
method and the instrumental variable method with a lagged value of
T as the instrumental variable. Kormendi estimates his equations
using the OLS method in the levels, the generalized least squares
method in the levels, and the OLS method in the first differences.

1.3 Incorporation of Other
Influences on Consumption

Milton Friedman (1955) suggested that the true con-
sumption-income relation lies between permanent consumption
and permanent income. Don Patinkin (1965) stressed the importance
of the relationship between consumption and real money balances.
We can incorporate these effects into the consumption function:

(11) C:ao +agYP+QQY+a3M

where:
yP : permanent real income
M : real money balances

This equation can be estimated with and without G. It is especially
useful to incorporate real balance effects in order to capture more
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wealth variables in addition to D, especially since we have no good
data for physical wealth,

Finally, we estimate using per capita consumption, Alternative-
ly, we put population H on the right-hand side of the regression
variables.

1.4 Decomposition of G and H

The last part of Kormendi’s paper breaks down total govern-
ment spending, G into consumption, GC, and investment, GI. Dante
Canlas (1985) has done the same in his paper investigating the
short-run aggregate demand effects of fiscal policy in the Philip-
pines. Canlas also decomposes government debt, D, into public
internal debt, ND, and public external debt, XD. These variations
are also worth trying out,

2. Data ard Variables Used

To estimate (8), we use the following data series over the period
1949 to 1983 obtained from the Gross National Product and Ex-
penditure (GNP) accounts: personal consumption expenditures as a
measure of C; GNP as a measure of Y; direct and indirect taxes as
a measure of T; social security benefits, other current transfers
from general government, and current transfers from the rest of the
world as a measure of R; corporate savings as a measure of E; and
general government consumption expenditures plus government
construction as a measure of G. To measure DD, we use public internal
debt outstanding. All values are in constant 1972 pesos.

Following Kormendi and Feldstein for equation (11), we use
Y;; to reflect any incremental information it may contain as to

YP. For M, we use the supply of currency in circulation and peso de-
posits subject to check, in 1972 prices.

Population H is taken from the International Financial Statis-
tics of the International Monetary Fund (1983) for the years 1953-
82, and from the World Population of the U.S. Department of Com-
merce Bureau of Census (1977) for the years 1948 and 1950-52.
The value for 1949 was extrapolated.

We use public internal debt to represent ND and public external
debt in dollars to represent XD, These data are drawn from various
issues of the National Economic and Development Authority’s




Philippine Statistical Yearbook and the Philippine Central Bank’s
Statistical Bulletin.

3. The Parameter Estimates

Table 1 reports the results of estimating equation (8) in six
ways: (1) as is, (2) with a lagged value for T, (3) with the additional
variable G, (4) with a lagged value for T and an additional variable
(7, (5) replacing D with G, and (6) with a lagged value for T and
replacing D with G. In these estimates, when G is not included,
the Durbin-Watson test shows significant positive autocorrelation.
The inclusion of G, which turns out to have a significantly nega-
tive coefficient, makes the autocorrelation inconclusive. This can be

Table 1 — Results of Estimating Equation (8)

Equation
1) (2) 3) (4) () (6)
1y 87 76 85 84 90 90
(.08) (.09) (.04) (.04) (.03) (.03)
(7.84) (7.92) (23.24) (20.06 ) (29.10) (27.00)
T — .80 —1.08 —.29 =41 —2h =18
(.38) (.40) (.16) (.19) (.16) (.20)
(—2.10) (—2.711) (—1.86) (—59) (—150) (—.80)
R — 48 — 80 —1.06 123 — 25 — A8
(159) (1.50) (62) (65) (56) (.b5)
(0.30) (—53) (—1.69) (—1.90) (—44) (—.88)
D A48 26 44 39
(.46) (44) (.18 (.19)
(1.05) (.60) (2.42) (2.04)
E —.68 —69 —.18 —38 —22 —22
(.33) (.31) (.13) (.14) (.14) (.14)
(—2.10) (—2.22) (—1.34) (—1.27) (—1.565) (—1.563)
G —1.65 el T —1.556 —1.56
(112) (.14) (.13) (.14)
(—12.47) (—11.16) (—11.7) (—10.80)
-2
R 993 993 999 999 999 999
D.W. 306 488 13756 1531 12564 1.398

Notes: Standard errors are shown in the first parentheses: t-statistics are in the
second parentheses; constant terms were estimated but not reported; the
lagged value for T is in columns (2), (4), and (6).
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interpreted as a finding in support of the hypothesis that govern-
ment expenditures are an important explanatory variable for con-
sumption.

The negative coefficients on taxes imply that the Ricardian
equivalence hypothesis does not apply to the Philippines, i.e., Fili-
pinos do not perceive deficit spending as equivalent to a balanced
budget. The negative and significant coefficients on E indicate that
Filipinos look upon retained earnings not as wealth but rather as a
deduction from their disposable income,

If future taxes implied by the government debt are not per-
ceived and discounted by the private sector, as it seems from nega-
tive coefficients on 7T, the value of government internal debt out-
standing, D, should have a ‘“‘net wealth effect” on private con-
sumption. The coefficients on D are significantly greater than zero,
showing support for the net wealth effect of public debt,

Table 2 represents the results of estimating (10) in OLS form in
Table 2 — Results of Estimating Equation (10)

Level First
Difference
Y 85 54
(.04) (.07)
(23.24) (7.30)
T =29 =19
(.16) (.13)
(—1.86) (—1.46)
R —1.06 —.46
(62) (.36)
_ (—1.69) (—1.26)
D 44 19
18) (.14)
(2.42) (1.29)
E —18 =13
(.13) (.10)
(—1.34) (—1.18)
G —1.55 —37
(12) (.20)
(—12.47) (1.91)
=2
& 999 705
D.W. 1.375 1572

Notes: Standard errors are shown in the first parentheses; t-statistics are
in the r’::[ei:.:ond paretheses; constant terms were estimated but not
reported.
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the levels and in the first differences, a la Kormendi. Comparing the
lwo estimates shows the OLS in the levels to have a better fit. The
OLS levels specification and therefore the estimates are exactly the
same as for column (3) of Table 1. Even in the first differences esti-
mate, however, the crowding-out effect is still shown by the signi-
ficantly negative coefficient on G, although in this case it is no
longer one-to-one. The other coefficients reflect the usual Keyne-
uian implications: a positive coefficient on Y that is several standard
orrors from zero, a positive ‘““net” wealth’ effect of D, and a nega-
live coefficient on E. The only unexpected result is the negative
coefficient on R,

Table 3 presents the results of estimating the previous speci-
fications in per capita terms. The specifications reported are those
with contemporaneous independent variables and in the levels.
The coefficients on Y, R, and (most importantly) G are significant

Table 3 — Per Capita Estimations

(1) 2) (3)

Y 50 79 817
.09) (.06) (.04)
(5.31) (14.37) (10.87)
T —81 —36 —31
(.37) (.19) (.20)
(—2.17) (—1.91) (—1.56)
R —1.61 —1.19 —66
(1.00) (.49) (44)
(—1.60) (—2.42) (—1.48)

D 317

34) (.18

(291) (2.10)
E —217 —0.11 —13
(:29) (.14) (.15)
(—93) (—717) (—82)
G —1.36 —1.46
(14) (14)
(—9.55) (—10.44)

—2

R 969 992 992
D.W. 416 1322 1244

Notes: Standard errors are shown in the first parentheses; t-statistics are in .
the second parentheses; constant terms were estimated but not reported.
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and of the same sign as those in the previous estimates. The coeffi-
cients on T are still significantly negative, while the coefficients
on E are now no longer significant at the 15 per cent level although
they are still significantly negative, like in previous estimates, at the
20 per cent level. The coefficients on D still show a significant
positive wealth effect.

Table 4 presents the results of (8) and (10) augmented to |
include H. The coefficients on population are positive in the levels
and more than five standard errors from zero. Influences as to the
negative coefficients on T and G are, however, basically unaffected.
The coefficients on R and E are insignificantly different from zero

Table 4 — Estimations Augmented with H

First Dif-
(1) (2) (3) (4) 5) (6) ferences
e 34 38 61 60 61 60 57
(.05) (.05) (.04) (.02) (.04) (.05) (.10)
(7.43) (7.05) (17.09) (29.09) (16.62) (11.06) (5.58)
14 —44 —50 —.33 —i2 7 =0k —32 —.22
(.16) (.18) (.06) (.04) (.06) (.10) (.14)

(—2.73) (—2.77) (—584) (—6.67) (—5.36) (—3.04) (—1.52)

R —94 —2.11 =151 —1:72 —1.04 —1.38 —dil
(67) (.66) (.24) (.14) (.22) (32) (.23)
(—2.90) (—3.18) (—6.34) (—12.90) (—4.72) (—4.32) (—1.09)

D 19 08 32 23 18
(.19) (.19) (07) (.04) (.15)
(.98) (44) (@461) (5.84) (1.20)
E 15 12 00 00 01 01 —14
(15) (15) (.06) (03) (.06) (.08) (11)
(95) (.76) (.03) (11) (.09) (.09) (—1.21)
H 92350 89965 441.74 44714 51451 54440  —190 85
(19.11)  (81.40) (62.85) (37.60) (62.34) (93.60)  (369.58)
(1167) (11.05) (7.03) (12.69) (8.256) (5.82) (—52)
G —88 —82 — 78 —70 —41
(10) (07) (.10) (16) (21)
(—851) (—12.42) (—7.50) (—4.28) (—1.94)

—9
R 999 999 9998 99995 1.00 1.00 697
D.W. 1224 1110 1437 1495 1.244 1.311 1572

Notes: Standard errors are shown in the first parentheses; t-statistics are in the
second parentheses; constant terms were estimated but not reported;
the lagged value for T is in columns (2), (4), and (6 ).
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in the levels where the fit is better than in the first differences. The
coefficient on Y is smaller but more than seven standard errors from
zero. Including G in the equation yields a positive coefficient on D.

Table 5 presents the results of estimating (11) in four ways:

(1) without G and H, (2) with G but without H, (3) with H but
without G, and (4) with G and H. In all four specifications, the co-

Table 5 — Estimations Augmented with Y, ; M and H

(1) (2) (3) (4)

Yig 18 02 17 08
(39) (20) (23) (:20)
(.46) (.09) (73) (41)

¥, 35 8 14 49
(45) (24) (28) (28)
(76) (324) (51) 175)

I 30 08 —04 —09
(59) (31) (.36) (:31)
(50) (—26) —11) (—28)

R —1.33 —1.20 —2.11 —1 65
(1.47) (76) (89) (79)
(—91) (—159) (—2.36) (—2.10)
D —12 28 07 05
(29) (16) (21) (18)
(—27) (1.15) (26) (83)

I —67 —23 07 —05
(.29) (.16) (.21) (.18)
(—2.29) (—1.39) (31) (—24)

M 9.04 52 61 45
(57) (35) (.40) (:35)
(3.61) (1.49) (151) (1.30)

G —1.40 —179
(18) (:35)
(—7.96) (—2.28)

H 830 .45 420.10
(123.20) (207.74)
6.74) 2.022)

E)
R 994 998 998 998
D.W. 1158 1480 1419 1.493

69



efficients on Yij; and T are insignificant. The insignificant co-
efficient on T indicates that when real balance effects are incorpora-
ted, the Ricardian equivalence hypothesis becomes relevant.

In all four estimates, the coefficients on R and M are signi-
ficant, with R having a negative effect on C while M has a positive
effect on C. The negative coefficient on R, present in all previous
specifications as well, could mean that in the Philippines house-
holds are more sensitive to the social security benefits themselves.
The positive coefficient on M confirms the real balance effect on
consumption.

When G is excluded from the specification, the coefficients
on Y; and D become insignificant. Any specification in which the
coefficient on Y} is insignificant with respect to C should be consi-
dered suspect. Indeed, when G is added, the more reasonable result
comes out that Y ; and D have a positive effect on consumption,

When G is included in the specification, its coefficient is highly
significant, confirming earlier results about a strong crowding-out
effect of government expenditures on private consumption. The ,
crowding-out depicted is greater than one-to-one when popula-
tion is not included in the estimation. The inclusion of H makes
the negative coefficient smaller in absolute value, but still highly
significant.

Table 6 presents the result of estimating (11) in per capita
terms with and without G. The coefficient on D is positive in both

Table 6 — Augmented Estimations in Per Capita Terms

(1) (2)

50 05
Y1 (28) (16)
(1.80) (28)

1T Ja1
5 (34) (22)
(—32) . (3.31)

T 41 —.16
(.51) (.30)
(.81) (—.54)

R —2.14 —1 .32
(.90) (61)
(—2.37) (—2.58)
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F I'nble 6 (Continued)
F v

1) (2)

| D 52 29
(.35) (:20)

(151) (1.49)

: I —47 —18
(.28) (.16 )

(—1.69) (—1.12)

M 1.73 42
(62) (.38)
(2.80) (1.10)

LK} "'-1.2?
(17)

N (—7.62)

i 976 992
D.W. 907 1.284

Notes: Standard errors are shown in the first parentheses; t-statistics are in the
second parentheses; constant terms were estimated but not reported,

gpecifications and significant. When G is excluded from the specifica-
tion, the Durbin-Watson statistic is very low, indicating positive
nutocorrelation. Including G in the specification increases the sta-
listic to the inconclusive range and improves the goodness of fit. It
also confirms the strong negative coefficient on G that is present in
all other specifications.

The Kormendi specification is repeated for Table 7 but correct-
ing for the possible identity problem posed by the inclusion of G in
the equation. The identity problem can be reduced by instrumental
variable estimation. The instrumental variable used is the lagged value
of the government expenditure variable.

The instrumental variable estimates suggest the same conclusion
as the OLS estimates. The coefficient of the government expen-
diture variable is large and highly significant. The coefficient of the
debt variable is also large and significantly negative. Thus the tests
favor the hypothesis of the new classical theory about the crowding-
out effect of government expenditures on consumption,

Table 8 presents the results of estimating the Kormendi specifi-
cation modified to decompose G into GC and GI, and public debt
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Table 7 -~ Estimates with Lagged Value for G
(Per Capita)

Yy a1
(19)
(3.68)

Ytll 19
(.16)
(1.24)

T, — 43
(.24)
(—1.84)

D —.08
(.06)
(—1.33)

E, 02
(.15)
(:16)

Geg —1 .51
(:15)

9 (—10.39)

994
D.W. 1.60

Note: See previous tables,

into ND and XD. Again the lagged values for GC and GI are used.
The coefficients of ND and XD are negative and significant. The
coefficients on GI and GC are also negative and significant.

Thus one can accept the hypothesis that government expendi-
tures have a crowding-out effect on consumption. There is also some
evidence that households may perceive government debt as a future
tax obligation that they must save to pay for.

4. Implications

Considering the significant negative coefficients on G character-
istic of the consumption functions estimated in the last section, we
can conclude that in the Philippines, government expenditures have
a crowding-out effect on private consumption. This effect tends to
dampen rather than raise output and employment. The behavioral
implication is that households seem to be aware that government
consumption spending substitutes for the ability to buy consumption
goods for themselves.

The implication of these findings for the conduct of fiscal
policy deserves some mention at this point. The Keynesian tradi-
tion appears to be deeply entrenched in the minds of people in
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Table 8 — Estimates with Decomposed G and D (Per Capita)

Y a2
; (:20)
(3.64)

Y 23
t-1 (16)
(143)

t —68
(.30)
(—2.31)

ND, —15
(.07)
(—2.29)

XD —29
(14)
(—2.08)

E, —001
(.17)
(.007)

GC —1 46
t-1 (15)
(—8.17)

GI, —1 85
Al (.35)
(—2.99)
2
995
D.W. 155

Note: See previous tables.

charge of macroeconomic policy (See Bulletin Today, 28 November
1985, p.1). The findings here show that increased government spend-
ing may not yield the usual multiplier effects in view of the crowd-
ing-out of private consumption (on top of the possible crowding-out
effects on investment). From the standpoint of substitution, it is not
clear that increased government spending should be resorted to as a
corrective measure. Government hardly knows the source of timing
of economic disturbances.

But why does the government spending substitute for pi'ivate
consumption in the Philippines? When the government spends, its
expenditures are financed by regressive taxes or public debt or both.
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These ways of financing exert inflationary pressures on the economy.
An additional source of inflationary pressures is that government
production is far less efficient than private production (Manasan
and Buenaventura, 1985). When such inflationary pressures occur,
the consumption plans of households go haywire. In the Philip-
pines, in particular, where the majority of the households are poor,
inflationary pressures mean that these households must cut down on
their consumption expenditures. It is in this sense that we can in-
terpret the negative coefficient on G in the Philippine consumption
function. 1

3. Conclusion
Summary of Results

This study has sought to investigate the macroeconomic effects
of government expenditures. Intellectual developments in the analy-
sis of government purchases have shifted the emphasis from the early
Keynesian view that government expenditures have a positive and
multiplier effect on national income to a new classical view which
recognizes the possible crowding-out effect of government expendi-
tures on consumption and investment. Interest in an examination of
the pattern of government expenditures has also increased as a
result of the recent economic crisis.

The paper tested the implications of the consolidated approach
to modeling consumer behavior developed by Martin Bailey and
Robert Barro with Philippine aggregate data. The various specifica-
tions of the consumption function were characterized by significant
and large negative effects of government expenditures on private con-
sumption. Thus we can conclude that in the Philippines government
expenditures have a strong crowding-out effect on private con-
sumption. This effect tends to dampen rather than raise output and
employment.

Implications for Policy

The empirical investigation of the consumption effects of gov-
ernment expenditures in the Philippines indicates that government
expenditures have a strong crowding-out effect on private con-
sumption, which dampens their effect on total output. The implica-
tion of these findings for the conduct of fiscal policy is that in-
creased government spending may not yield the usual multiplier
effects in view of the crowding-out of private consumption. From
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(he standpoint of stabilization, it is not clear that increased govern-
ment spending should be resorted to as a corrective measure to bring
nhout economic recovery. This approach seems to work only in situa-
llons where there are no large budgetary deficits and inflationary
pxpectations. The contractions in the Philippine economy of 1984
und 1985 have these twin problems of large deficits and inflationary
pxpectations, Attempts to increase government spending may also
uxacerbate these problems.

It seems that to effect a recovery and bring the economy to
i sustained growth path, basic structural problems must be ad-
dressed. There is some evidence that productivity has been declining,
for instance, and some enterprises that display low productivity are
government-owned. Large amounts of resources have been channeled
Lo government productive activities which have paled in comparison
with privately-run enterprises.
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