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ABSTRACT

As spending made by a government in the course of
its activities, public expenditure has a close link with the
long-run economic growth of a country. Statistical data
shows that the size of public expenditure and the level of
per capita income in many industrialized countries have
both expanded unprecedentedly ( Tanzi and Schuknecht,
2000). This stylized fact makes economists believe that
public expenditure has a positive effect on economic
growth, and indeed a lot of empirical studies do find evi-
dence to support this hypothesis. For example, in his
famous paper, Aschauer(1989) shows that an increase in
productive public capital by 1% leads to an increase in
total output by 0. 39% in the United States. Based on
the rich empirical studies, economists try to explore how
public expenditure enhances growth and welfare and to
determine the optimal size and composition of government
spending through theoretical models.

Early in 1970s, Arrow and Kurz(1970) have pro-
posed an exogenous growth model with public invest-

ment; however, in their model the long-run growth rate



is pinned by the exogenous population growth rate and there is no relationship
between long-run growth and fiscal policy. Therefore the Arrow-Kurz model
does not have much policy implication and thus its theoretical contribution does
not get fully recognized until it is developed into an endogenous one by Barro
(1990). In the Barro model, productive public services enter into the production
function in an external fashion and are the source of endogenous growth. Barro
(1990) establishes a standard endogenous growth model with government
spending, giving rise to an enormous theoretical literature in this area.

Based on the vast existing literature, the purpose of this book is to study
the relationship between government spending and economic growth more deeply
and broadly, and meanwhile to provide two general frameworks for analyzing the
roles of various kinds of public expenditures in dynamic settings.

According to Samuelson(1958) we classify public expenditures into pur-
chase expenditures (7. e. exhaustive expenditures) and transfer expenditures.
Purchase expenditures are the cost that a government pays in its acquisition of
goods and services, while transfer expenditures refer to the transfer of money to
eligible families and groups without the acquisition, including subsidies that
change relative prices and transfer payments that target income redistribution.
But to limit the scope of the book we assume that all individuals are homogenous
and thereby exclude redistributive transfer payments. Thus, the book focuses on
exploring the impacts of subsidies and public purchase expenditures on economic
growth. Note that in occasions where misunderstanding is unlikely we directly
use “public expenditure” short for “public purchase expenditure”.

The main work of this book is as follows.

Firstly we develop one general dynamic framework, which enables us to
discuss the optimal time paths of investment subsidies under different subsidy
policies. Then, using the framework we further investigate the optimal time
paths of education subsidies in cases where they are financed by a lump sum tax
and by distortionary taxes, respectively. The comparative static analysis shows

that the optimal rates of education subsidies are positive with the marginal exter-



nal benefit of human capital while negative with the marginal private benefit.

Secondly we propose another general dynamic framework, which incorpo-
rates multi-types of public purchase expenditures, such as purely productive,
purely consumptive, and productive-consumptive expenditures. Under some
regular conditions we prove the existence of the socially optimal path of govern-
ment spending and obtain a set of optimal conditions for different types of public
expenditures. The results show that the optimum requires the marginal social
benefit of each type equal its marginal opportunity cost. Then in an example
with log utility and Cobb-Douglass technology we solve the optimal size and
composition of government spending and then conduct a comparative static analy-
sis to show the effects of changes in exogenous parameters on the optimal fiscal
policy.

Thirdly we examine an important proposition that the optimal public ex-
penditures keep the dynamic-consistency between short-run and long-run in dif-
ferent cases. The so-called dynamic-consistency here means that, given an opti-
mal path of private capital accumulation, the short-run maximizing rules for pub-
lic expenditures are consistent with the long-run optimal conditions, or, in other
words, that the government maximizes the short-run utility is a necessary condi-
tion for it to maximize the long-run welfare. We find that the above proposition
holds in the case that public expenditures affects utility and production in flow,
while in the case with public capital stock it does not.

Finally we give an introductory discussion of the second-best problem with
both endogenous public expenditures and distortionary taxes through a special
case, thereby illuminating the application of the backward induction approach in
such a kind of problems. We find that, in the second-best optimum, since taxes
distort the capital investment decisions and thus encourage more consumption
and less saving, the second-best rate of growth is lower than the first-best, but
the second- and first-best rules for government spending may still be the same.

Compared to the existing literature the main contributions of this book are

as follows:



1. We develop the Lucas model with human capital externalities into a
general framework, which can be used to determine the optimal education subsi-
dies. We find that, under some regular conditions, there exists a set of optimal
paths of subsidy rate and wage tax rate even if the government imposes distor-
tionary taxes. According to the comparative static analysis the optimal rate of
education subsidy depends on not only the degree of the externality of human
capital but also the private rate of return to education(z. e. the Mincerian rate of
return). The above result provides theoretical support to the changing trends of
subsidy rates on various levels of education in China since 1990s.

2. This book develops the Barro model into a general framework that incor-
porates multi-types of public expenditures, by using which we can obtain a set of
optimal conditions for various types of public expenditures. Particularly, we re-
turn to the Arrow-Kurz tradition and explicitly propose the concept of produc-
tive-consumptive public expenditures. We find that both the productive and con-
sumptive natures of this kind of public expenditures should be considered simul-
taneously when determining the optimal policy, because once either of the two
natures is ignored the government will tend to provide too less productive-con-
sumptive public services.

3. We proposeand examine the dynamic-consistency proposition in the cases
with the flow and the stock of public services respectively. According to our
results, we find a set of conditions which can kind of ensure that the short-run

maximizing behavior of the government is consistent with the long-run.
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