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The voluminous tax competition literature suggests that increased economic
integration leads to reduced tax rates and suboptimal levels of government
spending as countries compete for mobile factors of production. Integration
may influence not only the size of the government but also the structure of
public spending. Comprehensive studies analyzing the effect of integration on
the overall structure of government spending are rare, however. This article fills
this void by providing an empirical analysis of the effects of economic inte-
gration on the overall structure of public spending in a number of Organisation
for Economic Co-operation and Development countries using panel data on the
different government spending components for the period 1970 to 2002. The
authors find that integration negatively influences government consumption
and investment but that there is no empirical evidence that transfers are posi-
tively or negatively affected by integration, as suggested by the compensation
and efficiency views, respectively.

Keywords: economic integration; the structure of public spending; tax
competition

Cross-border trade and international capital flows have grown dramatically
in recent decades, lending to increased economic integration in developed
and developing nations. Such integration is desirable for several reasons as,
among other things, it enhances efficiency and stimulates economic growth.
At the same time, however, integration may constrain individual countries’
ability to conduct independent fiscal policy. In particular, increased factor
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mobility may induce countries to compete for mobile factors by offering lower
tax rates, which in turn is likely to have consequences for the level of public
expenditures. There is an ongoing debate within the European Union (EU)—
the region where the integration process has been the most prominent so
far—whether it will become increasingly difficult for countries to differ in
redistribution ambitions and that integration may end generous welfare
programs. However, economic integration may affect not only redistribution
but also other components of public spending, although the exact relationship
is unclear. Countries may, for example, increase public investment in educa-
tion and infrastructure to attract mobile production factors while cutting gov-
ernment consumption spending. At the same time, integration may lead to
increased economic uncertainty and, hence, raise the demand for redistribu-
tive government expenditures, thereby decreasing the scope for spending on
other categories.

Although there is a vast amount of empirical work studying the effect of
integration on tax rates, comprehensive studies analyzing the effect of inte-
gration on the overall structure of government are rare. The existing studies
have typically focused on one component of government expenditures,
namely social spending expenditures, and ignored the effect of integration
on other types of government expenditures. These studies have generally not
been able to successfully confirm the predictions of the tax competition
model, however. If anything, existing empirical studies have found a positive
relationship between integration and government spending on welfare
programs. This finding has been explained by the increased economic uncer-
tainty and a resulting higher demand for social protection to which integration
gives rise.

In this article, we aim to undertake a comprehensive empirical study of
the relationship between integration and the overall structure of government
spending. Instead of looking only at a single component of government
spending, we examine how integration has affected different spending com-
ponents. This allows us to study whether integration has affected the various
components of government spending differently and whether an increase in
one component has been offset by a reduction in another component. Specif-
ically, we study how different measures of integration affect government
consumption, transfers, and investment using data for 20 Organisation for
Economic Co-operation and Development (OECD) countries during the
period 1970 to 2002. We find that deepened integration has led to slower
growth in government consumption and possibly investment. We do not,
however, find any evidence that integration has affected transfers.
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The article is organized as follows. The second section briefly summa-
rizes the theoretical literature on the relationship between integration and
public spending, whereas the third section reviews previous empirical stud-
ies. Our empirical method and data are presented in the fourth section. The
fifth and sixth sections provide a discussion of the results and sensitivity
analysis, respectively, and the seventh section concludes the article.

What Does Theory Say?

The impact of economic integration on public spending has been ana-
lyzed from a number of perspectives with varying consequences. In gen-
eral, the approaches used can be divided between political and nonpolitical
approaches, where the former emphasize the self-interest of policy makers
as the driving force of public spending and the use of public spending for
redistributive rather than welfare-maximizing purposes, whereas the latter
are based on standard neoclassical theory where governments are assumed
to maximize social welfare (e.g., Schulze & Ursprung, 1999).

Among the nonpolitical approaches, the literature on tax competition is
the most well developed. In the standard tax competition model (e.g.,
Wildasin, 1988; Zodrow & Mierszkowski, 1986), the aim of the government
is to supply a public good that is financed by levying taxes on factors of
production employed within national borders. Economic integration increases
factor mobility and hurts countries that impose higher tax rates than others
by causing mobile production factors to emigrate away from high- to low-
tax countries. Governments face substantial pressure, thus, to compete for
mobile factors by offering lower tax rates, which leads to a downward spi-
ral of tax revenues and public spending. In addition, when setting their tax
rates, countries fail to incorporate the effect their tax rate cuts have on other
countries’ tax bases and, thus, set the tax rate too low, resulting in suboptimal
levels of government spending.

Integration may similarly have an effect on the structure of public spend-
ing. Because desired mobile factors create positive externalities, govern-
ments may be pressured to increase their spending on programs attractive
to these factors and scale back on programs unattractive to them. To the
extent that capital is more mobile than labor, increases in integration are thus
expected to lead to a shift in expenditures toward those more likely to attract
capital (e.g., infrastructure and research) at the expense of those benefiting
individuals (e.g., education and health care). As labor becomes more mobile,
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however, this effect will diminish as some expenditures benefiting individu-
als may also attract productive labor. Keen and Marchand (1997), for
example, develop a model that distinguishes between productive government
spending and spending on social services with redistributive aims. Impor-
tantly, in the presence of tax competition, expenditures on productive spend-
ing will expand at the expense of social transfers. The result that social
protection will decline as economic integration deepens is also emphasized
by Lejour (1995) and Tanzi (2002), for example, and is often referred to as
the “efficiency view,” as declining expenditures on social protection is per-
ceived to enhance efficiency.

Turning to public spending in the political economy framework, the main
view seems to be that integration leads to increased economic uncertainty,
and as uncertainty increases, so does the demand for social protection and,
hence, redistribution. This view is often referred to as the “compensation
view,” as losers from integration require compensation. If the demand for
social protection increases with a country’s degree of openness, govern-
ments are anticipated to increase social transfers in light of deeper integra-
tion with the rest of the world to compensate the losers of integration. Partly,
this view could be attributed to the empirical support for increased social
protection found by, for example, Rodrik (1997).!

The view that economic integration could have an expansionary effect on
redistributing transfers is not unthreatened in the political economy litera-
ture, however. Other models based on median voters suggest the opposite.
For example, Razin, Sadka, and Swagel (2002) describes a phenomenon
called the “fiscal leakage effect,” where the median voter may favor lower
public spending because of increased integration. For this to be the case,
however, the influx of low-skilled laborers needs to be large, and the median
voter needs to be a native taxpayer who favors lower taxes and lower
public spending. Similarly, the demand for public spending may decline if
increased labor mobility boosts the heterogeneity of the population, as the
utility the median voter derives from redistribution decreases when the dis-
tance between her or his and the net recipients’ preferred types of public
spending grow larger (e.g., Alesina, Bagqir, & Easterly, 1999; Boheim &
Mayr, 2005).

In addition, in models focusing on political failures, integration and
increased international competition are expected to reduce public spending
as state monopoly power will diminish (see Schulze & Ursprung, 1999). In
these models, increased integration and mobility are thought to have a dis-
ciplinary effect on wasteful governments.
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From the political economy literature, it is thus unclear whether increased
integration will increase or decrease public expenditures on redistribution.
If social protection expenditures increase, however, it is uncertain how that
may affect other categories of public spending and depends, of course, on
what happens to the overall level of public expenditures. However, if total
spending remains constant (as suggested by Barro, 1990), any growth in
social transfer payments will necessarily reduce expenditures in other areas.
Politically, it may be more attractive to cut down on public investment expen-
ditures rather than public consumption or transfer expenditures.

Earlier Empirical Studies

Surprisingly few studies have tried to empirically examine how integra-
tion affects government spending. Among those that have, many have been
carried out by political scientists, who have focused on how political vari-
ables influence government spending and, in particular, social expenditures,
and integration has been included as one of many control variables. For
instance, several articles have studied the influence of political values, elec-
toral rule, and regime type on government expenditures (e.g., Hicks &
Swank, 1992; Persson & Tabellini, 1999, 2004; Tavits, 2004) and have con-
trolled for some measure of openness. Others have more directly studied the
influence of openness on government expenditures (e.g., Navarro, Schmitt,
& Astudillo, 2004; Rodrik, 1997, 1998).

The studies generally differ in techniques employed, countries and peri-
ods covered, government spending components, measures of integration, and
choice of control variables. Hence, they are hard to compare. To summarize,
however, earlier studies tended to support the compensation view (i.e., a pos-
itive relationship between integration and expenditures), whereas later stud-
ies have at best been ambiguous.

Among the earlier studies is Hicks and Swank (1992), who found that
integration, measured as trade volume, is positively and significantly corre-
lated with welfare spending in a pooled time series of 18 capitalistic democ-
racies from 1960 to 1982. Likewise, Huber, Ragin, and Stephens (1993)
reported a positive and statistically significant relationship between trade
and social security transfers, but not for social security benefits, using
pooled time-series regression for 17 OECD countries from 1956 to 1988.
Moreover, Rodrik (1998) found that trade positively affected government
consumption, thus giving support to the compensation view. In addition
to overall government consumption, Rodrik also broke down government
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consumption spending into spending on general public services, education,
health, housing and community amenities, and economic affairs and services
and found them all to be positively associated with trade. Rodrik (1997), on
the other hand, showed, using panel data for OECD countries and control-
ling for country and year effects, that increases in trade reduce social spend-
ing and government consumption, which supports the efficiency view.

Using several different indicators of integration, Garrett and Mitchell
(1997) studied how these affect a number of income transfers in OECD coun-
tries from 1976 to 1990. They reported that import penetration from low-
wage countries and financial market integration has significant positive
effects on several of the transfer programs, including total transfer income,
although they find that total trade by itself never is significantly associated
with any of the transfer programs. Likewise, Swank (1997) reported that
capital market integration (measured as the inverse of covered interest rate
differentials) was positively associated with social transfers. Quinn (1997)
also found a positive correlation between government expenditures (exclud-
ing defense and education) and welfare spending and integration measured
as capital account liberalization, an index measuring inward and outward
capital account transactions. This result, however, became insignificant when
regional dummies were included.

In all but one of the above studies, integration was found to positively
affect government expenditures or, in most cases, social expenditures. Among
more recent studies, the results have been more ambiguous, however. For
instance, Castles (2001) obtained no evidence that exposure to international
trade leads to reductions in social expenditures using data from 19 OECD
countries during the period 1984 to 1997. Likewise, Navarro et al. (2004)
found no decline in social public expenditures and no indication that glob-
alization has resulted in a convergence toward smaller welfare states. In
addition, Swank (1997) found no evidence of financial openness affecting
social welfare spending. Similarly, Dreher (2006) reported no support for the
notion that the rise in international capital mobility has significantly affected
taxes and social policies in OECD countries.

Several researchers have investigated whether integration leads to con-
vergence in government expenditures. For instance, Redoano (2004) studied
whether there is interdependency among EU countries when it comes to tax
policy and government expenditures. Using panel data from 1980 to 1995,
she found interdependency among EU members regarding both tax rates and
government expenditures. Sanz and Veldzquez (2004) reported similar results
using standard deviations and box plots in a sample of 26 OECD countries
from 1970 to 1997. Specifically, they provided support for convergence in
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most government components, with the fastest harmonization process in
public services, defense, and education. Skidmore, Toya, and Merriman
(2004) also showed empirical evidence of convergence in government expen-
ditures but argued that this convergence was not due to globalization but to
a general trend for government expenditures to converge, just like per
capita gross domestic product (GDP). That is, countries with lower initial
expenditures catch up by increasing public spending, whereas those with
higher initial expenditures will do the opposite.

All empirical studies suffer from shortcomings, but many of the existing
studies of integration and government spending seem especially prone to
shortcomings. For example, many of them included both developing and
developed countries in their analyses (e.g., Quinn, 1997; Rodrik, 1998), which
is unsuitable because developed and developing countries differ considerably
not only regarding exposure to integration but also in most other respects. In
addition, many failed to incorporate important explanatory variables. For
instance, several used cross-section data (e.g., Quinn, 1997; Rodrik, 1998) or
employed panel data but failed to include time- and country-specific effects
(Hicks & Swank, 1992; Swank, 1997); time- and country-specific factors
are certainly important factors explaining government expenditures. The
inclusion of both developed and developing countries and the failure to
include time- and country-specific factors in Rodrik (1998) can surely help
explain why the results differ from Rodrik (1997). A large portion of the
studies focused on political variables and fell short when it came to includ-
ing economical variables, or vice versa. Moreover, many used inadequate
estimation techniques. Some only compared various government expendi-
tures as shares of GDP across time (Navarro et al., 2004), whereas others
used bivariate correlations (Castles, 2001) or simple ordinary least squares
(OLS). Few dealt with such important econometric issues as endogeneity in
an adequate manner. In addition, most previous studies have not incorpo-
rated more recent data. Several of them used data from the 1980s, whereas
others included data from the late 1990s at best. Because the potential effect
of integration on transfers, for instance, is likely to be recent, it is important
to incorporate the latest data available. Liberati (2006), for instance, found
that integration, measured as trade and financial openness, negatively
affected government size after 1990 but not prior to 1990.

Apart from studying the overall structure of government spending, we
try to overcome many of these problems by using more recent data and by
addressing the endogeneity problem. An important difference is that we try
to mitigate the endogeneity problem by looking at how integration affects
the change in, rather than the level of, the various government spending
components.
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Empirical Approach

To examine whether and how integration influences the structure of gov-
ernment expenditures, we estimate the relationship using country-specific
data on a sample of 20 OECD countries from 1970 to 2002. Specifically, we
regress government consumption expenditures, government transfers, and
government investment on variables measuring integration in addition to
variables known to affect government expenditures. Because many important
factors are not measurable or are unobservable and therefore impossible
to include in a regression framework and to control for trends over time, we
use the panel nature of the data to explicitly control for country- and time-
invariant factors using fixed- and random-effects regression. Country-specific
effects may be particularly important, as several articles have found elec-
toral rule and regime type to matter for government spending (e.g., Hicks
& Swank, 1992; Navarro et al., 2004; Persson & Tabellini, 1999, 2004).
Because these variables generally do not change over time (Persson &
Tabellini, 2004), they would be picked up by the country-specific effects.

Adequately specifying the econometric model is complicated by a gener-
ally poor understanding of the determinants of government spending. In
addition to integration, numerous other factors, such as political views and
values, income level, indicators of the macro economy, national culture, legal—
political institutions, and historical background, are also probable determi-
nants, though some of these are hard to quantify and therefore difficult to
include in empirical analyses. We explicitly control for as many of these fac-
tors as possible in the regression to limit the effect of confounding factors.
Moreover, the fixed-effects regression framework controls for any other time-
invariant, country-specific factor that might otherwise confound the esti-
mates. Specifically, we estimate the following equation,

Ag, =0 +AXB+Zy+1,+T,+V, (1)
where Ag, is the logarithmical change in government outlays on consump-
tion, transfers, and investment for country i in year #; AX,, is a vector of the
logarithmic change in variables measuring integration, unemployment, and
income that are theoretically motivated and have been found to explain gov-
ernment expenditures in the literature; and Z, is a vector of measures of var-
ious political variables and indicators of the macro economy that are not
expressed as changes and are thought to be equally important explanatory
variables. Also, |L.is a vector of country-specific fixed effects, T, is a vector
of time-specific fixed effects, and v, is the disturbance term that varies by
country and year.
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Starting with the dependent variables, our categories of public spending
are based on the economic classification. Government consumption contains
spending on goods and services, such as defense, judicial system, education,
and so on. This category has traditionally been the largest component of public
spending and has therefore gained much attention in the literature. Total trans-
fers include payments for unemployment compensation, welfare payments,
government pensions, and so on and is probably the category that best reflects
redistributive aims of the government. Finally, government investment consists
of spending on public infrastructure and is therefore most closely related to
what is called productive spending. The average developments of these
components for our OECD sample, expressed as shares of GDP, between
1960 and 2005 are showed in Figure 1. In general, government consumption
and government transfers have increased during the observed period, at least
until the beginning of the 1990s. The share of government investment, on the
other hand, seems to have slightly decreased over time.

Our main concern in this article is the effect of economic integration on
the components of public spending. Because there are several measures of
integration that potentially reflect different aspects of the integration process,
we consider the impact of trade volumes and the flow of foreign direct invest-
ment and capital account liberalization. However, trade is our preferred
variable as it has the longest time series and exhibits enough variation to be
estimated with accuracy. As for the other explanatory variables, we include
the change in GDP per capita. Because of Wagner’s law—that is, the richer
the individual gets, the higher the demand for public services—we would
expect this variable to be positive. In addition, we also consider real GDP,
where, based on the tax competition literature and the insights from new
economic geography, larger countries are expected to keep higher taxes and
expenditure levels than smaller countries. On the other hand, if there are
diminishing returns and indivisibility in public spending, this relationship
may not be true, and therefore the impact of the variable is ambiguous. We
include both change in unemployment and the level of unemployment. The
change in unemployment, we believe, should have a positive influence on
government spending, as higher unemployment leads to higher government
consumption expenditures and transfers. The level of unemployment is inter-
preted as a macroeconomic variable and, hence, is expected to have a neg-
ative influence because the government may be financially constrained in
recessions. It could also be argued, however, that governments expand dur-
ing recessions in attempts to dampen recessions (i.e., Keynesian economic
policy). Likewise, the dependency ratio, measured as the share of the popu-
lation younger than 15 and older than 65, is expected to have a positive
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Figure 1
Government Consumption, Transfers, and Investment
(Share of GDP), Organisation for Economic
Co-operation and Development Averages
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effect on government consumption and transfers. We incorporate two polit-
ical economy variables in the analysis: the number of seats in the cabinet
occupied by left-wing parties, which is believed to have a positive impact
on the growth in government expenditures, and a dummy for election year,
expected to have a positive impact, in particular on consumption and trans-
fers. Finally, an EU dummy is added because European integration is likely
to put particular constraints on public expenditures of members, in later
years, for instance, through the growth and stability pact. The data are further
described in the appendix.

We start by running a simple OLS estimation. Because time series often
exhibit heteroscedasticity across panels, we also estimate the relation using
generalized least squares. Furthermore, it is possible that several of the
explanatory variables are endogenous. For instance, there is an ongoing
discussion about whether growth in government expenditures (and trans-
fers in particular) retards economic growth. If that is the case, real GDP is

Downloaded from http://cps.sagepub.com at LUND UNIVERSITY LIBRARIES on August 8, 2008
© 2008 SAGE Publications. All rights reserved. Not for commercial use or unauthorized
distribution.


http://cps.sagepub.com

Hansson, Olofsdotter / Public Spending 1011

likely endogenous. In addition, unemployment may be endogenous as
well. To deal with this, we finally estimate equation (1) using two-stage
least squares (2SLS).

Results

Table 1 reports results for the determinants of the annual change in con-
sumption, transfers, and investment (as percentage of GDP) using the trade
variable and the change in foreign direct investment flows as our measures
of increased economic integration.> We only present the fixed-effects regres-
sions as this specification generally is favored by specification tests. The
results show no definite impact of trade growth on the change in the com-
ponents of public spending. The significance level of the coefficient is quite
low in all estimations; only in the consumption specification is it significant
at the 10% level. The magnitude of the coefficient in the consumption spec-
ification is modest, however; a 1.0% increase in trade growth is associated
with a decrease in the change of government consumption by 0.05%. For
growth in total foreign direct investment flows, the effect is even weaker. In
contrast, GDP per capita growth has a clearly negative effect on the change
in consumption and the change in transfers in both the trade and foreign
direct investment specifications, which suggests that Wagner’s law is not
applicable. For the change in investment, though, the influence seems to be
the opposite. Contrary to insights from the tax competition and new eco-
nomic geography literature, the size of the economy (real GDP) has no sig-
nificant impact on either of the components. The level of unemployment,
our macro economy variable, has a statistically significant negative impact
on both consumption and investment growth but no significant impact on
transfer growth. This is in line with our hypotheses, that high unemployment
levels constrain fiscal policy. The change in the unemployment rate, on the
other hand, positively affects consumption and transfers while having no
impact on investment. With respect to the remaining variables in Table 1,
only the percentage of left-party legislative seats in the parliament has a pos-
itive and significant impact on change in consumption, and the EU dummy
is found to be significant in the estimation of investment, where it has a neg-
ative sign. Thus, EU membership seems to have a negative impact on the
change in government investment.

We also employ feasible generalized least squares (FGLS) to correct for
heteroscedasticity across panels. The results from the FGLS estimations for
trade and foreign direct investment are reported in Table 2. Now the trade
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coefficient is significant in both the consumption and investment estimation,
where it has a negative sign, but the foreign direct investment coefficient is
still insignificant in all estimations. The magnitude of the significant coef-
ficients is increased but still modest. A 1.0% increase in trade growth results
in reductions of the growth in government consumption and investment of
0.08% and 0.20%, respectively. The results for growth in GDP per capita are
upheld, and the effect of real GDP on transfer payments is now significant
at the 10% level, indicating that richer or larger economies can increase their
transfer payments. Now, only employment has a negative and statistically
significant influence on government consumption growth, and the positive
effect of the change in unemployment on consumption and transfers is fur-
ther statistically strengthened. In addition, the dependency ratio is now
positively related to the change in consumption and transfers, as expected,
whereas the positive impact of the percentage of left-party legislative seats
found in Table 1 has vanished. Finally, the negative effect of EU member-
ship in the investment specifications is somewhat reduced, but the variable
now seems to have a clear negative effect on transfers.

Given the concerns for reverse causality, we also estimate the model using
2SLS. Table 3 presents the results from the 2SLS estimation for trade and for-
eign direct investment. In both tables, we treat real GDP and unemployment
as endogenous explanatory variables to the change in government consump-
tion, transfers, and investment. The instruments we use are third lags of the
levels and second lags of the change in real GDP and unemployment.’

The results for our integration measures are somewhat changed by the
use of 2SLS compared with the estimations in Table 1 and Table 2. The
coefficient for trade is now significant at 1%, compared to 10% in Table 1,
and although the coefficient for trade in the investment specification is still
insignificant at conventional significance levels, its t-statistics increased from
1.25 to 1.47. The significance and magnitudes of the other coefficients are
fairly unaffected by the use of instruments. One change is that in Table 3,
unemployment is no longer a significant explanatory factor for the change
in investment, however.

Because of the similarity of the OLS and 2SLS results, it is natural to ask
whether the relationship is really characterized by reverse causality. Although
the instrumental variables (IV) approach is still consistent when the explana-
tory variables are not endogenous, OLS is more efficient and potentially
unbiased and, hence, preferred. The Durbin—Wu—Hausman test uses an
augmented regression to test the difference between OLS and 2SLS
(Davidson & MacKinnon, 1993). In Table 3, the hypothesis that real GDP and
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1016  Comparative Political Studies

unemployment are jointly exogenous is rejected in the consumption and
investment specification. For transfers, the p values are generally higher, and
the hypothesis that real GDP and unemployment are jointly exogenous cannot
be rejected at conventional significance levels.

The credibility of the 2SLS results depends on the quality of the instru-
ments. It is not possible to directly test the validity of the instruments, but
a test of the joint hypothesis that the overidentifying restrictions are valid
and the model correctly specified can be undertaken if the number of instru-
ments exceeds the number of endogenous variables (Davidson & MacKinnon,
1993). The test statistics are obtained by multiplying the number of obser-
vations with the uncentered R? from the regression of the IV residuals on
the instruments. The overidentification test does not reject the hypothesis that
the instruments are valid, and the model correctly specified for consumption
and transfers but not for investment. This, together with the result from the
Durbin—Wu—Hausman test, suggests that our consumption specification may
be our most reliable specification.

In sum, our estimations suggest that integration in terms of increased
trade flows has a negative impact on government consumption and possibly
government investment. On the other hand, government transfers seem unaf-
fected by integration. These results add to the findings in newer studies that
in general find no clear impact of integration on social expenditures. Thus,
although integration may not affect one component of government expendi-
tures, namely transfers, it may very well influence other components of public
spending.

Further Estimations

The results presented in Tables 1 to 3 are based on data covering the
period from 1970 to 2002. As the integration process intensified in the early
1990s, it is natural to expect that the effect of integration on government
spending and its structure increased after that. To test this, we divide the sam-
ple into two subsamples, one covering the period from 1970 to 1990 and one
covering the period after 1990. The results from the FGLS and 2SLS speci-
fications based on these subsamples are presented in Table 4. The first four
columns present the results when the change in trade and the other control
variables are regressed on the change in consumption before and after 1990,
using FGLS and 2SLS specifications, respectively. The last four columns
show the results for the change in transfers and investment. A noteworthy
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result is that growth in trade negatively and statistically significantly affects
the change in consumption and investment in the later period but insignifi-
cantly affects it in the earlier period. The coefficient in the later period is
more than twice as large as the coefficients reported in Tables 2 and 3 for
the whole sample. This suggests that the effect of increased integration on
government consumption and investment is a relatively recent phenomenon
and is consistent with results from, for example, Liberati (2006). The change
in government transfers, on the other hand, is unaffected by increased inte-
gration in both periods.

To further test the robustness of our results, we include additional control
variables to our FGLS and 2SLS specifications. The results from this sensi-
tivity analysis are presented in Table 5. Here, we only report the results from
our trade growth variable and the additional control variable to save space.
The first column presents the coefficient for the trade growth variable,
whereas the subsequent columns show the coefficients for the additional con-
trol variables included. In the rows, the coefficients for the change in govern-
ment consumption, transfers, and investment are presented for the different
specifications.

First, we test whether government spending patterns in one country are influ-
enced by government spending patterns in other countries. Specifically, we
regress

Ag, =0+ AXB+Zy+64, +U+T+V, €5

where A, =" @, Ag, and 0= C% /Zj;,where d; is the geographical distance
T

between the capital of country i and country j. We thus assume that coun-
tries close by have a larger impact on a country’s public spending patterns
than do countries that are farther away. We lag this weight because it takes
time for countries to respond to policy changes in other countries. Including
this variable does not noticeably change the results, however, and the vari-
able itself insignificantly affects the change in government spending.

Next, we include some constitutional variables to further test the robust-
ness of our results.* In our base estimation, we treat these variables as fixed
over time, and they are thus assumed to be controlled for by fixed effects. As
those variables generally have been found to be important explanatory vari-
ables, we now include them. Specifically, we include a dummy for whether
the country has a presidential or parliamentary system to determine whether
the constitutional system matters for public spending (as suggested by Persson

(text continues on p. 1022)
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1022 Comparative Political Studies

& Tabellini, 1999, 2004). In addition, we include a dummy reflecting whether
representation is proportional, modified proportional, or single member and
a dummy reflecting whether the constitutional structure can be described as
strong, weak, or no federalism. The results are unchanged by the additional
control variables. The only additional control variable that is statistically
significant is presidential system, which positively influences the change in
government consumption, a possible explanation being that presidential
systems tend to have smaller governments (Persson & Tabellini, 1999) and
therefore have a tendency to catch up.

We also include a control variable measuring the degree of decentraliza-
tion, namely the amount of resources subnational governments receive from
the central government.’ The reason for including this variable is that the
size of public spending is generally thought to be affected by the degree of
decentralization; the higher it is, the smaller the government. If the degree
of decentralization affects the size of public spending, it may also affect the
change in public spending. The results are unaffected by the inclusion of this
variable, however. In one specification, the degree of decentralization posi-
tively affects public spending, namely the change in transfers.

Last, to test whether countries are fiscally constrained by the constraints
imposed by the Maastricht Treaty and the Growth and Stability Pact, we
replace the EU dummy with a dummy for membership in the Economic and
Monetary Union (EMU), as this may relate more closely to the fiscal con-
straints imposed by the Maastricht Treaty and the Growth and Stability
Pact.® The EMU dummy has no impact on public spending and does not
change the results, however.

Conclusions

In this article, we estimate the effects of integration on the structure of
public spending. Although there are a number of studies investigating the
effect of integration on overall public spending or social protection expendi-
tures, studies analyzing the overall structure of public spending are rare. We
try to fill this void by empirically estimating the impact of integration on
government consumption, transfers, and investment using panel data from
1970 to 2002 on a sample of OECD countries. How integration affects these
components is theoretically unclear. One line of thought is that integra-
tion will force governments to become more efficient and, hence, increase
productive spending while decreasing unproductive spending in attempts to
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attract mobile production factors. We would then expect increases in public
investment and decreases in transfers. It is harder to predict how govern-
ment consumption is affected by integration because government consump-
tion is a very heterogeneous spending component that incorporates productive
spending (e.g., expenditures on education and judicial system) and less
productive spending (e.g., expenditures on recreation and bureaucracy).

We find evidence that integration negatively affects government consump-
tion. This result is fairly robust across different estimation techniques and
specifications. This negative effect of increased integration on government
consumption seems to have emerged since 1990. Another result that is robust
across different estimations is that transfers seem to be unaffected by inte-
gration. These results clearly add to the findings in newer studies and show
that it is important to consider different components of public expenditures.
It is also noteworthy that of these two components—government consumption
and transfers—it is the less productive component that has not decreased with
integration, thus providing no support to the efficiency view. Also, we find
no evidence that integration increased government investment. On the con-
trary, investment appears to be negatively associated with integration, espe-
cially after 1990. A possible explanation for this negative correlation may
be that when governments, for example, are forced to reduce spending
because of declining tax revenues or want to increase spending on other
components, cuts in public investment are politically easier to undertake
than are cuts in transfers. Although this could be politically attractive in the
short run, it could also have negative effects on growth and welfare in the
long run.

In future work, it may be worthwhile to disaggregate government spend-
ing; in particular, government consumption could be divided into subcate-
gories by productivity to see if there is any systematic difference between
more and less productive government consumption spending. Disentangling
transfers can also be fruitful to determine whether transfers to “integration
losers” have increased or whether transfer payments to the median voter have
risen, in addition to determining if there has been any shift from involuntary
to voluntary transfers.
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Notes

1. A similar approach is taken by Adsera and Boix (2002), who examine the relationship
between integration and size of the public sector from a trade perspective.

2. Similar results are obtained when capital account liberalization is used as our measure
of integration (not reported).

3. We also used the lagged value of three time periods as an instrument, which did not
noticeably alter the results.

4. The constitutional variables come from Huber, Ragin, Stephens, Brady, and Beckfield
(2004).

5. The data come from IMF’s Government Finance Statistics.

6. We are thankful to an anonymous referee for this valuable point.
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