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The primary objective of this study is to examine how government expenditure
shocks affect economic growth in Iran. To this end, a multifaceted modeling
approach based on Ram’s (1986) growth framework and Hansen’s threshold
regression method is employed. Two indicators are used to measure government
size: the ratio of current government expenditures to GDP (GS1) and the ratio of
government capital asset acquisition expenditures to GDP (GS2). The results
indicate that shocks in government capital expenditures have a significant
positive impact on Iran’s economic growth, whereas such effects are not
observed for current government expenditures. Additionally, the findings
suggest that the Barro-Armey curve has not materialized in Iran during the period
1961-2023; in other words, at none of the small, medium, or large government
sizes does the relationship between government size and economic growth
become negative, and an inverted U-shaped curve is not observed. Although a
decline in efficiency and effectiveness is noted at larger government scales, the
relationship remains positive. Another key finding is that government
spending—both current and capital—has positive spillover effects on private
sector output. For current expenditures, these effects diminish as government
size increases (decreasing elasticity), whereas for capital expenditures, the
spillover effects are strengthened with larger government size (increasing
elasticity).
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Introduction

The importance of government size in economic growth is widely acknowledged in the economic
literature. Many countries, particularly developing economies, tend to stimulate growth by increasing
the size of the government. In general, three main perspectives exist regarding the effect of government
size on economic growth:

1. Positive View: Studies such as Ram (1986); Cormendy & McGuire (1986); Qali (1998); Gunalp
& Gore (2002); Shaltger & Turgler (2006); Bose, Hawk & Osborne (2007); Essen & Bayrak
(2015); Demendonsa & Casiasdo (2015); and Jin et al. (2021) argue that public spending can
have a positive effect on economic growth through the provision of public goods, reduction of
transaction costs, and encouragement of private investment.

2. Negative View: Research by Lando (1983); Engen & Skinner (1991); Folster & Henrikson
(2001); Dar & Amir Khalghali (2002); Ayidogan & Turan (2017); Aydin & Essen (2019); and
Nirula & Sahu (2019) contend that an increase in government size may reduce the returns on
spending, increase taxes, and misallocate resources, resulting in a negative impact on economic
growth.

3. Nonlinear or Asymmetric View: Studies such as Altunij & Aydin (2013); Armi (1995); Chen
et al. (2016); Zhang et al. (2016); and Bozma et al. (2019) suggest that the relationship between
government size and economic growth can take the form of an inverted U-shaped curve
(“Armey curve” or “Barro curve,” referring to Barrow (1989), Armi (1995), Rohn & Fox (1996),
and Scully (1994, 1995)). This curve indicates that public spending can support growth up to an
optimal level, but excessive spending can reduce growth due to higher taxes and inefficiency.

Methodology

This study aims to examine the impact of government expenditure shocks on Iran’s economic growth,
the spillover effects of government size on the private sector, and a comparative analysis of factor
productivity in the public and private sectors. To this end, a multifaceted modeling approach based on
Ram’s (1986) two-sector growth model and Hansen’s threshold regression (TR) method was employed.
Two indicators were used to measure government size: the ratio of current government expenditures to
GDP (GS1) and the ratio of government capital asset acquisition expenditures to GDP (GS2).

Results and Discussion

In this study, among the three modeled growth patterns, two patterns No. 7 and 8 were used for statistical
estimates and analyses. The first growth pattern (No. 6) was excluded from the estimates due to the lack
of statistical significance of the coefficient G°(G/Y), i.e. (0 —'9) as a result of estimating the first growth
pattern. In this study, two main indicators for government size were defined: the ratio of current
(consumption) expenditures to GDP and the ratio of capital asset acquisition costs to GDP.

The results of estimating growth pattern No. 7 showed that positive government spending shocks in the
current spending sector have a decreasing effect on the elasticity from small government to large
government on economic growth (decreasing elasticity from 0.35 to 0.14 of the effects of government
consumption expenditures on growth - Table No. 6). This is also consistent with economic theories;
Because excessive expansion of current expenditures leads to increased taxes or borrowing, ultimately
reducing the incentive to invest and economic growth. In contrast, positive cost shocks in the investment
sector on capital asset acquisition have positive external effects on private sector output (increasing
elasticity from 0.11 to 0.23 - Table 7) and have a significant impact on economic growth. The trend of
increasing elasticity of this type of government expenditure from small government to large government
compared to current expenditures indicates the importance of infrastructure investments in stimulating
Iran's economic growth.

Growth model No. 8 was designed to examine the overall effect of government size on economic growth.
The results of the threshold regression estimation for the GS1 threshold variable identified three regimes
of small, medium, and large government. Although the relationship between government size and
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economic growth was positive in all three regimes, this relationship was not found to be statistically
significant. Only when the capital asset acquisition cost index (GS2) was entered as a threshold variable,
a threshold value of about 6.7 percent was identified. In this situation, in the small government regime,
a positive and significant effect of government development investments on economic growth was
revealed; which indicates the need of the Iranian economy for government support in infrastructure
development and alignment with development theories in developing countries.

However, in the regime above the threshold, a positive but insignificant relationship was observed.
These findings indicate that although the Armey curve or the Bars curve has not been fully realized in
the Iranian economy during the period under review, the decreasing trend in the effect of government
size on economic growth makes the possibility of such a curve occurring in the future. One of the main
reasons for the delay in the formation of this curve is the way in which the government budget deficit is
financed through oil revenues and not through taxes or domestic borrowing. In fact, the injection of oil
revenues has neutralized the negative effects of increased government spending and has caused the
Iranian economy to temporarily deviate from the prevailing theoretical models in this field. The
investment-to-output ratio in this model has a significant positive effect on economic growth in both the
linear and threshold models. The growth of the labor force in this model is not statistically significant
in both the linear and threshold models (TR), which is an expected finding given the realities of the
Iranian economy in the area of labor employment and the type of effects it has on Iranian economic
growth.
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