000:0 Scientific

R h
#3% Fibenmg

Theoretical Economics Letters, 2017, 7, 193-209
http://www.scirp.org/journal/tel

ISSN Online: 2162-2086

ISSN Print: 2162-2078

Public Expenditures, Private Investment
and Economic Growth in Togo

Koffi Yovo

University of Lome, Lome, Togo

Email: koffiyovo@yahoo.fr

How to cite this paper: Yovo, K. (2017)
Public Expenditures, Private Investment
and Economic Growth in Togo. Theoretical
Economics Letters, 7, 193-209.
https://doi.org/10.4236/tel.2017.72017

Received: November 26, 2016
Accepted: February 24, 2017
Published: February 27, 2017

Copyright © 2017 by author and

Scientific Research Publishing Inc.

This work is licensed under the Creative
Commons Attribution International
License (CC BY 4.0).
http://creativecommons.org/licenses/by/4.0/

DOI: 10.4236/tel.2017.72017

Abstract

This paper assesses firstly the impact of the level and the composition of
public expenditures on growth and secondly the link between public invest-
ment and private investment in Togo. For this purpose, a neoclassical growth
model and a private investment model were estimated using Two-Stage Least
Squares. The findings highlight that during the period 1980-2013, the compo-
sition of public expenditures, contrarily to the level, had significant effect on
economic growth. In fact, the public consumption had a negative impact
whereas public investment had a positive impact on growth. Moreover, the
study finds out that increasing public expenditures involves crowding-out ef-
fect on private investment. In the light of the results, the paper invites the
Togolese government to change the composition of public expenditures by
giving priority to the investment with careful arbitrage between private and
public expenditures.
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1. Introduction

Over the past five decades, macroeconomic performance of Togo was among the
worst in sub-Saharan Africa. For example, the real GDP per capita steadily fell
down from 305 FCFA in 1980 to 243, 205, 199, 188, and 186 FCFA respectively
in 1990, 1995, 2000, 2005 and 2008. Yet, after independence, Togo foreshadowed
the hope of a booming economy with an annual average growth rate of 4.5 per-
cent between 1960 and 1973. But from 1974, with the falling rate of real GDP
growth, the economic situation has considerably deteriorated and the country
has elapsed into an economic crisis beginning in 1980.

To mitigate the crisis, the government, supported by the IMF and the World

Bank, implemented a structural adjustment program (SAP) which focuses on
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economic stabilization (demand side) and restructuring (supply side). Restruc-
turing was aimed to restore production efficiency by reducing distortions that
hinder it. The main measures were: liberalization of international trade, elimina-
tion of domestic price controls, public sector reform, and restructuring of the
banking sector. Stabilization, in turn, would mean reducing aggregate demand to
a level compatible with the level of local production and sustainable debt. This
aim should be achieved through appropriate monetary and fiscal policies and
adjustment of the size of the government.

Restrictive fiscal measures applied in the framework of the stabilization com-
ponent have been unfortunately followed by a speeding degradation of the pub-
lic goods supply in the fields of health, education, infrastructure, and social pro-
tection, all of whose detrimental consequences on the population’s welfare have
undermined projected growth. Similarly, renewed economic growth after deval-
uation in January 1994 did not translate into tangible results, such as reducing
poverty, creating jobs and improving the living conditions of the total popula-
tion.

Gogue and Evlo [1] have already criticized Togolese government fiscal policy
for its inefficient allocation of public expenditure, which has even led to the
crowding out of private enterprises during the period 1980-2000.

Banque Mondiale [2] has also criticized the government for unfavourable com-
position of public expenditures between consumption and investment since over
the last twenty years, the ratio of consumption expenditure to GDP has varied
between 1 - 25 percent against 1 - 4 percent only, the ratio of capital expenditure
to GDP. This low share of investment in GDP raises questions about the effec-
tiveness of fiscal policy as an instrument to boost growth in Togo.

However, in favour of the debt relief obtained under the HIPC initiative in
2010, public expenditures have grown rapidly. Between 2010 and 2013, public
expenditures were raised sharply from 354 to 557 billion CFA, more than 100%
of increase. However this increase in public expenditures was not translated into
robust growth since it involved only 1.5 points in growth (4% to 5.5%). These
results show that the higher level of government expenditures is not the main
determinant of the process of growth. In this study, it is hypothesized that other
factors need to be considered including the way of financing public expenditure
and arbitrage between consumption and investment. According to the above, three
questions arise.

To stimulate growth, should the Togolese government increase the current level
of public expenditure or reduce it? Should the government change the composi-
tion of public expenditures in order to better impact growth? What is the impact
of increasing public investment on private investment?

To respond to these queries, the study assesses firstly the impact of the level
and the composition of the public expenditures on growth and secondly the im-
pact of public investment on private investment.

The remaining text is structured around four points. The second section fo-

cuses on stylized facts that relate to growth profile in Togo. The third section
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presents the literature review. The fourth section presents the research metho-

dology and the fifth section presents the results and the discussion.

2. The Growth Profile during 1980-2013 in Togo:
Some Stylized Facts

In describing the growth history of Togo over 1980-2013, we can distinguish
four periods: 1980-1989, 1990-1999 and 2000-2009 and 2010-2013.The division
of these four stages is based on the pioneer work of Gogue and Evlo (2008) who
classified the episodes of growth according to prominent changes that has af-
fected the growth in Togo. The stylized facts described below refer to Table 1
and Figure 1 which data are drawn from BCEAO database and African Devel-

opment Indicators.

40

Growth = = Consumption /GDP  ----- Investment / GDP

Figure 1. Public consumption, public investment and growth. Note: Figure 1 depicts the
evolution of public consummation, public investment and growth over the period 1980
and 2013 which is the period covered by the study. On horizontal axis, we have the suc-
cessive years and on vertical axis the ratios of public consumption/GDP, public invest-
ment/GDP and the real GDP growth.

Table 1. Evolution of macroeconomic indicators from 1980 to 2013.

1980-1984 1985-1989 1990-1994 1995-1999 2000-2004 2005-2009 2010-2013

Total public Expenditure/GDP (%) 31.84 28.64 25.26 20.96 16.79 20.98 22.15
Public consumption/GDP (%) 19.60 18.46 21.28 17.48 13.64 17.32 16.65
Public Investment/GDP (%) 12.24 10.18 3.98 3.48 3.15 3.66 5.50
Private Investment/GDP (%) 8.00 7.64 7.38 8.66 13.27 13.05 14.00
Total Investment/GDP (%) 20.24 17.82 11.16 12.14 16.42 16.71 19.50
Budget deficit/GDP (%) 6.80 2.40 8.20 5.28 0.94 4.10 3.54
Current account deficit/GDP (%) 6.40 4.72 7.00 9.10 10.10 14.30 6.3
Public Debt/GDP (%) 109.80 119.20 96.40 98.60 100.60 80.50 40.35
Inflation (%) 9.82 0.26 8.08 5.34 1.68 4.56 2.9
Real growth (%) 1.56 3.62 -1.26 3.72 0.74 1.64 4.80

Source: Author’s calculation based on data from BCEAO and ADI (African Development Indicators).
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Economic Growth 1980-1989: Economic Reform

This period can be regarded as a period of economic reforms. Indeed, in the
early 1980s, the main macroeconomic indicators have shown a serious deteriora-
tion of the economic situation. External debt rose to 110% of GDP in the first
half of the period. The budget deficit and current account deficit of balance of
payments which reached significant levels in the first half of the period are re-
spectively 6.80% and 6.40%. During this period, the Togolese economy has been
adversely affected by many factors: the second oil shock, falling phosphate prices,
rising dollar and interest rates, and the severe drought that has marked the year
1981.

To face this situation, the government has implemented a Structural Adjust-
ment Program (SAP). Thus a package of stabilization and adjustment was de-
veloped by the government and supported by a series of agreements with the
IMF and sectorial adjustment loans from the World Bank. To cut public ex-
penses, the government was compelled to freeze recruitment and promotion of
civil servants. These measures have helped reduce the public consumption, the
budget deficit and the current account deficit of 1%, 4% and 2% respectively.

Economic Growth 1990-1999: Political Crisis and On-Going Reform

The period of 1990-1999 can be divided into two sub-periods: 1990-1994 and
1995-1999. The sub-period 1990-1994 can be seen as a period of Togolese strug-
gle for democracy. During this period, most of the macroeconomic indicators
have shown a serious deterioration. Public investment fell sharply (77%). The
budget deficit and current account deficit rose respectively to 241% and 48% and
the inflation reached 8%. This bad performance is explained by the fact that the
democratization process in Togo has been particularly marked by social and po-
litical trouble that peaked between 1992-1993 with a general strike for nine
months, causing a deterioration of the economic situation which was exacer-
bated by the suspension of cooperation of EU and other development partners.
Consequently, the economy experienced a recession because of the drastic de-
cline in private investment resulting from the reduction of domestic savings and
the inability of the government to attract Foreign Direct Investment (FDI). There-
fore, from 1992 to 1993, the growth rate of GDP per capita passed from —5.9% to
—17.4%. This annual rate which is the worst during the three periods is, in a
large measure, explained by the nine months strike that paralyzed the overall
production system.

In 1994 came the devaluation of 50% of CFA franc. This change of currency
parity did not put the economy onto sustainable growth path due to its weak
competitiveness and the low adaptability of the productive system. In fact, the
growth of real GDP increased from —17% (1993) to 13.9% (1994). However, this
increase of growth lasted only for two years (from 1994 to 1996).

The second period from 1995 to 1999 can be seen as the on-going reforms in-
itiated in the previous period as part of SAPs. Those reforms continued through
the following lines:

-Reform of customs and financial sector;
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-Price and trade liberalization and adherence of Togo to WTO in 1995;

-Removal of state monopoly (suppression of OPAT), and privatization of
public enterprises.

Economic Growth 2000-2009: Emergence of Private Sector

The period 2000-2009 is clearly characterized by the emergence of the private
sector and the resumption of cooperation in 2005. Indeed, in the first half of the
period, the private investment increased from 8.66% to 13.27% of GDP, an in-
crease of 53%. However, the public investment has stagnated between 3% and
4% of GDP. During the entire period the budget deficit and current account def-
icit did not respect the convergence criteria of WAEMU. They rose respectively
from 0.94% to 4.10% and 10% to 14% between the 2000-2004 and 2005-2009.
The gradual deterioration of the current account is driven mainly by the deteri-
oration of the trade balance in connection with the depression observed in ex-
port activities. Therefore, although private investment has rebounded signifi-
cantly, growth remained soft (less than 2%) despite the average level of inflation
which is close to the union standard of 3%. This shows that the rate of public
investment which has been stabilized at between 3% - 4% of GDP was insuffi-
cient to boost growth of the Togolese economy.

Economic Growth 2010-2013: Increase of Public Investment

The period 2010-2013 appears as the period of renewed growth. GDP growth
increased from 4% in 2010 to 5.1% in 2013. This improvement is due to a rela-
tively low inflation (2.9%), a rapid increase in public expenditure and especially
an improvement of their allocation. Indeed, between 2005-2009 and 2010-2013
the public investment ratio increased from 3.66 to 5.5 and the consumption ex-
penditures had fallen from 17.32 4 16.65. This reallocation of the public expend-
itures and the sustainability of private growth seemed to have stimulated the eco-
nomic growth observed in the period. In the same vein, fiscal and current ac-

count deficits have also been improved.

3. Literature Review

A large review of economic literature establishes the link between public ex-
penditure and economic growth. Here, we examine this link through theoretical

and empirical approaches.

3.1. Theoretical Approach

Theoretical discussions about the link between public expenditure and economic
growth are based upon the old and controversial debate on the role of the gov-
ernment in the economy. In general, this debate is divided between two main
theses. The first argues that public expenditures are a powerful instrument of
economic growth. The second claims that public expenditure has, in all the cases,
a harmful effect on growth. The first thesis, which is the Keynesian view, con-
siders that the regulation of economic activity by government passes through
countercyclical actions.

This perspective leads governments to actively support the agent activities when
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demand is depressed and to slow it down when economic activities accelerating
brings fears about internal and external disequilibrium. Thus, in the short term,
public spending can be used to stimulate aggregate demand and boost economic
growth. The argument in favour of public spending is that some public expend-
itures, especially public investment, such as roads, electricity, transportation, tele-
communications, education and health, generate externalities that enhance prod-
uctivity of private factors and can thus support economic growth (Blejer and
Khan [3], Aschauer [4], Tanzi and Zee [5]).

The second thesis of neoclassical view contests the Keynesian multiplier effect
and argues that the expansionary fiscal policy has no positive effect on the eco-
nomic activity. The recovery policies by government spending may even have
depressive effects on the economy mainly because of crowding-out effects they
exert on investment and private consumption. As a result, these negative effects
influence economic agents’ anticipation of future consequences of fiscal policy,
and lead them to adjust their behaviour accordingly to consumption and savings
(Barro [6]).

In fact, the effect of public spending on growth depends on the source of
funds used by the government. If these expenditures are financed by higher di-
rect taxes, the net impact on growth may be negative despite a positive effect on
the marginal productivity of private capital. If the expenditures are financed by
borrowing, then the economic agents, who reason over a long period, under-
stand that the non-taxation of today is a deferral of tax in the future. Conse-
quently, instead of increasing their level of consumption, they save the extra in-
come due to the non-taxation of today, to pay future taxes, which tends to re-
duce demand. Increased public spending is offset by lower private demand and
fiscal policy is thereby reduced. This is known as the theory of Ricardian equiva-
lence.

This thesis based on the assumption that public spending reduces private in-
vestment is the main argument of the defenders of the existence of negative rela-
tionship between public spending and economic growth. Nevertheless, other
arguments, even though, subsidiary are mentioned. Ram [7] argues that: 1) in
the absence of competition and profit motivation, the government generally op-
erates in a non-efficient environment, 2) the government regulatory action causes
constraints and excessive additional costs in the economic system, and 3) mone-
tary and fiscal policies of the government create economic distortions and re-
duce the productivity of the system.

It is further argued that public spending does not necessarily reflect the exact
level of agents’ preference since the public decisions do not result exclusively
from the aggregation of individual preferences. Politicians aim to maximize their
chances of re-election, thus their behaviour may not reflect an equilibrium
which is not determined solely by the level of the median voter but mostly by the
self-interest games of lobbies and bureaucrats (Mills and Quinet [8]). This nega-
tive perception of public spending on economic growth is based on the assump-

tion that markets are not always efficient. Thus, public investments, determined
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arbitrarily, are not efficient when compared to private investment. On the basis
of this low productivity of public investment, any increase in public spending
will slow down the overall economic growth, hinder the accumulation of physi-
cal and human capital and reduce the speed of innovation in the private sector
(Diamond [9]).

3.2. Empirical Approach

As in the case of theoretical developments, unanimity is not made on the exact
nature of the relationship between public spending and economic growth par-
ticularly in developing countries. The controversy which is highlighted in the
theory is still present in the empirical investigation.

In regards to the effect of the level of total expenditure, though a consensus
seems to be reached regarding the positive impact of public spending on growth
in OECD countries (Ghali [10]), the fact varies across developing countries. In-
deed, while Cheng and Lai [11] found that public expenditures have a positive
impact on economic growth in South Korea, Ojo and Oshikoya [12] have shown
in the case of sub-Saharan African countries, that an expansionary fiscal policy
reduces growth in per capita GDP of these countries. This result is consistent
with that of Ghura and Hadjimichael [13]. Similarly, Tenou [14] who estimate
with the panel data the determinants of growth in WAEMU countries also ob-
tained the same result. However, Nubukpo [15], found no significant relation-
ship between public spending and economic growth for most WAEMU coun-
tries.

The empirical literature on the effects of the composition of expenditure has
also produced controversial results. Testing a sample of 87 countries, including
25 countries in Sub-Saharan Africa, Veganzones [16] showed a positive impact
of public investment in infrastructure on growth and a complementary rela-
tionship between public and private investment. Knight, Loayzan and Villanueva
[17] and Nelson and Singh [18] have also revealed a significant effect of public
infrastructure investment on growth using a sample of developing countries,
particularly significant during the 1980s. Easterly, Loayzan, Montiel and Rebelo
[19] reached the same result by considering public investment in transport and
communication. However, Khan and Kumar [20], using a sample of 95 devel-
oping countries during the period 1970-90, showed that the effects of private and
public investment on growth were significantly different, with private invest-
ment being consistently more productive than public investment.

Moreover, the impact of public spending has been oriented mainly to explore
the differential impact between public investment and public consumption. Gupta,
Clements, Baldacci, and Mulas-Granados [21] showed, using a sample of 39 low-
income countries that countries where public expenditures are dominated by
salaries tend to have lower growth rates, while those who emphasize capital ex-
penditures, experience more rapid growth when the costs are associated with a
modest deficit. In the WAEMU countries, Nubukpo [15] also highlighted the
negative effect of public consumption expenditure on growth in the short and
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long-term and the long-term positive impact of public investment spending on
growth economies of the WAEMU. The negative effects of public consumption
have also been obtained by Barro [22].

In contrast, Devarajean, Swaroop and Zou [23], showed a positive relationship
between spending on public consumption (measured in current expenditure as a
percentage of total expenditure) and economic growth and an inverse relation-
ship between the latter and public investment. This result, according to the au-
thors, is explained by a misallocation of fiscal resources for capital expenditure
(to the detriment of infrastructure maintenance costs). Ghosh and Gregoriou
[24] obtained similar results for 15 developing countries.

Discrepancies remain when comparing the effects of capital expenditures to
the effects of consumption expenditures in industrialized countries. For example,
Perotti [25] showed that in contrary to a common opinion, there is no evidence
that government investment shocks are more effective than government con-
sumption shocks in boosting GDP. For him the multiplier of the investment is
not greater than the multiplier of consumption in four European countries whe-
reas Straub and Tchakarov [26] find that investment multipliers are more than
the consumption expenditure multipliers in 12 European countries. The latter
showed that the increase in investment spending, in general, generates multip-
liers greater than the increase in consumption spending, because increased capi-
tal expenditure not only increases the aggregate demand but also aggregate
supply through an increase in aggregate production and improvement of the
marginal productivity of labour and private capital.

Despite the inconclusive nature of the empirical literature, the emerging con-
sensus view, however, accepts that changes in the composition of public spend-
ing on capital expenditures (health, education and infrastructure base) tend to

have a positive impact on growth.

4. Methodology
4.1. Starting Point

The starting point is the neoclassical growth model of Solow who hypothesized

that output depends on capital and labour inputs. It is formulated as follows:
y=9(K,L) (1)

where: y stands for growth of real GDP, K stands for growth of capital and L
stands for growth of labour.

The model is referenced to the extension of Solow model like developed by
Barro [22] and Aschauer [4] and used by Khan and Kumar [21] among others in
the literature. In this study, it is hypothesized that output growth depends on the
investment used for the capital stock and on the labour force. So, the Equation

(1), in linear form is rewritten as follows:
y:a0+a1(l—j+a2L 2)
y

where @, >0;a, >0 and I/y represents the ratio of total Investment to GDP.
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4.2. Expanded Model

4.2.1. Linear Model

The expanded form of Equation (2) is specified by expressing growth (y) as a
function of private investment (Invpri), public investment (Invpu), public con-
sumption (Conspu, inflation (Inf), index of terms of trade (TOT) and the labor
force (Lab). The Term of trade (TOT) is included in the model to account for
the fact that Togo is a small open economy. Finally, real GDP lagged by one pe-
riod is included in the model to improve the quality of prediction. The model to
be estimated is formulated as follows:

- Impact of the level:

Y, = oy + o, GAp,_, + o, Invpri, + o, EXp, + ¢, Tot, + o Lab, +¢, (3)

- Impact of the composition:

Y, = oy + o,Gdp,_; +a, Invpri, + a;Invpu, + ,Conspu, + e Tot, + o Lab, +¢&, (4)

Definition of the variables:

Y, : is the growth of real GDP;

Gdp,_, : is the GDP of the previous year;
Invpri, : is the private investment to GDP;
Invpu, : is the public investment to GDP;
Conspu, : is the public consumption to GDP;
Lab, : is the labor force;

Tot, : is the term of trade index.

4.2.2. Nonlinear Model

Since Barro [22], it is known that growth is not actually a linear function of pub-
lic spending. For example, Devarajean, Swaroop and Zou [23] showed that the
share of productive expenditure in the budget can have a positive effect on
growth if it is low, and a negative effect if it is high, suggesting a curve having an
upward and downward sloping. For this purpose, we extend the model by in-
cluding in the initial Equation (3) the square of total public expenditure and in
the Equation (4) the square of public consumption and the square of public in-

vestment. Therefore Equations (3) and (4) become:
Y, = S, + B,Gdp,_, + B, Invpri, + BExp, + ﬂélExpt2 + p.Tot, + psLab, +7,  (5)

Y, =6, +6,Gdp,_, + 6, Invpri, + 6,Invpu, +8,Conspu, ©)

+6Invpu? + g,Conspu? + 6, Tot, + G,Lab, + 3,

4.3. Private Investment Model

Finally, in the process, it was necessary to establish a relationship between pri-
vate investment and public investment. In this perspective, private investment is
expressed as a function of public investment (Invpu), public consumption ex-
penditure (Conspu) and a number of control variables namely, the real GDP
growth (Y, ), credit to the private sector ( Cred, ) and inflation ( Infl,). These va-
riables are deemed relevant for the model in reference to Abou [27] and Khan

and Kumar [20]. So, the inclusion of public investment and public consumption
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expenditures allowed testing crowding-out effect between private investment
and public expenditures. The variable credit is included in the model because in
developing economies, private investment is often constraint by availability of
bank credit. Concerning the inflation, when it is high, central Bank will raise in-
terest rate and the increase of credit cost will decrease private investment. Finally,
it is expected that GDP growth included in the model has positive effect in pri-
vate investment because growth raises aggregated demand which in turn affects
positively private investment.

In light of the above, we can identify two endogenous variables; GDP growth
and private investment.

This leads to two simultaneous equations which the first is the growth Equa-
tion (4) and the second the private investment Equation (7) which is expressed
as follows:

Invpri, = 4, + B Invpu, + S,Conspu, + B,y, + £,Cred, + S Infl, + 4, (7)

Equations (4) and (7) are well identified as three variables Gdp, ,, Lab, and
Tot, in Equations (3) or (4) does not appear in Equation (7) and two variables
Cred, and Infl, in Equation (7) are not included in the Equations (3) or (4).

These variables are used as instrumental variables.

4.4. Model Estimation and Data

The two models, the growth model and the private investment model are both
estimated by Two-Stage Least Squares Instrumental Variables regression (TSLS-
IV). Estimations are made by using instrumental variables aforementioned. The
linear growth model is first estimated to appreciate the level and the composi-
tion effect of the public expenditures on growth. Then the non-linear model is
estimated by the same method to capture the level of maximum consumption
and minimum investment required to boost growth. The data used are annual
series covering the period of 1980-2013. They are drawn from BCEAO database
and African Development Indicators. The estimation of the models is done by
using STATA 14 software.

5. Empirical Results

5.1. Effect of the Level and the Composition of Public
Expenditures on Growth

-Results with Two-Stage Least Squares Instrumental Variables (TSLS-IV) es-
timations of equations (3) and (4) are reported in Table 2. In column (1), results
express the growth model with the total public expenditures. In column (2), the
total public expenditures are split into public consumption and public investment.
The analysis of the results brings out the fact that the estimated models are ro-
bust. Adjusted R* and F-statistics are weak but are on acceptable levels. The
models do not suffer the problem of autocorrelation. Among the 5 explanatory
variables introduced into Equation (3), three variables are significant. There are
GDP (-1), term of trade and population. In the disaggregated model (Equation
(4)), four variables have a significant effect.

202

K2
o5
“2:0

Scientific Research Publishing



K. Yovo

Table 2. Estimation results of the linear growth model.

Model (3) coefficients Model (4) coefficients
Real Growth .
(Level effect) (Composition effect)
—0.08** 0.009
GDPreal (-1
real (-1) (-2.43) (0.00)
—-0.06
Public Expenditures -
(-0.19)
—0.60*
Public Consumption -
(-1.78)
o 0.03**
Public investment -
(2.20)
. 0.67 0.59
Private Investment
(1.34) (1.26)
p lati 2.37%* 8.26%**
opuiation (2.44) (3.84)
Term of trade 0.17% 0.10
(1.94) (1.25)
—-24.12 -13.95
Constant
(-0.25) (-0.46)
Number of ’observations 30 30
F() 4.05 5.96
R?Adj 0.45 0.37
DW 2.36 2.15

Source: Author’s calculation based on data from BCEAO and ADI (African Development Indicators). Val-
ues in parenthesis are t-statistics. * = significant at 10%, ** = significant at 5%, ***= significant at 1%. Model
3 expresses the growth model with public expenditures. In model 4, public expenditures are split into public
consumption and public investment.

-According to these results, the total public expenditures variable does not
have any significant positive externality effect on growth. This result tends to
corroborate earlier findings by Nubukpo [15] for the WAEMU countries. This
absence of Keynesian effect of the total public expenditure raises the concerns
about the effectiveness of the increase of the public expenditures amount.
Moreover, by investigating differential impact of public consumption and public
investment, results in column (2), show a negative and significant effect of pub-
lic consumption and positive effect of public investment on growth. These re-
sults involve some interpretations. First, the negative effect of public consump-
tion is not in line with Devarajan Swaroop and Zou [23] but is consistent with
the findings of Tanzi and Zee [5], Tenou [14], and Nubukpo [15]. The latter
found that in most WAEMU countries, particularly in Togo, public consump-
tion has a negative effect on growth. How can we explain this result in the Togo-
lese context? A priori, the public consumption as a demand component should
cause, by the means of the Keynesian multiplier effect, a growth of the GDP.
Nevertheless, in an open economy, the impact of the multiplier effect on the
growth is even lower since the economy’s marginal propensity to import is high.
This could explain, given the profile of Togo as net importer of consumption

goods, the overall negative impact of the public consumption on the growth.
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Public consumption, here, includes wages, transfers, subsidies, and expenditure
on goods and basic services that ensure the daily functioning of public adminis-
tration. They do not necessarily fit in a growth target. They correspond to what
some authors called unproductive expenditures. Thus, a misallocation of these
expenditures especially that is in favour of transfers and subsidies could have an
adverse effect on growth. Finally, it is not excluded that the prominence given to
consumption over investment expenditures can also harm growth.

-In contrast, investment expenditures have a significantly positive impact on
growth. This result tends to corroborate the results of most studies in connection
with the impact of public investment on growth. However, the mitigated impact
of public investment on growth raises questions about the effective destination
of the expenditure engaged by government. Either the public investments were
used to finance not very productive projects in terms of contribution to the eco-
nomic growth, or they were diverted from their initial destination. This raises in
either case the issue of good governance. Nevertheless, the relatively low level of
investment (between 3% and 4% of the GDP) could also have contributed to
limit its effectiveness.

Unfortunately, private investment has no effect on growth, probably due to
crowding effect on the private sector during the period between the 1980s and
2000s (Gogue and Evlo [1]). Indeed, during this period, private investment has
remained low. The raising of the level of private investment is a relatively recent

phenomenon in the Togolese economy.

5.2. Optimal Level of Public Expenditures and
Its Impact on Growth

To determine the threshold values of consumption and investment, a non-linear
model is estimated. Following Barro [22] and Devarajan, Swaroop and Zou [23],
the squared value of public expenditures are included in the linear model to have
the non-linear form. The results are reported in Table 3.

By considering, model (5), Table 3 shows that, in contrast to the results of the
linear specification, total public expenditure has a negative coefficient with a
positive and significant coefficient of the square. The behaviour of this variable
suggests that the non-linear specification is better than the linear one.

In Model (6), the variables public consumption, public investment shows the
same trend. The coefficient of public consumption which has negative sign in
the linear specification becomes positive and the coefficient of the square in the
non-linear specification is negative and significant. The coefficients of public
investment with positive sign in the linear specification become negative in the
non-linear specification with the coefficients of square positive and significant.
Again, this behaviour simply reflects the fact that the non-linear form is the
most appropriate specification of the growth model.

The change of the signs merely reflects the existence of a curve with two
phases: an upward and a downward sloping. Thus, the negative sign displayed by
the coefficient on consumption in the non-linear specification simply shows that
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Table 3. Results of the estimation of non-linear model.

model (5) coefficients model (6) coefficients
Real Growth ”
(Level effect) (Composition effect)
! —0.01%+* —0.03%**
GDP -1
real (-1) (~4.48) (~4.20)
-3.51
Public Expenditures -
(-1.45)
0.06*
Public Expenditures squared (181) -
3.58**
Public Consumption -
(2.27)
Publi ti d —0.11**
ic consumption I -
ublic consumption square (—2.44)
- -0.80
Public investment -
(~1.40)
0.70%*
Public Investment squared -
(1.97)
. . 2.33 0.61
Private investment
(0.90) (0.42)
Population 1.05 0.78
P (0.73) (0.35)
0.22 0.03
Term of trade
(1.07) (0.40)
—6.12 —7.40
Constant
(0.54) (~0.34)
Number of observations 30 30
F(..) 5.12 5.46
R?Adj 0.37 0.58
DW 2.05 2.65

Source: Author calculation with data from BCEAO and ADI (African development Indicators. *p < 0.1; **p
< 0.05; ***p < 0.01.

data points cluster along the downward sloping part of the curve. The function
reaches its maximum when the ratio of consumption/GDP is around 16%. That
is the maximum level beyond which the public consumption which is essential
to the functioning of government, become harmful to economic growth. Simi-
larly, we can estimate to 5.7% per GDP, the minimum level of public investment
needed to boost growth in Togo.

5.3. Relationship between Private Investment and
Public Investment

A surprising result from the above estimates is that public investment has a sig-
nificant positive effect on growth while private investment has no significant ef-
fect on growth. Is there a crowding-out effect or simply a strong correlation be-
tween private investment and public investment which probably picked up the
effect of the first? To answer these questions, we firstly test the correlation be-
tween variables in the model. The Spearman correlation test gives the results
shown in Table 4.
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Table 4. Correlation coefficients between variables.

Public Public Public Private Term of .
. . Population
Expenditure Consumption Investment Investment Trade
Public 100
Expenditure '
Public
. 0.68 1.00
Consumption
Public
0.85 0.23 1.00
Investment
Private
-0.62 —-0.54 -0.23 1.00
Investment
Term of Trade 0.28 0.15 0.34 0.07 1.00
Population -0.48 -0.65 -0.41 0.31 -0.12 1.00

Source: Author’s calculation based on data from BCEAO and ADI (African Development Indicators).

Table 4 shows that the variables private investment and public investment are
fairly correlated with each other. This allows us to proceed econometric testing
of the relationship. Following Abou [27], khan and Kumar [20], we try to ex-
plain private investment (dependent variable) with public investment and other
variables like expressed by the Equation (7). The results are reported in Table 5.

It appears that a 10% increase in public investment leads to a decrease in pri-
vate investment of 2.2% showing that there is a crowding-out effect of public in-
vestment on private investment. Similarly, a 10% increase in public consumption
involves a decrease in private investment of 5.6%. The crowding out effect of
public expenditures can be explained by the financing of public investment (in-
frastructures, education and health) and consumption through taxes increase or
by mobilizing of domestic saving. This result is not in line with Abou [27] who
found a complementary effect between public and private investment for the pe-
riod 1970-2003. However, it corroborates the findings of Gogue and Evlo [1]
who showed that during the period 1980-2000 most enterprises in Togo were
crowded out. The discrepancy between the results is not ambiguous since they
are related to different periods, while fiscal policy has evolved over time. More-

over, the credit to economy seems to not finance effectively private investments.

6. Conclusion and Policy Implications

This paper attempts to answer three questions of economic policy. In order to
stimulate the growth in Togo, should the government increase or reduce the
current level of public expenditures? To better impact growth, should the gov-
ernment change the composition of public expenditures? What is the impact of
public expenditures increase on private investment? To answer these queries, a
neoclassical growth model was estimated using Two-Stage Least Squares. The
estimation of growth models has brought out the fact that the public expendi-
tures over the period between 1980 and 2013 did not have a significant positive
effect on the economic growth. Meanwhile, public consumption expenditures
had a negative impact and investment expenditures have a positive impact on
growth.

206

K2
o5
“2:0

Scientific Research Publishing



K. Yovo

Table 5. Relationship between private investment and public investment.

Dependent Variable: Private investment Coefficients
-0.01
Growth
(-0.01)
. . —0.56**
Public consumption
(=2.78)
L. —0.22**
Public investment
(-2.23)
0.04
Inflation
(0.54)
0.16
Credit
(0.38)
9.20**
Constant
(2.20)
Observations Number 30
F() 4.22
R? Adj 0.40
DwW 1.10

Source: Author’s calculation based on data from BCEAO and ADI (African Development Indicators). *p <
0.1; **p < 0.05; **p < 0.01.

The absence of Keynesian effect of the public expenditure raises the issue of
the effectiveness of these expenditures and advocates for a sound and rigorous
management of public finances. But it would be inappropriate to reduce drasti-
cally the current level of public expenditure. Indeed, public expenditures remain
vital for the financing of the economy and the fight against poverty. What the
results seem to suggest is the change of the current composition of public ex-
penditures. Indeed, the main lesson of this study is that public expenditures tend
to support growth when they are prioritized for investment, but are also likely to
slow it down when privilege is given to consumption. So it is advisable, in the
light of the results, to decrease the consumption in favour of investment. The
mitigated impact of public investment on growth raises concerns about the ef-
fective destination of the expenditure engaged by government. Either the public
investments were used to finance not very productive projects in terms of con-
tribution to the economic growth or they were diverted from their initial desti-
nation. This reality raises in either case the issue of good governance of produc-
tive resources.

Moreover, the study highlights that the way the public expenditures are fi-
nanced plays a crucial role in determining the impact of public expenditure on
growth. Indeed, the optimal allocation of total expenditures (both public and
private) is vital for achieving sustainable growth in Togo. This allocation in-
volves a careful arbitrage between both private and public expenditures. The re-
sults show that this arbitrage involves crowding out effect of the private sector
suggesting the necessity to review the way of financing public expenditures, in
particular, the mobilization of domestic saving, the money creation and the in-

crease of tax revenue.
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