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ABSTRACT

It is argued that the economy model, in which public sector is predominant provides
more advantages than the economy model in which market economy is effective in
the process of ensuring macroeconomic stability, and this is a requirement of the
welfare state understanding. From this basic view, the relationship between the
economic size of public sector and macroeconomic stability was examined in the
study, in which Turkey's data for the period 1980-2019 was used. According to the
causality test results of Toda and Yamamoto (1995), it was concluded that there is a
causal relationship from public expenditures to economic growth and inflation, but
there is no causality relationship to unemployment. These results provide important
evidence that changes in the size of the public sector are the cause of changes in
economic growth and inflation.
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Makroekonomik istikrarin Saglanmasinda Kamu
Sektoruniin Biyiiklugii Belirleyici mi? Tiirkiye Ornegi

OZET

Kamu sektoriiniin agirliklt olmus oldugu ekonomi modelinin, makroekonomik
istikrarm saglanmas: siirecinde piyasa ekonomisinin etkin oldugu ekonomi modeline
gore daha fazla avantaj sagladigi ve bunun refah devleti anlayisimin bir geregi
oldugu savunulmaktadir. Bu temel goriisten hareketle Tiirkiye’nin 1980-2019
donemine ait verilerin kullanildigi ¢alismada, kamu sektorii agwligi ile
makroekonomik istikrar arasindaki iligki incelenmistir. Yapilan Toda ve Yamamoto
(1995) nedensellik testi sonuglarma gére kamu harcamalarindan ekonomik biiyiime
ve enflasyona dogru nedensellik iliskilerinin oldugu, ancak issizlige dogru bir
nedensellik iligkisinin olmadigi sonucuna ulagilmistir. Bu sonuglar, kamu sektorii
agirhigindaki degisimlerin, ekonomik biiyiime ve enflasyondaki degisimlerin nedeni
oldugu noktasinda 6nemli kanitlar sunmaktadir.

Anahtar Kelimeler: Kamu Sektori  Biyiikligi, Kamu Harcamalari,
Makroekonomik Istikrar, Nedensellik Testi.
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INTRODUCTION

Stability policies and structural reforms put into practice to eliminate
the imbalances that arise due to economic instabilities experienced in certain
periods in countries and to ensure economic development are of vital
importance for economies. Macroeconomic stability is an important
indicator in terms of directing economic policies and providing fiscal and
monetary support to economic actors in the country. Undoubtedly, the
success of fiscal reforms, policies based on economic growth, employment
and inflation, and all programs aimed at improving the economic structure
depends on the existence of macroeconomic stability. Therefore, there is an
important relationship between the level of economic development and
macroeconomic stability (Karimi et al., 2016: 31).

Instability that may arise in the economy can be prevented by sound
and balanced functioning of the market system which allows goods and
services ensuring the continuity of the economic system to be freely
produced and consumed by the economic units. In this context, one of the
important duties of the government is to provide the necessary order in the
economy to maintain national and global competition. In the 18th and 19th
centuries when classical economic thought was strongly prominent, crises in
countries’ economies were thought to be temporary deviations from the full
employment level of output. But the persistence of these crises over time has
led to the questioning of the market-oriented economic ideas of classical
economists. Already with the Great Depression of 1929, it was obvious that
the free market system was ineffective in stabilizing European economies.
With the Great Depression, the significant decrease in industrial production
in developed countries such as the USA, France, England, and the
unemployment of the majority of the world population revealed that the
classical economic policies were not very effective in overcoming recessions
(Dinler, 2017: 331).

Public expenditures, which became important in building economic
balances as a result of the Keynes revolution that emerged after the Great
Economic Depression, is an active and powerful component of
macroeconomics and fiscal policies. With the emergence of Keynesian
economic thought, the view that public policies are important in achieving
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macroeconomic stability has gained great importance. In this sense, Keynes
attached special importance to public expenditures which is an important
constituent of fiscal policy and emphasized that these expenditures are
important tool in bringing economy with underemployment to full
employment equilibrium level.

Financial crises and different external demand shocks can lead to the
loss of production and high unemployment by causing serious fluctuations in
the economy. In countries where the size of the public sector in the economy
is relatively low, production decreases are higher. For example, the total loss
of production was 10% between 2008 and 2009 in countries such as Hong
Kong, Mexico, Taiwan and China where the share of public expenditures in
national income is around 18-20%. On the other hand, in Norway and France
where the share of public expenditures in national income exceeds 40% and
50%, the decrease in output was at the level of 2% and 1%, respectively.
These developments have shown that public size in economy affects the
depth of recessions in economies in different ways (Mohanty and Zampolli,
2009: 55). In order to overcome the global crisis, many developed and
developing countries have implemented Keynesian activist aggregate
demand policies to stimulate their economies.

With the Keynesian government policies implemented extensively
throughout the world during the 1940-1970 period, the welfare state was
institutionalized, public revenues and expenditures increased, social policies
and social welfare services such as education, health, housing, social
security, full employment, income distribution were developed (Kaya, 2014:
139). The stagflation crisis experienced in the 1970s initiated the search for a
new world order, and neo-liberal policies were brought to the agenda in the
1980s. Particularly, the structural adjustment programmes imposed on
developing countries revealed efficient use of resources and production
policies based on the incentive of private enterprises to make more profit.
For half a century, increasing international competition often works to the
benefit of capital owners. This situation causes unfair profits, loss of public
income, decrease in investments, poverty and low employment, and
fluctuations in the general level of prices in the economy. Therefore, the
macroeconomic instability caused by the global crisis that started in the USA
in 2007 and then spread to many countries has once again demonstrated the
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importance of public economy and Keynesian policies (Akan et al., 2008:
110-111; Tokucu and Saridogan, 2010: 79).

Governments can control inflation, and increase investment, output
and employment with certain fiscal policy tools such as public expenditures
and transfer payments. Achieving economic development is only possible by
establishing a strong financial infrastructure and producing efficient goods
and services. An increase in public expenditures created by the government
in times of crisis will enable economic growth by expanding the volume of
economic activities. Therefore, reducing government saving in times of
recession is an appropriate choice for governments aiming at economic
stability.

The government can increase or decrease business cycles by making
discretionary changes in fiscal policy and using automatic stabilizers. The
fact that the growth in the public sector increases the economic fluctuations
is due to the poor management of public expenditures and the lack of
coordination regarding the policies implemented. Indeed, the success of
countries with stable economies is largely related to the proper coordination
of government policies and the optimal adjustment of the public sector’s size
in the economy. A stable structure of public expenditures will be effective in
reducing fluctuations in output and national income level. Therefore, it is of
great importance to take countercyclical economic measures to prevent
business cycles and to minimize the effects of macroeconomic instability
(Afonso and Furceri, 2008: 10). Based on these information, the basic
assumption that the economic size of the public sector is determinant on
macroeconomic stability has been tested. In order to test this basic
assumption, in the first part, the relationship between the economic size of
the public sector and macroeconomic stability is discussed in a theoretical
framework. In the second part, empirical literature review is included. In the
third part, the data set and the method are explained and econometric
analysis is made. Finally, the study is completed with the conclusion and
policy recommendations.

1. THEORETICAL FRAMEWORK

The government which is one of the important economic actors can
take an active role in economic management and production from time to
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time in accordance with the understanding of minimal government
intervention, and contributes to real economic development. Therefore, the
government can positively and negatively affect investments, growth and
total output through public expenditures. As public spending is related to the
GDP, the issue of what the reasonable role or size of the public should be in
the economy has raised ambitious debates among various economists
(Doessel and Valadkhani, 2003: 5-6; Karimi et al., 2016: 32).

Classical economists explain the issue of economic stability with the
concept of invisible hand. It is known as the market or price mechanism.
According to the classical economists, even if there are occasional deviations
from the full employment, the economy will return to the full employment
equilibrium level thanks to the properly functioning price mechanism. In the
case of full employment; aggregate output, employment and national income
will reach the highest level in the economy. The government should only be
obliged to operate the competition in the market effectively and to provide
services such as defense, justice and public works. If the government
assumes any other role, it may destabilize the economy and lead to crises
(Dinler, 2017: 330).

Keynes, on the other hand, emphasizes that leaving economies to
market conditions will cause business cycles and the government should take
necessary measures to prevent these fluctuations or to minimize their effects.
In this regard, Keynes proposes that the government should intervene in the
economy through monetary and fiscal policies. In the Keynesian doctrine,
although monetary policy has a role in maintaining economic balances; a
more special importance is attached to fiscal policy, especially public
expenditures. The problematic of the public sector's size in the economy in
ensuring macroeconomic stability emerges at this point (Sen et al., 2018: 2-
4).

According to Keynes, an increase in public expenditures raises the
level of aggregate demand and output (Corsetti et al., 2016: 7). Hence,
increasing public expenditures in times of recession will be effective in
stimulating the economy (Amuka et al., 2016: 1931). While Keynes suggests
increasing aggregate demand through open budget policy (increasing public
expenditures) in times of recession; it proposes to reduce expenditures in
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cases where aggregate demand is greater than aggregate supply, that is,
overemployment occurs.

Musgrave (1958), in his book The Theory of Public Finance, argued
that Keynes' thesis that the main purpose of the government is only to ensure
economic stability is insufficient, and he explained the functions of the
government in the economy in a broader perspective. Musgrave's approach
formed the basis of statist policies that started to prevail around the world in
the 1960s. According to Musgrave, economic stability can only be achieved
by ensuring efficiency in resource allocation and fairness in income
distribution (Kaya, 2014: 133).

Today, industrialized countries strengthen the welfare society
depending on the importance of the government in the economic
development of the country while developing countries adopt state-
controlled development strategies. In the development of the country, it is of
great importance to develop the economic and social infrastructure services
adequately. Social services such as education, health, social security,
transport, and housing which are pure public goods can be easily marketed
(Kaya, 2014: 132-134). Therefore, in order to prevent any loss of rights in
the provision or distribution of these services especially in developing
countries, it is necessary to determine their optimal size and distribute them
in a balanced manner to all layers of the society. This is undoubtedly
possible by increasing the government's share in the national income and by
ensuring economic stability by public policies.

Galbraith (1958) explaines the active role of government in the
economic system with the "Theory of Social Balance". In this theory, it is
emphasized that optimal distinction must be made between the public and
private sector so that economic resources can effectively allocate private and
public needs. According to Galbraith (1958), the instability problem in the
economy can be overcome by eliminating the social imbalances in the
society. For that purpose, the government should reduce income inequality
as much as possible and to reduce the rate of poverty and unemployment,
ensure that all lower income groups in the society benefit widely from social
services. While the government fulfills these duties, it should increase public
expenditures in favor of these groups.
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Two other important studies that raised the interest in the relationship
between public expenditures and macroeconomic stability, and why the size
of the public in the economy should increase were done by H.C. Adams and
A. Wagner. Adams (1898) states that public expenditures and output always
increase at the same rate. On the other hand, Wagner (1958) argues that
public expenditures will increase at a higher rate than the level of output. He
states that the increase in the public sector's activities is a result of social and
economic progress, and therefore public expansion is inevitable. According
to this view, the scope of the public should be expanded as long as the
progress made in the society doesn't stop. The production of social services,
defense services and other public services necessary for the proper
functioning of the economy must be permanent (Peacock and Wiseman,
1961: 17; Amuka et al., 2016: 1931).

According to the Development Model created by Rostow (1960) and
Musgrave (1969), public expenditures vary in line with the stages of
economic growth and development. Public expenditures are assumed to be a
function of economic growth in the model. For this reason, public
expenditures occur at high levels in the early stages of economic
development in order to activate the necessary infrastructure investments to
accelerate industrialization. According to this theory, public expenditures
will decrease as the economy moves into the next phase. In the second phase
where growth accelerates, the mobility of private savings no longer becomes
a major problem. Hence, government's activities decrease as the activities of
the private sector expand. Finally, public expenditures are increased to
complete the activities carried out by the private sector in the phase of high
consumption and income level (Amuka et al., 2016: 1931).

Supply-side economists are of the opinion that the main reason for
economic instabilities is the inadequacy of supply and output. So they argue
that the government should reduce social expenditures as much as possible,
increase the money supply at a constant rate and arrange tax policies to
encourage savings and investments. In particular, an output and supply-
oriented program based on cutting public expenditures, reducing income and
corporate taxes, and implementing legal-institutional liberalization policies
will provide high productivity, high growth rate and low inflation (Aktan,
2009: 42).
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Proponents of supply-side economics attribute the cause of economic
depressions to the insufficient operation of the market economy. Hence, they
advocate that the main purpose of the government's economic policies
should be to take measures to make the market mechanism work more
effectively and to ensure that economy reaches its potential growth rate. The
government's intervention in all areas and the excessive growth of the public
sector are inconvenient in terms of the productivity, growth and
accumulation dynamics of the capitalist system. If the government
undertakes the role of both producing public goods and services and
redistributing income through the tax burden, it may result in economically
inefficient outcomes. It is only the private sector that will increase
competition and ensure stable economic growth in open markets (Dogan,
2006: 255).

Tinbergen (1952, 1956) believes that economic growth cannot be
achieved through the free market mechanism. The idea that structural
problems such as imperfect information, existence of monopolistic markets
and market rigidities in underdeveloped and developing countries would not
allow the free market mechanism to function fully was influential in the
development of the Tinbergen's theory. Tinbergen emphasizes the
importance of government planning in the processes of efficient allocation of
resources and fair distribution of national income. Reforms planned for
economic growth and development will be successful with systematic
institutional policies (Mihg1, 1996: 69-70).

Tinbergen, known for his work in welfare economics and
development planning, mentions the role of public economic institutions in
ensuring macroeconomic stability. The government has gained the
opportunity to fulfill the objectives of the public economics through the
public economic institutions which emerged in the form of nationalization of
many private enterprises in European countries after World War Il. The
government both produces private goods and manages the market economy
through these institutions. According to Tinbergen, countries with a large
share of the public sector in the economy are more successful than countries
where the market economy is predominantly adopted in ensuring economic
stability and preventing cyclical fluctuations (Sener, 2014: 106).
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2. LITERATURE REVIEW

There are many studies dealing with the economic size of the public
sector and macroeconomic stability. Among these studies based on panel
data analysis and time series analysis, there are limited studies on Turkey as
well as causality analyzes are seen to be limited. In this sense, filling the gap
in the literature for Turkey and carrying out this with causality analysis has
been an important feature that distinguishes this study from others.

Scully (1989), in his study for the USA, obtaines important evidence
that the public's economic size increases employment. In another similar
study, Lindauer and Velenchik (1992) examine EU countries and according
to the results of their analysis, it is determined that the size of the public in
economy is related to macroeconomic stability. Kandil (2001) analyzes the
asymmetric effects of government expenditure shocks in USA. In the
research it is found that an increase in public expenditures causes interest
rates to rise, reducing private consumption and investment expenditures and
consequently lowering the level of output and inflation. Fan and Rao (2003)
investigate the relationship between agriculture, education and health
expenditures and macroeconomic stability using the cross-section method
for 43 developing countries. The research findings show that expenditures in
the field of agriculture and health in Africa; expenditures on education and
agriculture in Asia and only health expenditures in Latin America affect the
economic growth positively. Ezirim et al. (2008) reveal that an increase in
public expenditures boosts inflation in USA within the framework of
cointegration and granger causality test.

Han and Mulligan (2008), in their time series analysis with the data of
1870-1995 for the USA and 1721-1990 for the UK, find evidence that the
increase in the public's economic size (increase in defense expenditures)
during the war periods destabilizes the economy by increasing inflation
while the increase in public expenditures except defense spending decreases
inflation. Feldmann (2009), using data of 58 developing countries between
1980-2003, states that in countries where the share of the public sector in the
economy is higher than that of the private sector, labor markets lose their
flexibility and their employment creation potential decreases. In another
similar study, Wang and Abrams (2011) examine 20 OECD countries with
panel data method and conclude that the increase in the size of the public
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sector increases unemployment rates. Authors suggest that unemployment
and public health insurance payments, compensation payments and private
insurance programs funded by government increase the motive of employees
to quit and reduce their incentive to search for a job.

Attari and Javed (2013) find that the increase in public expenditures
slows economic growth in Pakistan. Amuka et al. (2016) investigate the
relationship between public expenditures and inflation rate using the VAR
model for Nigeria and state that the main reason for inflation is the capital
expenditures of the government for economic services. Similarly,
Samanipour et al. (2016) find that the small government regime affects
inflation negatively while the large government regime affects it positively
applying threshold regression approach for the Iran. Garry and Valdivia
(2017) conclude that the increase in the size of the public sector boosts the
national income in their studies on the basis of the 1990-2015 period for
Mexico, Central America and the Dominican Republic. Monjazeb and Pati
(2017) find that the expansion in the public’'s economic size lowers the
inflation rate in their study performed by panel data analysis for 34
developing countries. Kovaci et al. (2018), in the study they conducted for
28 EU countries with the dynamic panel data analysis, determine that
public’'s economic size has a statistically significant and positive effect on
unemployment. On the other hand, they find that the negative impact of
public's economic size on employment is confirmed in 15 EU countries, and
that this effect is not significant in 13 EU countries.

In another study conducted by Holden and Sparrman (2018) on the
effect of the economic size of the public on unemployment with panel data
analysis for 20 OECD countries, it is determined that a 1% increase in public
expenditures reduces the unemployment rate by 0.3%. Onuaho and Agbede
(2019), in their studies within the framework of the data for the period 2000-
2017 for 20 African countries using the GMM method, find that
infrastructure and education expenditures reduce the unemployment rate
while defense and health expenditures increase it. Nguyen (2019), using
VECM technique for the period 1970-2010, determines that the increase in
the share of public expenditures in national income decreases inflation in
China, but it increases inflation in Indonesia and India.
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Ozer (2020) examines the relationship between the unemployment and
public sector's economic size in Turkey applying the Fourier-Shin
cointegration test and Toda and Yamamoto causality test. According to the
results of the study, a one-unit increase in public expenditures increases the
unemployment rate by 0.45 units. Sagdic and Yildiz (2020) examine 26
development regions in Turkey with the panel ARDL bounds testing
approach. The results of the study show that public expenditures affect the
unemployment rate positively in the short-term and negatively in the long-
term. Kutasi and Marton (2020), in their studies for 25 European Union
countries with the GMM method, set forth that social protection
expenditures negatively affect economic growth while health and education
expenditures affect it positively. Nepram et al. (2021) conclude that the
public sector's economic size increases the unemployment rate in their study
with the panel data analysis for India. Afonso et al. (2021), using the panel
cointegration and causality test for a sample of 8 developing countries,
reveal that the public sector’'s economic size is positively associated with
both unemployment and inflation.

3. ECONOMETRIC ANALYSIS
3.1. Dataset and Method

In this study, the effect of the public sector's economic size on
macroeconomic stability is examined. In the analysis, the variable from the
period of 1980-2019 which consists of Turkey's annual data was used.
Variables used as macroeconomic stability indicators; inflation (%),
unemployment (%) and economic growth (%). One of indicators of the
economic size of the public sector and the variable used to explain
macroeconomic stability is the share of public expenditures in GDP. Data on
variables were obtained from the World Bank database and the Ministry of
Treasury and Finance of the Republic of Turkey. In the study, the relation of
public expenditures (EXP) with inflation (INF), unemployment (UNEMP)
and economic growth (EG) in Turkey was analyzed with the help of the
Toda and Yamamoto (1995) causality method. In the first stage, the
Augmented Dickey-Fuller (ADF) (1979, 1981), Zivot-Andrews (1992) with
one internal structural break, and Lee-Strazicich (2003) which considers two
internal structural breaks unit root tests are used to determine the integration
orders of the series. In the second stage, the causality relation between public
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expenditures with inflation, unemployment and economic growth was
investigated.

3.2. Unit Root Tests

In time series analysis, it is great importance to perform the unit root
test of the series in order to estimate the relationships between the examined
series (G6v and Salihoglu, 2020). Toda and Yamaoto (1995), with the
appropriate delay of the vector autoregressive model (VAR) used for
causality analysis, it is necessary to determine the maximum integration
levels of the variables whose causality relationship is investigated. Because
of this reason, ADF (1979, 1981), Zivot-Andrews (1992) and Lee-Strazicich
(2003) unit root tests were used to determine the maximum integration levels
of the variables examined in the study.

The selection of the lag length in the ADF unit root test is a main
problem. Determining the appropriate number of delays in autoregressive
processes is critical and this is done with several methods in this sense.
However, AIC and SIC information criteria are used more in determining the
appropriate delay length in practice and AIC and SIC information criteria
should have a minimum value in order to determine the appropriate delay.
Because if the selected delay is larger than necessary, the estimates will be
sloped (Akyiiz, 2018: 184).

In the ADF test, the null hypothesis (H}) indicating that there is a unit
root in the series is tested against the alternative hypothesis (H,) stating that
the series is stationary. As a result of the estimation of ADF models, the
calculated t-statistics for the unit root test are compared with Dickey-Fuller's
(1979) critical table values or MacKinnon's (1996) table values. If the
calculated test statistic is less than the table value, H is rejected, otherwise
H, is accepted.

Table 1. ADF Unit Root Test Results

Fixed Model Fixed ve Trending Model
Variable Test Statistic | Probability | Test Statistic | Probability
Value Value
EG -6.82991 [0] 0.0000* -6.73244 [0] 0.0000*
INF -1.59959 [1] 0.4730 -2.77821 [0] 0.2134
AINF -6.58186 [1] 0.0000* -6.51144 [1] 0.0000*
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UNEMP -0.82158 [0] 0.8017 2.76164 1] 0.2195
AUNEMP | -4.81704[1] 0.0004* | -4.8992 [1] 0.0018*
EXP -1.05399 [0] 0.7240 -1.74692 [0] 0.7108
AEXP -6.07171 [0] 0.0000* | -5.99108 [1] 0.0001*

Note: A indicates first-order difference operatdr, * indicates stationarity at 1% significance
level. The values in square brackets are the optimal lag lengths calculated according to the
Akaike information criterion (AIC).

The results of the ADF unit root test are given in Table 1. According
to the analysis results of this test, EG series were found to be stationary in
level values at 1% significance level and INF, UNEMP and EXP series were
found to be stationary in first difference values at 1% significance level. In
other words, it was determined that EG series were 1(0) and INF, UNEMP
and EXP series were 1(1). Therefore, while the hypothesis for the EG series
H, was rejected, the Hy hypothesis for the INF, UNEMP and EXP series
could not be rejected.

In the time series analysis conducted for Turkey, both internal and
external shocks were experienced in the relevant period and changes were
made in the use of fiscal and economic policy tools. The shocks experienced
in this process affected the public expenditures variable showing the
economic size of the public and also had the power to significantly affect
macroeconomic stability variables. Therefore, considering the period and
variables examined in the study, it was thought that the application of unit
root tests that take into account structural breaks was necessary for the
nature of the study. Within the scope of this requirement, Zivot-Andrews
(1992) and Lee-Strazicich (2003) unit root tests considering structural
fractures were also applied in the study.

In the three models developed by Zivot-Andrews (1992) test, single
structural break is determined internally. Among these models, Model A
examines breakage in constant, Model B examines slope breakage and
Model C examines structural breakage in constant and slope (Zivot and
Andrews, 1992: 254). Although Zivot-Andrews (1992) included all three
models in their study, Model A, which takes into account constant fracture in
practice, and Model C, which takes into account fracture in constant and
slope, are used (Ar1 and Ozcan, 2015: 32). In this study, where the same
model estimation can be made for other series, the following models of the
Zivot-Andrews test for the EXP series were estimated:
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k
Model A: AEXP, = EXP,, + g+ ft+0DU, (A)+ Y CAEXP  +5, (1)

i=1

k
Model C: AEXP =aEXP_, + u+6DU,(2)+ ft+7DT, (1) + Y CAEXP +5,  (2)
i=1

The dummy variable indicating the change period in the average of
the DU, (1) series in Equation (1) - (2) and the DT,(4) dummy variable
indicating the change in the slope of the series in Equation (2). The t
statistics of the « coefficient calculated in the application of this test are
compared with the critical values in the study of Zivot and Andrews (1992).
If the calculated test statistic is less than the critical values, the Hj
hypothesis that the series is unit-rooted is rejected. In this case, the H
hypothesis that the series is stationary under a single internal structural break
is accepted. The results of the unit root test conducted to investigate whether
there are structural fractures in the series are shown in the table below.

Table 2. Zivot-Andrews (1992) Unit Root Test Results

Model A Model C
Variable Test Statistic | Break Date Test Statistic Break
Date
EG -5.47312* [3] 2003 -5.32095** [3] 2003
INF -4.75591 [4] 2000 -3.25162 [4] 2000
AINF -9.54836* [1] 1998 -9.42073* [1] 1998
UNEMP -3.87234 [1] 1993 -4.51388 [1] 2000
AUNEMP -5.16086** [1] 2000 -5.79886* [1] 2009
EXP -4.07503 [0] 1995 -4.30788 [0] 1995
AEXP -8.36045* [0] 2001 -8.37446* [0] 2001

Note: A indicates the first-order difference operator, * and ** indicate stationarity with a
single internal structural break at 1% and 5% significance levels, respectively. The values in
square brackets are the optimal lag lengths calculated with the t-statistic. The critical values
for Model A at the 1% and 5% significance level are -5.34 and -4.80, respectively. Critical
values for Model C at the 1% and 5% significance level are -5.57 and -5.08, respectively. The
critical values are got from the study of Zivot-Andrews (1992).

The results of the Zivot-Andrews (1992) unit root test for the
examined time series are presented in Table 2. When the test statistics in this

table were examined, it was concluded that EG is stationary under a single
structural break in the level values, but the INF, UNEMP and EXP series
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were stationary under a single structural break in the first difference values.
In other words, it was determined that EG series were 1(0) and INF, UNEMP
and EXP series were I(1). Therefore, while Hy was rejected for the EG
series, Hy could not be rejected for the INF, UNEMP and EXP series.

In the unit root test of two structural break Lagrange Multipliers (LM)
developed by Lee and Strazicich (2003), the LM test of Schmidt and Phillips
(1992) was rearranged to include two structural breaks. This test was
developed as an alternative to the two structural break unit root tests (LP)
developed by Lumsdaine and Papell (1997). Lee and Strazicich (2003)
criticized the Hy hypothesis that the series is unit-rooted without structural
breaks (Yilanci, 2009: 329). Therefore, in the Lee-Strazicich (2003) test, the
H, hypothesis is established as serial unit root under structural fracture (s).
The alternative hypothesis is that the series is stationary under structural
breaks. The following model was used in the Lee-Strazicich (2003) test:

Y, =0'Z,+e, e=pe,+¢ 3)

Here, the Z, is external variables vector and &, [ iid(0,57) . In the
Lee-Strazicich (2003) test, Model AA for the unit root test of allowing two
D,,] instead of Z,

in Equation (3). Model CC is defined for the unit root test that allows for two
structural breaks at the level and slope. Model CC is obtained by writing

structural breaks at level is obtained by writing [1,t, D,,,

[1,t,Dlt,D2t,DT1t,DT2t]' instead of Zt in Equation (3). Two structural

break LM unit root test statistics of the Lee-Strazicich (2003) test are
obtained as a result of the estimation of the following model:

Ayt = éVAZt + ¢§t—l +U, (4)

Here, it is in the form of S, =y, -y, -2, for t=2,.,T and

& shows the regression coefficients. The results of the Lee-Strazicich (2003)
structural fracture unit root test for the examined series are presented in the
Table 3.
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Table 3. Lee-Strazicich (2003) Unit Root Test Results

Model AA Model CC

varae | Tt | e | Tt | B e

(%5) (%5)
o | e TS | en
INF '3'[20?09 ol | asa '4'[702]07 0| s
i | G | e ||| e
UNEMP | 33958 [1] | oo | -3842 '5'[317]03 ooy | 565
AUNEMP | -46588 [0] | 500 | -3.842 '6-?2186* 2008 | 573
EXP | 28051 181 | po00 | 3842 | 130 | poos | 567
AEXP | 6959240] | e | -asaz | SUSY | N0 | s

Note: A indicates the first-order difference operator, * and ** indicate stationarity with a
single internal structural break at 1% and 5% significance levels, respectively. The values in
square brackets are the optimal lag lengths calculated with the t-statistic. Critical values at the
5% significance level are taken from Lee and Strazicich's (2003) study.

According to the results obtained in the study, it was concluded that
EG was stationary under two structural breaks in the level values, and the
INF, UNEMP and EXP series were stationary under two structural breaks in
the first difference values. In other words, it was determined that EG series
were 1(0) and INF, UNEMP and EXP series were 1(1).

3.3. Toda and Yamamoto (1995) Causality Test

The causality approach developed by Toda and Yamamoto (1995) to
test Granger causality relationships between time series is based on the
estimation of VAR models with increased latency. Whether there is a
cointegration relationship between the stationarity levels of the variables
examined and the variables does not affect the validity of the Toda and
Yamamoto (1995) test (Yilanct and Ozcan, 2010). In the Toda and
Yamamoto (1995) test, first of all, the appropriate lag length (k) of the VAR
model is calculated, in which the level values of the variables whose
causality is investigated are included. Then, the largest degree of integration
(dmax ) OF these variables is determined. After the k and d,,,. values are
determined, the parameter restrictions in the VAR(k + d,,,_...) model to be
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estimated for the causality test are tested. The k + d,,,..-length VAR model
has the ¥~ distribution of the Wald test with k degrees of freedom (Toda and
Yamamoto, 1995). The following VAR (k + d,,...) model is estimated for
the causality analysis of Toda and Yamamoto (1995):

k+d max k+d max
EG =c,+ Y, &EG + Y B,EXP_ +u, (5)
i=1 j=1
k+d max k+d max
EXP =c, + Z S, EXP_ + Z B, EG,_; +U, (6)
i=1 j=1

In the above VAR model 14, and thett,, error terms are considered to
be independent of each other. In Equation (5), the null hypothesis
Hy: B1; = 0 stating that there is no Granger causality from EXP to EG is

tested against the alternative hypothesis H;:f,; # 0 stating that there is a

Granger causality from EXP to EG. A similar process can be specified for
Equation (6). The results of the Toda and Yamamoto (1995) test applied in
the study to investigate the causal relationships between EXP and the other
variables in question are presented in the Table 4.

Table 4. Toda ve Yamamoto (1995) Causality Test Results

Causality Direction Lag Length ¥~ Statistic
EXP — EG k=4+ (dpgy =1) =5 13.38679 (0.0095)*
EG » EXP k=44 (dpge = 1) =5 8.887302 (0.0640)
EXP — INF k=34 (dpge = 1) =4 8.743378 (0.0329)**
INF — EXP k=34 (dper =11 =4 12.8027 (0.0051)*
EXP -» UNEMP k=14 (dmgy = 1) =2 0.454104 (0.5004
UNEMP — EXP k=14 (dpgy =1) =2 4.139212 (0.0419)**

Note: * and ** indicate causality at the 1% and 5% significance level. k represents the
appropriate lag length of the VAR model and d_max represents the maximum degree of
integration between variables. — indicates that there is a causal relationship in the direction
and - indicates that there is no causal relationship. The appropriate lag length was calculated
using the Akaike information criterion (AIC).

According to the results of the Toda and Yamamoto (1995) causality
test in Table 4, it was concluded that there is a one-way causality
relationship from EXP to EG, there is a two-way causality relationship
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between EXP and INF, and there is no causality relationship from EXP to
UNEMP. Based on the findings obtained, it can be said that the size of the
public economy had an effect on economic growth and inflation during the
period examined in Turkey, but had no effect on unemployment. In other
words, it was concluded that changes in the size of the public sector were the
cause of changes in economic growth and inflation, but not cause of changes
in unemployment.

The size of the public sector affects the total demand, output and
general level of prices. As a matter of fact, many results have been obtained
in the literature indicating that the size of the public sector affects economic
growth and inflation. Fan and Rao (2003), Attari and Javed (2013), Garry
and Valdivia (2017), Kutasi and Marton (2020) concluded that the public
sector's share in the economy affected economic growth. However, Kandil
(2001), Ezirim et al. (2008), Amuka et al. (2016), Monjazeb and Pati (2017),
Nguyen (2019), Afonso et al. (2021)’s studies revealed that the size of the
public sector has an effect on inflation. However, the findings we have
reached regarding the effect of the size of the public sector on
unemployment do not show parallelism with the studies in the literature. The
results in the literature suggest that changes in the size of the public sector
change unemployment rates. On the other hand, in this study, it was
determined that the size of the public sector was not the determinant of the
change in employment. It can be argued that the primary objective of public
policies in Turkey is not to regulate the employment market, so it is
insufficient to affect the dynamics of the labor market. It can be said that the
fact that the public sector fulfills its function not in terms of creating
production and employment in the economy, but in order to revive the total
demand, ultimately creates changes in inflation through its accelerating
mechanism. In the failure of government policies to increase production and
create employment, investments are not shifted to efficient areas, optimal
selection of production factors cannot be made, effective resource
distribution cannot be made, and as a result, the efficiency of the private
sector decreases (Oktayer and Susam, 2008: 148).

The failure to achieve price stability in the economy and to reach the
desired level in production and employment are related to the fact that there
is not a completely good total demand management and the production
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capacity is not fully utilized (Alkmoglu, 1999: 307). In addition, when we
consider that the size of the public sector triggers changes in growth and
inflation and this is shaped in the axis of rational policies, we can say that
the size of the public sector may be good for sustainable growth and a low
inflationary trend. As a matter of fact, the share of the public economy is
high in developed countries today, and price stability and wider employment
volume can be mentioned with sustainable growth in these countries.
However, in developing or underdeveloped economies, the size of the public
sector is low and at the same time, price instability, unstable growth and
employment volume are low.

The disproportionate liberalization process that started in the Turkish
economy as a result of neo-liberal policies in the post-1980 period increased
economic vulnerabilities and structural problems. However, the failure to
take measures to solve these problems and political instability caused Turkey
to constantly face crises and weakened the macroeconomic performance of
the country (Kanca and Bayrak, 2014: 38-44). In addition, the inefficiency
and poorness of public spending has been another important reason for not
achieving the desired economic goals. However, the existence of the
informal economy in our country and the inadequacy of taxes cause the
inefficiency of public expenditures and as a result, the public sector's
economic size in the national economy remains at very low levels (Sandalct
and Sandalci, 2016: 414-419). The low share of the public sector in the
national economy can significantly affect macroeconomic performance
negatively as well as render the policy development and implementation
process necessary for a successful ~macroeconomic performance
dysfunctional.

CONCLUSION

It is argued that the economy model, in which public sector is
predominant, provides more advantages than the economy model in which
market economy is effective in the process of ensuring macroeconomic
stability, and this is a requirement of the welfare state understanding. In
other words, it is stated that the changes in the size of the public sector are
the cause of the changes in the macroeconomic stability indicators and there
is a relationship between the economic size of the public sector and
macroeconomic stability. Based on this basic view, the relationship between
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the economic size of the public sector and macroeconomic stability was
examined in the study, in which Turkey's data for the period 1980-2019 was
used. According to the causality test results of Toda and Yamamoto (1995),
it was concluded that there is a causal relation from public expenditures to
economic growth and inflation, but there is no causality relation to
unemployment. These results provide important evidence that changes in the
size of the public sector are the cause of changes in economic growth and
inflation, but not changes in unemployment.

In order to ensure macroeconomic balances and maintain stability in
Turkey, which has an institutionalized economic and democratic structure,
the activity areas of the government must be well defined and public policies
must be implemented at an effective level. In this context, it is possible to
bring economic growth to a sustainable level and to keep inflation at
moderate levels by optimally adjusting the public's share in the economy.
The fact that the growth in the public sector can reduce economic
fluctuations and be effective in ensuring macroeconomic stability depends
on the stability and good management of public expenditures. Production of
efficient goods and services is the main condition for a rational growth.
Accordingly, domestic resources should be used to increase the development
and welfare of the country, and public expenditures should be directed to
productive areas.

Aggregate demand management applied to ensure full employment
can increase inflation after a certain level. Hence, demand management is a
necessary, but not sufficient condition for achieving full employment. As
soon as inflation starts to rise, supply-side policies should also be introduced.
Accordingly, common action should be taken in the determination of wages
and prices, heavy investments should be made in sectors with high
unemployment and productive capacity should be increased (Tokucu and
Saridogan, 2010).

The increase in public expenditures increases the production of
goods and services in the short-term; but when these expenditures are used
irrationally and unplanned, it can lead to low growth and high inflation in the
long-term. For this reason, populist policies should be avoided and attention
should be paid to the implementation of public policies in a way that will
ensure the development of the country in the long-term. Governments should
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develop countercyclical policies when they decide to implement
discretionary public policies. In the struggle against both recession and
inflation, economic growth should be obtained in line with the productive
capacity of the country. With the regulation of public policies (especially
public expenditures), the aggregate production of goods and services in the
economy will be able to respond to the aggregate demand instantly and more
easily. In an economy where the aggregate demand-aggregate supply
equilibrium is achieved, employment will already be at the anticipated and
targeted level.
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