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Trade Openness and Fiscal Expenditure Cyclicality:
Evidence from PSM-DID Quasi-Natural Experiments

WANG Liyong' ZHU Lingxiu®
(1. Central University of Finance and Economics, Beijing, China;

2. Chinese Academy of Sciences, Beijing, China)

Abstract: This paper uses a State-Space Model to estimate the cyclicality of China’s provincial fiscal expenditure
from 1993 to 2016. The PSM-DID method is then used to study the causal effect of trade openness on fiscal expendi-
ture cyclicality and its mechanism. The results show that, firstly, China’s fiscal expenditure is generally pro-cyclical
with regional heterogeneity. The degree of fiscal expenditure pro-cyclicality has reduced in recent years. This reduc-
tion is most evident in the eastern region, where fiscal expenditure is counter-cyclical, while the western region’s pro-
cyclicality of fiscal expenditure is more significant and more stable. Secondly, trade openness has a significant impact
on the cyclicality of fiscal expenditure. The higher the degree of trade openness is, the fiscal expenditure tends to be
more pro-cyclical. Thirdly, the causal effect of trade openness on the fiscal expenditure cyclicality is persistent and ex-
hibits dynamic heterogeneity. As time went by, the impact generally increased and then declined. Fourthly, the size of
the government is the mechanism through which trade openness affects fiscal expenditure cyclicality. Increases in trade
openness bring about larger government size, which in turn leads fiscal expenditure to be more pro-cyclical.

Keywords: Trade Openness; Fiscal Expenditure Cyclicality; State-Space Model; Quasi-Natural Experiment;
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