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• Empirical studies: increase in public spending : significant and
persistent increase in consumption (B&P).

• Violation of neoclassical theory (C should decrease: negative
wealth effect).

Appropriate framework to study fiscal policy shocks?

• Gali, Lopez-Salido, Valles: NK with non-ricardian households.
→ Need a very high fraction of rule-of-thumb consumers.
→ Coenen, Straub(2005): this fraction small in Euro Area.

Here:

• Ricardian environment, complementarity between public and
private spending.

• RBC + G in Utility + habit formation



Refreshment : empirical evidence

VAR-based IR to 1% increase in G shock



The Model

Households

Preferences are:
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- C̃t is effective consumption, 1 − Nt is leisure.
- γ ∈ (0, 1): degree of habit formation, ǫ > 0, ψ > 0.

- Effective consumption is a CES index of C and G :
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- φ is the weight of private consumption. (φ = 1 and γ = 0 : RBC)
- ν > 0 is the elasticity of substitution btw C and G . If ν = 0: Ct

and Gt are perfect complements, if ν → ∞: perfect substitutes.

Budget constraint: Ct + It + κ
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Firms:

• Yt = AtK
α
t N

1−α
t with lnAt = (1− ρA) lnA + ρA lnAt−1 +µAt

Government:

• Gt = Tt with lnGt = (1 − ρG ) lnG + ρG lnGt−1 + µGt

Market clearing:

• Yt = Ct + It + Gt + κ
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Optimization and loglinearization:

• 9 equations, 9 variables (λt , C̃t ,Ct ,Nt , It ,Kt+1,Yt , ωt , rt).

Implication:
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Refreshment : Standard RBC (φ = 1 and γ = 0)

IR to 1% increase in G shock



RBC + G in Utility, γ = 0

Why different results? ∂λ̂t
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as the same sign as 1
ν
− ǫ.



RBC + G in Utility + habit (γ ∈ (0, 1))



Summary:

• RBC: only wealth effect : C ց & monotonicity.

• RBC + G in Utility : wealth effect + complementarity effect:
C ց or ր & monotonicity.

• RBC + G in Utility + habit: wealth effect + complementarity
effect (dampened): C ց or ր & non-monotonicity.

⇒ Need strong complementarity (low ν) and moderate habit
formation (γ ≃ 0.5).



Estimation of parameters





Conclusions

• Strong complementarity between public and private spending.

• Limited habit formation.

• Estimated model replicates quite well the IR of macro
variables to a G shock (non-monotonicity and ր in C ,
U-shape of I ).

• Model replicates 2nd moments beter than standard RBC.

• Not all types of public goods are complements!

• Optimal behavior of government?


