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1. Premises

Adam Smith enumerates the types of government spending that the sovereign must provide:

(Wealth of Nations, Book 5):

· “The first duty of the sovereign, that of protecting the society from the violence and invasion of other independent societies can be performed only by means of a military force…the military force.. must be maintained.. in time of war and afterwards even in time of peace”

· “The second duty of the sovereign, that of protecting as far as possible, every member of society from the injustice or oppression of any other member of it, or the duty of establishing an exact administration of justice”

· “The third and last duty of the sovereign or commonwealth is that of erecting and maintaining those public institutions and public works which, though they may be in highest degree advantageous to a great society, are, however, of such a nature that the profit could never repay the expense to any individual or small number of individuals”  

 Adam Smith mentions also the role of institutions helping and facilitating commerce ( education. 

Rational for Government Spending

All public finance literature aims at providing a rational for government spending and appropriate means for financing it. A classical formulation is due to Musgrave (1959): 

· stabilization  ( countercyclical policies

· provision of public goods


· redistribution (social goals, merit goods)

Stabilization: in the postwar period the ratio of government spending to GDP – especially in Europe - has not been fluctuating around some constant ratio – as implied by stabilization policies – but it has steeply increased. This tendency is corrected only since the 90s because of the EMU requirements. 

The fact that in several countries debt is a (large) positive quantity, shows that deficits and surpluses do not alternate over the business cycles as implied by stabilization or tax smoothing criteria.

In such cases, both tax collection and government spending are procyclical ( deficits are countercyclical simply because spending systematically exceeds revenues.

These aspects are emphasized when classical rather than growth cycles are used (SGP).

Public goods: non-rival, non-excludable
· Non-rival: the MC of an additional individual consuming the good is zero (e.g., defence)

· Non-excludable: it is difficult or impossible to exclude someone from consuming a good (e.g. , defence, justice)

In practice, goods (services) can be classified as more or less pure public goods, depending not only on their characteristics but also on contingent circumstances: some of the theoretically public goods can be congested and then rival, others can be at least partially excludable and so on.

Redistribution  

Redistribution is typically related to the Welfare State goals of reducing inequality and poverty. In turn,  “Welfare State” is a shorthand  for government activities in areas as Cash benefits, Health Care, Education and food, Housing and other services (Lampman, 1984). 

Barr (1992) mentions also the Welfare State role as an insurance against the risk of poverty, illness, unemployment. Other definitions (Wilensky and Lebeaux, 1965) make a distinction between a residual (safety net for the poor) and a universal  Welfare State for which every citizen is eligible.

Most of these definitions have not a clear macroeconomic counterpart in terms of  macroeconomic data consistent with NIPA definitions. Given the massive share of transfers in the public expenditure almost everywhere, several macroeconomists (e.g., Alesina-Perotti, 1997) identifty the Welfare State with the provision of income transfers: thus,  if redistribution increases, financing via social security and income tax must increase too as the data actually show: as a result there is an increase of  the labor tax burden that makes Welfare State economies less competitive. 

However, Welfare State is not necessarily confined to redistribution or else redistribution can be pursued in different ways: while social goals are typically obtained by income transfers to specific (eligible) groups of the population, public services are universal though they are not confined to the provision of more or less ‘pure’ public goods.

Merit goods (Musgrave, 1959): goods (services) provided by the government  despite the fact that they can be consumed individually (health, education etc.). 

The provision of merit goods   might reflect several goals:

· redistribution (social goals)

· supporting individual choices that are constrained by lack of income or knowledge (paternalism)

· externalities related to government consumption for merit goods (growth enhancing policies?)

Macroeconomic analysis of merit goods should evaluate what purpose they serve most and also if the provision of merit goods may increase or decrease macroeconomic performance (efficiency). 

The most analyzed case involves the role of  education in enhancing growth but health care has also obvious macroeconomic and welfare implications, especially in ageing societies. 

Since merit goods are government services that in the NIPA belong to the government consumption variable, it could be interesting to evaluate whether the response of household consumption to government purchases reflects or not the composition of  government consumption in terms of  public and merit goods. 

2. STYLIZED FACTS OF GENERAL GOVERNMENT SPENDING IN EUROPE

Government data can be evaluated via the traditional NIPA economic classification of spending  (consumption, transfers, fixed investment, interest payments). Conversely,  functional spending involves purpose-oriented items as education, health, defense, public order etc. 

The two criteria should be linked in order to understand what size of spending is related to what type of spending and how both might affect several macroeconomic issues. 

Despite of the fact that ESA95 (European System of Accounts, 1995) recognizes the problem and uses the UN/COFOG classifications for government consumptions, reconciling the two types of data is not easy on the EUROSTAT statistics.

The major problems deal  with the fact that the same type of spending might belong to different economic definitions of the General Government expenditure and also with the fact that deflators are not available for single spending components: deflators are reported  for government consumption (and investment) not for the government components. 

Finally, ESA95 relies too much on quantity (output) indicators rather than on input (prices, costs) indicators that are easier and less subjective to observe etc. than ‘volumes’ for services  are: volumes of services admittedly reflecting quality differences (health, education, transportation) that are intrinsically ‘subjective’ and difficult to compare over time and among countries (units).

2.1 Economic Classification

The major stylized facts are:

· Since the 70s  general government spending  in Europe has not simply increased, but has also changed its composition. 

· Government consumption stopped, in most cases, of being the largest component of government spending.

· Transfers became, the largest spending component. In turn,  the lion’s share of  transfers (80-90%, in most cases) consists of social security benefits.

· Fixed investment expenditures  was remarkably reduced everywhere. 

· The interest spending share rose notably in some cases, but  felt in the late 90s. 

REVENUES: parallel big increase in Social Contributions and Income Taxes ( Labor Tax

Table 1- Major types of expenditures as % shares of total  general government spending (Source: Oecd)
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	Finland
	
	
	
	
	
	France
	
	
	
	
	

	71-75
	51.1
	32.1
	6.9
	2.4
	31.0
	71-75
	47.8
	34.2
	9.3
	2.3
	38.7

	76-80
	50.5
	34.6
	5.8
	2.3
	36.5
	76-80
	48.2
	34.9
	7.6
	2.8
	43.8

	81-85
	50.0
	35.0
	6.4
	3.7
	39.2
	81-85
	46.9
	35.9
	6.4
	4.7
	50.1

	86-90
	48.6
	36.2
	8.0
	3.6
	42.9
	86-90
	45.5
	36.4
	6.7
	5.5
	50.0

	91-95
	43.0
	43.0
	5.6
	6.1
	56.2
	91-95
	44.9
	37.4
	6.7
	6.5
	52.6

	96-99
	44.1
	42.9
	5.8
	7.9
	50.2
	96-99
	45.3
	38.3
	5.7
	6.9
	52.8

	Germany
	
	
	
	
	
	Greece
	
	
	
	
	

	71-75
	43.4
	37.7
	9.7
	2.7
	41.5
	71-75
	
	
	
	
	

	76-80
	42.3
	40.4
	7.3
	3.6
	46.1
	76-80
	
	
	
	
	28.9

	81-85
	42.9
	40.5
	5.6
	5.9
	46.6
	81-85
	
	
	
	
	37.6

	86-90
	42.7
	40.9
	5.2
	6.1
	44.5
	86-90
	31.9
	34.4
	6.9
	15.0
	43.3

	91-95
	43.2
	40.6
	5.9
	7.3
	45.6
	91-95
	31.1
	34.6
	6.9
	22.8
	45.9

	96-99
	41.9
	44.2
	4.1
	7.8
	46.2
	96-99
	34.6
	38.9
	8.5
	19.6
	43.3

	Italy
	
	
	
	
	
	Norway
	
	
	
	
	

	71-75
	40.0
	38.4
	8.3
	  6.3
	37.2
	71-75
	46.7
	29.6
	12.2
	4.5
	38.1

	76-80
	35.3
	37.2
	7.6
	10.9
	40.8
	76-80
	44.3
	30.3
	10.3
	5.6
	43.7

	81-85
	33.9
	35.8
	7.6
	14.8
	48.4
	81-85
	43.8
	33.6
	  7.3
	7.1
	43.1

	86-90
	33.0
	36.1
	6.6
	16.4
	51.2
	86-90
	42.0
	36.1
	  7.8
	7.7
	48.3

	91-95
	32.5
	36.5
	4.9
	20.8
	53.8
	91-95
	42.9
	37.9
	  6.9
	6.3
	50.2

	96-99
	36.3
	36.9
	4.7
	17.9
	49.8
	96-99
	45.6
	38.2
	  7.7
	4.7
	45.4

	Portugal
	
	
	
	
	
	Spain
	
	
	
	
	

	71-75
	59.2
	21.8
	10.2
	  2.2
	21.9
	71-75
	49.2
	34.4
	12.1
	  1.4
	21.5

	76-80
	42.1
	33.1
	10.6
	  6.7
	31.2
	76-80
	48.5
	37.6
	  7.8
	  1.2
	26.9

	81-85
	33.3
	24.9
	  8.7
	14.6
	41.3
	81-85
	44.1
	37.3
	  8.0
	  2.7
	35.1

	86-90
	37.1
	29.9
	  8.3
	19.0
	39.3
	86-90
	42.4
	34.3
	10.2
	10.0
	38.4

	91-95
	39.8
	33.9
	  8.3
	15.4
	44.1
	91-95
	42.8
	35.4
	  9.6
	10.5
	42.7

	96-99
	42.7
	38.6
	  9.7
	  9.0
	43.8
	96-99
	43.9
	36.0
	  7.7
	11.3
	39.9

	Sweden
	
	
	
	
	
	UK
	
	
	
	
	

	71-75
	53.5
	29.6
	10.6
	  4.4
	44.5
	71-75
	
	
	
	
	

	76-80
	51.4
	32.7
	  7.5
	  5.1
	54.6
	76-80
	
	
	
	
	

	81-85
	48.1
	31.9
	  5.8
	11.3
	60.4
	81-85
	
	
	
	
	

	86-90
	48.2
	35.0
	  5.3
	10.2
	56.1
	86-90
	47.9
	32.6
	5.4
	6.4
	41.3

	91-95
	43.5
	38.3
	  4.6
	  9.3
	63.6
	91-95
	45.7
	38.0
	4.9
	5.3
	44.6

	96-99
	46.4
	37.8
	  4.2
	10.6
	57.9
	96-99
	45.5
	40.0
	3.3
	6.8
	40.8


2.2 Functional classification
The  COFOG classification considers ten spending categories:

1. General Public Services

2. Defence

3. Public Order and Safety

4. Education

5. Health

6. Social Security and Welfare

7. Housing and Community Amenities

8. Recreational, Cultural and Religious Affairs

9. Economic Services

10. Other Functions

We calculated public goods  as the sum of items 1, 2, 3 while obtaining  merit goods as the sum of  items: 4, 5, 6, 7, 8.  Both components account for about 90% of the final government consumption expenditures, the remaining items  being a small residual component  (Other Functions) and the Economic Services  which applies also – for the appropriate items - to subsidies and capital expenditures. 

Source: Oecd (ADB, EO, Social Expenditure Database)

Following  Saunders and Klau (Oecd, 1995), we  look at three major categories: 

A. Traditional Domain, which corresponds to the provision of public goods such as defense, public order, justice, etc.

B. Welfare State Domain, which in turn is made up by two subcategories: 

i) Merit Goods,  such as  education and health services.

ii) Income Maintenance Programs, that include social security benefits and many other cash benefits for the eligible recipients (disability, injury, sickness, unemployment, housing benefits, etc.)

C. Mixed Economy interventions which mostly amount to infrastructure spending (Economic services) and to interest payments on the outstanding general government debt.

Τable 2 - The Structure of  General Government  Expenditure in 1981  (GDP % shares)

	
	Denmark
	France 
	Germany
	Italy
	United Kingdom(1979)
	Spain

(1985)
	Norway

	
	
	1983
	1981
	
	
	
	
	

	Total Expenditure
	59
	59.5
	52.3
	49.2
	49.8
	49.3
	46.6
	51.2
	45.5
	43.2
	42.6
	44.5

	
	
	
	
	
	
	
	
	
	
	
	
	

	The traditional domain:
	
	
	
	
	
	
	
	
	
	
	
	

	Public goods
	7.8
	8
	8.2
	7.5
	8.6
	6.8
	6.8
	7
	7.8
	7.7
	5.5
	5.8

	      Defence
	2.5
	2.6
	3.5
	3.8
	2.9
	2.9
	1.8
	2
	4.5
	4.5
	2
	2.9

	      General public services

	5.2
	5.4
	4.7
	3.7
	5.7
	3.9
	5
	5
	3.3
	3.2
	3.6
	2.9

	
	
	
	
	
	
	
	
	
	
	
	
	

	Welfare state:
	37.7
	33.8
	39.1
	33.2
	30.9
	31
	27.2
	29.8
	25.5
	22.7
	24.8
	26.8

	   Merit goods
	16.4
	17.4
	19.2
	16
	14
	14.3
	12.8
	14
	13.6
	13.6
	11.3
	13.9

	      Education
	7.7
	8.4
	5.7
	5.9
	5.2
	5.2
	5.4
	6.1
	5.2
	5.1
	3.7
	5.7

	      Health
	5.7
	5.7
	8.9
	6.4
	6.5
	6.8
	5.4
	6
	4.6
	4.4
	4.7
	5.9

	      Housing and community   

      amenities      
	1.3
	1.6
	3.6
	2.8
	1.4
	1.4
	1.5
	1.5
	3.2
	3.5
	2
	1.1

	      Recreational, cultural and  

      religious services                         
	1.7
	1.7
	1.1
	0.9
	0.9
	0.9
	0.5
	0.4
	0.6
	0.6
	0.9
	1.2

	   Income maintenance

	21.3
	16.4
	19.9
	17.2
	16.9
	16.7
	14.4
	15.8
	11.9
	9.1
	13.5
	12.9

	      Pensions

	7.8
	8.1
	11.5
	11.9
	11.6
	12.6
	11
	13.1
	-
	6.5
	8.9
	-

	      Sickness benefits
	1,7
	1.2
	0.6
	1.2
	0.5
	0.6
	0.5
	0.8
	-
	0.4
	0.7
	-

	      Family allowances
	1,1
	1.2
	2.5
	2.2
	1.8
	1.2
	1.2
	1.2
	-
	1.4
	0.2
	-

	      Unemployment  

      Compensations
	5
	5.1
	2.3
	1.9
	1.2
	1.4
	0.8
	0.6
	-
	0.7
	2.8
	-

	      Other
	5.3
	0.8
	2.4
	-
	1.4
	0.9
	0.8
	-
	-
	-
	0.5
	-

	The mixed economy:
	12.2
	10.6
	6.1
	6.1
	7.0
	7.1
	12.6
	14.7
	8.0
	8.2
	7.9
	11.6

	   Economic services
	6.3
	5.3
	3.6
	3.9
	4.8
	4.9
	6.5
	7.5
	3.6
	3.6
	6
	8.6

	   Interest payments

	5.9
	5.3
	2.5
	2.2
	2.2
	2.2
	6
	7.2
	4.4
	4.6
	1.9
	3

	Table 3, 1995
	Denmark
	France

(1993)
	Germany
	Italy
	Norway (1991)
	Portugal
	Spain
	United Kingdom

	Total expenditure
	59.7
	56.6
	57.6
	52.6
	51.3
	49.9
	47.2
	44.3

	The traditional domain 
	
	
	
	
	
	
	
	

	   Public goods
	7
	8.8
	7.1
	8
	6.8
	6.4
	5.6
	7.4

	      Defence
	1.7
	3
	1.4
	1.7
	2.9
	2.2
	1.5
	3.3

	      General public services
	4.3
	4.6
	3.9
	4.5
	3
	2
	1.8
	1.9

	      Public order and safety
	1
	1.2
	1.7
	1.8
	0.9
	2.1
	2.2
	2.2

	Welfare state
	40.2
	43.6
	32.8
	30.1
	36.4
	26.8
	28.4
	30.1

	   Merit goods
	14.5
	21.7
	13.3
	11.9
	15.5
	14.1
	13.2
	13.3

	      Education
	7
	6
	4.4
	4.7
	6.5
	6.8
	4.9
	5.4

	      Health
	5
	10.8
	7
	5.4
	6.8
	5
	5.5
	5.8

	      Housing and community   

      Amenities
	1
	3.7
	1.1
	1.2
	0.8
	1.2
	1.7
	1.5

	      Recreational, cultural and 

      religious services
	1.5
	1.2
	0.8
	0.6
	1.4
	1.1
	1.2
	0.6

	   Income maintenance
	25.7
	21.9
	19.5
	18.2
	20.9
	12.7
	15.2
	16.8

	      Old-age cash benefits
	7.4
	10.1
	10,1
	10.9
	5.9
	6
	8
	6.5

	      Disability cash benefits
	1.9
	1.1
	1,1
	1.4
	2.8
	1.7
	1.3
	2.6

	      Occupational injury and 

      Disease
	0.2
	0.4
	0.3
	0.5
	0
	-
	-
	0.2

	      Sickness benefits
	0.6
	0.6
	0.5
	0.1
	1.6
	0.6
	1.1
	0.2

	      Services for the elderly and

      The disabled people                    
	2.9
	0.7
	0.6
	0.2
	3.6
	0.2
	0.2
	0.7

	      Survivors
	0
	1.9
	0.6
	2.6
	0.4
	1.3
	0.9
	0.8

	      Family cash benefits
	1.9
	2.2
	1.2
	0.4
	2.1
	0.7
	0.3
	1.9

	      Unemployment
	4.4
	2.1
	2.3
	0.9
	1.2
	0.9
	2.4
	0.9

	      Housing benefits
	0.8
	0.9
	0.1
	0
	0.2
	0
	0.1
	1.8

	      Other
	5.5
	2
	2.7
	1.2
	3
	1.1
	0.9
	1.2

	The mixed economy
	12
	8.6
	15.1
	16.1
	10.8
	12.6
	11.4
	6.9

	   Economic services
	5.6
	4.9
	11.4
	4.6
	7.6
	6.3
	6.2
	3.3

	   Public debt interests
	6.4
	3.7
	3.7
	11.5
	3.2
	6.3
	5.2
	3.6


The functional classification shows that:

· The provision of public goods is roughly a constant and a relatively small share (5%-9%)  of total government spending. 

· Most of the spending increase (Tables 2-3) is associated with the Welfare State components. However, the increase in the Merit Goods, is small, so that the increase in Income Maintenance programs dominates. 

By looking at government consumption only (Table  4), we find  that:

· The share between government and household consumption generally rises in nominal terms but falls in volumes. This reveals a different deflator pattern  (pcg>pc).

· the public good component is much smaller than the merit good component. 

· The public good component tends to fall and, ranges between one fourth and one third of the overall consumption. Greece seems to be the only exception in our sample.

· Education and health account for about 4/5 of the total merit goods .

      Table 4a - Public and Merit Goods Components of  Government Consumption

	
	Govt/private consumption ratio
	Government consumption % composition



	
	Nominal
	Real
	Public goods
	Merit goods

Total               Education       Health

	Denmark
	
	
	
	
	
	

	1971-75
	44.1
	44.3
	22.5
	67.6
	23.4
	22.1

	1976-80
	47.6
	47.9
	20.1
	65.9
	22.0
	20.5

	1981-85
	52.8
	54.8
	19.7
	64.8
	21.2
	18.7

	1986-90
	50.7
	51.7
	19.4
	66.0
	20.8
	18.7

	1991-95
	51.8
	50.7
	18.2
	69.1
	21.1
	19.3

	Finland
	
	
	
	
	
	

	1971-75
	28.1
	34.5
	
	
	
	

	1976-80
	32.5
	39.5
	24.0
	67.7
	28.0
	21.6

	1981-85
	35.2
	41.2
	23.7
	68.4
	26.0
	22.2

	1986-90
	38.2
	40.0
	22.3
	70.3
	25.5
	22.5

	1991-95
	41.5
	42.5
	21.9
	69.4
	25.7
	21.8

	France
	
	
	
	
	
	

	1971-75
	26.5
	29.5
	
	
	
	

	1976-80
	30.0
	29.8
	
	
	
	

	1981-85
	31.8
	31.1
	33.3
	59.2
	25.9
	16.5

	1986-90
	30.7
	30.6
	34.0
	59.3
	25.6
	16.7

	1991-95
	31.8
	31.7
	32.5
	60.9
	26.1
	17.3

	Germany
	
	
	
	
	
	

	1971-75
	33.3
	36.7
	35.8
	58.6
	19.1
	26.6

	1976-80
	35.0
	36.3
	32.6
	62.4
	20.1
	29.1

	1981-85
	35.4
	37.4
	32.0
	63.4
	20.1
	29.4

	1986-90
	35.1
	35.6
	31.0
	64.6
	19.1
	30.5

	1991-95
	34.7
	33.6
	26.6
	69.2
	18.6
	32.2

	Greece
	
	
	
	
	
	

	1971-75
	15.5
	
	74.7
	23.7
	14.3
	8.2

	1976-80
	19.5
	
	73.8
	24.1
	13.9
	9.0

	1981-85
	22.7
	
	70.7
	25.4
	14.0
	9.9

	1986-90
	23.0
	
	68.0
	27.8
	14.8
	11.5

	1991-95
	
	
	
	
	
	


        Table 4b - Public and Merit Goods Components of  Government Consumption
	
	Govt/private consumption ratio
	Government consumption % composition 


	
	Nominal
	Real
	Public goods
	Merit goods

Total           Education       Health      

	Italy
	
	
	
	
	
	

	1971-75
	24.3
	33.4
	
	
	
	

	1976-80
	24.0
	31.6
	
	
	
	

	1981-85
	27.0
	30.8
	35.6
	57.4
	29.0
	19.5

	1986-90
	27.6
	29.7
	37.2
	56.1
	28.1
	19.3

	1991-95
	27.8
	28.7
	37.8
	56.3
	26.6
	21.1

	Portugal
	
	
	
	
	
	

	1971-75
	18.5
	13.2
	
	
	
	

	1976-80
	18.7
	17.5
	
	
	
	

	1981-85
	20.3
	21.5
	
	
	
	

	1986-90
	23.1
	24.1
	37.0
	53.3
	28.0
	16.7

	1991-95
	26.9
	25.5
	34.1
	55.5
	30.3
	17.1

	Spain
	
	
	
	
	
	

	1971-75
	15.1
	15.9
	
	
	
	

	1976-80
	18.4
	17.8
	
	
	
	

	1981-85
	21.7
	21.2
	
	
	
	

	1986-90
	23.9
	24.0
	25.6
	61.1
	18.5
	23.6

	1991-95
	26.9
	26.6
	26.6
	61.6
	21.4
	24.9

	Sweden
	
	
	
	
	
	

	1971-75
	44.1
	46.3
	
	
	
	

	1976-80
	52.9
	49.9
	
	
	
	

	1981-85
	55.4
	55.5
	23.1
	69.4
	20.2
	25.1

	1986-90
	51.7
	52.9
	23.4
	69.0
	19.8
	24.2

	1991-95
	50.6
	55.7
	25.2
	66.8
	19.3
	19.2

	UK
	
	
	
	
	
	

	1971-75
	31.7
	40.5
	
	
	
	

	1976-80
	35.1
	41.7
	34.7
	55.4
	22.5
	21.5

	1981-85
	36.2
	40.1
	35.7
	54.9
	21.0
	22.1

	1986-90
	32.4
	33.7
	34.5
	56.1
	20.9
	22.8

	1991-95
	34.1
	33.6
	32.3
	59.6
	20.5
	25.6


3. PRIVATE AND GOVERNMENT CONSUMPTION 


Consumption services (Cs) are provided either by private and government consumption:

Earlier studies: Bailey (1971), Hall (1980),  and Barro (1981) (
government consumption substitutes private consumption 

How CG (  C ? Evidence is not conclusive:  

· Aschauer (1985), Kormendi (1983), and Bean (1986) using different data sets for the United States find a small substitution effect between private and public consumption. Ahmed (1986) using a long data set for the UK also finds evidence of substitutability. 

· Campbell and Mankiw (1990) do not find any significant effect, in a postwar data set for the US.  

· Karras (1994) finds  complementarity between public and private consumption  in a number of countries.  

· Ni (1995) shows that the relationship between private and government consumption is affected by the  choice of the utility function.  

 PRIVATE CONSUMPTION AND HETEROGENEOUS GOV.T CONSUMPTION

Fiorito and Kollintzas (2004) split government consumption into G (public goods) and M (merit goods) for both  theoretical (non-rivalry in public goods consumption, externalities in merit goods consumption)  and empirical reasons. 

Model of household behavior in the presence of private, public, and merit goods.
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 Features: 

· no particular utility is used since this choice implies restrictions that severely limit the nature of     the relationship (  the only assumptions about the utility function are strict concavity and non-separability to account for the durable goods in the NIPA consumption data.

· we characterize the relation as deviations from the steady state.

:

Thus: 

c and g (m)  are “Edgeworth” substitutes, independent or complements, depending on whether the cross partial derivative of the temporal utility function  is negative, zero, or positive. 

Dynamic panel estimate

The dynamic panel estimate consistent with the Euler equation is: 

     (cit =        a1(cit-1 + a2( mit +  a3( m it-1 + a4( g it + a5( g it-1 + a6( pp it-1+ a5(rit + eit



                  

where all variables are logged and in per capita units. R is the after tax real  interest rate; pp is the ratio of the working age population (15-64) on total population which is important for the merit goods that are mostly consumed by the young (education) and by the old (health).

· GMM estimates of the permanent income model

· We do not report here other estimates disaggregating g and me by categories, adding an intercept and evaluating  also a myopic specification a’ la Campbell-Mankiw (1989).

· In all cases, results are the same and parameters are very stable.

Table 5 - Private and government consumption (Dynamic Panel - GMM)

	Eq
	1
	2
	3
	4
	5
	6
	7

	Δci, t-1
	.675

(.175)
	.773

(.110)
	.464

(.127)
	.412

(.135)
	.544

(.139)
	.538

(.146)
	.498

(.110)

	Δmit
	.353

(.123)
	.498

(.063)
	
	
	.580

(.081)
	.603

(.085)
	

	Δmi,t-1
	.103

(.084)
	-.277

(.048)
	
	
	-.336

(.082)
	-.345

(.104)
	

	Δm2it
	
	
	.504

(.081)
	.704

(.136)
	
	.
	.537

(.093)

	Δm2i,t-1
	
	
	-.010

(.066)
	-.377

(.129)
	
	
	-.257

(.094)

	Δgit
	-.102

(.080)
	-.067

(.063)
	-.062

(.088)
	
	
	
	

	Δgi,t-1
	-.078

(.065)
	-.093

(.038)
	-.248

(.062)
	
	
	
	

	Δg2it
	
	
	
	.028

(.098)
	
	.005

(.077)
	

	Δg2i,t-1
	
	
	
	.060

(.065)
	
	.054

(.048)
	

	Δg3it
	
	
	
	
	.059

(.110)
	
	.060

(.092)

	Δg3i,t-1
	
	
	
	
	.064

(.057)
	
	.020

(.051)

	Δppit
	
	-.375

(.134)
	-.218

(.124)
	-.181

(.137)
	-.148

(.099)
	-.184

(.118)
	-.225

(.102)

	Δrit
	.284

(.234)
	.082

(.193)
	.139

(.173)
	.804

(.221)
	.389

(.233)
	.459

(.248)
	.613

(.190)

	RSQ
	.418
	.273
	.401
	.211
	.347
	.280
	.348



	J-Test
	χ²(11)=13.6

Pval=.253
	χ²(15)=15.3

Pval=.426
	χ²(13)=11.4

Pval=.575
	χ²(10)=9.2

Pval=.513
	χ²(13)=11.5

Pval=.570
	χ²(13)=12.1

Pval=.520
	χ²(13)=13.5

Pval=.413

	EXCLM
	χ²(2)=9.93

Pval=.01
	χ²(2)=70.0

Pval=.00
	χ²(2)=41.0

Pval=.00
	χ²(2)=29.1

Pval=.00
	χ²(2)=57.8

Pval=.00
	χ²(2)=50.5

Pval=.00
	χ²(2)=36.6

Pval=.00

	EXCLG
	χ²(2)=2.54

Pval=.281
	χ²(2)=9.07

Pval=.011
	χ²(2)=23.6

Pval=.00
	χ²(2)=1.1

Pval=.573
	χ²(2)=1.36

Pval=.508
	χ²(2)=1.27

Pval=.530
	χ²(2)=.436

Pval=.804


Table 6 - Aggregate  Private and Government  Consumption (Dynamic Panel)

	Eq.
	Δci t 
	Δci, t-1
	Δgci t
	Δppi t
	Δrit
	RSQ
	DW
	INSTRUMENTS
	J Test

	(1)
	OLS
	.345

(.051)
	.393

(.049)
	
	
	.500
	1.91
	
	

	(2)
	GMM
	.423

(.135)
	.400

(.096)
	
	
	.454
	
	ci, t-2..t-5 ; 

Δgci, t-1,…t-4
	9.43(6) ;

pval=.151

	(3)
	
	.534

(.105)
	.335

(.084)
	
	.223

(.116)
	.527
	
	ci, t-2..t-5 ; 

Δgci, t-1,…t-4

Δrit-1,.., t-4
	11.3 (9)

pval=.255

	(4)
	
	.423

(.102)
	.402

(.086)
	.142

(.153)
	.297

(.126)
	.434
	
	ci, t-2..t-5 ; 

Δgci, t-1,…t-5

Δppi, t-1,..t-5

Δrit-1,.., t-5
	17.8 (15)

pval=.274


Major results:

· Estimates are robust in showing that public goods substitute while market goods always complement private consumption. The size of the merit good elasticity is always bigger

· the J-tests support the plausibility of the instruments  restrictions.  

· results are also robust to several definitions/measurements of g and m.   

· the exclusion tests we report for both public and merit goods variables show that merit goods always belong to the regression

· the public goods variables tend to be insignificant the higher is their public good content. 

· the estimated EIS is always significant and consistent with microdata estimates.

Possible reasons for complementarity of the merit goods:

· merit goods may increase the consumption of complement private goods because they are relatively inefficient (e.g., public schools and private tutors). 

· merit goods may increase the consumption of private goods because they are increasing the demand for other goods (public schools, books,  newspapers and magazines) ( externality 

Thus, complementarity within the same spending category could reflect inefficiency while complementarity between different spending categories could suggest that positive externalities occur.

CONCLUSIONS

· Quite apart from definition debates on the boundaries of the Welfare State, evaluating if and how the Welfare State spending can be productive in different spending categories is probably the most interesting or perhaps the only remaining justification for the future of the Welfare State in Europe. 

· In the meantime, it seems difficult that merit goods consumption can be further sustained if the income maintenance components are so large everywhere.

· The substitutability between private and public goods consumption and the complementarity between private and merit goods consumption have important messages for both theory and policy.  

· The message for policy is, obviously, that government spending will tend to have different effects depending on whether it includes public goods consumption or merit goods consumption. 

Understanding the precise effects will require a dynamic stochastic general equilibrium model. The message for theory and the construction of such a stochastic dynamic model is that public goods and merit goods consumption should be accounted for separately: calibration of parameters should at least consider this possibility. 

� "Public order and safety" is included .


� Data are from the OECD Social Expenditure Database. In the functional classification,  "social security and welfare "  is the corresponding item. For the UK,  we used  the National Accounts source  since the Social Expenditure Database  begins in  1980.


� It includes unfunded pensions, social assistance grants and welfare benefits.


� General Government debt interest payments.(OECD, Fiscal position and business cycles database). For  Denmark,  we used the  OECD national accounts data for General Government where the item “other” is essentially made by interest payments.  
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