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public employment shocks are mildly expansionary at the federal level and strongly ex-
pansionary at the state and local level by crowding in private consumption and increasing
labor force participation and private sector employment. Similarly, state and local govern-
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E12 show that the degree of complementarity between public and private goods in the con-
E32 sumption bundle is key for explaining the observed heterogeneity.
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1. Introduction

The last financial crisis and the subsequent Great Recession still take their toll on many advanced economies. They have
posed a serious threat on output and the labor markets, leading to an unusually slow recovery. This fact has revived the
debate on the effectiveness of discretionary fiscal policy as a tool to stimulate private activity, establish sustainable growth
and recover lost jobs. Another relevant question that naturally arises in this context is which fiscal instruments are the most
effective for fueling economic activity.

Most of the empirical VAR literature on the macroeconomics of fiscal policy does not distinguish between different types
of government spending, and treats total government spending as a single fiscal instrument. Needless to say, not all types
of government spending are expected to induce the same effects on the macroeconomy. Furthermore, most of the liter-
ature interprets the empirical effects of this total government spending instrument as if they were the result of changes
in government consumption of goods and services. However, government spending is not only consumption of goods and
services. Wage and salary payments account for a large share of public expenditure in the U.S. During the postwar period,
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(a) Historical evolution

100%

s0% NN \\\

80% \\\\\ \\

N

-~ DN

60%

50%

40%

30%

20%

10%

0%
~ o ..
3 ] b=}
— - ~
= A= o
=] o g

W Wage Bill = Non-wage Consumption ® Investment

(b) Comparison with the other spending components (as % of total spending)
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(c) Disaggregation by government level

Fig. 1. The government wage bill in the U.S. (Data source: BEA).

government wage and salary expenditure has accounted for about 50% of government expenditure (See Fig. 1(b)). In the
aftermath of the Great Recession, concern about the government budget has focused greater attention on the costs that the
government incurs to compensate its employees.

Given the weight of wage expenditures in total government spending, the purpose of this paper is to estimate the ef-
fects of public wage bill policies on output and the labor market of the private sector, and draw policy implications that
could be useful in the aftermath of the crisis. Using U.S. data over the period 1979-2007, we identify exogenous shocks to
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