The “Ricardian effect”: to be
taken with caution!

By David Ben Dahan and Eric Heyer

Is the deterioration in the public finances influencing
households’ consumption behaviour? A recent INSEE study tries
to answer this with an econometric estimate of the
determinants of the savings rates using yearly data from 1971
to 2011. Based on the results of the study, the authors
attribute recent changes in the French households’ rate of
consumption to fiscal policy and the state of the public
finances. Their model thus concludes that there is a
significant “Ricardian” effect: having noted the worsening
state of the public finances during the crisis, households are
anticipating future tax hikes, leading them to up their
savings during the recent period. Note that this effect 1is
only temporary: the results of the INSEE’s econometrics
indicate that while this has reined in consumer spending in
the short term, the effect will fade quickly and disappear in
the long term. Households are therefore “Ricardian” .. but only
in the short term!

This oxymoron may be due to the fact that the standard
determinants of consumption, i.e. inflation, interest rates
and the unemployment rate, do not have any effect over the
period studied by the INSEE. Hence for the INSEE, French
households are forming rational short-term expectations, but
without building up any “precautionary savings” against the
risks associated with a deterioration in the labour market.
However, in a recession, since a deterioration in the public
finances goes hand in hand with a consequent rise in
unemployment, the “Ricardian effect” and “precautionary
savings” are 1in competition, making it difficult to
distinguish them (Figure 1).
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Figure 1. Change in the savings rate, the public deficit and the unemployment rate
between 2008 and 2011
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It should be noted in this regard that the stability of the
parameters estimated by the INSEE is not guaranteed over the
period 1970-2011: the non-significance of the unemployment
rate is resolved once the estimation period begins later,
after 1975, and this variable becomes highly significant from
1978. This is why we have reproduced the INSEE’s analysis by
starting the estimate in 1978. The results from modelling the
rate of household consumption using an error correction model
(ECM), based on three different specifications presented in
Table 1, can be summarized as follows:

1. As with the INSEE’s results, there is no significant
“Ricardian effect” in the long term over the period
1978-2011. In the short term, this effect is marginally
significant (at 10% in equation 1);

2. When we 1integrate the unemployment rate into the
analysis, the effect is significant in the short and
long term (equations 2 and 3);

3. When placed in parallel with precautionary savings, the
“Ricardian effect” loses its short-term explanatory
power (equation 2).
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Table1. Summary of the results of estimates of the determinants of the
household consumption rate

Pérlod:1978-011

Equation 1 Equation 2 Equation 3
Long-term effect
Adjustment coefficient fgﬂfgg;“ {',[_}_'qﬂ?;;" 'ffg;]m
Precautionary savings Yes Yes
Unemployment rate (%) figﬁ,} fj 13?}
Ricardian effect Man
Structural primary public balance 3,16
(% GDI) (0,91}
Short-term dynamic
Precautionary savings Ve Yes
F iy N *hk
Unemployment rate (%) 4.'?5%4) {%{?ﬁj
Ricardian effect Oui Mo
Structural primary public balance 0,12 -0,02
(% GDI) (1,94} (-2,47)
Statistical diagnosis
R 0,98 0,98 0,99
55R 0,0005 0,0004 0,0003
SSE 0,005 0,0045 0,0038
LM 0,018 0,32 0,55
(p=0,98) (p=0.73) (p=0,58)
0,70 1,06 1,19
larque-Berra (p=0,70) (p=0.59) {p=0,55)
0,14 0,66 0N
e (p>0,71) (p=0,42) (p>0,73)
Notes:

The household consumption rate is the ratio between househeld consumption and the household's gross disposable
incomme (GO,

waw wwd gighify that the coeffickents are significant at respectively 19%, 5% and 10%.

Student’s tis given in parenthesis.

The short-term dynamic is not reproduced in full in the table. Only the “Ricardian effects” and the “precautionarny
savings” are reproduced here,

The three specifications have satisfactory statistical properties. The LM tests lead to the rejection of the hypothesis of
autocorrelation of the residues of the equation. These residues are homoscedastic with respect to the White test and the
ARCH test, The functional farm of the equation is validated by the Reset test. Finally, according to the |arque-Bera test,
the residues of the equation follow a normal law

Our estimates show that the increase in the deficits is not
leading to a reduction in consumption and that the increase in
the savings rate observed between 2008 and 2011 can be
explained by “precautionary savings” due to the dramatic
worsening in the job market.

This result also confirms the analysis made in other OFCE
studies concerning the importance of the multipliers during
economic downturns.
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