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Productive Public Expenditure and Endogenous Growth in an OLG
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Abstract

This dissertation constructs a discrete-time overlapping generations (OLG) model of
Diamond (1965), which incorporates endogenous growth, productive public expenditure, and a
PAYG pension system. The government allocates its income (payroll) tax revenues between the
social security benefit and growth-enhancing public infrastructure. We examine how the
proportion between these two purposes affects economic growth and social welfare. The main
findings are as follows. First, increasing the proportion of public infrastructure stimulates
economic growth. Second, the income tax rate that maximizes the growth rate is less than the
share of public infrastructure in the production function. As for welfare analysis, raising the
proportion of public infrastructure has ambiguous effect on the households’ welfare. By using
Taiwan data to calibrate our parameters, our numerical analysis shows that raising the
proportion of public infrastructure has a positive welfare effect on all generations. Moreover, the
income tax in Taiwan is not set to the optimal level that maximizes the economic growth rate.

Some parsimonious policy suggestions are discussed in the analysis.
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