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Increases in government spending are either financed through increases in taxes or public debt. Increases in the supply of public debt reduce the demand for competing securities such as corporate bonds, pushing up the relative cost of corporate debt capital. Graham et al. (2015), for example, report that government borrowing “crowds out” corporate debt financing through competition for investor funds. Consequently, it could be the case that, following an increase in government spending, firms cut back on investment in innovation because of a rise in the cost of corporate debt financing rather than decreases in demand. We show that our results remain robust controlling for the effects of debt crowding out channel. 
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