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Consumers' behaviour and their response to prices or income changes is a main issue when the implementation of a new policy measure is discussed. For example, the implementation of a carbon tax regime to reduce the dependence from fossil fuels determines direct and indirect price and real income effects to which consumers react differently according to their socio-economic and demographic conditions: income, household size and composition, motivational and cognitive factors. Therefore, characterizing the consumption side of the economy is a fundamental issue in policy modelling. 
The European Commission, at the Institute for Prospective Technological Studies (IPTS) of DG Joint Research Centre, is currently setting up an Input-Output based macroeconomic model for the EU27 that includes the specification of a demand system. Indeed, linking a demand system to a macroeconomic IO type of model allows the simulation of policy measures to be more reliable.

The present paper presents the results of an econometric estimation of an aggregated demand system for the whole Europe and the following six aggregated consumption categories: agriculture, food and beverages, textiles and clothing, fuels for transportation, other commodities and services. The data set used for the analysis is published by Eurostat as a yearly time series of households' expenditures in Europe over the period 1990 – 2005 and classified on the basis of consumption purpose (COICOP). The panel data is unbalanced so that we chose to pool across countries which results in an aggregate demand model that is representative for the whole Europe. Moreover, pooling across countries disregards the time dimension and does not allow taking into account the factors affecting the demand overtime.
The estimated demand system is then used in combination with an IO model, extended with satellite accounts for energy and CO2, to analyze the effects in terms of energy consumption and related CO2 emissions of two different financing schemes for subsidizing the penetration of biofuels in Europe: an energy tax and a carbon tax. 
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